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I. INTRODUCTION

In 2005, the Nebraska Unicameral enacted legislation that autho-
rizes a trustee to "convert a trust to a total return trust." This author-
ization to convert is contained in Nebraska Revised Statutes section
30-3119.01,1 reprinted at the end of this Article. This Article's main
goals are to acquaint the reader with the background for the enact-
ment of this legislation, to examine some of the particulars of the pro-
cess of conversion to a total return trust, and to place this legislation
in the context of the "real world," occupied by those who administer
trusts and those who draft trusts.

To place the new legislation in its proper context, the author will
review the historical developments that provide the backdrop and con-
text for an examination of the new statute. The brief review leading
up to the statute's enactment will focus on two predominant themes:
the investment duties of trustees and the historic "principal and in-
come problem." The "principal and income problem" finds its source in
the manner in which traditional private trusts have been drafted with
regard to their distributive provisions. The "problem" or tension arises
out of the trustee's duty of impartiality with regard to the competing
investment objectives of the two classes of beneficiaries.

For professionals whose lives intersect with the world of trusts on
a daily basis, the story to be told is likely to be a familiar one. For the
general practice lawyer and the public at large the topic is a daunting
one - filled with complex considerations of fiduciary administration
concepts, esoteric tax rules, and a virtual sea of information and ad-
vice regarding the "total return trust."

Others have written eloquently and passionately about the "total
return trust," producing articles replete with charts, graphs, and
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1. NEB. REV. STAT. § 30-3119.01 (Supp. 2005).
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grids. These in-depth articles are written, by and large, for the special-
ist. The author's modest goal in the present undertaking is to take the
reader down the road of trust law developments in Nebraska, ending
up with a discussion of the Nebraska "total return" statute and its
implications for those who administer trusts and those who draft
trusts. The story begins with a somewhat personal approach to the
telling of recent Nebraska trust law history.

II. A NEBRASKA TRUST LAW ODYSSEY

The author's Nebraska trust law odyssey began in 1971 with his
first publication in this Law Review, which, fortuitously, dealt with
the topic of Nebraska trust law in light of the Restatement (Second) of
Trusts.2 The article focused on Nebraska case law, with barely a men-
tion of Nebraska statutory law.

During the 1970s, the direction of Nebraska statutory law in the
area of trusts and estates turned fairly dramatically with Nebraska's
adoption of the Uniform Probate Code, effective January 1, 1977. Most
readers are likely familiar with the concept of a "uniform" act and the
role played by the National Conference of Commissioners on Uniform
State Laws ("NCCUSL"). As stated on its web site, NCCUSL "has
worked for the uniformity of state laws since 1892."3 From its begin-
ning, NCCUSL has been active in the promulgation of uniform acts
relating to commercial law, family law, the law of probate and estates,
the law of business organizations, health law, and conflicts of law. At
least until 1977, the Nebraska Unicameral had not been particularly
active in adopting uniform acts in the field of probate and estates. As
noted above, the adoption by the Nebraska Unicameral of the Uniform
Probate Code represented a sea of change in Nebraska probate law
and paved the way for the parade of trust legislation that began un-
folding in 1980.

From 1980 to 2003, the Nebraska Unicameral enacted the follow-
ing uniform acts:

1980: Uniform Trustees' Powers Act;4 Uniform Principal and
Income Act 5

1996: Uniform Management of Institutional Funds Act;6

2. Ronald R. Volkmer, Recent Developments in Nebraska Trust Law, 5 CREIGHTON
L. REV. 40 (1971).

3. Uniform Law Commissioners, The National Conference of Commissioners on
Uniform State Laws, http://www.nccusl.org/nccusl/DesktopDefault.aspx?tabindex=O&
tabid=11 (last visited Dec. 20, 2006).

4. NEB. REV. STAT. §§ 30-2819 to 30-2826 (1995), repealed by 2003 Neb. Laws 244.
5. NEB. REV. STAT. §§ 30-3116 to 30-3149 (Supp. 2004 & 2005).
6. Id. §§ 58-601 to 58-609.
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1997: Uniform Custodial Trust Act;7 Uniform Prudent Inves-
tor Act s

2002: Revised Uniform Principal and Income Act 9

2003: Uniform Trust Code 10

In the pages of this Law Review the author chronicled each of
these statutory developments with special emphasis on the departures
from the NCCUSL version of these uniform acts. At the same time,
the author attempted to articulate twin themes: how each of the uni-
form acts impacts trust administration and how each act might im-
pact the drafter of trusts. In the case of Nebraska's newly enacted
"total return trust" statute, there is no uniform act upon which it was
based, so the author cannot follow the usual pattern of describing how
the Nebraska statute departs from the national mode. However, this
Article continues the pattern of previous articles in pointing out the
impact of the new legislation upon trust administration and the draft-
ing of trusts. It is hoped that with this emphasis the Article will serve
to educate and inform both the specialist in estate planning and the
general practice lawyer.

III. "TOTAL RETURN TRUST" - THE PRELUDE: UMIFA AND
UPIA

As noted at the beginning of this Article, the focal point of the
Article is Nebraska Revised Statutes section 30-3119. The heading for
this statute, selected by the Revisor of Statutes, is "Conversion to total
return trust."" If any of the readers are former students of the au-
thor, the expectation would be that, at this point, the author would
turn to the definition of "total return trust" as the appropriate starting
point for analysis. And yes, there is a definition for the term contained
in the statutes, but not within the confines of section 30-3119.01. But
before heading in that direction, the author suggests that a little back-
tracking is in order. The term "total return trust" did not originate
with the enactment of section 30-3119.01, but goes back to other stat-
utes previously enacted by the Nebraska Unicameral.

In 1996, Nebraska enacted the Uniform Management of Institu-
tional Funds Act (UMIFA) followed by the adoption of the Uniform
Prudent Investor Act (UPIA) in 1997. In the article written discussing
these acts, the author noted that the UMIFA, promulgated in 1972 by
NCCUSL, introduced the "total return" concept of trust investing in

7. Id. §§ 30-3501 to 30-3522.
8. Id. § 30-3883 to 30-3889.
9. Id. §§ 30-3116 to 30-3149.

10. Id. §§ 30-3801 to 30-38,110.
11. Id. § 30-3119.01.
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the rather narrow context of charitable endowments. 12 The 1994
UPIA represented the national consensus that the old "prudent per-
son" standard of trustee investing needed to be rethought in light of
the acceptance of what was, and still is, called "Modern Portfolio The-
ory." Much has been written on this theory and its acceptance by the
American Law Institute and NCCUSL. It is not necessary to review
that history for present purposes. However, it seems helpful at this
juncture to point out what led to the development of the concept of
investing for "total return."

The structure of the traditional private trust followed the develop-
ment of the law in England relating to the creation of future interests
in land. The law of estates - as classically defined - led to the dichot-
omy between present (possessory) interests and future interests. When
these same concepts were applied to equitable interests - interests
held by trust beneficiaries - drafters resorted to the familiar and the
accepted categories that had been recognized in the non-trust context.
So the familiar devise of Blackacre - a life estate to the widow, re-
mainder to the children - became a devise to a trustee of a life estate
to the widow, with a remainder to the children. A trust of this type
typically was to last until the death of the widow, at which time the
remainder would become possessory.

A trust just described required the trustee to differentiate be-
tween the property sticks in the equitable bundle. As trust law devel-
oped it became standard practice to denote the widow's equitable life
estate as an income interest and the children's remainder interest as
an interest in the corpus or principal of the trust. If the trustee were
in the position of being a passive title holder holding title to Blackacre,
the income/principal distinction created few problems. But, as one can
imagine, as trustees began to administer trusts that consisted of all
manner of assets - particularly intangibles - the distinction between
income and principal became problematic.

For trustees, however, the income/principal distinction was not
their main concern. It was the trustee's duty to make the trust prop-
erty productive and an equally important duty to treat the benefi-
ciaries impartially that put the trustees in a precarious position. The
investment objectives of the income and principal beneficiaries con-
flicted, and it was up to the trustee to delicately balance these inter-
ests in the choice of investments. While trust drafters might have put
into the trust some language that would give the trustees some mea-
sure of protection, the professional trustees were typically caught in

12. Ronald R. Volkmer, The Latest Look in Nebraska Trust Law, 31 CREIGHTON L.
REV. 221, 224-25 (1997).
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the middle in attempting to satisfy the investment objectives of the
income and principal beneficiaries.

The typical charitable endowment restricted the payout to the
charity to "income" produced by the investments of principal. If chari-
table trustees made investments that produced capital gains, they
would produce very little "income," to the detriment of the charity. It
was in that context that NCCUSL introduced the concept of investing
for "total return" in the 1972 UMIFA. 13 Because of the UMIFA's provi-
sions, charitable trustees were not shackled by traditional notions of
"income" and "principal." But, of course, like other trustees, they were
bound to make investments that satisfied legal norms relating to
trustees' investments.

In the 1980s world of private trusts, the discontent with the tradi-
tional "prudent person" standard of trustee investments heated up at
the same time academics were promulgating "modern portfolio the-
ory." Modern day corporate trustees were seeking greater flexibility
with regard to investment decisions, and the pressure to reform the
law of trustee investments combined to make "modern portfolio the-
ory" an idea whose time had come. In 1992 and in 1994, the American
Law Institute and NCCUSL endorsed the modern portfolio theory
with the promulgation of a newly revised trust investment section of
the Restatement (Second) Trusts and the UPIA, respectively.1 4

The widely adopted UPIA stated that a trustee's investments
should be evaluated "not in isolation" but "in the context of the trust
portfolio as a whole." 15 The UPIA further stated that "a trustee may
invest in any kind of property" consistent with the overall standard
set forth in the Act. 16 In a departure from prior law, the UPIA also
permitted delegation of the investment function so long as the fiduci-
ary was prudent in the selection of the agent.1 7 The world of trustee
investing - at least according to the default legal norms - had been
revolutionized.

But the trustee of the private trust was usually not in the same
position as the charitable trustee under the UMIFA. The charitable
trustee under the UMIFA was free to ignore the traditional distinction
between principal and income, for, as Professor Joel Dobris put it, the
UMIFA "permits nonprofits to invest endowments for total return
rather than for income . ". .."18 The trustee of the private trust was

13. UNIF. MGMT. OF INSTITUTIONAL FUNDS ACT § 6, 7A U.L.A. 31 (1972).
14. JESSE DUKEMINIER ET AL., WILLS, TRUSTS, AND ESTATES 796 (7th ed. 2005).
15. UNIF. PRUDENT INVESTOR ACT § 2(b), 7B U.L.A. 20 (1994).
16. Id. § 2(e).
17. UNIF. PRUDENT INVESTOR ACT § 9(a), 7B U.L.A. 39 (1994).
18. Joel C. Dobris, The Probate World at the End of the Century: Is a New Principal

and Income Act in Your Future, 28 REAL PROP. PROB. & TR. J. 393, 416 (1993).
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constrained by its distributive terms: if the trust required payment of
the income to the widow with ultimate distribution to the remainder-
men, the trustee could not ignore the income/principal distinction.

