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100 YEARS IS ALONG TIME—NEW CONCEPTS AND
PRACTICAL PLANNIN G IDEAS

Presentation by Michael L. Grabam, The Graham Law Firm, P.C., Dallas, Texas

, Paper prepared by .
Henry Christensen af, McDermott, Will and Emery, New York, New York -
Michael L. Graham, The Graha'm Law Firm, P.C., Dallas Texas*
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ISSUES IN THE MODIFICATION OR REVOCATION OF
- LONG-TERM I[RREVOCABLE TRUSTS
BY HENRY CHRISTENSENII

ir very nature, irrevocabl

Y ocable first and foremost DECAuSE that-is what the granfor wanted if

bably would Jike to retain a pOWer to amend

he is alive, she or he pro
- Tirp Casner said years ago, “There is no such

during life, subject t
t Trustee as long as the grantor is alive.”) And as ant important s
f 3 trust, because 2 transfer is Hkely t0 be

thing as an ihdependen:
point, tax planning is often important I the creation O
- jncomplete for all tax purposes if the grantor cat amend or revoke it and may be incomplete for
income tax purposes if the Trustee can amend it.
nafure, difficult to amend ot revoke, but a time

The Problem: Trrevocable trusts 216 by their
may come When it is in everyone’s ipterest that the +rust be amended. Reasons may include:
o The trust deed may have been poorly drafted, e.g. the deed fails to include a necessary 4%
provision, OT simply does not reflect what the grantor intended; 0L
cur that may necessitate trust modification; oI
problems wifh heirs or their

s may 0CCt, &.&- unanﬁcipate&’
d distributions imprudent; Of

o Chinges to the tax law oC

o Changési family dynaxc;ic
families after the creation of the frust making planne
o Simply put, the grantor needs

The Solution: Courts in the US and the

interpretation of trust instruments and have embraced their equitable

to, or terminations of, trusts under certain circumstances. Lrusts may

flexibility to P it adaptive changes, for example by providing for a trust protector oI powers of

appointment. The Uniform Trust Code (the “UT C”), the Restatement (Second and Third) of
arked shift towards permitting

Trasts, and statntory ]aw In many US states bave made am,
;cation of trust instrament restrictions.

flexibility in interpretation and appli

the money b ack. .
UK and the IRS have moved +swards 2 purposive
powers 10 permit changes

be drafted with sufficient.

-US Law. , _ _
For more than 2 century, American 1aw strictly Timited the ability of a court to modify or

ents. Absent a violation of law or public policy, the courts were
1n recent years, there

terminate trust ipSrXBERTS.
previously forbidden from snterfering with the material purpose of a trust.
Tas been a shift towards courts addressing the cutrent needs of beneficiaries by modifying or
i trust, rather than respecting without question the original wishes of the trust
is 11 < due to the abolition of the

terminating 2
charitable trusts &Y pow exist forever it is necessary to
make the grantor’s original scheme easier to undo OT modify. See, Mary Louise Fellows, In
Search of Donative Intent, 73 Towa L. ReV- 61 (1988)
Under the Restatement (S econd) of Trusts, 2 court was pe:anitted 1o direct a trustee 10
to circumstances pot kmown 10 the settlor

deviate from the terms of the instrument when “owing
wld defeat or sub stantially impair the accomplishment

and not anticipated by him, cornpliance WO
of the purpose of the trust, but not «merely because sach deviation would be more advantageous
-1- :
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» The Second Restatement codified the so-called “equitable deviation

doctrine,” which gave courts flexibility to modify in light of changed circumstances when
needed to accomplish the purposes of the trust The equitable deviation doctrine applied only to
modify administrative provisions of a frust. ’ ’

Over time, state codes have started to enunciate a balancing test for the courts to apply
when deciding if modification or termination is appropriate. For example, the California Probate
Code of 1986 applies an expanded equitable deviation doctrine which allows courts to balance
the grantor’s intent against the reasons for modification. This applies to permit alteration of both
administrative and dispositive trust provisions. Cal. Prob.Code § 15403 (b).

modification or termination of a trust if

The UTC takes a different approach and permits

aries and the alteration is not inconsistent with trust purposes,
tances not anticipated by the grantor, the continuation of the
mplishment of the purpose of the frust.
and is more deferential to the grantor’s

to the beneficiaries.

(1) thére is consent of all benefici

or (2) because of changed circums
+rust under its terms would substantially impair the 2cco

This is not nearly as expansive as the California provision

intent. Uniform Trust Code § 412. ,
as embraced both

The Restatement (Third) of Trusts, like the California Probate Code, b
orms: a balancing test and the equitable deviation docfrine. (Please see

gcncrai modification refc
below for a more detailed description of provisions). ‘
An issue which will need to be addressed in the fature is whether a grantor may prevent
in the trust instrument. For

ermination by the court by langunage .
Tist of the issues he or she has taken into account in drafting 2

subsequent modifications ort
e trust on one of those grounds? Can a grantor simply

example, can a grantor recite a
trust, so that a court cannot later modify th
“opt out” and forbid later amendment?

The increasing trend of courts permitting modification fo trusts has been bolstered by legislative '

efforts in many states and through the UTC and Restatements.
Revocation of Trusts. This section permits the creator
to revoke or amend the whole or part of a trust
beneficially interested in a trust.

New York EPTL Section 7-1.9.
of a trust, while he or she is living,

instrument with written consent of all persons
dification or Termination of Irrevocable Trust

Alaska Statutes Section 13.36.360. Mo

by Consent. Alaska permits courts, upon petition of a trustee, grantor ot beneficiary, to
.modify or terminate an irrevocable trust if all the beneficiaries consent, and if the.
contimuation of the trust on the existing terms of the trust is not necessary 1o further a
material purpose of the trust. 'If a beneficiary does not consent to the modification or
termination of the trust, the court may still approve the modification or termination if it
determines: (1) if all the beneficiaries had consented, the trust could have been modified
or texminated; and (2) the rights of the beneficiary who does not consent will be
adequately protected ot not significantly impaired. The court may g6 beyond what 2
grantor would have wished fo allow all of the beneficiaries to terminate a trust, even if

the grantor directed otherwise.

California Probate Code Section 15409. Pfovides a broad umbrella under which a
r dispositive provisions of a trust, or may terminate

court may modify the administrative o

a trust, if “owing to circumstances not known to the seftlor and not anticipated by the

settlor, the continuation of the trust under its terms would defeat or substantially limit the
-0-
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. ﬁm’form Trﬁst Codé, Section 412. Modification or Termination Becaus

accomplishment of the purposes of the frust.” This provision also provides that a court
may order a trustee “to do acts that are not authorized or are forbidden by the trust
instrument ” This provision could help when changes in tax law threaten to defeat the

testator’s tax-minimization intent.

o In order to take advantage of this provision, a trustee or beneficiary must petition
d that there are “circumstances not

the court, and the court must be convince

known and not anticipated by the settlor” that would defeat or impair the trust’s
purpose. Consent of other beneficiaries or frustees is not required. '
Under California Probate Code Section 15403, if all the beneficiaries of an
irrevocable trust consent, they may compel such modification or termination of
the trust, unless the court findsthat a material purpose remains for continuation of

the trust and that purpose outweighs reasons advanced for termination or
modification. In such circumstance, any minor beneficiaries must be represented

by a guardian ad litem.

Uniform Trust Code
o Uniform Truast Code, Section 411. Modification or Termination of Noncharitable

Irrévocable Trust by Consent.

o The UTC provides that 2 non-
terminated upon consent of the grantor
modification-or termination is inconsistent wi
This is the same as New York’s EPTL § 7-1.9.

charitable irrevocable trust may be modified or
and all beneficiaries, even if the
th a material purpose of the trust.

But the UTC goes further:
o A non-charitable irrevocable trust also may be terminated without the consent of
the grantor.upon consent of all beneficiaties, if the court finds that continnance of
erial purpose of the trust. Such a trust

the trust is not necessary to achieve any mat
may be modified upon consent of all beneficiaries if the court finds that the
modification is not iniconsistent with a material purpose of the trust. Here, a

recitation by the grantor of his or her purposes in creating the trust could be
- helpful.

o Finally,
modification or termination of
approved by the court if: (1) if all the beneficiaries
have been modified or terminated; and (2) the inter

does not consent will be adequately protected.

if there is not unanimous consent of the beneficiaries to the proposed
the trust, the modification or termination may be
had consented, the trust could

ests of the beneficiary who

e of

Unanticipated Circumstances or Inability to Administer Trust Effectively. UTC 412
provides that a court may modify the administrative or dispositive terms of a trust or
terminate the trust if, because of circumstances not anticipated by the grantor,
‘modification or termination will farther the purposes of the trust. To the extent

be made in accordance with the grantor’s prob able

practicable, the modification must
dify the adminisu'a;ﬁve terms of a trust if continnation of

_ intention. The court can also mo

NY12525:{00054569.D0C;3}358687.12
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Restatement (Third) on Trusts.

IRS Permits Changes to Irrevocable Trusts t

Work-Around Options for Modifying Irrevocable T

u

_modification with anthorizati

. the judicial reformation was not a pro

8/71

the trust on its existing terms would be impracticable or wastefil or impair the trust’s

administration.
Grantor’s Tax

Uniform Trust Code, Section 416. Modification to Ackieve
tives, the court may modify the terms ofa

Objectives. To achieve the grantor’s tax objec!
#rust in 2 manner that is not contrary to the grantor’s probable intentior. The court may

provide that the modification has retroactive effect. -

Third Restatement. Section 65 of the Third Restatement permits all the beneficiaries of
t and compel the modification or termination of atrust. If
se of the trust,

a trust to join in their consen
such termination or modification is inconsistent with the material purpo
then the grantor can grant approval for such termination ot modification. . After the
ch termination or
rmination that the

grantor’s death, the beneficiaries may petition the court and make su
on of the court, if the court makes a dete:

reasons for te;mjnaﬁon or modification outweigh the trust’s material purpose.
o Correct Scrivener’s Error
The IRS has opined that it will permit changes to srrevocablé trusts where there has been

a mistake due to scrivener’s error.
UT could be reformed to include a provision

PLR 200535007: IRS held that 2 NIMCR

that post-cpntribution realized gains could be allocated to trust income. This provision

had been omitted inadvertently Jue to scrivener’s error. Trustee had administered trust

believing that trust contained such a provision. Court permitted jrrevocable trust to be
tion. IRS held that

amended and for amendmerit 10 take effect front date of trust’s incep
hibited act of self-dealing and that the trust still

qualified as 2 CRUT.
rusts and US Tax Law Issues.

thé content of an srrevocable trust which has become outdated.
or less than optimal due to changed circumstances is to create a new trust and move the
assets of the first trustto @ second trust w: ich contains the more optimal provisions. As -
such, a new trust with preferable dispositive, administrative or situs provisions can
receive the assets of the suboptimal irrevocable trust. This adds flexibility to an
irrevocable trust without requiring court anthorization.

t had the potential fo cavse unfavorable tax results. The IR S has
frulings that modification of irrevocable trusts through an

to a new trust shall be Jooked upon more favorably.

o Life Insurance Trusts—PLRs 200514001 and 2005 14002: Sale of life Insurance
policies between one grantor trust and another having the same grantor is not
recognized as a sale for federal income tax purposes because the sale was.
“hetween’’ same taxpayer. f“l‘ransfer—for—valuc” rule causing life msurance

proceeds to be includible in gross estate does not apply-

o Charitzble Remainder Trusts (CRTs)

Another way to “modify”

The strategy, in the pas
opined in a recent series O
appointment or decanting

_4-
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Giving A Protector Dis

gift incomplete. Such 2 po

9/T1

« PLR 200543061: Taxpayer and spouse were receiving unitrust of 5% of
CRT’s fair market assets 1mtil death, however, charitable remainder
beneficiaries needed immediate financial assistance to carry out their
charitable mission. ATl parties agreed that it was in common interest to

terminate the trust and distribute assets to non-charitable and charitable
rmination of CRT when all

beneficiaries. State law permitted early te:

beneficiaries consented (and none were under a legal disability), although
. trust instrument did not provide for termination. Key issue was whether-

early termination would allocate greater allocation of trust assets to

income beneficiaries and Jess to phaﬁ_table remainder. The trust’s

proposed allocation was found to be reasonable so long as income

beneficiaries had no knowledge of medical condition or other
circumnstance which would cause them to bave & life expectancy shorter
than actuarial tables. The trust termination was treated as 2 sale or
exchange between the income and remainder beneficiaries, resulting in
taxable transaction for income beneficiaries, however, there was 00 self-
dealing under section 4941 resulting from the sale or exchange since the

charitable remainder beneficiary was 2 public charity, not a private

foundation.