The UPIA had important things to say about permissible invest-
ments and the standards by which investments were to be judged as
well as legal rules regarding diversification and delegation. The UPIA
reiterated the long-standing rule of impartiality, but in a telling com-
ment to the impartiality rule noted that

[t]he trustee's duty of impartiality commonly affects the con-
duct of investment and management functions in the sphere
of principal and income allocations. This Act prescribes no re-
gime for allocating receipts and expenses. The details of such
allocations are commonly handled under specialized legisla-
tion, such as the Revised Uniform Principal and Income Act
(1962) .... 19

While the UMIFA might have initiated a new world of investing
for "total return," whereby the traditional distinctions between income
and principal could be effectively ignored for distributive purposes,
the UPIA offered no relief for trustees of private trusts who were
shackled by distributive provisions structured upon the distinction be-
tween income and principal. The conflicting investment objectives of
the two classes of beneficiaries remained, and the private trustee was
duty bound to "act impartially in investing and managing the trust
assets."20 And, in addition, the trustee was to follow the law regard-
ing the allocation of "receipts and expenses." 2 1

In a March 2006 article, Sharon Klein duly noted that
"[tiraditionally, there has been a tremendous tension between the
competing interests of a trust's income and remainder benefi-
ciaries."2 2 She further makes this comment about the impact of the
UPIA upon historical tension existing between income and principal
beneficiaries:

Investing pursuant to the Uniform Prudent Investor Act of
1994 (UPIA), which allows fiduciaries to invest for total re-
turn under modern portfolio theory, actually intensified this
inherent conflict. Under the UPIA, trustees are permitted to
invest in a manner that produces the best overall return,
without distinguishing between principal and income. How-
ever, trustees were faced with the dilemma of whether they
should invest for principal growth, which ultimately inures to
the benefit of the remainder beneficiaries, or invest in a man-

19. UNIF. PRUDENT INVESTOR ACT § 6 cmt., 7B U.L.A. 36 (1994).
20. Id. § 6.
21. Id. § 6 cmt.
22. Sharon Klein, New Dilemmas, TR. & EST., Mar. 2006, at 42.
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ner that produces a fair income payout to the current
beneficiaries. 23

Robert Wolf, perhaps the leading commentator on the topic of "to-
tal return trusts," summarized the trustee's dilemma in similar terms:

The Restatement (Third) of Trusts first forced open the door
to modern investment thinking for trusts, and the Uniform
Prudent Investor Act gradually found its way into state laws
across the country. Once the duty to invest for total return
and the duty to invest taking into account an obligation of
fairness to both current beneficiaries and the remainder ben-
eficiaries were in play, the trustee was thrust into a substan-
tial dilemma as to how to invest the trust if the trust provided
for the distribution of income and income only on a non-dis-
cretionary basis.24

Both Klein and Wolf identify the trustee's "duty" to invest for "to-
tal return," presumably under section 2(b) of the UPIA, which states
that

[a] trustee's investment and management decisions respect-
ing individual assets must be evaluated not in isolation but in
the context of the trust portfolio as a whole and as a part of
an overall investment strategy having risk and return objec-
tives reasonably suited to the trust.2 5

The Prefatory Note to the UPIA says of section 2(b):

The standard of prudence is applied to any investment as
part of the total portfolio, rather than to individual invest-
ments. In the trust setting the term "portfolio" embraces all
the trust's assets.2 6

At this point in recounting the history of the "total return trust," a
brief summary is in order:

(1) UMIFA permitted the charitable trustee to appropriate
"net appreciation," departing from the traditional legal rule
regarding what constituted "income" and the authority to
spend what had traditionally been regarded as principal.
UMIFA allowed the trustee leeway with regard to trust dis-
tributions. When UMIFA was promulgated in 1972 the term
"total return" was not in the lexicon of trust law.
(2) UPIA was widely interpreted as implementing "market
portfolio theory" into the law of trustees' investments. At the

23. Id. (emphasis added).
24. Robert B. Wolf, Total Return Trusts-A Decade of Progress, But Are We There

Yet? (Parts 1 & 2 of 4), 32 ACTEC J. 5, 12 (2006).
25. UNIF. PRUDENT INVESTOR ACT § 2(b), 7B U.L.A. 20 (1994) (emphasis added).
26. UNIF. PRUDENT INVESTOR ACT (Prefatory Note), 7B U.L.A. 3 (1994) (emphasis

added).
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core of that theory was section 2(b) of the UPIA, which was
interpreted broadly as "duty to invest for total return."

Thus far the term "total return trust" has not been identified or
defined based upon the uniform laws heretofore considered. That was
the way matters stood in 1997 when the author published an article in
this Law Review, an article reviewing Nebraska's version of the
UMIFA and the UPIA. At the conclusion of that article, the author
noted that "a new principal and income act is the next logical step."27

Before proceeding to that "next logical step," a slight digression is in
order. As the conclusion of the 1997 article noted, drafting considera-
tions for trusts were of critical significance, and on that front, some-
thing new was just emerging: the "total return trust" - a product of
new thinking as to how the distributive provisions of trusts might be
structured. 28 And to that topic, we now turn.

IV. THE "TOTAL RETURN TRUST" - A UNITRUST BY
ANOTHER NAME

Prior to 1997, the term "total return trust" was not in the vocabu-
lary of estate planners. When Robert Wolf published the first of his
landmark articles on "total return trusts" in 1997, he introduced a
term that now is enshrined in the Nebraska Revised Statutes, but
with a definition that inartfully captures the meaning of the term. 29

In a span of approximately ten years, Robert Wolf has authored five
major articles on what he has termed "the topic of trust design for
total return."30 It does turn out to be true that the UMIFA and the
UPIA were indeed setting the stage for a discussion about the topic of
"trust design for total return."

In his initial ground-breaking article, Wolf reviewed the status of
the law relating to trustees' investments up to 1997 and the tension
that still existed for trustees having to administer trusts that had in-
come and remainder beneficiaries. 3 1 His review of recent legislative
efforts (particularly the uniform acts sponsored by NCCUSL) suggests
that such effort "does not provide any help for trustees here and

27. Volkmer, 31 CREIGHTON L. REV. at 253.
28. Id.
29. Robert B. Wolf, Defeating the Duty to Disappoint Equally-The Total Return

Trust, 32 REAL PROP. PROB. & TR. J. 45 (1997).
30. Wolf, 32 REAL PROP. PROB. & TR. J. 45; Robert B. Wolf, Total Return Trusts-

Can Your Clients Afford Anything Less, 33 REAL PROP. PROB. & TR. J. 131 (1998); Robert
B. Wolf, Estate Planning with Total Return Trusts: Meeting Human Needs And Invest-
ment Goals through Modern Trust Design, 36 REAL PROP. PROB. & TR. J. 169 (2001);
Robert B. Wolf, Total Return Trusts-A Decade of Progress, But Are We There Yet?
(Parts 1 & 2 of 4), 32 ACTEC J. 5 (2006); Robert B. Wolf, Total Return Trusts-A Decade
of Progress, But Are We There Yet? (Parts 3 & 4 of 4), 32 ACTEC J. 101, 107 (2006).

31. See Wolf, 32 REAL PROP. PROB. & TR. J. 45.
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now."3 2 With that in mind, Wolf urged that "efforts should . . .be
focused upon drafting solutions."3 3

In his discussion of "designing a new generation of trust vehicle,"
Wolf laid out various alternatives in light of the eight objectives he
identified. 34 In his discussion of the "investment underpinnings," Wolf
referred to "total return investing," which he defined as "the investing
of funds for maximum return, regardless of whether that return is in
the form of accounting income or appreciation of principal."3 5 The
reader should note that Wolf has carefully and selectively carved out
the term "total return investing" to refer to the core concept embodied
in section 2(b) of the UPIA. But it is the "trust design for total return"
that is the heart of Wolfs discussions, and it is the "total return uni-
trust" that Wolf will abbreviate to simply the term "total return trust."

In selecting the unitrust form of payout for a private trust, Wolf is
opting to use a trust form that gained currency under the Tax Reform
Act of 1969.36 Under that Act, Congress limited the deductibility of
remainder interests of gifts to charities unless the form of the transfer
was structured as either a charitable remainder annuity trust (CRAT)
or charitable remainder unitrust (CRUT).3 7 Most persons, given the
prevalence of life insurance in our society, have some understanding
of the concept of annuity. But the term "unitrust" is likely to be
known, if at all, by only tax lawyers.

The "unitrust" achieves status as a term of art having a legal defi-
nition in the leading law dictionary published in 1979.38 From a defi-
nition originally contained in the Internal Revenue Code, 3 9 the term is
defined as "[a] trust from which a fixed percentage of the net fair mar-
ket value of the trust's assets, valued annually, is paid each year to
the beneficiary."

40

According to Wolf, "[bly directing the trustee to pay out a specific
percentage of the trust set forth by the grantor or testator, this type of
trust instrument removes the great difficulty in fulfilling the duty of
impartiality."4 1 In his extensive and detailed analysis, Wolf attempts
to anticipate the questions and issues that will arise if the drafter em-
ploys the unitrust format. After weighing the pros and cons of the uni-
trust format, Wolf lists a number of features that the unitrust format

32. Id. at 71.
33. Id.
34. Id. at 72-74.
35. Id. at 53.
36. Wolf, 32 ACTEC J. at 10.
37. Id. n.23.
38. BLACi's LAW DICTIONARY 1376 (5th ed. 1979).
39. I.R.C. § 664(d)(2)(A) (1969).
40. BLACiKs LAw DICTIONARY 1376 (5th ed. 1979).
41. Wolf, 32 REAL PROP. PROB. & TR. J. at 74.
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provides and asserts that "no other [form of] trust can do as well."4 2

The concluding sentence makes the case that "[o]verall, the total re-
turn trust breaks the chains by which trustees and trust investments
are bound to the distinctions between accounting income and
principal."

43

It is not necessary, for the purposes of this Article, to debate the
assertions put forth by Wolf as to the virtues of the unitrust format. It
is sufficient for present purposes to note that Wolf has identified with
clarity and precision the central concept of modern portfolio theory:
investing for "total return." More significantly, Wolf has introduced a
term of art-the "total return trust"-instead of the tax-based "uni-
trust" identifier. So the search for a definitive meaning for the term
"total return trust" has taken us to 1997 and Robert Wolfs pioneering
article. The year 1997 is notable, for it was the year that NCCUSL
approved a new Principal and Income Act, thus setting the stage for
the next evolutionary step on the road to Nebraska's "total return
trust" statute.

V. SECTION 104 OF THE REVISED PRINCIPAL AND INCOME
ACT-THE POWER TO ADJUST

In 2001, Nebraska adopted the NCCUSL's Principal and Income
Act of 1997.4 4 In an article appearing in the pages of this Law Review
in 2002, the author reviewed this new legislation, with special empha-
sis on the most "discussed and debated" section of the 1997 Principal
and Income Act-section 104. 4 5 Section 104 was controversial because
it allowed the trustee the power, under specified circumstances, to
"move principal to income and income to principal in order to make up
insufficiencies in either resulting from investment choices made pur-
suant to the prudent investor rule."46 On the other hand, the power to
adjust gave to the trustees of existing trusts a tool that might appro-
priately be used when the changed world of trustee investing, repre-
sented by the UPIA, clashed with existing "income only" trusts. 47

According to the comment to section 104 of the Principal and In-
come Act,

The purpose of section 104 is to enable a trustee to select in-
vestments using the standards of a prudent investor without

42. Id. at 96.
43. Id.
44. NEB. REV. STAT. §§ 30-3116 to 30-3149 (Supp. 2004).
45. Ronald R. Volkmer, Nebraska's Updated Principal and Income Act: Apportion-

ing, Allocating, and Adjusting in the New Trust World, 35 CREIGHTON L. REV. 295
(2002).

46. Id. at 311.
47. Id. at 310.
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having to realize a particular portion of the portfolio's total
return in the form of traditional trust accounting income such
as interest, dividends, and rents.
Section 104 does not empower a trustee to increase or de-
crease the degree of beneficial enjoyment to which a benefici-
ary is entitled under the terms of the trust; rather, it
authorizes the trustee to make adjustments between princi-
pal and income that may be necessary if the income compo-
nent of a portfolio's total return is too small or too large
because of investment decisions made by the trustee under
the prudent investor rule. 48

It is not the purpose of this Article to revisit the 2002 article and
the detailed features of Nebraska law as it relates to section 104. In
short, the feature of section 104 that seems most relevant is that sec-
tion 104 appears to cut in both directions in dealing with existing
trusts: It is remedial in that it allows a vehicle for trustees, on a yearly
basis, to adjust payments to beneficiaries based upon specified crite-
ria. Here, the focus is on receipts already received. On the other hand,
when one considers the language quoted above from the comment, it
appears that section 104 opens the door for a trustee to select invest-
ments in which it would not have considered investing without the
backstop provided by section 104.49 In this sense, section 104 func-
tions more like an "add on" to the UPIA, dealing with the thorny topic
from which the UPIA steered clear.

Robert Wolf, in a recently published article, provides a different
perspective on section 104:

[The Uniform Principal and Income Act] and Section 104 re-
flect a very significant and useful development in the law of
trusts. It provides an escape valve when the pressure and in-
flexibility of our income and principal rules becomes too
great. But the need for Section 104 itself, after the appli-
cation of all of the detailed income and principal rules
contained in the updated Act, is an implicit recognition
that the concept of income and principal, at least as far
as it has been traditionally defined, is a failed concept.
It is failed because the concept does not take into ac-
count inflation and the need to preserve real value, and
because there is no absolute correlation between tradi-
tional income and total return.50

In 2002, the author concluded the Nebraska version of section 104
was a necessary logical step in light of Nebraska's adoption of the

48. UNIF. PRINCIPAL & INCOME ACT § 104 cmt., 7A U.L.A. 434 (2000).
49. Id. § 104.
50. Wolf, 32 ACTEC J. at 10.
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UPIA.5 1 Like Robert Wolf, the author believes that section 104 pro-
vides the necessary flexibility-the "escape valve"-that trustees ad-
ministering "income only" trusts should have at their disposal.
Whether the concepts of income and principal are failed concepts in
the twenty-first century world of trust drafting is a provocative issue
and will be revisited in the conclusion of this Article. And now, after
the appetizers, comes the main course - the new Nebraska "total re-
turn statute."

VI. THE NEBRASKA "TOTAL RETURN TRUST" STATUTE

(A/K/A UNITRUST CONVERSION)

A. SETTING THE STAGE

Before discussing the particulars of the Nebraska "total return
trust" statute, it should be pointed out that the nomenclature associ-
ated with Nebraska Revised Statutes section 30-3119.01 has already
become obsolete. In the short span of five years, the term "total return
trust" has been replaced by the term "total return unitrust (TRU)." In
the literature of today's estate planning world, Nebraska Revised
Statutes section 30-3119.01 is being referred to as either a "TRU" stat-
ute or a "unitrust conversion" statute. The Colorado statute, upon
which Nebraska Revised Statutes section 30-3119.01 was based, was
recently amended such that the term "unitrust" was substituted for
"total return trust."52

Section 104 of the 1997 Uniform Principal and Income Act, ad-
dressing the principal/income problem with its "power to adjust" ap-
proach, was, in the words of Robert Wolf, a "necessary and natural
reaction" to the trustee's dilemma. 53 Wolf cites the "powerful bull
market . . .from 1995 to 1999" that was one of the "engine[s] of
change" driving the need for greater flexibility for trustees in both se-
lection of investments and "adjusting" income/principal distribu-
tions.5 4 Wolf also cites as another great "engine of change" "the
adoption on February of 2001 of the Proposed Regulations broadening
and updating the definition of income for tax purposes.. . -55 Shortly
thereafter, in June of 2001, Delaware became the first state to enact a
unitrust conversion statute-a statute that "expressly allow[ed] trust-
ees of income trusts to convert their income trusts to a unitrust."5 6

Other states soon followed, and by the time the Nebraska Unicameral

51. Volkmer, 35 CREIGHTON L. REV. at 298.
52. COLO. REV. STAT. ANN. § 15-1-404.5 (West 2006).
53. Wolf, 32 ACTEC J. at 12.
54. Id.
55. Id. at 13.
56. Id.
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enacted its version of a unitrust conversion statute, about half of the
states had enacted some form of a unitrust conversion statute.5 7

Since the NCCUSL has not promulgated a "uniform unitrust con-
version statute," the various states were on their own with regard to
the design of the unitrust conversion statute. Robert Wolfs review of
the development of unitrust conversion legislation notes that the vari-
ous states tended to follow three states' models. 58 According to Wolf,
the three model statutes were those enacted in Pennsylvania, Dela-
ware, and Illinois. 59 For present purposes, it is significant to note
Wolfs comment that the 2002 Illinois unitrust conversion statute,
building upon the Pennsylvania and Delaware models, became the ba-
sis for subsequent legislation in Nebraska and Colorado.60

B. THE NEBRASKA ENACTMENT PROCESS

In January of 2005, Nebraska State Senator Mick Mines intro-
duced LB 212, which was accompanied by the "Introducer's Statement
of Intent."6 1 This Statement read

LB 212 is designed to authorize a trustee, in addition [to] the
power to adjust under the Uniform and [sic] Principal and In-
come Act, to convert an income trust to a total return unitrust
without first seeking court approval. The legislation would
authorize the trustee to convert to a total return unitrust
with the consent of beneficiaries in which case no court order
is required. If the trustee receives an objection to a recom-
mendation to convert to a total return unitrust, or if the trus-
tee merely wants the comfort of a court order, the trustee is
authorized to seek court authorization. The legislation allows
a trustee to convert a total return unitrust to an income trust
and to change the percentage used to calculate the unitrust
amount, with the statute providing that the unitrust rate
cannot be less than three percent nor more than five percent
of the value of the trust assets.6 2

When LB 212 was reported out of committee, two amendments to
LB 212 were added. 63 The committee amendments were explained in
the "Committee Statement" as follows:

57. Id.
58. Id.
59. Id.
60. Id. at 15. Colorado enacted its statute in 2003. See COLO. REV. STAT. ANN.

§ 15-1-404.5 (West 2006).
61. Introducer's Statement of Intent L.B. 212, Neb. Unicameral, 99th Leg., 1st Sess.

(2005).
62. Id.
63. Comm. Statement LB 212, Neb. Unicameral, 99th Leg., 1st Sess. (2005).
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1. The committee amendments would amend this new section
to clarify that a "discretionary" act or omission, and not any
act or omission, by a trustee under this section shall be pre-
sumed to be reasonable and undertaken in good faith unless
the act or omission is determined by a court to have been an
abuse of discretion.
2. The committee amendments would amend this new section
to clarify that it will apply to irrevocable trusts in existence
before the bill's effective date.64

As often happens in the legislative process, LB 212 was amended
onto another bill-LB 533.65 The Committee Statement for LB 533
states that

[s]ection 33 to 35 of the committee amendments would amend
sections 30-3116 and 30-3117 and would enact a new section
in the Uniform Principal and Income Act (sections 30-3116 to
30-3149) to provide procedures and requirements for an in-
come trust to be converted by agreement or court order to a
"total return trust" for which a trustee shall invest the trust
assets seeking a total return without regard to whether the
return is from income or appreciation of principal. 66

The decision to place the unitrust conversion statute as a "new
section of the Uniform Principal and Income Act" - following the
"power to adjust" statute - was quite logical. On the other hand, the
terminology used in the new unitrust conversion statute would have
to be correlated with the existing terminology of the Uniform Principal
and Income Act. To accomplish that end, LB 212 had to have two sepa-
rate components: the unitrust conversion statute itself and a separate
section making changes in the definitions section of the existing Uni-
form Principal and Income Act. Thus, while Nebraska Revised Stat-
utes section 30-3119.01 is indeed the Nebraska unitrust conversion
statute, it cannot be divorced from the statutory definitions that were
added to the definitions section of the Uniform Principal and Income
Act. While it is convenient and technically accurate to refer to Ne-
braska Revised Statutes section 30-3119.01 as the Nebraska unitrust
conversion statute as it is referred to in Appendix A, the materials in
Appendix B, showing the changes in the definitions section of the Uni-
form Principal and Income Act, cannot be ignored.

C. HIGHLIGHTS OF THE NEBRASKA UNITRUST CONVERSION STATUTE

Appendix A contains the language of Nebraska Revised Statutes
section 30-3119.01. To assist the reader in reviewing the highlights of

64. Id.
65. Comm. Statement LB 533, Neb. Unicameral, 99th Leg., 1st Sess. (2005).
66. Id.
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this statute the author has inserted subsection headings, borrowed
from the Colorado version of this statute. The subsection headings do
not appear in the Nebraska Revised Statutes; they have been added to
assist the reader in ascertaining the scope of the various subsections.
Before going down that road, however, there is the preliminary matter
of definitions, a topic addressed by Appendix B.

1. The definitions added to the Uniform Principal and Income Act

As noted above, the Nebraska unitrust conversion statute does
not contain a "definitions" section. However, the unitrust conversion
statute was made a part of Nebraska's Principal and Income Act,
which does have a definitions section-Nebraska Revised Statutes
section 30-3117.67 Rather than adding a definitions section to the uni-
trust conversion statute, the Nebraska Unicameral, following Colo-
rado's lead, added two definitions to section 30-3117. Those additions
are highlighted in Appendix B.

The two terms of art that were added to section 30-3117 are "qual-
ified beneficiary" and "total return trust."68 Because the unitrust con-
version statute utilizes the term "qualified beneficiaries," it was
necessary to define that term. Because Nebraska has enacted the
Uniform Trust Code and that Code contains a definition for that term,
it was logical that the definition for "qualified beneficiary" was simply
"borrowed" from the Nebraska Uniform Trust Code. 69

The definition for the term "total return trust" references the uni-
trust conversion statute and states that a trust that has been "con-
verted to a total return trust" under section 30-3119.01 is a "total
return trust."70 It is only by looking to the substance of section 30-
3119.01 that one determines what "conversion" involves; thus, the def-
inition under section 30-3117 is somewhat circular, for the unitrust
conversion statute utilizes the term "total return trust."

2. Methods of conversion

In the first three subsections of section 30-3119.01 in Appendix A
with the added subsection headings, the subsection headings deline-
ate the three methods by which a trust may be converted into a
unitrust.

67. NEB. REV. STAT. § 30-3117 (Supp. 2005).
68. Id.
69. Id. § 30-3803.
70. § 30-3117(14).
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a. Conversion by trustee

Subsection (1) of section 30-3119.01, referred to as "Conversion by
Trustee," states the procedure by which the trustee has authority to
convert the existing trust to a unitrust.7 1 Later subsections will delin-
eate the limitations on the trustee's power to convert, but subsection
(1) begins by stating that "Unless expressly prohibited by a trust, a
trustee may release the power to adjust described in section 30-3119
and convert... "72 The introductory language of section 30-3119.01 is
significant for drafting purposes for it empowers trust settlors-in the
future-to take away this option.

If the trust instrument does not prohibit conversion to a unitrust,
the trustee may then consider whether "conversion will enable the
trustee to better carry out the intent of the settlor and the purpose of
the trust."7 3 After making that determination, the trustee then pro-
ceeds to take the special procedural steps outlined in subsection (1)(b)
of section 30-3119.01. The trust beneficiaries are given a window of
opportunity to object and if there is no timely objection, the trustee
may proceed with the conversion.

Determining exactly who is entitled to receive the notice specified
under subsection (1)(b) may present some problems as attorneys and
trustees come head to head with the definition of "qualified benefici-
ary" under the Nebraska Uniform Trust Code. 74 Subsection (1)(c) of
section 30-3119.01 states that conversion by a trustee is possible only
if "[tihere are one or more legally competent beneficiaries who are cur-
rently eligible to receive income."75 In other words, there must be a
"legally competent" income beneficiary or beneficiaries (in the manner
that the term "income beneficiary" is defined in the Principal and In-
come Act). The requirement of "legally competent" may prove to be a
thorny problem, for a trustee may not know whether the beneficiary is
"legally competent" absent an adjudication.

b. Conversion, reconversion, adjustment of distribution percentage
by agreement

Subsection (2) of section 30-3119.01 authorizes unitrust conver-
sion or reconversion to an income trust by agreement among the trus-
tee and "all qualified beneficiaries of the trust."76 Where subsection
(1) authorizes conversion by the trustee upon the beneficiaries' failure

71. Id. § 30-3119.01(1).
72. Id. (emphasis added).
73. § 30-3119.01(1)(a).
74. § 30-3117(11).
75. § 30-3119.01(1)(c).
76. § 30-3119.01(2).
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to object following notice, subsection (2) contemplates that the quali-
fied beneficiaries all "sign off' on the conversion or reconversion plan.

Subsection (2) also authorizes the trustee and qualified benefi-
ciaries to "modify the distribution percentage" by agreement. 77 How-
ever, the statute sets limits on the percentage distribution agreed
upon: it may not be less than three percent or more than five
percent.

78

c. Conversion or reconversion by court

Subsection (3) of section 30-3119.01 is a fairly lengthy subsection
specifying the procedure by which a trustee or a beneficiary is author-
ized to bring a judicial proceeding for the purpose of securing a court
order ordering either conversion or reconversion. 7 9 Whereas the trus-
tee is authorized to petition the court "for any reason,"80 the benefici-
ary is entitled to bring an action seeking conversion or reconversion or
adjustment of distribution percentage only after the trustee has been
requested to do so and has declined or failed to act within six months
after receiving a written request from the beneficiary.8 1

Subsection (3) states that as a general rule, the moving party, be
it trustee or beneficiary, must convince the court that conversion, re-
conversion, or adjustment of the distribution percentage "will enable
the trustee to better carry out the purposes of the trust."8 2 The "pur-
poses of the trust" test will inexorably cause the court to review the
trust from the perspective of the trust settlor and will likely be a very
fact-sensitive inquiry.