"+ PIR 200539008: IRS permitted divorced couple that had established CRT
to divide CRT into two separate trusts. The two new trusts were permitted
to continne as qualified CRTs, and no gain or loss was recognized under
IRC 1041, nor was split subject to gift tax under IRC 2516.

e PLR 200535006 decedent’s son disclaimed a portion of his interest ina
trust. The trust was then divided into two trusts, and one trust was

reformed with new provisions so that it qualified as a CRT. After
ed disclaimer under IRC

reformation and assuming son made a qualifi
2518, the IRS held that the qualified reformation was made, and the
taxpayer met strict requirements of IRC 2055(€) (3)- The decedent’s

estate was permitted to take a charitable deduction equal to the present
value of the trnst’s remainder interest. : :

cretion To Amend The Trust.
One 2ltemnative may be to empower & protector to make substantive amendments to a
trust, as long as they don’t risk loss of the marital or charitable deduction, or making a
wer is in many ways similar to 2 “yariance” POWEr given to the
ts, so as to avoid the necessity of judicial cy pres proceedings.
Community Trust NYCT),

For example, in a community trust, such as the New York
there is a distribution committee and a trustee bank named by the trust donor who jointly
iaries. The trustee bank and distribution committee are

govemcd in their administration of each trust by the terms of the donor’s will or deed of
r can create one of three types of funds. He may

trust. Under NYCT policies, 2 dono

designate a particular beneficiary or beneficiaries to receive trust income, he may
designate a particular area fo which trust income will be devoted; or he may leave the
decision of how to distribute trust income entirely to the discretion of the distribution

Trustees of community trus

NY12323: {00054569.DOC;3}398687_12
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UK Law.

Under the English appro
fterminate trusts at the petition of beneficiaries.

e Hastings-Bass Decision: A

10/71

committee. The donor’s designations will be “respected and observed” unless

“circumstances have so changed since the execution of the instrument .. as to render

nnnecessary, undesirable, impractical or impossible a literal compliance with the terms of
tion. The ability of the NYCT fo depart

such instrament.” From the NYCT Trust Resolu
cified circumstances is sometimes referred

fFom the terms set by the donor in imited, spe
to as the “variance power”. Community trusts argne that such powers provide much
greater flexibility than standard perpetual charitable trusts.

ach to trust modification, courts have broad powers to modify or

o Factual Background: Trustees of a trnst had made an advance of a cash sum to
another trust sefflement which conferred a life interest on the primary beneficiary
ders to his children. The remainder.

n
§ 81

of the original trust settlement, with remai
interests were void for perpetuity, and the question before the court was whether
the whole transfer, including the life inferest, had failed.

o Holding: Where a trustee is given discretion as to some matter under which he
acts in good faith, the court shall not imterfere with his action notwithstanding that
it does not have the full effect which he intended, unless: (1) what the trustee has
achieved is unauthorized by the power conferred on him, or (2) it is clear that the
trustee would not have acted as he did (2) had he not taken into account

' or (b) had he not

considerations which he should not have taken into account, O
which be oughit to have taken into

failed to take into accounnt considerations
account. In re Hastings-Bass, Decéased [1974] 2 Al ER. 193 [Court of Appeal],
[1975] Ch. 25, at41. As such, “[wilhere a trustee acts under a discretion given to
him by terms of a trust, the court will interfere with his actions if is it clear that he
would not have acted as he did had he not failed to take info account
considerations which he ought to have taken into account.” Mettoy Peénsion
- Tyustees Ltd v. Evans, [1991] 1 WLR 1587, 1621.
Building upon the principles set forth in Hastings-Bass, Simon Taube, QC, has opined
fhat there are three broad categories of cases in which UK courts may/should intervene
and set aside the decision of trustees: ‘ :
o Where the trustees act ultra vires, €.8. by making invalid appointments on
grounds of voidness for excess, voidness in part, or excessive delegation;

Where there is a material procedural irregnlarity in trustees’ action, e.g. by
making appointments which are invalid on grounds of defect of form, lack of
necessary consent, failure to c;onéult or failurc to exercise any discretion at all;

and

Where the trustees act “unreasonably,” in the sense used in Associated Provincial

Picture Houses v. Wednesbury Corporation [1948] 1 KB 223: “aperson
himself properly in Iaw. He

entrusted with a discretion must, S0 to speak, direct
must call his own attention to the matters which he is bound to consider. He

-6~
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o Abacus Trust Company (Is
Cruelty to Children [2001]
completed an appointment
had received that the app
a result, a significant capi
applying the Hastings-Bass prin

_initio, because the court was satis
advice it had received, it would
The court based this decision on
fscal consequences of th
the fiscal consequences wo
oéurt should treat the appointm
Under application of the Hastings
This is an important question going
and it is void, despite having
in the proper nanner, itmay
years afterwards, when

. has to consider. Ifhe does n

assumption that the ap

voidable, all the restrictions appropriate t0
come into play, such as delay and ;sition of third-party rights.

o Abacus Trust Company (Isle of Ma

IRC v. Botnar. Can one create an irrevocable

- of futare benefit for
concerned the application of

11/M

must exclude from his own consideration matters which are irrelevant to what be
ot obey those rules he may be ... acting
£ such action might include:

cunreasonably.”™ Examples 0
with capriciousness or in bad faith;

appointments which have been made
fraud on the power, such as failure to use

« irrational exercises of power, Or

a power for purposes it was conferred;
decisions based on jrrelevant considerations or failing to take account of

relevant considerations.
le of Man) Ltd. v. National Society for the Prevention of
STC 1344 (Chancery Division). In this case, 2 trustee
on April 3, 1998, failing to take account of previous advice he
ointment should not be completed until after April 6, 1998. As
tal gains tax liability arose. The court held in this case,

ciple, that the appointment by the trustee was void ab
fied that had the trustee properly considered the tax
ot have made the appointment before April 6, 1998.
the fact that trustees are bound to take account of the

er consideration of

eir actions. Where it can be shown that prop
uld have lead to the appointment not going ahead, then the

ent as void.

Bass rule, are trustee decisions void or voidable?

forward. If an appointment is made by the trustees
been (to all cutward appearances) arrived at and recorded
ainty. The matter might be raised many

stributed (and taxes paid) on the
if the appointment is merely
uld

Jead to great ncert

the trust find has been di
alid. In contrast;

pointment was Vi
the equitable remedy of rescission wo

the acqu
All ER 763 (Chancery
Division) concludes that application of the Hastings-Bass rule renders a trustee’s
decision voidable, not void. In so deciding, Lightman, J. enunciated the rule that
ifit can be established that the trustees breached their fiduciary duty but, had
they not done 0, their decision might have been different, then the decision is
voidable and may be set aside by the court. Thus, the voidability of a trustee
decision depends on (1) whether the trustee breached a duty; and (2) whether the
outcome of the decision would have been different if the duty had not been

breached.
Note that successfill completion of a Hasting-Bass proceeding requires a frustee
to affirm that it made a mistake. And it is the trustes, not the grantor, who made

the mistake.

n) v. Barr [2603] 1

+rust for others, but retain the possibility

the grantor upon changes in circumstances? The Boinar case
section 739 of the Income and Corporation Taxes Act 1988

-7-
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12/71

me arising within offshore seftlements.

ICTA 1988”) in the United Kingdom to inco
s assets with the result that income

(‘
Section 739 applies where an individual transfer:
dent, but the transferor has a “power to enjoy” the income.

becomes payable to a non-resi
be treated as the income of the transferor -- effectively, 2

In such a case, the income will
ferred shares in a company Owning 2

grantor trust. In Botnar, the taxpayer had trans
bile distributorship to a Liechtenstein settlement. Although he

United Kingdom automo
and his wife were expressly excluded from benefiting under the terms of the settlement,
the trustees had the power to transfer the wwhole or part of the trust fund to other
setflements which could possibly benefit the taxpayer. The court found that where it was
possible for the whole or part of the trust fund to be resettled upon trusts under which the
taxpayer or his wife could benefit, they had a “power to enjoy” the income of a person
resident outside of the UK and thus would properly be taxed under section 739 ICTA
1988. Commissioners of Inland Revenue V. Botnar, [1999] B.T.C. 267 (Court of
Appeal). Note the original beneficiaries of the Bomnar settlement were all strangers, such
that Tnland Revenue could argue they couldn’t have been the intended final beneficiaries.
Nevertheless, leading counsel in England and Wales have applied the Bomar principle to
a broader range of facts. - . :

otnar Pitfalls. Critical to the decision in

o Drafting Suggestions to Avoid B
Botnar was that clause 3(c) of the original settlement permitted the trustees to
resettle the funds on a trust with beneficiaries which had to include, but did not
have to be limited to, at least one beneficiary of the original settlement. This
made it possible for the taxpayer and his wife to benefit. It is now imperative
that the draftsman ensures that any power to transfer funds to another settlement
is botind by the excluded persons clause, such that it is jiripossible for the
seftlement funds to be transferred to another settlement under which a potential
beneficiary could bé the grantor, despite his exclusion under the transferor
settlement, unless the grantor wishes to retain this flexibility.
o Section 24 of Bermuda Trustee Act. Section 24(1)(a) of the Bermuda Trustee
Act permits the exercise of the power of advancement to apply to the whole of
the presumptive share of a beneficiary (rather than one half). Under a 1999
Amendment to the Act, the statutory power of advancement may be used to
create or advance onto further or separate discretionary trusts even allowing
further delegation of discretion. The Trustee may at any time pay or apply
capital of a trust 1o or for the benefit of a person entitled to capital “whether
sbsolutely or contingently on his attaining any specified age or on the occurrénce
of any other event,” and notwithstanding that the interest of the beneficiary is
. subject to being defeated by the exercise of a power of appointment or power of
revocation. This power gives great flexibility to the trustees and to grantors and
beneficiaries of Bermuda trusts. Tn addition, trostees may also use the power of
advancement to essentially vary the terms of the trust by advancing trust capital
to a new trust which postpones the vesting of the beneficiary’s interest, Or varies

essential trust terms.
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Drafting Recommmendations:
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& Permitting Modiﬁcaﬁon

Sample Trust Tndenture Languag g
ereof other than any contzined in this

o The Protector may
Article, except insO
of trust property:] [ass
charity hereunder for whi

" o This Indenture and fhe trusts created

however, that the Trustees, acting
ed for the sole purpo
haritable remainder

i any manner requirt
continnes to qualify as 2 &
Section 664(A)(2) of the Code:-

Sample Decanﬁng Provision
o Trustees Can Create
(excluding, however, an

Descendants’ Separate T:
* Fiduciary Power under this

Trustees to restrict or curtail any
all or 2 fraction of th

not be anthorized without this paragrap
1 exercised to create another p

payménts (such as

amend any provision b

far [as such amendment
uch amendment might

ch a tax benefit was allowed].

Trusts. The discretionary pOWer of

y Interested Trustee) i
rusts may be eXercis
Article, except that this shall
bepeficiary’s
e trust incom:
. Ifapower beld

ower (whether the power crea

en the po

fiduciary or individual capacity), thi
in any rhanner which may postpone

appointed property Of
the appointed prop
Grantor’s death, except
exercisable to postpone
property without regard
second power estab
perpetuities with respect to
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hereunder shall
alone, are hereby authorized
se of insuring that the

the vesting of any €
solute ownership or pOWeL
ertainable without regard
eated (the «second power”) &Y be

s Trust Agre

shall affect the beneficial enjoyment
limit or cortail the interests of any

beirrevocable; provided,
to amend the frust
trust qualifies and

anjtrust within the meaning of

the Trustees

to distribute principal frorm the

ed in the same ways as 2 Non-

not authorize the
interest in any mandatory

¢) by an exercise that would
in a fiduciary capacity
ted is conferred in a
wer created shall not be exercisable
staite or interest in the

of alienation of
to the date of the

te or interest in the appointed
ement if the creation of the

plicable rule against
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MEASURING HOW LONG A TRUSTEE SHOULD HOLD SETTLOR
ATORY ASSETS

DESIGNATED PERMISSIVE AND MAND
BY MICHAEL L. GRAHAM

BACKGROUND The s investment authority in various
in i its or types of investments be retained or

ways. A restriction may require that
violation of public policy,

acquired for the trast estate. Unless in
are legally permissible and are binding on the trustee in managing the assets. Such

anthorizations or directions will often displace the normal duty of prudent investing. However,
if, as a result of circumstances anknown to the settlor, compliance with the mandate would
defeat or substantially impair the accomplishment of the trust purpose, it may be permissible, or
even required, for the trustee 1o sell the mandated asset. Absent binding authorization from the
grantor (2 matter of state law) when successive interests are created in a trust in which
unproductive or underproductive property is 2 substantial part, the frustee Tikely has the duty t0
sell the property and invest the proceeds in suitable trust investmenis. -

Although courts generally give effect to the intention of the settlor or testator, they may
order a sale of an unproductive or underproductive asset when there is a practical neécessity for
such a deviation. In some jurisdictions, the courts have found that a trustee directed to retain an
. by the trust instrument has the power to sell, by implication of law, when retention of
the investrerit will lead to 2 serious impairment 0T destruction of a large part of the estate.
Trustees may find themselves caught between a trust provision mandating that 2
be held and the legal duty and more recently the Uniform

Prudent Investor Act and the Restatement (Third) of Trusts) to diversify trust assets. Often the
settlor expects (or at least mandates) that the trustee retain 2 closely held asset under all

circumstances. But what if the beneficiaries want the trustee to sell? ‘
ant to take both common law and statutory rules into account In

The Solution: Drafters will w:
datory investment provisions. With respect to family
der and express their wishes as to

drafiing either permissive or man
businesses, the prudent drafter will encourage settlors to consl
acquisition and retention in the event that the business does not continue to prosper after his or
her death. Through that effort, the drafter may be able to set forth permissible factors or

standafds for the trustee’s consideration when deciding whether it is necessary to sell stock of the
farnily business.. '
The Common Law Rule: In Re Pulitzer’s Estate, 139 Misc. 575, 259 N.Y.S. 87 (N.Y. Surr.