Once a conversion takes place pursuant to court order, the statute
places limits on the ability of the trustee to reconvert to an "income
trust only."8 3 As a general rule, the statute limits actions under sub-
section (3) to be brought "no more frequently than every two years."8 4

3. Administration of a unitrust

Subsections (4), (5), and (6) of section 30-3119.01 are all generally
directed to the "administration of a unitrust" even though it is only
subsection (4) that has that specific designation as its sub-heading.
Subsections (4), (5), and (6), when read together, provide specific
guidelines for the trustee in administering the unitrust. These subsec-

77. Id.
78. Id.
79. § 30-3119.01(3).
80. § 30-3119.01(3)(a).
81. § 30-3119.01(3)(b).
82. § 30-3119.01(3)(c).
83. § 30-3119.01(3)(f.
84. § 30-3119.01(3)(h).
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tions tell the trustee how to administer the unitrust once conversion
takes place and are key portions of the statute.

a. In general

Subsection (4), under the heading of "Administration of a Uni-
trust," begins by stating that a trustee shall, during the time the trust
is a unitrust, administer the trust under the principles set forth in
subsection (4) "unless otherwise provided by the terms of the trust."8 5

Under subsection (4)(a)(i), the trustee is simply directed to invest
trust assets "seeking a total return,"8 6 thus mimicking the overriding
duty imposed on trustees under the Uniform Prudent Investor Act.8 7

Under subsection (4)(a)(ii), the trustee is instructed to make "income
distributions in accordance with the trust subject to the provisions of
this section."88

At this point, the reader may be wondering why the statute refers
to "income distributions" when the effect of a unitrust conversion is to
allow the payment of a fixed sum as opposed to "income" generated by
the trust. Subsection (4) will address this anomaly but does so some-
what belatedly, in subsection (4)(b).

Subsection (4)(b) contains two defined terms for the purposes of
subsection (4): "distribution amount" and "income."8 9 Subsection (4)(b)
states that "[income, as that term appears in the governing instru-
ment, means the distribution amount."90 This is where the "alchemy,"
similar to the "power to adjust" statute, occurs. The "income" distribu-
tion to which the trust beneficiary is entitled under the instrument
becomes, under the statute, the "distribution amount."

The formula for determining the "distribution amount" under
subsection 4(b) refers to the "distribution percentage"-a term that is
defined in subsection 4(a)(iii). 9 1 The "distribution percentage" is a crit-
ical figure, for it will determine the amount that will be paid out annu-
ally to what are idiosyncratically referred to as "income beneficiaries."
The following is the statutory language addressing this critical issue:

The distribution percentage for any trust converted to a total
return trust by a trustee in accordance with subsection (1) of
this section shall be four percent, unless a different percent-
age has been determined in an agreement made pursuant to

85. § 30-3119.01(4)(a).
86. § 30-3119.01(4)(a)(i).
87. UNIF. PRUDENT INVESTOR AcT § 2(c)(5), 7B U.L.A. 20 (1994).
88. NEB. REV. STAT. § 30-3119.01(4)(a)(ii).
89. § 30-3119.01(4)(b)(i)-(ii).
90. § 30-3119.01(4)(b)(ii).
91. § 30-3119.01(4)(a)(iii).
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subsection (2) of this section or ordered by a court pursuant to
subsection (3) of this section .... 92

It will be recalled from previous discussion that the creation of a
unitrust by agreement limits the distribution percentage to a range
from three percent to five percent.9 3 The prior discussion of conversion
to a unitrust by court order did not mention a distribution percent-
age.9 4 However, if one looks ahead in the statute-under "Court Or-
ders" in subsection (7)-one finds that under court-ordered conversion
the court may "[s]elect a distribution percentage other than four per-
cent, except that the court may not order a distribution percentage of
less than three percent or greater than five percent."95 Thus, the limi-
tations on the distribution percentage for conversions by agreement
and court order are the same. Note, however, that when the unitrust
conversion is accomplished by the trustee under subsection (1), the
rate is fixed at four percent.9 6

The formula for the "distribution amount" is set forth in subsec-
tion (4)(b)(i); given the importance of this formula, it is worthy of being
directly quoted:

Distribution amount means an annual amount equal to the
distribution percentage multiplied by the average net fair
market value of the trust's assets. The average net fair mar-
ket value of the trust's assets shall be the net fair market
value of the trust's assets averaged over the lesser of: (A) The
three preceding years; or (B) The period during which the
trust has been in existence . . .97

The process of going back three years to determine the "distribu-
tion amount" is commonly referred to as a "smoothing out" provi-
sion.98 It is designed to provide a more consistent payout amount
despite changes in the market that affect returns.

Subsections (4)(a)(iv)(A) and (B) address the topic of underpay-
ments and overpayments to beneficiaries and provide detailed rules
for accrual of interest on such payments. 99

b. Determination of matters in unitrust administration

Subsection (5) lists those matters of trustee administration that
are within the trustee's discretion to decide:

92. Id.
93. See supra note 78 and accompanying text.
94. See supra notes 79-84 and accompanying text.
95. NEB. REV. STAT. § 30-3119.01(7)(a)(i).
96. § 30-3119.01(4)(a)(iii).
97. § 30-3119.01(4)(b)(i)(A)-(B).
98. The "smoothing rule" is discussed in Wolf, 32 REAL PROP. PROB. & TR. J. at 75.

A more extended discussion on this topic appears in Wolf, 32 ACTEC J. at 101-10.
99. NEB. REV. STAT. § 30-3119.01(4)(a)(iv)(A)-(B).
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the effective date of the conversion to a unitrust;100

the manner of prorating distributions "for a short year";1 1

whether to distribute in cash or in kind; 10 2

frequency and dates of valuation of the trust assets; 0 3

valuation decisions for any asset having "no readily available
market value."104

As to the last topic listed, subsection 5(g) goes into rather exten-
sive detail as to when and how a trustee goes about its decision-mak-
ing process in concluding that an asset having "no readily available
market value" is excluded from the valuation of the net fair market
value of the trust's assets. 10 5 Subsection (5)(g)(iii)(C) lists examples of
assets for which there is a "readily available market value" and those
assets for which there is no "readily available market value."10 6 In-
cluded within the latter category are "real property; tangible personal
property; and artwork and other collectibles."' 0 7 The categorical ex-
clusion of real property might come as a bit of a surprise, but the mod-
ern day trustee is not likely to be in the position of holding fee simple
title to Blackacre as trustee. Valuation issues can become problematic
in the context of other areas of trustee administration. Subsection (5)
was ostensibly written to facilitate trustee administration of uni-
trusts, and the language of subsection (5)-focusing on valuation is-
sues-goes a long way in making unitrust conversion an attractive
option for trustees.

c. Allocations

Subsection (6)(a) is a fairly straightforward rule designed to make
sure that expenses that were not chargeable to the income beneficiary
prior to unitrust conversion do not become chargeable against the
"distribution amount.' 0 8

Subsection (6)(b) presents the first opportunity to raise an impor-
tant consideration relating to unitrust conversions that has not previ-
ously been discussed: federal tax implications.10 9 Much has been
written on this important topic and, as will be shown in discussion of
other subsections, section 30-3119.01 was written to co-exist harmoni-
ously with the rules pertaining to both federal income taxation and

100. § 30-3119.01(5)(a).
101. § 30-3119.01(5)(b).
102. § 30-3119.01(5)(c).
103. § 30-3119.01(5)(e)-(f).
104. § 30-3119.01(5)(g).
105. § 30-3119.01(5)(g)(i)-(iii).
106. § 30-3119.01(5)(g)(iii)(C).
107. Id.
108. § 30-3119.01(6)(a).
109. § 30-3119.01(6)(b).
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federal estate and gift taxation. No effort is made in this discussion to
delve extensively into an area of unitrust conversion law that is still
developing. The modest effort herein is to place the language of section
30-3119.01 within the background of federal tax legislation.

A very concise explanation of subsection 6(b) is provided by two
Colorado lawyers in an article that discusses the Colorado statutory
equivalent of subsection 6(b). These authors explain what has become
known as the "ordering rule":

Another difficulty for the trustee in administering a [con-
verted unitrust] is making appropriate allocations of items of
income for tax purposes. The Final Regulations [issued by the
Internal Revenue Service] allow the trustee to elect to either:
(1) add capital gains to DNI, up to the distribution amount in
excess of traditional DNI; or (2) have those gains continue to
be taxed to the trust. Once this election is made, it must be
applied consistently in all future years.
The [Colorado unitrust conversion statute] currently has an
ordering rule for [converted unitrusts]. The ordering rule pro-
vides that the distribution amount is deemed paid from the
following sources in the following order: (1) traditional in-
come; (2) other ordinary income; (3) net realized short-term
capital gains; (4) net realized long-term capital gains; and (5)
trust principal.
The trustee has no discretion in a [converted unitrust] to de-
termine the ordering of income items of the trust, unless the
ordering rule is superseded by the governing instrument.
Thus, the current provisions of the Act do not allow the same
level of flexibility that a trustee would enjoy if the ordering
rule were not required by the Act. 1 10

Notice that the authors stress that the "ordering rule" of subsec-
tion 6(b) is subject to being overridden by language in the trust instru-
ment, but note as well that once the election is made by the trustee to
treat capital gains in a certain manner, this election must be applied
"consistently." The trustee's decision as to how to allocate capital
gains is no small matter and might result in the trustee being placed
"in the middle" with regard to the interests of the two classes of
beneficiaries.

4. Court orders

Subsection (7) supplements subsection (3) in that it specifies the
types of orders a court is empowered to make in a judicial proceeding

110. Joseph H. Skinner & William H.T. Frey, Trust Income: New Possibilities and
Approaches, COLO. LAw., Dec. 2004, at 82.



CREIGHTON LAW REVIEW

involving unitrust conversion or reconversion."' One of the specified
powers of the court specifically articulated in subsection (7) is the
following:

[d]irect the distribution of net income, determined as if the
trust were not a total return trust, in excess of the distribu-
tion amount as to any or all trust assets if the distribution is
necessary to preserve a tax benefit .... 112

This provision initiates a theme that will be found in the next two
subsections of the statute: the unitrust conversion option is tailored so
as to not jeopardize or imperil the tax status of the trust being con-
verted. 11 3 While unitrust conversion was motivated by a desire to al-
low trustees to invest for total return in the context of an "income
only" trust, the unitrust conversion statute drafters were mindful of
the perils lurking in the Internal Revenue Code. 1 14 Clearly some in-
come only trusts were structured in the context of the "tax tail wag-
ging the property dog." And the unitrust conversion statutes were
designed, in every way possible, to insure that the "changed dog" did
not result in a new "tax tail."

5. Restrictions

The theme of preserving the existing tax status of the converted
trust continues in subsection (8) of section 30-3119.01. Subsection
(8)(a) states that the "distribution amount" (as determined under sub-
section (4)) "may not be less than the net income of the trust, deter-
mined without regard to the provisions of this section" if the converted
trust was one of either two types: "a trust for which an estate tax or
gift tax marital deduction was claimed or may be claimed" or "a trust
that was exempt, in whole or in part, from generation-skipping trans-
fer tax on September 4, 2005, by reason of any effective date or transi-
tion rule."115

The language of subsection 8(a) just quoted was contained in the
original versions of the Illinois and Colorado unitrust conversion stat-
utes but has since been repealed in both states. 1 16 While the language
of subsection 8(a) might have been unnecessary during the period

111. NEB. REV. STAT. § 30-3119.01(7).
112. § 30-3119.01(7)(a)(iv).
113. Wolf, 32 ACTEC J. at 13. Robert Wolf, in discussing the "engine of change"

fueling the adoption of total return statutes, refers to the adoption of federal tax regula-
tions as the "triggering event." Id. at 12-13.