1931). .
In Re Piditzer’s Estate sets forth the common law rule in New York that 2 trustee may sell an
asset which a setflor intended to be held by the trust forever when there has been a change in

circumstances.
e Facts. Joseph Pulitzer, the testator, had left the

three sons in trost: The trust instrument require
by the publishing

pIESEIVE, perfect and perpetuate one of the newspapers held
compazny, The World, and expressly prohibited the trustees from selling the stock of
brought an action to sell certain assets of

+he Press Publishing Company- The trustees

The Problem:

Press Publishing Company 10 his
d the sons and descendants to

-10-
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Additional Support
_ Assets of Trust

Permissive VS.

_ {Sup. Ct. 1* Dept. 18
testator’s widow. The expres

_ was required to be kept tog
" an annuitant, the

‘asset of an estate was a2 whiskey barr
.continue, the court pe

15/71

which had suffered significant financial losses for a

the Press Publishing Company

number of years. .
Holding: The court Held that the law assumes +hat a testator realized that securities
bequeathed in trust may become so unproductive or diminished in value as to
anthorize their sale where extraordinary circnmstances develop. '

New York courts have thiss read an implied power of sale into trists with langnage
mandating that the trust hold a certain asset in some cases. The court in Pulitzer

found that a court has the power “of equity, I emergencies, to protect the
beneficiaries of 2 total destruction of 2 substantial asset of

trust from serious loss, or 2
the corpus. The law, in the case of necessity, reads info the will an implied power of
sale. The law also assumes that a testafor had sufficient foresight to realize that
securities bequeathed o a frustee may so diminished in

‘ become so unproductive o
yalue as to authorize their sale where extraordinary circumstances develop, or crisis
occurs.” In re Pulitzer s Estate, 139 Misc. 575, 249 N.

Y.S. 87 (N.Y.Surr. 1931).
for the Common Law Right of Trustee to Dispose of «Mandatory”

Toronto General Trust Co. v. Chicago, B. & 0. R Co, 64 Hun. 1, 18 N.Y.S. 593

92). A festator’s will created a trust with income payable to the
.ss power to sell the stock conferred upon the trostee ‘
the life of the widow, coming into existence only after
Vork Court of Appeals sustained the

life because the securities were
alue. The court found an
fifetime was justified by the.

could not be exercised duzing
the widow’s death. In this case, the New
trustees’ sale of the securities during the widow’s
very speculative and subject to wide flnctudtions in V
implied power to sell the securities during the widow’s
prudence of a trustee in protecting the beneficiaries. )

¢ 2 will contained 2

Weld v. Weld, 23 R1. 311, 50 A.

prohibition against selling sec ities unless par was obtained for them and the estaté
ether until the death of every individual who was named as

court relieved the trustee against the provision prohibiting sale by

to dispose of perishable property oI wasting assets. - ’

W. 1057 (Ct. App- Ky- 1921). Where the principal

o] business which the trustees were directed 10

mitted the trustees to sell the business which had become

granting authority
Stoutv. Stout, 192 Ky. 504, 233 S.

unprofitable because of national prohibition:
Mandatory Language in the Trust Instrument

Permissive Language. A trust term may specifically permit T
of the trust’s holdings of particular propetty. Such a provisionis typically included
with respect to assefs that may bé of special interest to some or 21l of the beneficiaries
or the settlor, even though this might otherwise be inconsistent with the normal
standard of pradent diversification. If the language of a trust instrument is permissive

only, i.e. the trust anthorizes but does not require a particular investment, then such 2
s not relieve the trustee of the fandamental duty to act with

permissive provision doe:
prudence. Restatement of the Law (Third) of Trusts, §228, Comment, PE- 106. Itis
=11~

etention Or expansion
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may have to give special consideration to
ainst simply ornitting them from serious

anclear “he degree to which the trustee
8, Comment, pg. 106.

specifically authorized investments, as 28
+ of the Law (Third) of Trusts, §22

consideration.” Restatemern:
o Itis onclear what level of protection 2 “permissive” retention clause
provides.
= Inre Will of Dumont, 809 N.Y.S. 2d 360 (2006), reversing 2004 N.Y.
v. Misc. LEXIS 896 (June 25, 2004). In

Stip Op. 50647U; 2004 N.
this case a provision of 2 testamentary trust stated that “Tt is my desire

and hope that said stock will be held by my said Executors and my
said Trustee ... and neither my Executors nor my said Trustee shall
dispose of such stock for the purpose of diversification of investment
and neither they nor it shall be held Liable for any diminution in value
of such stock. ... The foregoing provision shall not prevent my said
Executors or my said Trustee from disposing of all or part of the stock
of Eastman Kodak Company in case there shall be some compelling

reason other than diversification of investment for doing so.” In this -
case, the Jower court held that the clanse anthorizing retention of a
single holding “cannot trump the application of prudence in the
management of an estate.” However, this decision was overturned on
- procedural grounds and thé appellate court did not address the
permissive language which purports to allow for the retention of assets
regardless of a duty to diversify. Thus, an arguable rule emerges that
if 2 retention clause is in conflict wifh a trustee’s legal duty of
: prudence, the rétention clauise will Jose.
e Mandatory Language. A trust provision may rnandate that the trustee hold a certain
asset. Such a provision is typically upheld by courts, though 2 trustee is not required
to comply if it would be impossible or illegal. A mandato
exculpate a trustee from liability for failure to diversify trus

a complete bar to liability.

ry. provision can work to
t assets, however, it is not

The difference between permissive apd mandatory Iangﬁage is significant in
to make or retain investments that are

several ways. A trustee is not under a duty
t to a frust provision. However, as noted above, the

madeé merely permissive pursuan
trustee may be under somé duty o give special consideration to such assets.
Restatément of the Law (Third) of Trusts, §228, Comment, pg. 106. This question
would Likely turn on the specific language of the ision 1 i
permissive language chould be considered carefully
certain investment is pcrmitted does not relieve the trustee

to act with prudence. The trustee is still under a duty to act with

and caution in making investment decisions.
trustee liability for retaining

trust language on
found to have been detrimental or was against

By drafters. The fact thata
from his fundamental duty
reasonable care, skill

What is the effect of mandatory

an asset, if such retention is later
the beneficiary’s wishes?

o Where a trustee is mandato

protected from liability for a

-12-

rily required to retain investments, the frustee is
loss resulting from the retention where he acts
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o McCormickv. McCormick, 129 .

o Iflanguageis

* are special circum;

to the will or trust and in accordance with the applicable rules of law
(e.g. goo
orders the fiduciary 10 retain an-otherwise inappropriate investment, the
d skill in watching the
investment and protecting the principal and income.
Tn Clarkv. Clark, 167 Ga. 1,144 S.E. 787 (Ga. 1928), the court stated that
«tion in his will to confi :
already made, the trustees must follow such directions, and if they follow
themn in good faith, they will not
smvestment when it ought to be changed to
save it, and that the direction to continue ac¢
the trustees from the ordinary duty of watching it and of calling it In when
rule emerges that mandatory retention langnage is not sufficient alone 10
' demonstrate good
faith and alack of negligence in failing to change the investment when
Dec. 579, 180 TLApp.3d 18
ounting and damages for breach of
ainst his father and
trustees. AmONg other acts of
aintiff alleged a wasting of trust assets by construction of a
the construction of the home. The court held that where the trustees had been
non-~ipcome producing
property, and where the trust provided that an inves
would be propet regardless of any risk or lack of diversification, the trustees

pursuant
d faith, loyalty, reasonable care). Althongh awill or trust instrument
+rustee must exercise 2 certain standard of diligence an
where a testator gIves 2 dire - e his investments
be liable for a0y losses, unless they are
negligent 0 failing to change a8
ertain investment does not relieve
there is jmminent d2nger of its loss by a change of circumstances. Thus the
exculpate a trustes £om liability. The trustee must also
changed circumstances arise. ‘
4,536 N.BE.2d
419 (1988). Plaintiff sought a0 acc
another as the trostees of his trust, against
faiture to diversify trust assets and imprudence in financing
given power to retain any part of the trust assets I
tment made i good faith
were not Liable for investing 2 substantial portion of the trust assets in the

" home.
What Langnage Could Work to Liability?

Exonerate the Trustee From

to exonerate a trustee from liability for failure to diversify, the
]anguage must be precise and explicit as t0 the asset to be retained and should
provide 2 specific statemnent that the trustee is exculpated from Jiability for
continuing to hold such asset (for other drafting suggestions, se¢

«R ecommendations to Practitioners and Drafting Considerations” below). A
general authorization (.- permissive rather than mandatory language) to
retain investments does not ordinarily abrogate the trustee’s duty with respect
to diversification O the trustee’s general duty to act with prudence in

. jpvestment matters. )
App. 2005), the court held

Tn Wood v. U.S. Bank, 828 N.E. 2d 1072 (Ohio
«that even if the trust document allows the trustee to ‘retain’ assets that would
not normally be suitable, the trustee’s duty to diversify remains unless there

stances. Of course, 4 trustee’s duty o diversify may be
expanded, restricted, eliminated, or otherwise altered by the terms of the trust

_13-
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. [citing Ohio R C. 1339.52(C)]. But this statement 1s True only if the }
instrument creating the trust cleatly indicates an intention to abrogate the '
common-iaw, DoW statutory, duty to diversify.” 828 N.E.2d at 1074. The
language in this case granted the trustee the power 0 «retain any securities in
the same form a8 when received, inclading shares of a corporate trustee even
tes are not of the class of investments 2 trustee may be

though all such securT
hold cash uninvested as they deem advisable

permitted by law to make and to
1 arning to estate planners and trustees,

«The unfortunate wording of this sentence makes it unclear whether the
¢advisable or propet’ applied to the cash only, not the other assets.
tically, that is the meaning. Luckily, our holding makes it

but we caution that this type of fuzzy

Gramma
{mmecessary to construe this language;
» Wood v. U.S. Bank, 828 N.E.2d at 1074-1075.

drafting can create problems.

abrogate the duty o diversify, the trust must contain specific

athorizing or directing the trustee to retain in 2 specific investment
a Jarger percentage of the trust assets than would normally be prudent. There

. authorization to ‘zetain’ here was not sufficient — it only authorized the trustee

to Tetain its own stock-- » 828 N.E. 2d at

something it could not otherwise do.
1078. The Court did not have to reach

the issue whether changes in the
investment or the needs of the beneficiaries would have trumped even
mandatory langhage. :

o Would Such Exculpatory Language
EP.T.L.§1 1-1.7(2)(1)? TnNew York, a testafor wishing to override the .
requirements of the prudent investor rules by the express terms of his will

should recall that 2 tostamentary trustee Of executor must always act with

reasonable care, diligence abd prudence (required by Section 11-1.7 of the
tion of certain assets, but

EPTL). Thus, the testator could mandate the reten
the trustee woul tion the court to sell such

d likely still be under a duty to peti
assets where ciroumstances change such that there is a serious impairment of
destruction of a large part of the trust estate. '

ent of the Law (T hird) of Trusts
Under the Restatement, a trustee is “ander a duty fo the beneficiaries 0 invest and
manage the funds of the trust as 2 prudeﬁt investor would, it light of the pUIpOSes,
terms, distribution requirements, and other circumstances of the trust.”. Restatermnent
of the Law (Third) of Trusts, §227. This standard is to be applied “t0 investments,
ot in isolation but in the context of the trust portfolie and as part of a0 overall
jnvestment strategys which should incorporate Tisk and refurn object i
the trust.” Restatement of the Law (Third) of Trusts, §227(2) (1992).

equires that “In investing the funds of the trust, the trustee - has
the powers expressly oT jmpliedly granted by the frust and ... has 2 duty

‘terms of the
+0 the beneficiaries 10 conform to the terms of the trust directing OT restricting
investments by the trustee.

« The Restaterment thus addresses th
the trust’s investments. Directions

Violate Public Policy, .8 NY.