114. See generally Wolf, 32 REAL PROP. PROB. & TR. J. at 83-88 ("Tax Aspects of The
Total Return Trust").

115. NEB. REV. STAT. § 30-3119.01(8)(a)(i)-(ii).
116. COLO. REV. STAT. ANN. § 15-1-404.5 (West 2006); 760 ILL. COMP. STAT. ANN. 5/

5.3 (West Supp. 2006).
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when the status of the federal tax regulations were in question, it
would appear that subsection (8)(a) is no longer needed. 1 17

Subsection 8(b) has further restrictions on the effect of unitrust
conversion upon the governing instrument. 118 Under subsection 8(b),
the unitrust conversion does not affect a provision in the governing
instrument "[that directs or authorizes the trustee to distribute prin-
cipal" or a fixed annuity or fixed fractional share of the trust assets or
"[tihat authorizes a beneficiary to withdraw a portion or all of the
principal."1 19

The last of the listed provisions under subsection 8(b) unaffected
by unitrust conversion is clearly geared to preserve benefits under the
Internal Revenue Code in language echoing the tax code. 120 Unitrust
conversion does not affect any provision in the governing instrument
"W[that in any manner diminishes an amount permanently set aside
for charitable purposes under the governing instrument unless both
income and principal are set aside."12 1

6. Tax limitations

Subsection (9)'s heading of "Tax Limitation"-borrowed from Col-
orado-is perhaps a misnomer. While there are, to be sure, tax impli-
cations in the substance of subsection (9),122 perhaps the better way to
view the problems addressed by this subsection would be expressed by
labeling this subsection "Conflicts of interest; co-trustees." 123

The authors of an article in the Illinois Bar Journal have pro-
vided an accurate summarization of subsection (9) in commenting
upon the language of the Illinois statute that is the same as subsection
(9). These authors state that:

[w]here the conversion (or failure to convert) the trust would
alter the trustee's beneficial interest, the trustee-beneficiary
may not exercise the power to convert in his or her capacity
as a trustee. However, this limitation does not preclude that
trustee from petitioning the court for conversion in his or her

117. Wolf, 32 ACTEC J. at 34. Robert Wolf asserts that we "know for sure" that
after the Final Regulations were issued by the Treasury Department that unitrust con-
version pursuant to a state statute will not "cause a loss of the federal estate tax marital
deduction." Id. at 33-34.

118. NEB. REv. STAT. § 30-3119.01(8)(b).
119. § 30-3119.01(8)(b)(i)-(iii).
120. § 30-3119.01(8)(b)(iv).
121. Id.
122. § 30-3119.01(9).
123. A trustee seeking unitrust conversion might also be a remainder beneficiary,

thus raising a conflict of interest issue. A well-drafted comprehensive unitrust conver-
sion statute should address this topic. Otherwise the courts will be called upon to rule
upon the propriety of the election. See generally In re Heller, 849 N.E.2d 262 (N.Y.
2006).
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capacity as a beneficiary. In addition, if one or more co-trust-
ees are not also beneficiaries of that trust, those co-trustees
can act alone to convert the trust, so long as the trustee-bene-
ficiary does not participate in the decision in his or her capac-
ity as trustee. This limitation also applies where a trustee-
beneficiary participates in converting a trust and his or her
participation alters the nature of the beneficial interests. An
individual who is both a trustee and a beneficiary cannot ini-
tiate conversion as a trustee if it would cause anyone to be
treated as the owner of a part of the trust, or where conver-
sion would cause a part of the trust to be included in any indi-
vidual's gross estate. In those cases, the trustee-beneficiary
may only act in his or her capacity as a beneficiary and,
therefore, could not initiate conversion except by seeking a
court order or reaching an agreement with the trustees to
convert. 124

7. Releases

Subsection (10) is a relatively short, straightforward provision au-
thorizing release by the trustee of the power to convert granted under
section 30-3119.01.125 It might be noted that the introductory lan-
guage of section 30-3119.01, authorizing unitrust conversion, is
couched in terms of a trustee's release of the power to adjust conferred
by section 30-3119.126 Oddly enough, there is no "release" language
contained in the "power to adjust" statute that precedes the unitrust
conversion statute.127

8. Remedies

The label attached by Colorado to subsection (11)-"Remedies"-
is another subsection heading that is inapt. A more accurate labeling
of subsection (11) would be to use terms such as "Protection of Trus-
tee" or "Trustee Liability" or, perhaps most accurately, "Trustee Non-
Liability." The theme of trustee (non) liability begins in subsection
(3)(d)(ii), which states that in a judicial proceeding involving conver-
sion, reconversion, or adjustment of the distribution percentage, a
trustee's actions in such a proceeding shall not be deemed a breach of
the duty of impartiality unless the court finds the trustee acted "in
bad faith."1 28

124. Louis S. Harrison et al., Total Return Trusts Give Trustees Flexibility in Ever-
Changing Markets, 91 ILL. B.J. 240, 246 (2003).

125. NEB. REV. STAT. § 30-3119.01(10).
126. § 30-3119.01(1).
127. NEB. REV. STAT. § 30-3119 (Supp. 2004).
128. § 30-3119.01(3)(d)(ii).
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Subsection (11) is designed, it would appear, to provide a high de-
gree of protection for trustees exercising the option granted under sec-
tion 30-3119.01. Subsection (11) accomplishes this goal in a variety of
ways, as a review of subsection (11) reveals.

First and foremost, subsection (11)(a) protects the trustee from
claims made against the trustee for any actions taken, or not taken,
provided the trustee acts "in good faith."129 Furthermore, the subsec-
tion presumes good faith on the part of the trustee, and one who al-
leges breach by the trustee must meet the very high standard of proof
under an "abuse of discretion" test.130

Secondly, subsection (11)(b) provides that the remedies against a
breaching trustee include conversion, reconversion, or change of dis-
tribution percentage. 13 1 Thirdly, subsection (11)(c) provides that the
beneficiary's right to sue may be barred not only by "adjudication, con-
sent, or limitation," but also by the failure of a beneficiary to object
within six months after receiving a "statement fully disclosing the
matter."13 2 The statute provides a method by which the "statement" is
to be served. 13 3 Taken together, the various subparts of subsection
(11) give to the trustee a high degree of protection, which, presumably,
is designed to encourage utilization of this option by the trustee.

9. No Duty to Notify

Subsection (12) is one of the shorter and more straightforward
provisions embedded in section 30-3119.01. This subsection states
that a trustee has no duty to notify a beneficiary of the availability of
the unitrust conversion option.13 4 Furthermore, the trustee is not obli-
gated to review the provisions of a trust and make a determination as
to suitability of unitrust conversion unless requested to do so by a
"qualified beneficiary" "in writing."135

10. Application

Subsection (13) is one of the more significant provisions of section
30-3119.01, for it delineates the scope of the section. In other words,
subsection (13) tells us-in broad terms- which trusts are subject to
this provision and-in narrow terms-which trusts are not subject to
this provision.

129. § 30-3119.01(11)(a).
130. Id.
131. § 30-3119.01(11)(b)(i)-(iii).
132. § 30-3119.01(11)(c).
133. Id.
134. § 30-3119.01(12).
135. Id.
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With regard to the inclusionary aspect of the statute, subsection
(13)(a) states that "[t]his section applies to trusts in existence on Sep-
tember 4, 2005, and to trusts created on or after such date."136 In
other words, the statute has retroactive effect, which is critically im-
portant for trustees who are laboring under existing trusts with the
"principal and income problem." Subsection 13(b) begins by making
the rather obvious point that this Nebraska statute applies only to
trusts "administered in Nebraska under Nebraska law" or one gov-
erned by Nebraska law. 137

Next comes a listing of exclusions from the application of this sec-
tion-trusts that are not subject to the unitrust conversion option.
The first of these exclusionary provisions is subsection (13)(b)(i),
which states that this section does not apply to a trust "described in
the Internal Revenue Code of 1986, as amended, 26 U.S.C. section 170
(f)(2)(b), 664(d), 1361(d), 2702(a)(3), or 2702(b)." 13 8 The listing of
these sections of the Internal Revenue Code follows the original pat-
tern of the Illinois and Colorado statutes, which have since been
changed in those states.139

Subsection (13)(b)(ii) states that unitrust conversion is not per-
mitted if it "is clearly contrary to the manifestation of the settlor's in-
tent as expressed in the trust instrument" or by other competent
evidence, thus reiterating the language that appears at the very be-
ginning of section 30-3119.01.140

Subsection (13)(b)(iii) lists as the final bar to unitrust conversion
a trust existing on September 5, 2005, that is structured as a uni-
trust.'4 1 However, subsection (13)(b)(iii) allows a trustee or benefici-
ary, following a specified procedure, to "adopt provisions in this
section that do not contradict provisions in the governing instru-
ment."1 42 In other words, certain portions of section 30-3119.01 may
be made applicable to existing unitrusts if the trust provisions do not
bar such action.

VII. TRUSTEES' CHOICE: EQUITABLE ADJUSTMENT/
UNITRUST CONVERSION

The unitrust conversion option provided by section 30-3119.01,
coupled with the "equitable adjustment" power granted under section

136. § 30-3119.01(13)(a).
137. § 30-3119.01(13)(b).
138. § 30-3119.01(13)(b)(i).
139. 760 ILL. Comp. STAT. ANN. 5/5.3 (West Supp. 2006); CoLO. REV. STAT. ANN.

§ 15-1-404.5 (West 2006).
140. § 30-3119.01(13)(b)(ii).
141. § 30-3119.01(13)(b)(iii).
142. Id.

[Vol. 40



20061 NEBRASKA'S "TOTAL RETURN TRUST" STATUTE 161

30-3119, ostensibly paves the way for Nebraska trustees to invest for
"total return" in the context of administering an "income only" trust.
What considerations should be taken into account by these trustees in
making a decision to exercise either power? This topic is one that has
been addressed by other authors, and the present discussion is in-
tended to provide the reader with a flavor of the dialogue occurring at
a national level on this precise topic.

With regard to the unitrust conversion option, the first considera-
tion is whether that option is available. The discussion of section 30-
3119.01 in the previous section of this Article revealed that there are
existing income only trusts that would not be subject to the statute,
and, thus, the unitrust conversion option would not exist. Assuming
that such is not the case, what factors and considerations should
trustees take into account in deciding which of the two options is suit-
able? Here is a sampling of the national commentary on this topic
from attorneys who have written on this topic.

Practitioner Mark Edwards has the following comments with re-
gard to which "weapon of law" the trustee chooses:

Is it the power to adjust under §104, or is it a unitrust conver-
sion under the statute?
(1) The use of either tool in essence converts the trust into one
in which distributions are based upon total return.
(2) Some factors favor the use of a unitrust conversion:

(a) Concern about potential litigation with the trust
beneficiaries;
(b) A unitrust distribution between 3% and 5% is a safe
harbor under the tax regulations;
(c) Trust administration is simplified with a unitrust,
permitting better investment decisions;
(d) Cash flow to the beneficiaries is predictable, assisting
their budgeting process.

(3) Other factors favor the use of the power of adjustment:
(a) The trust beneficiaries (both current and future) are
relatively harmonious;
(b) The trustee is not locked into a set percentage of
distribution;
(c) The trustee has more flexibility to adjust distributions
on an annual basis to react to market conditions, benefi-
ciary needs, and changing economic environment;
(d) While it is not easy to get out of a unitrust once
adopted, the use of the power of adjustment can easily
vary from year to year.