The Restatement T

e significance of trust language directing
in the trust instrument are “legally

-14-
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The Uniform Prudent Investor Act (UPIA)

The Uniform Principal and Income Act (the O

‘otherwise granted to 2

ordinarily binding on the trustee in managing the trust
splacing the normal duty of prudence.” However, the
trustee may not be under a duty 10 “comply with a term of the trust if a court
order directs or authorizes non-compliance wher, as a result of circumstances
not known or anticipated by the setflor, compliance would defeat or
substantially impair the accomplishment of the purposes of the trust.” In fact,

the trustee may have a duty to apply to the court for permission to deviate
_ from the trust terms. See Restaternent of the Law (Third) of Trusts, §228,

Comment, pg. 104-5.

permissible and are
assets, thus often di

are for a trustee: A trustee “shall invest and
manage trust assefs as a prudent snvestor would, by considering the purposes, terms,
distribution requirements, and other circumstances of the trus » The UPIA does not
mandate a singular approach to investment, rather the trustee must consider the
particular needs of trust beneficiaries. . '

rather than subjective
behaves as other frustees similarly si

UPIA §2 sets forth the standard of ¢

The UPIA standard is objective UPIA §1, Comment (1994),
and requires that a prudent trustee tuated would
behave. ’

The UPIA states that 2
prudent reason not to.

diversify can include langnage in
so, the particular situation of beneficiaries and the tax cost of selling an asset that

dominates the portfolio. The UPIA §3, Cornment states that “fhe wish to retain’a
family business is another situation in which the purposes of the trust sometimes
override the convestional duty to diversify.”

S. states have adopted the UPIA. Aso
cKinney’s EPTL 11-2.3.

ther UPIA)

as a routine matter, exempt 2 trustee from the diversification
IA. However, such a decision can substantially Jimit flexibility
trustee under the Other UPIA.

and Income Act, which is i_ntended to allow a
n prudent investor standards, grants the

investments unless there is 3
ght convince a trustee not to

the trust agreement directing the trustees not to do

trustee is required to diversify
UPIA §3. Some factors that mi

The vast méjority of U. f 1995,INeW York
adopted the UPIA in M

Many drafters will,
requirements of UP

Section 104 of the Uniform Principal

+rustes to select investment assets based upo
trustee the power to adjust between principal and income to the extent the trustee

considers it necessary if (1) the trustee manages trusts assefs as a prudent investor, (i)
the trust refers to the amount to be distributed to 2 beneficiary by referring to the
trust’s income, and (iii) that the trustee is unable to accomplish his duty of
impartiaiity between successive interests without such adjustment.

As noted above, this provision is a very powerful in allowing a trustee to balance the
interests of the current and future heneficiaries, and this provision will be unavailable
if the drafter has provided that the prudent investor standards are not available.

-15-

NY'J..’b"b':{OOOS4569.DOC_:3}398687.12




20/71

e Thus, it might be better (and this is only applicable if there the distribution
requirements are tied to income) to express a desire that the closely held business be
retained, but retain application of UPIA, so that the prudent investor standards apply.

Recommendations to Practitioners and Drafting Considerations

e Having determined that diversification is not required under a certain trust instrument,
. the trustee should commuricate this conclusion to co-trustees and beneficiaries
(current and remaindermen). It may be advisable for a trustee to obtain consent or
indemmification from trust beneficiaries when thefe is one dominant asset in the
portfolio, although, as with any contract with beneficiaries, the trustee should assure
that the beneficiaries are in possession of all relevant facts. The trustee should make
contact with all beneficiaries on a regular basis to reconfirm the trust’s investment

strafegy.
If the settlor desires to nse mandatory langnage regarding trust investments, such as

&

requiring the trust to hold a large percentage of stock in a family business, one option
might be to permit a trustee to use derivatives t mitigate the effects of an investment
portfolio that has an over-concentration of stock. See
Duty to Diversify,” available at: www.bnatax. com/tm/tmm0406_clinextf. Ifthe

trustee believes that such a technique is useful, he would be well advised to
commiunicate the proposal to all beneficiaries before undertaking it and seek their

approval or the approval of the court.

e Drafters should be cognizant of the fact that the Restatement and case law bas limited
the effectiveness of trustee exculpation clauses and investment direction clauses.
Therefore, the drafter should recall that such provisions will be strictly construed by
the courts. ' :

e Itis useful for a drafter to include an explanation of the reasoning why a settlor does
not want the trustee to diversify investments. This explanation could be helpful to a
court in deciding whether to exculpate a trustee from liability for a breach of the duty

to diversify or to relieve a trustee from liability for his decision to sell assets in

contravention of the terms of fhe trust instrument. See “Do Trustees Have an
Absolute Duty to Diversify,” available at: www.bnatax.com/tm/tmm0406_cline.rtf.

Drafters should always undertake to draft an instrument with the assumption that any
the language will have a strong preference to find a duty to diversify.

court reviewing

To avoid the problem of pitting the settlor’s mandate to hold a specific asset, for example a
ent investor requirements, the estate planning documents can

ent investor obligations of the trustee. The will or trust

family business, against the prud
in the family business

expressly override the normal prud
agresment could also direct the trustee to retain the ownership interest

unless the trustee is directed in writing by specified beneficiaries or a board of advisors
(discussed elsewhere herein) to sell it. Eric Manterfield recommends in his article “Planning
Strategies for the Family Business Owner” (ALI-ABA 2006) that the generic retention of the
family business interest not be mandated in the estate planning documents. Rather, he
recommends that the language refer speciﬁca]fy 1o the holding by name, provide that the

direction s to retention applies to any snccessor business and give to one or more of the
beneficiaries the power to direct the frustee’s continued retention of the investment. “Language

-16 -
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" result of the retention of this inves

" operation of the lan

 Trustee, or (i) eny cormb:

er to retain the original trust assets is probably not

trustee the pow
erest. The power 10 refain

trustee of this obligation to sell the business int
ower to sell. The wording should provide that the trustee must retam
directed in writing by named beneficiaries 10 sell it. The trust

clieve the trustee of a0y Tiability which the trustee might bave as 2
tment.” Manterfield, Eric, «planning Strategies for the Family

which merely gives the
sufficient to relieve the
necessarily includes the p
the business holding unless
instrument should go onfo T

Business Owner,” (ALI-ABA 2006)."

Interesting Examples of Language
e Mixed “Permissive” Language Re land and Cattle Business

I.and and Cattle Business .
in the real estate, cattle ranching, and oil and gas businesses for

The Grzham family has been
several generations, beginning with my father, Tom L. Graham. By way of a short description,
> of mndeveloped ranch 1and and developed
both direct, through ownership and
out to others for both
through the years, been asan operator, 2
through the leasing of family owned

411 such investments and the

the real estate portion has includ

commerciel office buildings. The cattle ran
d and livestock, and indirect,
The oil and gas business has,

ranching and hunting.
yalty interest OWDEL and

working interest owner, & I0

maineral interests for development. For ease of description,
operation _thereof, in whatever form o1 fashion, and however they have been. done in the past and

however they are accomplished in the fature, are referred to as the “Land and Cattle Business.”

The Land and Cattle Business has been condncted in several forms, including first through direct
+ham Land and Cattle Company, Ltd-, 2 Texas limited

ownership, and then through an entity, Gr:

parmcréhip. In this Will, I leave my estate, and the portions of my wife’s estate over which I was
given certain powers of appointment, in trust for very long periods of ime, in part to assure that
Trustee, directly or indirectly, will be able to continue those businesses without 2 division of the
assets (both the Iand and Cattle Business assets and the fnancial assets which make the Land
and Cattle Business possible) and without direct control passing to descendants who may
disagree withme and with each other about the merits of the Land and Cattle Business. The Land
and Cattle Business is part of the family heritage, and 1 intend, to the maximum extent possible,

to provide that it can be continued.
directly or indirectly, the Land and

1 encourage Trustee t0 confinue to invest n and operate,
though a higher rate of investment refurn, with less volatility
e investments, such as stocks,

Cattle Business in the future, even
and less imcompensated risk, could be obtained through alternative Inve

_bonds, and other financial instruments and strategies.
all of the income and/or

ans that 2 portion or

and Cattle Business e
y used in the Land and Cattle Business will

ther than those directl
£ the negative cash flow and/or profit

continuation of the Land
appreciation from the assets 0
be dedicated in many years to the support O

Cattle Business.

of the Land and

Accordingly, I specifically authorize Trustee to continue to own, and to invest and reinvest in,
the Land and Cattle Business, directly ot through entity form, and either (i) to be personally
active in the mahagement and operation thereof, engaging personnel fo assist in that work, @) to
' or entities to conduct the Tand and Cattle Business o2 behalf of
ability for doing such,

engage independent persons
ination thereof. Trustee shall never have any it

_17-
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even though investment in assefs ofher than the Land and Cattle Business might have resulted in
. my descendants having more assets available for them, either in fhe short term or the long term.
For provisions with respect to the operation of closely held business held in trust,
see Exhibit XX hereof

with respect to the retention of, investment in, and beneficiary use of 2

eficiaries, see Exhibit YY hereof.

e For provisions
residence for one or moIe ben

_18-
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Exhibit XX

The Closely-Held Business

Business” (as defined

ate. The Trustees may OP erate "the
erwise would be

. A Awuthority to Oper

below) and refain any equity interests in the Business, even if these interests oth

a speculative 0T inappropriate investment for a frust This awthority shall not supersede the right
' tive. The Trustees may do all

-of the Grantor's 0 compel that certain trust assets be made produc
ation of the Business that the Grantor could have done if iving, in a

things related to the oper
fiduciary capacity:

1. The Trustees may €
snto which the Grantor may have entered.

arry out the terms of any option OF buy-sell -agreements

2. The Trustees may sell or liquidate aﬁy of the Business interests at such

price and on such terms as the Trustees may deem advisable.
3. The Trustees may arrange for and supervise the continued operations ofthe

Business. :

4. The Trustees may vote (in person oT by proxy) as stockholder or otherwise

asiness on behalf of the Trust Fund.

5. The Trustees may grant, €Xercise, sell, or otherwise Jeal in any rights to

subscribe to additional interests in the Business.

* and in any matter involving the B

e the capital stock or

propriéte to caus
eral securities act;

6 The Trustees may take any actions ap
der any state o Fed

secuities in the Business to be registered for public sale u
ents or other agreements necessary Of advisable for this

any underwriting agreem
-ters and others in connection with

.may enter into
indemnities t0 underwil

registration and sale; and may grant
suchre gistration.

7. The Trustees may particip
reorganization ot other change in the form of the
securities with any protective committees and particip

ate in any incorporation, dissolution, merger,
Business and, where appropriate, deposit
afe in voting trusts.

8. The Trustees may delegate to others discretionary power t0 take any action
f the Business that the Grantor could have taken as

with respect to the management and affairs o
+he owner of the Business.
; vest additional capital in, subscribe 10 additional stock

9. The Trustees may
the Trust Fund.

or securities of and loan money or credit to the Business from
other statements rendered

10.  The Trustees m2y accept as correct financial or
by the Business as to its conditions and operations except when Baving actual notice to the

contrary-

-19-
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g from the Business shall be

contractual and tort Jiahilities arisin
from other assets of the Trust Fund. The

B. Liabilities. Any
om the operations, retention oT

satisfied first from its assets, and only secondarily

- Trustees shall have no Jiability to anyone for any Joss arising fr
sale of the Business.

be entitled to additional reasonable

to the Business, which may be paid to

C. Compensation. The Trustees shall
the Trustees may deem advisable.

compensation for the performance of services with respect
the Trustees from the Business, the Trust Fund, or both, as
ustees may exercise the authorities granted

"D.  Contlict of Interest Waived. The T
inder this Article even if the Trustees shall own personally an interest in the Business.
The "Business" Defined. The "Business” means any interest the Grantor, the
wn at the Grantor's death, representing, in the aggregate, at least five
percent (5%) of the total equity interests in any actively-conducted trade or business, whetber
incorporated or mmincorporated.” The "Business" shall also include, but not be limited to, any five
percent (5%) or greater equity interests in 20 corporations, genetal and/or Jimited partnerships
as well as meribership interests in any limited liability company or other business enterprise
prior to the Grantor's death, and shall also

formed, operated or beneficially owned by the Grantor
LLP, orits successor—i;l-

include the Grantor's interest
interest, if any oI patticipated ir (to the extent of five percent (5%
to the Grantor's death, and shall also include the Granfor's interest in
Company, LLP, or its successor-in-interest, if any. The "Business" does not incl
that are regularly trad

E.
Trust, or both, shall o

Grzham Land and Cattle
ude any interests

ed on an established exchange or over-the-counter.

-20-
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.residence and apply the net proce:

Exhibit YY

Acquisition and Maintenance of Real Property

The Trustees may acquire; hold and maintain any residence (whether held as real propertys

condominium 0T cooperative apartment) for the use and benefit of amny one 0r IOT® of the
enever that action is consistent with the terms of that trust, and, if

beneficiaries of any trust wh
be in the best interests of the beneficiaries of that trust

the Trustees chall determine that it would
their use}but that the

(and copsistent with the terms of that trust) to maintain 2 residence for
d not be used for such purposes, the Trustees may sell said

residence owned by that Trost shoul
eds of sale to the purchase of such other residence ot make such
i se. Any proceeds of sale not

the Trustees
vided above shall be added to the principal of that

in a residence as pro
disposed of as 2 part shereof. The Trustees MY pay

other arrangements as
needed for reinvestment
+rust and thereafier held, administered and

all carrying charges of such residence, including, but not limited to, any
maintenance thereon, and all expenses of the repair and operation thereof, including the
employment of household employees (including independent contractors) and other expenses
incident to the running of 2 household for the benefit of the beneficiaries of that trust. Without
limiting the foregoing, the Trustees may permit 0¥ income beneficiary of any trust created
herennder to occupy A0y real property or US€ a0y personal prop erty forming 2 part of that trust on
such terms as the Trustees may deter. iné, whether rent fre¢ or in consideration of payment of
taxes, insurance, maintenance and ordinary repairs or othierwise. In the case of any trust created

| marital deduction, such occupancy chall be rent free
the have that degree of

;mnder this Agreement that qualifies for the

and any other condition shall be consistent with the intention that

beneficial enjoyment of the trust property during life which the principles of the law of trusts
accord to a person Who is unqualifiedly designated as the ife beneficiary of 2 trust, so that the s
interest is a qualifying income interest for life for purposes of the marital deduction.