(4) What it comes down to is a trade off between the simplic-
ity, predictability and safe harbor comfort of the unitrust ver-
sus the flexibility of the power to adjust.
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(5) Whichever route is chosen, the trustee should document
the factors and process used in the decision. 143

In commenting upon the Illinois unitrust conversion statute,
Louis S. Harrison, Erica E. Lord, and Kirk W. Dillard had these com-
ments on the topic of "Conversion Considerations":

Conversion might be particularly beneficial when a grantor
intended to provide an income beneficiary with a steady
stream of interest and dividends for life. For instance, where
a grantor establishes a trust that qualifies for the marital de-
duction, the grantor may have intended to provide ongoing
support to the surviving spouse. When market conditions fail
to produce sufficient income to sustain the beneficiary, or
where the trustee lacks the power to make discretionary prin-
cipal distributions, conversion could also provide an alterna-
tive way to extend the trust's economic growth to the income
beneficiary.
Conversion could provide a reasonable solution where, for ex-
ample, the trustee lacks the power to make discretionary dis-
tributions of principal. This may be appropriate where the
assets of the trust have grown but the trustee has no other
way to disperse that appreciation to the income beneficiary.
Conversion might also be an alternative to litigation where
beneficiaries and trustees are at odds over investment philos-
ophy, and it might be the right choice if both the income and
remainder beneficiaries would receive greater returns after
converting.
A trustee may also consider conversion to achieve income tax
advantages under the distributable net income regulations
and section 643 of the code. Because the proposed regulations
permit the trustee to include gains in distributable net in-
come that would otherwise be characterized as capital gains,
the trustee might seek conversion to obtain an additional
level of flexibility and tax planning that would allow capital
gains to be distributed to beneficiaries for maximum tax
savings.
Finally, conversion might be advantageous where income dis-
tributions fluctuate greatly from year to year. Conversion to a
total return trust creates a more predictable income distribu-
tion and permits better distribution planning for both the
trustee and the beneficiaries.14 4

In jurisdictions that have both the equitable adjustment and uni-
trust conversion options, there is little empirical data as to what ex-

143. Mark B. Edwards, Through the Looking Glass: The Future of Estate and Finan-
cial Planning, AM. L. INST.-AM. BAR ASS'N CONTINUING LEGAL EDUC. ALI-ABA COURSE
OF STUDY 1289, 1346 (2006).

144. Harrison et al., 91 ILL. B.J. at 246.
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tent these options are, in fact, being employed. 145 Robert Wolfs
"unscientific survey" of Pennsylvania practitioners revealed that both
individual trustees and corporate trustees were using the two options
"infrequently." 14 6 He also reported that his survey revealed "no par-
ticular split between the power to adjust and the power to convert to a
unitrust.'

u4 7

Given the relative newness of these options and the cloud of un-
certainty that hung over the unitrust conversion while the Internal
Revenue Service deliberated as to language of the Treasury Regula-
tions under section 643, it is not all that surprising that the options
given to trustees have not been exercised. Things may be changing,
however, as the options become better publicized and promoted by
lawyers and the corporate fiduciary community.

VIII. RE-THINKING THE STRUCTURE OF TRUSTS: DRAFTING
CONSIDERATIONS

"There are no easy answers, no easy methods of distribution that
guarantee success. "148

"No one type of trust fits all situations.' 4 9

The above quotations, coming from the pen of Robert Wolf, per-
haps best illustrate the cautionary attitude one should have entering
into the world of trust drafting. Back in 1997 this author modestly
predicted that "[tihe traditional manner in which trusts are struc-
tured with careful separation between 'income' and 'principal' benefi-
ciaries is likely to change . . . ,uso At this point, the author has no
reason to believe that practicing attorneys have indeed moved away
from the classic "income only" trust structure. The question that re-
mains, however, is whether thoughtful drafters should be re-thinking
their traditional default mode of "income only" trusts in favor of a uni-
trust (or other) model.

Others have written extensively on the topic of trust design, par-
ticularly with regard to the design of a unitrust. Robert Wolf's articles
have championed the unitrust concept and have explored variations of
what might be called the standard unitrust. (The "standard unitrust"
would fit the definition currently found in Black's Law Dictionary and
would also be applicable to the "converted unitrust" under section 30-

145. See Wolf, 32 ACTEC J. at 125.
146. Wolf, 32 ACTEC J. at 128-131, 133.
147. Id. at 134. The author has received anecdotal evidence that corporate trustees

in Colorado are in fact converting income only trusts to unitrusts pursuant to policies
written by the corporate fiduciaries for trust management.

148. Id. at 128.
149. Wolf, 36 REAL PROP. PROB. & Ta. J. at 216.
150. Volkmer, 31 CREIGHTON L. REV. at 253.
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3119.01; it is "a trust from which a fixed percentage of the fair market
value of the trust's assets, valued annually, is paid each year to the
beneficiary." 15 1)

By 2001, Robert Wolf indicated that the unitrust concept had be-
come nuanced to the point that these alternatives to the "standard
unitrust" existed: "the no-drop unitrust," the "Give-Me-Five" unitrust,
and the "ordered unitrust."1 5 2 In 2006, Wolf went back to the drawing
board and wrote an article outlining "some new thoughts on design
and distribution policy." 1 53 In this article, Wolf emphasized the need
for a "smoothing rule" and introduced a new term: "The Bernstein Col-
lar," which he characterized as "a hybrid - part unitrust and part in-
flation-indexed trust."1 5 4 Under this approach, which is designed to
guard against variation in return and the path of the return, the
"Bernstein Collar" approach causes the trust to become "an inflation-
indexed trust whenever the unitrust distribution amount would go
above the ceiling or below the floor that is set."15 5

One of the conclusions that Wolf describes as an "important plan-
ning point" is the following: "[fl or any of these alternative distribution
methods apart from the unitrust to qualify for the marital deduction,
the traditional accounting income must be distributed if it is greater
than the distribution amount calculated.' 56 Wolfs latest thinking is
summarized by him as follows:

First, in my judgment the Bernstein Collar is the best new
alternative design for implementing a total return strategy
since the unitrust, and is a viable approach to exercising the
power to adjust in instances in which a unitrust approach
may allow too much volatility for the current beneficiary....
However, when drafting a trust for a real, rather than hypo-
thetical, family, a unitrust with a payout in the range of 3-4%
depending upon the duration of the trust and the needs of the
beneficiary, with a discretionary power to distribute addi-
tional principal if needed for the beneficiary's health, mainte-
nance and support (or broader powers if the trustee is
independent), may yet be the most frequently useful model
that allows the trustee to invest for total return and dis-
tribute fairly to the current beneficiary.
Where the trust faces the really tough challenges in rough
financial markets, such as during the period from 1966 to
1980, granting the trustee a discretionary power in addition

151. BLAci's LAw DICTIONARY 1553 (8th ed. 2004).
152. Wolf, 36 REAL PROP. PROB. & TR. J. at 210, 220, 255.
153. Wolf, 32 ACTEC J. at 101.
154. Id. at 101, 112.
155. Id. at 112.
156. Id. at 117.
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to a distribution formula and having that trustee weigh the
difficult financial markets versus actual human need may be
better than any "set it and forget it" formula. Now that may
sound strange coming from someone suggesting a unitrust
distribution method, which is just such a "set it and forget it"
method. But the greatest disadvantage of the unitrust is no
doubt the potential for significant volatility to the income
beneficiary's interest, and that can be addressed by the addi-
tion and exercise of trustee discretion, while the unitrust dis-
tribution, likely to be fair and impartial in almost all
markets, is still probably the most benign of the alternatives
to the traditional income regime. 157

Notice that in Wolfs latest statement on the subject of the advisa-
bility of utilizing a unitrust trust, he acknowledges that coupling the
standard unitrust with a support standard for additional distributions
"may yet be the most frequently useful model that allows the trustee to
invest for total return and distribute fairly to the current
beneficiary. "158

Other writers on the topic of trust design are not as enthusiastic
as Wolf is when it comes to favoring the unitrust distribution method.
A contrasting point of view is offered by practitioner Christopher
Cline:

B. Problems with the Total Return Trust
Clients create trusts, for the most part, with real human be-
ings in mind, and for a particular purpose: to educate, to sup-
port, to provide creditor protection. Promoters of total return
trusts are right to point out that income only trusts are short
sighted and inadequate. However, the total return trust tries
to solve the problem without reference to the goals the client
seeks, replacing one arbitrary standard with another. I have
yet to have the client come into my office that asks that their
spouse or child be given a unitrust interest on the client's
death (unless, of course, the idea was already sold to them by
another estate planner). Unitrust interests simply do not
track any human need.
Total return trusts are useful for maximizing distributions to
the current beneficiary without eroding principal to inflation.
Such a trust is designed by using several assumptions: the
anticipated trust investments, the expected return from those
investments and the expected rate of inflation. The unitrust
amount will be the expected return less the rate of inflation.
Studies that have addressed the issue have put that unitrust
amount at about 3 - 4%, assuming investment 100% in equi-

157. Id. at 117-18.
158. Id. at 118 (emphasis added).



CREIGHTON LAW REVIEW

ties, not debt instruments. Indeed, distributions of even 5%
will, over time, erode the buying power of the remainder in-
terest to inflation even if the trustee maintains an all equities
portfolio. This approach works best with current benefi-
ciaries who are not relying on the trust property for their sup-
port, or when trust assets are large enough that a small
annual percentage distribution will still greatly exceed the
current beneficiary's needs. Even in this case, though, the to-
tal return trust can be problematic, because there is always
the chance that, due to a significant change in trust asset val-
ues, the unitrust interest will be too large or too small.
Further, I doubt that the drafters of total return trusts are
maintaining this lower level of distribution to avoid erosion of
the remainder interest to inflation. Instead, I suspect that
many drafters are starting with 5% as a baseline, if for no
other reason than that they are used to doing so in the con-
text of charitable remainder trusts (which of course require a
minimum distribution of 5%).159

In the context of drafting advice, Cline goes on to suggest what he
refers to as "Modest Alternatives":

To begin with, as all of the doctrines described in this article
show, trust drafting has become a much more thoughtful pro-
cess (as indeed it should always have been). The drafter must
take into account the purpose of the trust, the assets to be
transferred to it and the amount of discretion a trustee is to
have when determining to make or withhold distributions to
a beneficiary. The drafter who does not consider these factors
will suddenly find herself with statutory default provisions
drafted for her. Further, in my experience at least, clients are
becoming much more concerned about the way trusts are
drafted, particularly trusts for younger children. This height-
ened awareness to trust drafting has two aspects: first, how
should the drafter deal with the new legislation described in
this article; and, second, what additional provisions should a
drafter consider not contained in that legislation ....
B. Some Alternative Approaches
So if neither income only trusts nor total return trusts are
workable solutions, what's a poor drafter to do? As a starting
point, we should not overlook the hoary old "net-income-plus-
principal-for-ascertainable-standards" approach. Under this
trust, the current beneficiary is entitled to all of the net in-
come, plus as much of the principal as the beneficiary needs
for health, education, maintenance or support. This approach

159. Christopher P. Cline, Planning with the Principal & Income Act and Prudent
Investor Act, in PRACTISING LAW INSTITUTE TAX LAw & ESTATE PLANNING COURSE HAND-
BOOK SERIES, 339 PLI/EsT 295, 380-81 (Westlaw) (2006).
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has drawn criticism recently because trustees are often hesi-
tant to use the principal invasion power, rendering the trust
effectively as an income only trust. This criticism has some
merit, although the whole point of having an ascertainable
standard is that it is one that can be enforced by a court, so a
trustee who is unwilling to make principal distributions can
be sued or removed. However, a more constructive approach
is to add precatory statements from the trustor, indicating
how the principal invasion power is to be exercised. Such
statements might include the following:
"I have created this trust for the sole purpose of maintaining
trust property until the person for whom this trust is created
is capable of managing such property, and intend that this
trust be administered for the sole benefit of such person. In
keeping with this intent, the trustee shall not consider the
interests of any beneficiary other than such person when
making investment or distribution decisions." This type of
language is helpful in trusts that last until the beneficiary
reaches a certain age.
Exculpation language that relieves the trustee from liability
for making principal distributions.
Allowing the trustee to buy and hold as a trust asset a resi-
dence for the beneficiary and to allow the beneficiary to live
there rent-free as part of the support distribution. This would
also require modifying the effects of the Prudent Investor Act
to allow the trustee to hold the residence regardless of its pro-
portionate value to the rest of the trust assets.
Adding a level of specificity to the meaning of the ascertaina-
ble standard.
For example, "health" could be defined to include payments of
medical insurance. Care must be taken, however, not to make
the ascertainable standard overly broad to the point that it
becomes unascertainable, possibly creating a general power
of appointment under Code § 2041.
Guidance of this kind can go a long way in ensuring that the
principal invasion power is used in the manner the trustor
intended.
A variation on this theme is to create a total return trust with
a relatively small percentage distribution (say 2-3%), coupled
with principal invasion provisions of the type described
above. Indeed, this approach is advocated by the promoters of
total return trusts. This change from the income only ap-
proach could be somewhat helpful, but I would argue that, in
either case, the principal invasion feature is the most signifi-
cant and that choosing between income and a unitrust
amount is of little importance. The key, of course, is convinc-
ing the trustee to make principal distributions. Again, the
type of language mentioned above is critical.
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A completely different approach, and one that is becoming in-
creasingly popular with my clients, is to view trust adminis-
tration in stages, corresponding with stages in the
beneficiary's life. This is particularly true for trusts for minor
children that will terminate upon the child's reaching a cer-
tain age. Such a trust might have the following features:
Until age 18, the child can have income and principal for her
health, education maintenance and support. Additionally,
distributions can be made to the guardian to help with hous-
ing costs. From age 18 to age 25, the child can have as much
income and principal as she needs for her education and
health. Additionally, she can have support distributions, but
only if she is enrolled at least 3/4 time in school. After age 25
and until the termination of the trust, the child can have as
much income and principal as she needs for education and
health, but not support. Additionally, the trustee automati-
cally distributes a fixed dollar amount, adjusted for inflation,
to help supplement her income. This amount is not big
enough to allow the child not to work, but is enough to make
life easier for her. Finally, the trustee has the power to
purchase a home and hold it as a trust asset, or to invest in
any business the child establishes. This type of trust is de-
signed for the parent who wants to see that her child is edu-
cated, but is concerned that too easy access to trust property
will drain the child's initiative. Variations, of course, are end-
less, depending upon the purpose to be served by the trust.
The point is not whether these particular provisions are effec-
tive as a "default," but whether they are designed with both
the specificity and the flexibility necessary to accomplish the
trustor's objectives. 160