_91-
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100 Years Is a Long Time- New Concepfs
And Practical Planning Ideas

Table of Contents

Sections:

L.

Issués in the Modification or Revocation of Long-Term irrevocable Trusts

(Included)
Measuring How Long a Trustee Should Hold Settlor Designated Permissive and

Mandatory Assets (Included)
The Use of trust Protectors or Boards of Advisors in Long-Term Irrevocable

Trusts (Omitted)

Divining the Intent of the Trust Settlor (Omitted)
Encouraging Accomplishment and Discouraging Sloth in Trust Beneficiaries

(Omitted)
A Perpetual Dynasty Trust Predicament: The Problem of Choosing Successor
Trustee for the Long Future (Omitted)

Changing the Governing Law of a Trust for Non-Tax Reasons (Omitted)
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REV. PROC. 2011-3, 2011-1 I.R.B. 111 (1/3/2011)

26 CFR 601.201: Rulings and determination letters.

Rev. Proc. 2011-3

TABLE OF CONTENTS
SECTION 1. PURPOSE AND NATURE OF CHANGES

SECTION 2. BACKGROUND AND SCOPE

SECTION 3. AREAS RULINGS WILL NOT BE ISSUED

SECTION 4. AREAS RULINGS WILL NOT ORDINARILY BE ISSUED
SECTION 5. AREAS UNDER STUDY WHERE RULINGS WILL NOT BE ISSUED
SECTION 6. AREAS COVERED BY AUTOMATIC APPROVAL PROCEDURES

SECTION 7. EFFECT ON OTHER REVENUE PROCEDURES

SECTION 8. EFFECTIVE DATE
SECTION 9. PAPERWORK REDUCTION ACT

DRAFTING INFORMATION
SECTION 1. PURPOSE AND NATURE OF CHANGES

.01 The purpose of this revenue procedure is to update Rev. Proc. 2010-3, 2010-1 C.B. 110, by
providing a revised list of those areas of the Internal Revenue Code under the jurisdiction of the
Associate Chief Counsel (Corporate), the Associate Chief Counsel (Financial Institutions and Products),
the Associate Chief Counsel (Income Tax and Accounting), the Associate Chief Counsel (Passthroughs
and Special Industries), the Associate Chief Counsel (Procedure and Administration), and the Division
Counsel/Associate Chief Counsel (Tax Exempt and Government Entities) relating to issues on which
the Internal Revenue Service will not issue letter rulings or determination letters. For a list of areas
under the jurisdiction of the Associate Chief Counsel (International) relating to international issues on
which the Service will not issue letter rulings or determination letters, see Rev, Proc. 2011-7, this
Bulletin. For a list of areas under the jurisdiction of the Commissioner, Tax Exempt and Government
Entities Division relating to issues, plans or plan amendments on which the Service will not issue letter
rulings and determination letters, see, respectively, section 8 of Rev. Proc. 2011-4, this Bulletin, and

section 3.02 of Rev. Proc. 2011-6, this Bulletin.

.02 Changes.
(1) Section 3.01(48); regarding §§451 and 45 and Nonqualified Deferred Compensation Plans of State
and Local Governments and Tax-Exempt Organizations, has been modified.

(2) Section 3.01(60), regarding §1033 involuntary Conversions, has been modified.

(3) New section 4.01(45), regarding §1362(d)(3), has been added.
(4) Section 4.07(53), regarding §2601 and the generation-skipping transfer tax, has been modified.

(5) Old section 5.02, regarding §72 and “partial annuitization,” has been deleted.
(6) New section 5.09, regarding §§661 and 662 and “decanting,” has been added.
(7) New section 5.16, regarding §2501 and “decanting," has been added.

(8) New section 5.17, regarding §82601 and 2663 and “decanting,” has been added.
(9) Section 6.02, regardihg 8442, has been modified.
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SECTION 2. BACKGROUND AND SCOPE OF APPLICATION

.01 Background.
n the interest of sound tax administration, it is the policy of the Service to
rganizations regarding their status for tax purposes and the tax

Whenever appropriate i
prior to the filing of returns or reports that are required by the

answer inquiries of individuals and o
effects of their acts or transactions,

revenue laws. ]
inherently factual nature of the problems

lings or determination letters. These areas
f this revenue procedure. Section 3 reflects those areas in which rulings
ued. Section 4 sets forth those areas in which they will not ordinarily
be issued. “Not ordinarily” means that unique and compelling reasons must be demonstrated to justify
the issuance of a ruling or determination letter. Those sections reflect a number of specific questions
and problems as well as general areas. Section 5 lists specific areas for which the Service is
temporarily not issuing rulings and determinations because those matters are under study. Finally,
section 6 of this revenue procedure lists specific areas where the Service will not ordinarily issue
rulings because the Service has provided automatic approval procedures for these matters.

See Rev. Proc. 2011-1, this Bulle
The Service Not Issue Letter Ruli
situations in which the Service wi

letters.

areas in which, because of the

There are, however, certain
the Service will not issue ru

involved, or for other reasons,
are set forth in four sections 0
and determinations wiil not be iss

ned “Under What Circumstances Does
for general instructions and other
letter rulings or determination

tin, particularly section 6 captio
ngs Or Determination Letters?”
Il not or ordinarily will not issue

revenue procedures may be published in the

de general guidelines regarding the position of the

tems listed, revenue rulings or

With respect to the i
fletin from time to time to provi

Internal Revenue Bu
Service.

Additions or deletions to this revenue procedure as we
by modification of this revenue procedure. Changes wi
year and will be incorporated annually in a new revenue proce
procedure of the year. These lists should not be considered all-inclusive.
individual cases (as contrasted with those that present significant pattern issu
this revenue procedure and will not be added to subsequent revisions.

I as restatements of items listed will be made
Il be published as they occur throughout the
dure published as the third revenue
Decisions not to rule on

es) are not reported in

.02 Scope of Application.
s not preclude the submission of requests for technical advice to the

This revenue procedure doe
ffices of the Service.

National Office from other o

.03 No-Rule Issues Part of Larger Transactions.

Service to determine the tax consequences of a larger transa&ion_without

f an issue on which the Service will not issue rulings and determinations

dure involving a part of the transaction or a related transaction, the taxpayer
e best of the taxpayer's knowledge and belief the tax consequences of
uling or determination letter will state that the Service did not

ssed upon, that issue. In appropriate cases the Service may decline
tions due to the relevance of the no-rule

4.,02(2) of this revenue procedure.

If it is impossible for the
knowing the resolution o
under this revenue proce
must state in the request to th
the no-rule issue. The Service's I

consider, and no opinion is expre
to issue rulings or determinations on such larger transac

issue, despite the taxpayer's representation. See also section
SECTION 3. AREAS IN WHICH RULINGS OR DETERMINATION LETTERS WILL NOT BE ISSUED

ons and problems. (1) Section
er under a .deferred-compensation plan main

plan maintained by an eligible employer pursuant t
r's gross income.

61.—Gross Income Defined.—Whether amounts
tained by an organization

.01 Specific questi
o the provisions of

voluntarily deferred by a taxpay
described in §501 (other than a
§457) are currently includibie in the taxpaye

nsurance arrangement is

income Defined.—Whether a split-dollar life i
thin the meaning of §1.61-22(j)(2) of the Income Tax Regulations. (Also §883,

306, 3401, and 7872.)

(2) Section 61.—Gross
“materially modified” wi
301, 1401, 2501, 3121, 3231, 3
d 1001.—Gross Income Defined; G

t and Recognition of Gain or Loss.—
er certain costs pursuant to State sp

eneral Rule for Taxable Year of Inclusion;
Whether, under authorization by an

(3) Sections 61, 451, an
ecified cost recovery

Determination of Amoun
appropriate State agency to recov

Lttre Itavandaceonnting. bna.com/btac/T 13104/ SeaIch_doc_hit_higblight.adp?fedﬁd=1 8938... 2/18/ 2011
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legislations, any investor-owned ut

property right; (
intangible property right.

(4) Section 79.—Group-Term Life Insura
plan for 10 or more employees qualifies
computed under a formula that would meet the

the group consisted of fewer than 10 employees.

3,—Property Transferred in Connection
al risk of forfeiture,

if the amount paid

requirements of

(5) Section 8
restriction constitutes a substanti
whether a transfer has occurred,
obligation.

(6) Section 83,—Property Transferred in Connection with perform

is entitled to the deduction under §83{h}
if the facts are not similar to those described in Rev. Ru

(7) Section 101.—Certain Death Benefits.

of §101(a) in situations involving a grantor and a trust when (
consists or will consist of insurance policies 0

trustee or any other person has 2 pow
premiums on policies of insurance on the li

any other person has a power to use the
ts from the grantor's estate, and (iv) th

purchase asse
cause the grantor to be treated as the owner of alior a po

(8) Sections 101, 761, and 7701.—
n unincorporated organization, (i) the organi

insurance policy to 2

or (ii) the transfer of the life
the transfer for value rules of §101, when su
policies on

_Gifts and Inheritances.— Whether a transfer is

(10) Section 105(h).——Amount paid to Highly Compensated Indi
Insured Medical Expensé Reimbursement Plan.—Whether
satisfies the requirements of §105(h) for a plan year.

(9) Section 102.

(11) Section 107.—Rental Value
from a pension of annuity plan should be exclud

allowance under §107.

(12) Section 107.—Rental value of Parsonages.—-Whether

for Federal tax purposes. (Also §§1402§a§§ )

(13) Section 115.—Income of States, Municipalities, Etc.
plan or arrangement created by
pay for the costs of a post-secondary education for t
(i) whether the plan or arrangement, itself, is an entity separate
or arrangement is treated for Federal tax purposes;

arrangement is @ debt instrument and, if so,
contract is treated for Federal tax purposes. (Also

115.—Income of States, Municipalities, Etc.—Wheth
estabtished by States exc
faims is excluded from gross in

(14) Section

organizations
workmen's compensation €
117.—Qualified Scholarships.——Whether amou
ass_ociates are scholarships or fellowships exciuded from wa

n 117.—Qualified Scholarships.—-Whether an empioye

the employee’s gross income, if there is

as there was in Rev. Proc. 76-47, 1976-2

(15) Section

(16) Sectio
grant is excludible from
distributing the grants,

(17) Section 119.—Meals or { odging Fu

n.c~rT12104/cearch dOC_hit_..hi

ility company realizes income Up
ii) the transfer of that intangible property right; or

nce Purchased for Employees.
as group-term insurance,

in cases where a corporation un
| 2002-1,

—Whether there has been a tran

trust's assets to make loans to
ere is a right or power
rtion of the trust under

Deﬂnitions.—-‘Whether, in connection W

viduals Under Dis
a self-insured medical reimbur

of Parsonages.——Whether amounts di

an individual is @ “mi
g8y, (©)(4) and (e), 3121(b)(8)(A), and 3401(a)(9))-
ansactions pursuant toa

is to enable participants to

designated beneficiary, inciuding:
if so, how the plan

der the plan or
discount attributable to the

—The results of tr
State statute 2 primary obJectlve-of

and (ii) whether any contract un

how interest or original issue
§861, 163, 1275, 2501, and 7701.)

lusively to reimburse members
come under §115.

search fellows and research

nts paid to re
ges for FICA tax purposes.

rnished for the Convenience O

Page 3 of 17

if the amount of insurance

with Performance of Ser\iices.—-Whether a

if the employee is @ contro
for the property involves a nonrecourse

ance of
dergoes a corporate

2002-1 C.B. 268.

zation will be treated as a
insurance policy to the

29/71

on: (i) the creation of an intangible
(iii) the securitization of the

—Whether a group insurance
is not

§1.79—1(c)(2)(ii) of the regulations if
lling shareholder. Also,

Services.—Which corporation
division,

sfer for value for purposes

i) substantially all of the trust corpus
(it) the

payment of

(iii) the trustee or

the grantor's estate or to
in any person that would

56673 to 677.

ith the transfer of @ life

organization

bstantially all of the organization‘s

the lives of the members.
the meaning of §102(a).

criminatory Self-
sement plan

a gift within

which

from a

income of membership

er the
for losses arising from

stributed to a retired minister

ible from the minister's gross income as a parsonage

nister of the gospel”

r-related scholarship or fellowship
no intermediary private foundation

C.B. 670.

ghlight.adp?fedﬁd=1 8938...

f the Emp\oyer.——Whether the
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value of meals or lodging is excludible from gross income by an employee who is a controlling

shareholder of the employer.
(18) Section 121.—Exclusion of Gain from Sale of Principal Residence.—Whether property qualifies as

the taxpayer's principal residence.