Both Wolf and Cline emphasize that trust drafting should "be-
come a much more thoughtful process.' u 6 1 The goal of the author in
writing this section was to emphasize that basic point and to point out
that a "one size fits all" model of trust drafting is not likely to serve
the underlying needs and interests of the trust settlors who have
placed their faith and trust in the drafting lawyer.

IX. CONCLUSIONS

While the focal point of this Article is the Nebraska unitrust con-
version statute, the author believes that a review of the events leading
up to the passage of the statute was absolutely essential to set the
stage for discussion of the statute. One cannot, it is submitted, enter
the world of equitable adjustment and unitrust conversion statutes

160. Id. at 381-84.
161. Id. at 381.
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without understanding the changed world of trustees' investments (in-
vesting for "total return" under the Uniform Prudent Investor Act) as
well as the historic "principal and income problem."

Since in many instances it is the "tax tail" that wags the "property
dog," it is also important to appreciate the connection between the
power to adjust and unitrust conversion statutes with the Internal
Revenue Code. In this Article, the author has chosen not to explore
that topic in any systematic or detailed way.

Power to adjust and unitrust conversion statutes are generally
about giving trustees options to deal with the "principal and income
problem," but in the late 1990s extensive questions arose as to the tax
consequences of doing so. Practitioners asked the Internal Revenue
Service ("IRS") for guidance in the context of proposed Treasury Regu-
lations. The IRS responded in February of 2001 with proposed regula-
tions; on December 30, 2003, the Treasury set forth its final
regulations that governed the definition of income. 16 2

These final regulations answered the question as to whether
changes authorized by state law (under power to adjust or unitrust
conversion statutes) would be respected with regard to federal tax
purposes. 163 By and large, the Treasury responded that changes in a
trust made pursuant to state law would be respected. 164 According to
Robert Wolf, the regulations made it clear that a conversion of a trust
from a traditional "'hold the principal and pay the income'" trust into
a unitrust would not:

"(1) Cause a loss of the federal estate tax marital deduction,
(2) Trigger a taxable transfer for gift tax purposes,
(3) Result in a taxable sale or exchange... ,or
(4) Undo [generation-skipping] grandfathering."16 5

Clearly the promulgation of these regulations by the IRS opened the
door wide for potential unitrust conversions, and, not surprisingly,
many states began enacting unitrust conversion statutes. 16 6

With the IRS concerns generally alleviated, the practitioners who
were eager to modernize state unitrust conversion statutes began to
look more carefully at the unitrust conversion statutes that have
emerged as prototypes. As Wolf put it, "[sitates which have enacted
total return legislation should promptly consider whether additional
changes or fine tuning are necessary in light of the issuance of the
Final Regulations." 16 7

162. Wolf, 32 ACTEC J. at 33.
163. Id.
164. Id.
165. Id.
166. Id. at 12-15.
167. Id. at 54.
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The process of fine tuning has already begun, most notably in Col-
orado. 168 That is significant for Nebraska inasmuch as section 30-
3119.01 is based upon the Colorado prototype. So, looking to the fu-
ture, it would appear that Nebraska's unitrust statute, though barely
a year old and representing a "modern prototype," is already in need of
"fine tuning." Wolfs analysis of the Final Regulations issued by the
IRS indicates that they are also in need of some fine tuning, and with
a change in the federal regulations would likely come a necessity to
change existing unitrust conversion statutes. 16 9

On the drafting side, the principal questions are whether and how
the drafter can draft around the "principal and income problem" and
the extent to which drafting a unitrust should become the paradigm.
The author has provided comments from two leading authorities on
this point, both of which should give drafters some guidance as well as
ideas for options in the structuring of trusts. One of the questions
that ensues in drafting a unitrust is whether the unitrust created by a
settlor will receive the same tax treatment as a converted unitrust
under section 30-3119.01. This is no small matter. In the same vein
the question arises whether existing unitrusts in Nebraska might be
considered the same as converted unitrusts under section 30-3119.01.
The very last sentence of section 30-3119.01 offers the potential for
"opting into" the provisions of section 30-3119.01.170

On balance, the author views the enactment of section 30-3119.01
as a very positive step forward in Nebraska trust law in that it pro-
vides another valuable option for a trustee who, while investing for
"total return," feels the pinch of being "in the middle" of the competing
and conflicting desires of income and principal beneficiaries. The Act
provides sensible and workable procedures to accomplish a unitrust
conversion with very little risk to the trustee. The hope is that Ne-
braska trustees will consider this option and determine its suitability.
The extent to which drafters will change their practices to any mea-
surable degree is debatable. With the structure of many private ex-
press trusts dictated by federal tax laws, some drafters might regard
the unitrust option as unsuitable. Drafters of trusts whose structure is
not dictated by federal tax laws should recognize that options do exist
and trust drafting is an art, not an exercise in copying formbooks.

The changes in trust law in the past twenty-five years in Ne-
braska-the result of a flurry of legislation-have changed the world
of estate planning for Nebraska lawyers. The latest development-the

168. See 2006 Colorado Laws, Ch. 114, §15 (amending COLO. REV. STAT. §15-1-
404.5).

169. See generally Wolf, 32 ACTEC J. at 30-64.
170. NEB. REV. STAT. § 30-3119.01(13)(b)(iii) (Supp. 2005).
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Nebraska unitrust conversion statute-continues what the author be-
lieves has been a march of progress, giving Nebraska lawyers greater
guidance and the latest tools available to serve their clients. It is now
up to the Nebraska legal community to use those tools and to update
and fine tune the extensive statutory law that now exists in the world
of trusts.
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APPENDIX A

NEBRASKA REVISED STATUTES

(CuM. Supp. 2005)
[SUBSECTION HEADINGS ADDED As PER COLORADO REVISED STAT-

UTES ANNOTATED § 15-1-404.5]
§ 30-3119.01. Conversion to total return trust
(1) [Conversion by Trustee]
Unless expressly prohibited by a trust, a trustee may release the

power to adjust described in section 30-3119 and convert a trust to a
total return trust as described in this section if all of the following
apply: (a) The trustee determines that the conversion will enable the
trustee to better carry out the intent of the settlor and the purpose of
the trust; (b) The trustee sends written notice of the trustee's decision
to convert the trust to a total return trust specifying a prospective ef-
fective date for the conversion which shall not be sooner than sixty
days after the notice is sent and which shall include a copy of this
section of law and shall specifically recite the time period within
which a timely objection may be made. Such notice shall be sent to the
qualified beneficiaries determined as of the date the notice is sent and
assuming nonexercise of all powers of appointment; (c) There are one
or more legally competent beneficiaries who are currently eligible to
receive income from the trust and one or more legally competent bene-
ficiaries who would receive a distribution of principal if the trust were
to terminate immediately before the notice is given; and (d) No benefi-
ciary has objected in writing to the conversion to a total return trust
and delivered such objection to the trustee within sixty days after the
notice was sent.

(2) [Conversion, reconversion, and adjustment of the distribution
percentage by agreement]

Conversion to a total return trust or reconversion to an income
trust may be made by agreement between the trustee and all qualified
beneficiaries of the trust. The trustee and all qualified beneficiaries of
the trust may also agree to modify the distribution percentage, except
that the trustee and the qualified beneficiaries may not agree to a dis-
tribution percentage of less than three percent or greater than five
percent. The agreement may include any other actions a court could
properly order pursuant to subsection (7) of this section.

(3) [Conversion or reconversion by court]
(a) The trustee may, for any reason, elect to petition the court to

order conversion to a total return trust including, without limitation,
the reason that conversion under subsection (1) of this section is un-
available because: (i) A beneficiary timely objects to the conversion to
a total return trust; (ii) There are no legally competent beneficiaries
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who are currently eligible to receive income from the trust; or (iii)
There are no legally competent beneficiaries who would receive a dis-
tribution of principal if the trust were to terminate immediately.

(b) A beneficiary may request the trustee to convert to a total re-
turn trust or adjust the distribution percentage pursuant to this sub-
section. If the trustee declines or fails to act within six months after
receiving a written request from a beneficiary to do so, the beneficiary
may petition the court to order the conversion or adjustment.

(c) The trustee may petition the court prospectively to reconvert
from a total return trust or to adjust the distribution percentage if the
trustee determines that the reconversion or adjustment will enable
the trustee to better carry out the purposes of the trust. A beneficiary
may request the trustee to petition the court prospectively to recon-
vert from a total return trust or adjust the distribution percentage. If
the trustee declines or fails to act within six months after receiving a
written request from a beneficiary to do so, the beneficiary may peti-
tion the court to order the reconversion or adjustment.

(d)(i) In a judicial proceeding instituted under this subsection, the
trustee may present opinions and reasons concerning: (A) The trus-
tee's support for or opposition to a conversion to a total return trust, a
reconversion from a total return trust, or an adjustment of the distri-
bution percentage of a total return trust, including whether the trus-
tee believes conversion, reconversion, or adjustment of the
distribution percentage would enable the trustee to better carry out
the purposes of the trust; and (B) Any other matter relevant to the
proposed conversion, reconversion, or adjustment of the distribution
percentage. (ii) A trustee's actions undertaken in accordance with this
subsection shall not be deemed improper or inconsistent with the trus-
tee's duty of impartiality unless the court finds from all the evidence
that the trustee acted in bad faith.

(e) The court shall order conversion to a total return trust, recon-
version prospectively from a total return trust, or adjustment of the
distribution percentage of a total return trust if the court determines
that the conversion, reconversion, or adjustment of the distribution
percentage will enable the trustee to better carry out the purposes of
the trust.

(M If a conversion to a total return trust is made pursuant to a
court order, the trustee may reconvert the trust to an income trust
only: (i) Pursuant to a subsequent court order; or (ii) By filing with the
court an agreement made pursuant to subsection (2) of this section to
reconvert to an income trust.

(g) Upon a reconversion the power to adjust, as described in sec-
tion 30-3119 and as it existed before the conversion, shall be revived.
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(h) An action may be taken under this subsection no more fre-
quently than every two years, unless a court for good cause orders
otherwise.