(19) Section 125.—Cafeteria Plans.—Whether amounts used to provide group-term life insurance
under §79, accident and health benefits under §§105 and 106, and dependent care assistance
programs under §129 are includible in the gross income of participants and considered “wages” for
purposes of §§3401, 3121, and 3306 when the benefits are offered through a cafeteria plan.

(20) Section 162.—Trade or Business Expenses.—Whether compensation is reasonable in amount.

(21) Section 163.—Interest.—The income tax consequences of transactions involving “shared
appreciation mortgage” (SAM) loans in which a taxpayer, borrowing money to purchase real property,
pays a fixed rate of interest on the mortgage loan below the prevailing market rate and will also pay
the lender a percentage of the appreciation in value of the real property upon termination of the
mortgage. This applies to all SAM arrangements where the loan proceeds are used for commercial or
business activities, or where used to finance a personal residence, if the facts are not similar to those
described in Rev. Rul. 83-51, 1983-1 C.B. 48. (Also §861, 451, 461, 856, 1001, and 7701.)

(22) Section 170.—Charitable, Etc., Contributions and Gifts.—Whether a charitable contribution

deduction under §170 is allowed for a transfer of an interest in a limited partnership or a limited
liability company taxed as a partnership to an organization described in §170{c).

(23) Section 170.—Charitable, Etc., Contributions and Gifts.—Whether a taxpayer who advances funds
to a charitable organization and receives therefor a promissory note may deduct as contributions, in
one taxable year or in each of several years, amounts forgiven by the taxpayer in each of several

years by endorsement on the note.
(24) Section 181.—Treatment of Certain Qualified Film and Television Productions.—The determination
under §1,181-1T(a}(1) and (2) as to who is the owner of a qualified film or television production.

(25) Section 199.—Income Attributable to Domestic Production Activities.—The determination under

§1.199-3(f)(1) as to who is the taxpayer that has the benefits and burdens of ownership under
Federal income tax principles of any qualifying production property (as definéd in §1.199-3(i}(1})},

qualified film (as defined in §1.199-3(k}}, or utilities (as defined in §1.199-3(1}} during the period in
which a qualifying activity under §199 occurs.
(26) Section 213.—Medical, Dental; Etc., Expenses.—Whether a capital expenditure for an item that is

ordinarily used for personal, living, or family purposes, such as a swimming pool, has as its primary
purpose the medical care of the taxpayer or the taxpayer's spouse or dependent, or is related directly

to such medical care.
(27) Section 264(b).—Certain Amounts Paid in Connection with Insurance Contracts.—Whether
“substantially all” the premiums of a contract of insurance are paid within a period of 4 years from the
date on which the contract is purchased. Also, whether an amount deposited is in payment of a

“substantial number” of future premiums on such a contract.
(28) Section 264(c)(1).—Certain Amounts Paid in Connection with Insurance Contracts.—Whether

§264{c){1) applies.

(29) Section 269.—Acquisitions Made to Evade or Avoid Income Tax.—Whether an acquisition is within

the meaning of §269.

(30) Section 274.—Disallowance of Certain Entertafnment, Etc., Expenses.—Whether a taxpayer who
is traveling away from home on business may, in lieu of substantiating the actual cost of meals,
deduct a fixed per-day amount for meal expenses that differs from the amount authorized by the
revenue procedure providing optional rules for substantiating the amount of travel expenses for the

period in which the expense was paid or incurred.

(31) Section 302.—Distributions in Redemption of Stock.—Whether §302(b) applies when the
consideration given in redemption by a corporation consists entirely or partly of its notes payable, and
the shareholder's stock is held in escrow or as security for payment of the notes with the possibility
that the stock may or will be returned to the shareholder in the future, upon the happening of specific

defaults by the corporation.
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— Distributions in Redemption of Stock.—Whether §302(b) applies when the
demption by a corporation in exchange for a shareholder's stock consists
oration's promise to pay an amount based on, or contingent on, future
y is contingent on working capital being

(32) Section 302.
consideration given in re
entirely or partly of the corp
earnings of the corporation, when the promise to pa
maintained at a certain level, or any other similar contingency.

(33) Section 302.—Distributions in Redemption of Stock.—Whether §302(b) applies to a redemption of

stock, if after the redemption the distributing corporation uses property that is owned by the

shareholder from whom the stock is redeemed and the payments by the corporation for the use of the
future earnings or are subordinate to the claims of the

property are dependent upon the corporation's
corporation's general creditors. Payments for the use of property will not be considered to be

‘dependent upon future earnings merely because they are based on a fixed percentage of receipts or

sales.

(34) Section 302.—Distributions in Redemption of Stock.—Whether the acquisition or disposition of

stock described in §302(c)}(2)(B) has, or does not have, as one of its principal purposes the avoidance
f that section, unless the facts and circumstances are

of Federal income taxes within the meaning o :
materially identical to those set forth in Rev. Rul. 85-19, 1985-1 C.B. 94; Rev. Rul. 79-67, 1979-1
C.B. 128; Rev. Rul. 77-293, 1977-2 C.B. 91; Rev. Rul. 57-387, 1957-2 C.B. 225; Rev. Rul. 56-584,

1956-2 C.B. 179; or Rev. Rul. 56-556, 1956-2 C.B. 177.

(35) Section 302(b)(4) and (e).—Redemption from Noncorporate Shareholder in Pa
Partial Liquidation Defined. f working capital attributable to a busines

—The amount o
business terminated that may be distri .

rtial Liquidation;
s or portion of a

buted in partial liquidation.

(36) Section 312.—Effect on Earnings and Profits.—The determination of the amount of earnings and

profits of a corporation.

(37) Sections 331, 453, and 1239.—The Tax Effects of Instaliment Sales of Property Between Entities
with Common Ownership.—The tax effects of a transaction in which there is a transfer of property by
the transfer of stock to such entity

a corporation to a partnership or other non-corporate entity (or
f the corporation) when more than a nominal amount of the stock of such

followed by a liquidation o

corporation and the capital or beneficial interests in the purchasing entity (that is, more than 20

percent in value) is owned by the same persons, and the consideration to be received by the selling

corporation or the selling shareholders includes an installment obligation of the purchasing entity.

(38) Sections 332, 351, 368(a)(1)(A), (B), (C), (E) and (F), and 1036.—Complete Liquidations of
Controlled by Transferor; Definitions Relating to Corporate

Subsidiaries; Transfer to Corporation
Reorganizations; and Stock for Stock of Same Corporation.—Whether a transaction qualifies under
§332, §351 or §1036 for nonrecognition treatment, or whether it constitutes a corporate
reorganization within the meaning of §368{a}(1}(A (including a transaction that qualifies under §368

{a)(1)(A) by reason of §368(a)(2)(D} or §368(a)(2)(E)), §368(a)(1)(B), §368(a)(1)(C}, §368(a3(1¥{(E}
s (such as nonrecognition and basis) result from

or §368(a)(1)(F), and whether various consequence
the application of that section, unless the Service determines that there is a significant issue that must
be resolved in order to decide those matters. If the Service determines that there is a significant
issue, and to the extent the transaction is not described in another no-rule section, the Service will
rule on the entire transaction, and not just the significant issue. However, the Service may rule on a
significant issue in a transaction that occurs in the context of a §355 distribution without ruling on the
entire transaction. See section 6.03 of Rev. Proc. 2011-1, this Bulletin. )

ervice will rule on the application of §351 to a
dertaken prior to the distribution of the stock of the

Notwithstanding the preceding paragraph, the S
controlled corporation when the transaction is un
controlled corporation in a transaction qualifying under &355.
SIGNIFICANT ISSUE: A significant issue is an issue of law that meets the three following tests: (1) the
issue is not clearly and adequately addressed by a statute, regulation, decision of a court, tax treaty,
revenue ruling, revenue procedure, notice, or other authority published in the Internal Revenue
Bulletin; (2) the resolution of the issue is not essentially free from doubt; and (3) the issue is legally

f the transaction. An issue of law

significant and germane to determining the major tax consequences o
addressed by the authorities above, and its resolution

will be considered not clearly and adequately
will not be essentially free from doubt when, because of concern over a legal issue (as opposed to a
factual issue), taxpayer's counsel is unable to render an unqualified opinion on what the tax

consequences of the transaction will be.
ction involving a significant issue, the taxpayer

OBTAINING A RULING: To obtain a ruling on a transa

http://taxandaccounting.bna.com/btac/Tl 3104/search_doc_hit_highlight.adp?fedfid=1893 8... 2/18/2011
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mus
related to the issue, and explain why the issue is not resolved by these authorities.

(39) Section 355.—Distri

distribution of the stock o
business purposes, whether the transaction is used principally a

distribution and an acquisition are part of a pian under §355{e}.
86. Notwithstanding the preceding sentence, the Service may issue a ruling reg
redemptions under §355(e) pending the issuance of temporary or final regulations regarding

redemptions under §355(e) if an adverse ruling on suc

or indirect acquisition by one or more persons of stock represe
the distributing corporation or the controlled corporation that is part of a plan under §355{e}.

s a device, and whether the

(40) Section 351.—See section 3.01(38), above.

(41) Section 358.—Basis to Distributees.—The acceptability of an estimation procedure or the
acceptability of a specific sampling procedure to determine
corporation in a reorganization described in §368({a)(1}(B).

(42) Section 368.—See section 3.01(38), above.
(43) Section 409A.

Compensation Plans.——
nonqualified deferred compensation p

32/171

t in its ruling request explain the significance of the issue, set forth the authorities most closely

bution of Stock and Securities of a Controiled Corporation.—Whether the
f a controlled corporation is being carried out for one or more corporate

See Rev. Proc. 2003-48, 2003-2 C.B.
arding the effect of

h question would result in there being a direct
nting a 50-percent or greater interest in

the basis of stock acquired by an acquiring

—Inclusion in Gross Income of Deferred Compensation Under Nonqualified Deferred
The income tax consequences of establishing, operating, or participating in a

lan within the meaning of §1.409A-1(a); whether a plan is
is a bona fide vacation leave, sick leave or

described in §1.409A-1{a}(3)(iv) or {v); whether a plan
and whether a plan provides for the deferral of

compensatory time plan described in £1.409A-1(a}(5);

compensation under §1.409A-1(b).

(44) Section 424.
of a new Incentive Stock Option (
employer by reason of a corporate transaction constitu
of a new option by reason of failing to satisfy the sprea

—Substitution or Assumption of Incentive Stock Options.—Whether the substitution

“]S0") for an old ISO, or the assumption of an oid ISO, by an
tes a modification which results in the issuance

d test requirement of §424(a)(1) or the ratio
le on the issue of whether the new.

test requirement of §1.425-1(a)(4). The Service will continue to ru
the employee additional benefits not présent under the old

ISO or the assumption of the old ISO gives
option within the meaning of §424{a)(2}.

(45) Section 451.—See section 3.01(3), above.

(46) Section 451.—General Rule for Taxable Year of Inclusion.—The tax consequences of a
nonqualified unfunded deferred-compe

employee eligible to participate in the arrangement.

nsation arrangement with respect to a controlling shareholder-

Year of Inclusion.—The tax consequences of nonqualified

(47) Section 451.—General Rule for Taxable
unfunded deferred-compensation arrangements where the arrangements fail to meet the
requirements of Rev. Proc. 92-65, 1992-2 C.B. 428; and Rev. Proc. 71-19, 1971-1 C.B. 698.

(48) Sections 451 and 457.—G
Compensation Plans of State an
consequences to unidentified independent contrac
plans. This applies to plans established under §451
State and local governments and tax-exempt organizations un
respect to a specific independent contractor's participation in such a plan may be issued.

d Local Governments and Tax-Exempt Organizations.—The tax

(49) Section 453.—See section 3.01(37), above.
(50) Section 457.—See section 3.01(48), above.

of Tax.—Whether the period of administration or settlement of an

(51) Section 641.—Imposition
estate or a trust (other than a trust described in §664) is reasonable or unduly prolonged.
(52) Section 642(c).—Deduction for Amounts Paid or Permanently Set Aside for a Charitable
Purpose.—Allowance of an un

purposes when there is a possibility that the corpus of the trust or estate may be invaded.

(53) Section 664.—Charitable Remainder Trust:
trust upon the termination of the noncharitable interest is ma

http://taxandaccounting.bna.com/btac/T131 04/search_doc_hit_highlight.adp?fedfid=1893 8...

eneral Rule for Taxable Year of Inclusion; Nonqualified Deferred

tors in nonqualified unfunded deferred compensation
by employers in the private sector and to plans of
der §457. However, a ruling with

limited deduction for amounts set aside by a trust or estate for charitable

<.—Whether the settlement of a charitable remainder
de within a reasonable period of time.
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Deductions, and Credits Attributable to Grantors and Others as
rantor will be considered the owner of any portion of a trust when

(54) Section 671.—Trust Incomé&,
1t consist of insurance policies on the life of the

Substantial Owners.—Whether the g

0] substantially all of the trust corpus consists or wi
grantor or the grantor's SpPOUSE, (ii) the trustee or any other person has a power to apply the trust's
f premiums on policies of insurance on the life of the grantor or the

income or corpus to the payment 0

grantor's spouse, (ifi) the trustee or any other person has a power to usé the trust's assets to make
joans to the grantor's estate or to purchase assets from the grantor's estate, and (iv) there is a right
or power in any person that would cause the grantor to be treated as the owner of all or a portion of

the trust under §8673 to 677.

(55) Section 704(b)(2).——Partner‘
partnership agreement of income,

economic effect.

(56) Section 704(e).—Family Pa
when capital is not a material in

tion to a partner under the

s Distributive Share.—Whether the alloca
m thereof) has substantial

gain, loss, deduction, or credit (or an ite

rtnerships.—Matters relating to the validity of a family partnership

come producing factor.
(57) Section 761.—5ee section 3.01(8), above.
st.—Whether a corporation whose stock is

(58) Section g56.—Definition of Real Estate Investment Tru
Il qualify as @ real estate investment trust

*paired” with or “stapled” to stock of another corporation wi
under §856, if the activities of the corporations are integrated.

(59) Section 1001.—See section 3.01(3), above.
(60) Section 1033.—Involuntary Conversions.—Whether the replacement or proposed replacement of
compulsorily oF involuntarily converted property does or does not qualify under §1033(2), if the
taxpayer has already filed a federal tax retumn for the taxable year in which the property was
converted. The Service may issue a determination letter in this case. See section 12.01 of Rev. Proc.

20111, this Bulletin.
(61) Section 1036.—See section 3.01

sset Deﬁned.—Whether specialty stock allocated to an investment
ecurities exchange is a capital asset.

(38), above.

(62) Section 1221.—Capital A
account by a registered specialist on @ national s

(63) Section 1239.—See section 3.01(37), above.

(64) Section 1551.—Disallowance of the Benefits of the G
Earnings Credit.—Whether @ transfer is within §1551.
(65) Section 2031.—Definition of Gross Estate.—Actuarial factors fo
prospective gross estate of a living person.

(66) Section 2055.— Transfers for Public, Charitable, and Religious Uses.—Whether a charitable
contribution deduction under §2055 is allowed for the transfer of an interest in a limited partnership or
a limited liability company taxed as a partnership to an organization described in §2055(a}.

Gifts.—-Actuarial factors for valuing prospective or hypothetical gifts

raduated Corporate Rates and Accumulated

r valuing interests in the

(67) Section 5512.—Valuation of

of a donor.

(68) Section 2522.——Charitable and Similar Gifts.—Whether a charitable contribution deduction under
§2522 is allowable for a transfer of an jinterest in a limited partnership or a fimited liability company
taxed as a partnership to an organization described in §2522(a).

1.—Tax Imposed. Exceptions: Retention of Trust's Generation-Skipping Transfer Tax
cations, Etc.—Whether a trust exempt from generation-skipping
(2), or (3) of the Generation-Skipping Transfer Tax

Regulations will retain its GST exempt status when there is @ modification of a trust, change in the

administration of a trust, or a distribution from a trustina factual scenario that is similar to @ factual
scenario set forth in one or more of the examples contained in §26.2601-1§b1(4—}(i)§E}.

(70) Sections 3121, 3306, and 3401.—-Deﬁnitio
employment status, whether an individual will be an employee or @

with regard to prior employment status may be issued.

(69) Section 260
Exempt Status in the Case of Modifi
transfer (GST) tax under §26.2601—1(b)(1),

ns.—For purposes of determining prospective
n independent contractor. A ruling

(71) Sections 3121, 3306, and 3401.—Definitions; Employment Taxes.—Who is the employer of an

.. rm1a1nAlcaarch doc hit highlight.adp?fedﬁd=l8938... 2/18/2011
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“employee—owner" as defined in §269A§b}§2).
nd 3401.—-Definitions.-—-For purpo

ses of determining employment
n of Worker Status for Purposes of

(72) Sections 3121, 3306, a
bona fide partner and,

classification pursuant to the filing of Form SS-8, Determinatio
Federal Employment whether a worker is a
therefore, not an employee of the

4980B.—Failure to Satisfy Continuation Coverage Requirements of Group Health Plans.—

(73) Section
Whether an action is “gross misconduct” within the meaning of §49808§f}{3}§82. (See section 3.05 of
1 C.B. 770, 771.) (74) Section 6166—Estates consisting largely of an interest

Rev. Proc. g7-28, 1987~
in a closely held business — Requests involving section 6166 where there is no decedent.

Taxes and Income Tax Withholding,
pusiness is at jssue.

—Whether a taxpayer is liable for tax as @ transferee.

ent that has certain voting and
hts are determined by reference to
ets, including assets held by a

(75) Section 6901.—Transferee Liability.

(76) Section 7701.—-Deﬁnitions.—The classification of an instrum
liquidation rights in an issuing corporation but whose dividend rig
the earnings of a segregated portion of the issuing corporation's ass

subsidiary.

(77) Section 7701.—See section 3.01(8), above.
(78) Section 7704.—Certain publicly Traded partnerships Treated as Corporations.—Whether interests
i ities m‘arket (within the meaning of §7704

ina partnership that are not traded on an established securit
t or the substantial equivalent
n Regulations.

- {p) and §1.7704—1§b)) are readily tradable on @ secondary marke
the_reof under §1..77o4—1§c)g 1) of the procedure and Administratio

.02 General Areas.
siness purpose or have as their principal

(1) The results of transactions that lack a bona fide bu
purpose the reduction of Federal taxes.

(2) A matter upon which a court decision adverse to the Government has been handed down and the
question of following the decision or litigating further has not yet been resolved.

g alternate plans of proposed transactions or involving hypothetical situations.

ure and Administration) reasonable cause, due diligence, good
s that require 2@ factual determination exist.

(3) A matter involvin

4) Whether under Subtitle F (Proced
faith, clear and convincing evidence, Or other similar term

on would subject the taxpayer to a criminal penalty.

with the provisions of Rev. Proc. 2011-1, this Bulletin.

(7) Whether, under the common Jaw rules applicable in determining the empioyer—employee
relationship, @ professional staffing corporation (loan-out corporation) or the subscriber is the
employer of individuals, if: (i) the joan-out corporation hires employees of the subscriber and assigns
the employees pack to the subscriber, or (ii) the loan-out corporation assigns individuals to

subscribers for more than a temporary period (1 year or longer).

(5) Whether a proposed transacti
(6) A request that does not comply

(8) Questions that the Service determines, in its discretion, should not be answered in the general
interests of tax administration.
as that term is defined in section 6.10 of Rev. Proc. 2011-1, this Bulletin.

(9). Any frivolous issue,
RMINATION LETTERS WILL NOT

SECTION 4. AREAS IN WHICH RULINGS OR DETE
ORDINARILY BE ISSUED

¢ and problems. (1) Sections 38, 39, 46, @
Carryback and Carryforward of Unused Credits; Amount of Credit; Energy Credit;
Credit.—AppIication of these sections where the formal ownership of property isin

the taxpayer, except when titie is held merely as security.
(2) Section 61.—Gross Incom ation as to who is the true owner of property in

cases involving the sale of securities, ere the purchaser has the
contractual right to cause the securities, to be purchased by either
the seller or a third party.

nd 48.—General Business Credit;
‘Reforestation

.01 Specific question
a party other than

e Deﬁned.——Determin
or participation interests therein, wh

or participation interests therein,

(3) Sections 61 and i63.—Gross Income Defined; Interest.—Determinations as to who is the true

men1ntinnaenh doc hit highlight.adp?fedﬁd=18938... 2/18/2011
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or the true borrower of money in cases in which the formal ownership of the

btedness, is in another party.

d in Connection with Performance of Services; General
on is realized by a person who, in connection
utory option without a readily ascertainable fair
han the fair market value of the stock on the

owner of property
property, or the liability for the inde

(4) Sections 83 and 451.—Property Transferre
Rule for Taxable Year of Inclusion.—When compensati
with the performance of services, is granted a nonstat
market value to purchase stock at a price that is less t

dafe the option is granted.

3.—Interest on State and Local Bond
will be excludible from gross income under §103{a),
advance refunding issues) are placed in escrow or ot
purpose for an extended period of time even though
exceed the yield on the State or local bonds prior to the
—Interest on State and Local Bonds.—Whether a State or local governmental

s not meet the criteria of section 5 of Rev, Proc. 89-5, 1989-1 C.B. 774, is an
03(c)(2) solely by reason of the investment of the

t a materially higher yield more than 3 years
the case of construction issues

s.—Whether the interest on State or local bonds
if the proceeds of issues of bonds (other than
herwise not expended for a governmental

the proceeds are invested at a yield that will not

ir expenditure.

(5) Section 10

(6) Section 103.
obligation that doe
“arbitrage bond” within the meaning of former §1
bond proceeds in acquired non-purpose obligations a
after issuance of the bonds or 5 years after issuance of the bonds in
described in former §1.103-13(a)(2)(ii)(E) or §1.148-2(e)(2)(ii).
(7) Section 141.—Private Activity Bond; Qualified Bond.—Whether State or local bonds will meet the
“private business use test” and the “private security or payment test” under §141(b)(1) and (2) in
situations in which the proceeds are used to finance certain output facilities and, pursuant to 2

rcent or more of the

coritract to take, or take or pay for, a nongovernmental person purchases 30 pe (
paragraph (5) output of the facility as

actual output of the facility but 10 percent or less of the: (i) sub
or (ii) available output of the facility

defined in §1.103-7(bY(5¥{ii}(b} (issued under former §103(b)),
he Service will not ordinarily issue rulings or

as defined in §1.141-7(b}(1}. In similar situations, t

determination letters concerning guestions arising under paragraphs (3), (4), and (5) of §141(b).
—Exempt Facility Bond; Qualified Small Issue Bond.—Whether an issue of
nts of §142 or §144(a), if the sum of—

n owner (or related person) or a
onds are issued and at any time

(8) Sections 142 and 144,
private activity bonds meets the requireme

(i) the portion of the proceeds used to finance a facility in which a
Jessee (or a related person) is a user of the facility both after the b

before the bonds were issued, and
(ii) the portion used to pay issuance costs and non-qualified costs equals more than 5 percent of the

net proceeds, as defined in §150(3)(3).

—Arbitrage.—Whether amounts received as proceeds from the sale of municipal bond
e payment of debt service or pledged as collateral for the

thin the meaning of former §1.103-13(9g) (issued
bed in §148(a)(2) (or former §103(c)(2)(B))-

(9) Section 148.
financed property and pledged to th
municipal bond issue are sinking fund proceeds wi

under former §103(c)) or replaced proceeds descri

(10) Sections 162 and 262.—Trade or Business Expenses;
Whether expenses are nondeductible commuting expenses,

Rul. 99-7, 1999-1 C.B. 361.
(11) Section 163.—See section 4.01(3), above.

Personal, Living, and Family Expenses.—
except for situations governed by Rev.

(12) Section 167.—Depreciation.
(i) Useful lives of assets.
(ii) Depreciation rates.

(iii) Salvage value of assets.

(13) Sections 167 and 168.—Depreciation; AC
sections where the formal ownership of property is in a party
title is held merely as security-

—Whether a transfer to a pooled income

(14) Section 170.—Charitable, Etc., Contributions and Gifts.
fund described in §642(c)(5) qualifies for a charitable contribution deduction under §170(f)(2)(A).

celerated Cost Recovery System.——Application ‘of those
other than the taxpayer except when

o A mrentinee bna ram/htac/T13104/search doc hit_highlight.adp?fedfid=1 8938... 2/18/2011
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(15) Section 170(c).—Charitable, Etc., Contributions and Gifts.—Whether a taxpayer who transfers
property to a charitable organization and thereafter leases back all or a portion of the transferred
property may deduct the fair market value of the property transferred and leased back as a charitable

contribution.

(16) Section 170.—Charitable, Etc., Contributions and Gifts.—Whether a transfer to a charitable
remainder trust described in §664 that provides for annuity or unitrust payments for one or two
measuring lives qualifies for a charitable deduction under §170(f)(2)(A).

(17) Section 216.—Deduction of Taxes, Interest, and Business Depreciation by Cooperative Housing
Corporation Tenant-Stockholder.—If a cooperative housing corporation (CHC), as defined in §216(b}
(1), transfers an interest in real property to a corporation (not a CHC) in exchange for stock or
securities of the transferee corporation, which engages in commercial activity with respect to the real
property interest transferred, whether (i) the income of the transferee corporation derived from the
commercial activity, and (ii) any cash or property (attributable to the real property interest
transferred) distributed by the transferee corporation to the CHC will be considered as gross income of
the CHC for the purpose of determining whether 80 percent or more of the gross income of the CHC is

derived from tenant-stockholders within the meaning of §216(b)(1)(D).

(18) Section 262.—See section 4.01(10), above.

(19) Section 265(a)(2).—Expenses and Interest Relating to Tax-Exempt Income.—Whether
indebtedness is incurred or continued to purchase or carry obligations the interest on which is wholly

exempt from the taxes imposed by subtitle A.