(4) [Administration of a unitrust]

(a) During the time that a trust is a total return trust, the trustee
shall administer the trust in accordance with the provisions of this
subsection as follows, unless otherwise expressly provided by the
terms of the trust:

(i) The trustee shall invest the trust assets seeking a total return
without regard to whether the return is from income or appreciation of
principal; (ii) The trustee shall make income distributions in accor-
dance with the trust subject to the provisions of this section; (iii) The
distribution percentage for any trust converted to a total return trust
by a trustee in accordance with subsection (1) of this section shall be
four percent, unless a different percentage has been determined in an
agreement made pursuant to subsection (2) of this section or ordered
by the court pursuant to subsection (3) of this section; and (iv)(A) The
trustee shall pay to a beneficiary in the case of an underpayment
within a reasonable time and shall recover from a beneficiary in the
case of an overpayment either by repayment by the beneficiary or by
withholding from future distributions to the beneficiary: (I) An
amount equal to the difference between the amount properly payable
and the amount actually paid; and (II) Interest compounded annually
at a rate per annum equal to the distribution percentage in the year or
years during which the underpayment or overpayment occurs. (B) For
purposes of subdivision (4)(a)(iv) of this section, accrual of interest
may not commence until the beginning of the trust year following the
year in which the underpayment or overpayment occurs.

(b) For purposes of this subsection: (i) Distribution amount means
an annual amount equal to the distribution percentage multiplied by
the average net fair market value of the trust's assets. The average
net fair market value of the trust's assets shall be the net fair market
value of the trust's assets averaged over the lesser of: (A) The three
preceding years; or (B) The period during which the trust has been in
existence; and (ii) Income, as that term appears in the governing in-
strument, means the distribution amount.

(5) [Determination of matters in administration of unitrust]

The trustee may determine any of the following matters in ad-
ministering a total return trust as the trustee deems necessary or
helpful for the proper functioning of the trust: (a) The effective date of
a conversion to a total return trust pursuant to subsection (1) of this
section; (b) The manner of prorating the distribution amount for a
short year in which a beneficiary's interest commences or ceases, or, if
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the trust is a total return trust for only part of the year or the trustee
may elect to treat the trust year as two separate years, the first of
which ends at the close of the day on which the conversion or reconver-
sion occurs, and the second of which ends at the close of the trust year;
(c) Whether distributions are made in cash or in kind; (d) The manner
of adjusting valuations and calculations of the distribution amount to
account for other payments from, or contributions to, the trust; (e)
Whether to value the trust's assets annually or more frequently; (f)
Which valuation dates to use and how many valuation dates to use; (g)
Valuation decisions concerning any asset for which there is no readily
available market value, including: (i) How frequently to value such an
asset; (ii) Whether and how often to engage a professional appraiser to
value such an asset; and (iii) Whether to exclude the value of such an
asset from the net fair market value of the trust's assets for purposes
of determining the distribution amount. For purposes of this section,
any such asset so excluded shall be referred to as an excluded asset
and the trustee shall distribute any net income received from the ex-
cluded asset as provided for in the governing instrument, subject to
the following principles: (A) The trustee shall treat each asset for
which there is no readily available market value as an excluded asset
unless the trustee determines that there are compelling reasons not to
do so and the trustee considers all relevant factors including the best
interests of the beneficiaries; (B) If tangible personal property or real
property is possessed or occupied by a beneficiary, the trustee may not
limit or restrict any right of the beneficiary to use the property in ac-
cordance with the governing instrument regardless of whether the
trustee treats the property as an excluded asset; and (C) By way of
example and not by way of limitation, assets for which there is a read-
ily available market value include cash and cash equivalents; stocks,
bonds, and other securities and instruments for which there is an es-
tablished market on a stock exchange, in an over-the-counter market,
or otherwise; and any other property that can reasonably be expected
to be sold within one week of the decision to sell without extraordinary
efforts by the seller. By way of example and not by way of limitation,
assets for which there is no readily available market value include
stocks, bonds, and other securities and instruments for which there is
no established market on a stock exchange, in an over-the-counter
market, or otherwise; real property; tangible personal property; and
artwork and other collectibles; and (h) Any other administrative mat-
ter that the trustee determines is necessary or helpful for the proper
functioning of the total return trust.

(6) [Allocations]
(a) Expenses, taxes, and other charges that would otherwise be

deducted from income if the trust was not a total return trust may not
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be deducted from the distribution amount. (b) Unless otherwise pro-
vided by the governing instrument, the distribution amount each year
shall be deemed to be paid from the following sources for that year in
the following order: (i) Net income determined as if the trust was not a
total return trust; (ii) Other ordinary income as determined for federal
income tax purposes; (iii) Net realized short-term capital gains as de-
termined for federal income tax purposes; (iv) Net realized long-term
capital gains as determined for federal income tax purposes; (v) Trust
principal comprising assets for which there is a readily available mar-
ket value; and (vi) Other trust principal.

(7) [Court Orders]
(a) The court may order any of the following actions in a proceed-

ing brought by a trustee or a beneficiary pursuant to subdivision (a),
(b), or (c) of subsection (3) of this section: (i) Select a distribution per-
centage other than four percent, except that the court may not order a
distribution percentage of less than three percent or greater than five
percent; (ii) Average the valuation of the trust's net assets over a pe-
riod other than three years; (iii) Reconvert prospectively from a total
return trust or adjust the distribution percentage of a total return
trust; (iv) Direct the distribution of net income, determined as if the
trust were not a total return trust, in excess of the distribution
amount as to any or all trust assets if the distribution is necessary to
preserve a tax benefit; or (v) Change or direct any administrative pro-
cedure as the court determines is necessary or helpful for the proper
functioning of the total return trust.

(b) Nothing in this subsection shall be construed to limit the equi-
table jurisdiction of the court to grant other relief as the court deems
proper.

(8) [Restrictions]
(a) The distribution amount may not be less than the net income

of the trust, determined without regard to the provisions of this sec-
tion, either: (i) For a trust for which an estate tax or a gift tax marital
deduction was claimed or may be claimed, in whole or in part, but only
during the lifetime of the spouse for whom the trust was created; or
(ii) For a trust that was exempt, in whole or in part, from generation-
skipping transfer tax on September 4, 2005, by reason of any effective
date or transition rule.

(b) Conversion to a total return trust shall not affect any provision
in the governing instrument: (i) That directs or authorizes the trustee
to distribute principal; (ii) That directs or authorizes the trustee to
distribute a fixed annuity or a fixed fraction of the value of trust as-
sets; (iii) That authorizes a beneficiary to withdraw a portion or all of
the principal; or (iv) That in any manner diminishes an amount per-
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manently set aside for charitable purposes under the governing in-
strument unless both income and principal are set aside.

(9) [Tax Limitations]

If a particular trustee is also a beneficiary of the trust and conver-
sion or failure to convert would enhance or diminish the beneficial in-
terest of that trustee or, if possession or exercise of the conversion
power by a particular trustee alone would cause any individual to be
treated as owner of a part of the trust for federal income tax purposes
or cause a part of the trust to be included in the gross estate of any
individual for federal estate tax purposes, then that particular trustee
may not participate as a trustee in the exercise of the conversion
power, except that: (a) The trustee may petition the court under subdi-
vision (a) of subsection (3) of this section to order conversion in accor-
dance with this section; and (b) A cotrustee or cotrustees to whom this
subsection does not apply may convert the trust to a total return trust
in accordance with subsection (1) or (2) of this section.

(10) [Releases]
A trustee may irrevocably release the power granted by this sec-

tion if the trustee reasonably believes the release is in the best inter-
ests of the trust and its beneficiaries. The release may be personal to
the releasing trustee or it may apply generally to some or all subse-
quent trustees. The release may be for any specified period, including
a period measured by the life of an individual.

(11) [Remedies]
(a) A trustee who reasonably and in good faith takes any action or

omits to take any action under this section is not liable to any person
interested in the trust. A discretionary act or omission by a trustee
under this section shall be presumed to be reasonable and undertaken
in good faith unless the act or omission is determined by a court to
have been an abuse of discretion.

(b) If a trustee reasonably and in good faith takes or omits to take
any action under this section and a person interested in the trust op-
poses the act or omission, the person's exclusive remedy shall be to
seek an order of the court directing the trustee to: (i) Convert the trust
to a total return trust; (ii) Reconvert from a total return trust; (iii)
Change the distribution percentage; or (iv) Order any administrative
procedures the court determines are necessary or helpful for the
proper functioning of the trust.

(c) A claim for relief under this subsection that is not barred by
adjudication, consent, or limitation is nevertheless barred as to any
beneficiary who has received a statement fully disclosing the matter
unless a proceeding to assert the claim is commenced within six
months after receipt of the statement. A beneficiary is deemed to have
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received a statement if it is received by the beneficiary or the benefici-
ary's representative in a manner described in section 30-2222 or 30-
3121.

(12) [No Duty]
A trustee has no duty to inform a beneficiary about the availabil-

ity and provisions of this section. A trustee has no duty to review the
trust to determine whether any action should be taken under this sec-
tion unless the trustee is requested in writing by a qualified benefici-
ary to do so.

(13) [Application]
(a) This section applies to trusts in existence on September 4,

2005, and to trusts created on or after such date.
(b) This section shall be construed to apply to the administration

of a trust that is administered in Nebraska under Nebraska law or
that is governed by Nebraska law with respect to the meaning and
effect of its terms unless: (i) The trust is a trust described in the Inter-
nal Revenue Code of 1986, as amended, 26 U.S.C. section 170(f)(2)(B),
664(d), 1361(d), 2702(a)(3), or 2702(b); (ii) Conversion of a trust to a
total return trust is clearly contrary to the manifestation of the set-
tlor's intent as expressed in the trust instrument or as may be estab-
lished by other evidence that would be admissible in a judicial
proceeding; or (iii) The terms of a trust in existence on September 4,
2005, incorporate provisions that operate as a total return trust. The
trustee or a beneficiary of such a trust may proceed under section 30-
3121 to adopt provisions in this section that do not contradict provi-
sions in the governing instrument.
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APPENDIX B

NEBRASKA REVISED STATUTES

(CuM. Supp. 2005)
(2005 ADDITIONS IN SMALL CAPS)

§ 30-3117. DEFINITIONS. For purposes of the Uniform Principal
and Income Act: (1) Accounting period means a calendar year unless
another twelve-month period is selected by a fiduciary. The term in-
cludes a portion of a calendar year or other twelve-month period that
begins when an income interest begins or ends when an income inter-
est ends. (2) Beneficiary includes, in the case of a decedent's estate, an
heir, legatee, and devisee and, in the case of a trust, an income benefi-
ciary and a remainder beneficiary. (3) Fiduciary means a personal
representative or a trustee. The term includes an executor, adminis-
trator, successor personal representative, special administrator, and a
person performing substantially the same function. (4) Income means
money or property that a fiduciary receives as current return from a
principal asset. The term includes a portion of receipts from a sale,
exchange, or liquidation of a principal asset, to the extent provided in
sections 30-3127 to 30-3141. (5) Income beneficiary means a person to
whom net income of a trust is or may be payable. (6) Income interest
means the right of an income beneficiary to receive all or part of net
income, whether the terms of the trust require it to be distributed or
authorize it to be distributed in the trustee's discretion. (7) Mandatory
income interest means the right of an income beneficiary to receive
net income that the terms of the trust require the fiduciary to dis-
tribute. (8) Net income means the total receipts allocated to income
during an accounting period minus the disbursements made from in-
come during the period, plus or minus transfers under the act to or
from income during the period. (9) Person means an individual, corpo-
ration, business trust, estate, trust, partnership, limited liability com-
pany, association, joint venture, government; governmental
subdivision, agency, or instrumentality; public corporation, or any
other legal or commercial entity. (10) Principal means property held in
trust for distribution to a remainder beneficiary when the trust termi-
nates. (11) QUALIFIED BENEFICIARY HAS THE SAME MEANING AS IN SEC-

TION 30-3803. (12) Remainder beneficiary means a person entitled to
receive principal when an income interest ends. (13) Terms of a trust
means the manifestation of the intent of a settlor or decedent with
respect to the trust, expressed in a manner that admits of its proof in a
judicial proceeding, whether by written or spoken words or by conduct.
(14) TOTAL RETURN TRUST MEANS A TRUST THAT IS CONVERTED TO A TO-

TAL RETURN TRUST PURSUANT TO SECTION 30-3119.01 OR A TRUST THE

TERMS OF WHICH MANIFEST THE SETTLOR'S INTENT THAT THE TRUSTEE
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WILL ADMINISTER THE TRUST IN ACCORDANCE WITH SUBSECTION (4) OF

SECTION 30-3119.01. (15) Trustee includes an original, additional, or
successor trustee, whether or not appointed or confirmed by a court.