(20) Section 302.—Distributions in Redemption of Stock.—The tax effect of the redemption of stock
for notes, when the payments on the notes are to be made over a period in excess of 15 years from

the date of issuance of such notes.

(21) Section 302(b)(4) and (e).—Redemption from Noncorporate Shareholder in Partial Liquidation;
Partial Liquidation Defined.—Whether a distribution will qualify as a distribution in partial liquidation
under §302(b}(4) and {e)(1){A)}, unless it results in a 20 percent or greater reduction in (i) gross
revenue, (ii) net fair market value of assets, and (iii) employees. (Partial liquidations that qualify as

§302(e)(2) business terminations are not subject to this provision.)

(22) Sections 302(b)(4) and (e), 331, 332, and 346(a).—Effects on Recipients of Distributions in
Corporate Liquidations.—The tax effect of the liquidation of a corporation preceded or followed by the
transfer of all or a part of the business assets to another corporation (1) that is the alter ego of the
liquidating corporation, and (2) which, directly or indirectly, is owned more than 20 percent in value
by persons holding directly or indirectly more than 20 percent in value of the liquidating corporation's
stock. For purposes of this section, ownership will be determined by application of the constructive
ownership rules of §318(a) as modified by §304(c)(3). .

(23) Section 306.—Dispositions of Certain Stock.—Whether the distribution or disposition or

redemption of “section 306 stock” in a closely held corporation is in pursuance of a plan having as one
of its principal purposes the avoidance of Federal income taxes within the meaning of §306(b)(4).

(24) Sections 331 and 332.—See section 4.01(22), above.

(25) Sections 331 and 346(a).—Gain or Loss to Shareholders in Corporate Liquidations.—The tax
effect of the liquidation of a corporation by a series of distributions, when the distributions in
liquidation are to be made over a period in excess of 3 years from the adoption of the plan of

liquidation.

(26) Section 346(a).—See sections 4.01(22) and (25), above.

(27) Section 351.—Transfer to Corporation Controlled by Transferor.—Whether §351 applies to the
transfer of an interest in real property by a cooperative housing corporation (as described in §216(b)
(1)) to a corporation in exchange for stock or securities of the transferee corporation, if the transferee
engages in commercial activity with respect to the real property interest transferred.

(28) Section 355.—Distribution of Stock and Securities of a Controlied Corporation.—Whether the
active business requirement of §355(b) is met when, within the 5-year period described in §355(b)(2)
(B), a distributing corporation acquired control of a controlled corporation as a result of the
distributing corporation transferring cash or other liquid or inactive assets to the controlled corporation
in a transaction in which gain or loss was not recognized as a result of the transfer meeting the

http://taxandaccounting.bna.comv/btac/T13104/search_doc_hit_hi ghlight.adp?fedfid=18938... 2/18/2011
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requirements of §351{a} or §368(a)(1)(D).

(29) Section 355, —Distribution of Stock and Se
§355(e) other than whether a distribution and a
issue). Notwithstanding the preceding sentence,

issues (e.9., whether a corporation constitutes a
such non-plan issue or issues would result in there being a direct or i

more persons of stock representing a 50-percent or greater interest int
the controlled corporation that is part of a plan under §355(e}.

(30) Section 441(i).—Taxable vear of Personal Service Corporati
the taxpayer during the testing period for the taxable year is the
within the meaning of §1.441—3(c)(1)(iii).

(31) Section 448(d)(2)(A).—-Limitation on Use of Cash Method of A
Service Corporation.—Whether 95 percent or more of the time spen
serving in their capacity as such, is devoted to the performance of services wi

§1.448-1T(e)(4)(i).

(32) Section 451.—General Rule for Taxable Year of Inclu
nonqualified deferred compensation arrangement using a
the requirements of Rev. Proc. 92-64, 1992-2 C.B. 422.
1.—See section 4.01(4), above.

Taxable Year of Inclusion—The income tax conéequences as a

t that an Indian tribe (as defined in 25 U.S.C. §2703(5))
establishes to receive and invest per capita payments for its members who are minors or legal
incompetents under the Indian Gaming Regulatory Act (25 U.S.C. §§2701—2721), if the trust meets

the requirements of section 5.02 of Rev. Proc. 2003-14, 2003-1 C.B. 319.

(35) Section 584.—Common Trust Funds.—Whether a common trust fund plan meets the
requirements of §584. (For §584 plan drafting guidance, see Rev. Proc. 92-51, 1992-1 C.B. 988.)

(36) Section 642.—Special Rules for Credits and Deductions; Pooled Income Fund.—Whether a pooled
income fund satisfies the requirements described in §642(c)(5).

—Charitable Remainder Trusts.—Whether a charitab
~trust payments for one or two measuring lives or fol
ments described in §664.

r a trust that will calculate the unitrust
charitable remainder trust when a grantor, a trustee, 2

peneficiary, or a person related or subordinate to a grantor, a trustee, or a beneficiary can control the
timing of the trust's receipt of trust income from a partnership or a deferred annuity contract to take
advantage of the difference between trust income under §643(b) and income for Federal income tax

purposes for the benefit of the unitrust recipient.
664.—Charitable Remainder Trusts.—Whether the termination of a ¢haritable remainder
s defined in the trust's governing instrument, in a transaction

their actuarial shares of the value of the trust assets, causes
+ within the meaning of §664.

curities of a Controiled Corporation.—Any issue under

n acquisition are part of a plan (i.e., any non-plan
the Service generally will rule on a non-plan issue or

predecessor of distributing) if an adverse ruling on
ndirect acquisition by one or
he distributing corporation or

ons.—Whether the principal activity of
performance of personal services

ccounting; Qualified Personal
t by employees of the corporation,
thin the meaning of

sion.—The tax conseguences of a
grantor trust where the trust fails to meet

(33) Section 45

(34) Section 451.—General Rule for
result of being a beneficiary of a trus

le remainder trust that provides

(37) Section 664.
r annuity or unitrust payments

for annuity or uni
for a term of years satisfies the require
(38) Section 664.—Charitable Remainder Trus
amount under §664(d)(3) qualifies as a §664

ts.—Whethe

(39) Section
trust before the end of the trust term a
in which the trust beneficiaries receive
the trust to have ceased to quatify as a charitable remainder trus
(40) Sections 671 to 679.—Grantors and Others Treated as Substantia
unfunded deferred compensation arrangement
the use of a trust, other than the model trust describ

{ Owners.—In a nonqualified,

described in Rev. Proc. 92-64, the tax consequences of

ed in that revenue procedure.

(41) Sections 671 to 679.—Grantors and Others Treated as Substantial owners—Whether an Indian
tribe (as defined in 25 U.S.C. §2703(5)) that establishes a trust to receive and invest per capita )
payments for its members who are minors or legal incompetents under the Indian Gaming Regulatory
Act (25 U.S.C. §§2701~2721) is the grantor and owner of the trust, if the trust meets the

requirements of section 5.02 of Rev. Proc. 2003-14, 2003-1 C.B. 319.

1.—Determination of Amount of and Recognition of Gain or Loss.—Whether the

nder trust before the end of the trust term as defined in the trust's
ction in which the trust beneficiaries receive their actuarial shares of

(42) Section 100
termination of a charitable remai

governing instrument, in a transa
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the value of the trust assets, is treated as a sale or other disposition by the beneficiaries of their

interests in the trust.

(43) Section 1221.—Capital Asset Defined.
before the end of the trust term as defined in the trust’
which the trust beneficiaries receive their actuarial shares o
a sale or exchange of a capital asset by the beneficiaries.
n.—All situations in which the Service has

dure for an S corporation to obtain

—Whether the termination of a charitable remainder trust
s governing instrument, in a transaction in
f the value of the trust assets, is treated as

(44) Section 1362.—Election; Revocation; Terminatio

provided an automatic approval procedure or administrative proce
relief for late S corporation, qualified subchapter S subsidiary, qualified subchapter S trust, or electing
c. 2003-43, 2003-1 C.B. 998; Rev. Proc. 2004-48, 2004-2

small business trust elections. See Rev. Pro

C.B. 172; Rev. Proc. 2004-49, 2004-2 C.B. 210; and Rev. Proc. 2007-62, 2007-41 I.R.B. 786. (For

instructions on how to seek this relief, see the preceding revenue procedures.)

—Election; Revocation; Termination.—Whether gross receipts from royalties, rents,

dividends, interest, and annuities constitute passive investment income for purposes of §1362(d)(3).

(46) Section 1502.—Regulations.—Whether a parent cooperative housing corporation (as defined in
olidated income tax return with its transferee subsidiary, if

§216(b)(1)) will be permitted to file a cons
the transferee engages in commercial activity with respect to the real property interest transferred to

it by the parent.

(45) Section 1362.

—Transfers for Public, Charitable, and Reli;_;ious Uses.—Whether a transfer to a
pooled income fund described in §642(c)(5) qualifies for a charitable deduction under §2055(e)(2)(A).
(48) Section 2055.—Transfers for Public, Charitable, and Religious Uses.—Whether a transfer to a
charitable remainder trust described in §664 that provides for annuity or unitrust payments for one or
two measuring lives or a term of years qualifies for a charitable deduction under §2055(e}(2)(A}.

(47) Section 2055.

(49) Section 2503.—Taxable Gifts.—Whether the transfer of property to a trust will be a gift of a
present interest in property when (i) the trust corpus consists or will consist substantially of insurance

policies on the life of the grantor or the grantor's spouse, (i) the trustee or any other person has a
power to apply the trust's income or corpus to the payment of premiums on potlicies of insurance on
the life of the grantor or the grantor’s spouse, (iii) the trustee or any other person has a power to use
the trust's assets to make loans to the grantor's estate or to purchase assets from the grantor's
estate, (iv) the trust beneficiaries have the power to withdraw, on demand, any additional transfers
made to the trust, and (v) there is a right or power in any person that would cause the grantor to be
treated as the owner of all or a portion of the trust under §§673 to 677. -

tion 2514.—Powers of Appointment.—If the beneficiaries of a trust permit a power of

withdrawal to lapse, whether §2514(e) will be applicable to each beneficiary in regard to the power
s or will consist substantially of insurance policies on the life of the

when (i) the trust corpus consist

grantor or the grantor's spouse, (ii) the trustee or any other person has a power to apply the trust's
income or corpus to the payment of premiums on policies of insurance on the life of the grantor or the
grantor's spouse, (iii) the trustee or any other person has a power to use the trust's assets to make
joans to the grantor's estate or to purchase assets from the grantor's estate, (iv) the trust
beneficiaries have the power to withdraw, on demand, any additional transfers made to the trust, and
(v) there is a right or power in any person that would cause the grantor to be treated as the owner of
all or a portion of the trust under §8673 to 677.

(51) Section 2522.—Charitable and Similar Gifts.—Whether a transfer to a pooled income fund
described in §642(c)(5) qualifies for a charitable deduction under §2522{c)}{(2}(A}.

(52) Section 2522.—Charitable and Similar Gifts.—Whether a transfer to a charitable remainder trust

described in §664 that provides for annuity or unitrust payments for one or two measuring lives or a
term of years qualifies for a charitable deduction under §2522(c}(2){A).

Imposed.—Whether a trust that is exempt from the application of the
fer tax because it was irrevocable on September 25, 1985, will lose its
of the trust is changed from the United States to a situs outside of the

(50) Sec

(53) Section 2601.—Tax
generation-skipping trans
exempt status if the situs
United States.

(54) Section 2702.—Special Valuation Rules i
annuity interests are qualified annuity interests under
annually is more than 50 percent of the initial net fair marl

n Case of Transfers of Interests in Trusts.—Whether
§2702 if the amount of the annuity payable
ket value of the property transferred to the
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trust, or if the value of the remainder interest is less than 10 percent of the initial net fair market
value of the property transferred to the trust. For purposes of the 10 percent test, the value of the
remainder interest is the present value determined under §7520 of the right to receive the trust

he grantor may die prior to the

corpus at the expiration of the term of the trust. The possibility that t
expiration of the specified term is not taken into account, nor is the value of any reversion retained by

the grantor or the grantor's estate.
(55) Section 2702—Special Valuation Rules in Case of Transfers of Interests in Trusts.—Whether a
trust with one term holder satisfies the requirements of §2702§a)(3}(A) and 25,2702-5(c} to be a
qualified personal residence trust.

(56) Section 3121.——Deﬁnitions.—-Determinations as to which of two entities, under common law ruies
applicable in determining the empioyer—employee relationship, is the employer, when one entity is

treating the worker as an employee.

.02 General areas.
(1) Any matter in which the determination requested is primarily oné of fact, €.9-, market value of
to be treated as stock or indebtedness. Although it

property, or whether an interest in a corporation is
or the Service to issue a letter ruling on whether an interest in @

is generally inappropriate f
corporation is stock or indebtedness, there may be instances in which the Service may issue a letter
t to an instrument issued by a

ruling. For example, the Service may issue a jetter ruling with respec
domestic corpora facts strongly support the classification of

tion if (1) the taxpayer pelieves that the
the instrument as ctock and (2) the trate that there are unique and compelling

taxpayer can demons
reasons to justify the issuance of a letter ruling. However, hefore submitting 2 letter ruling request, a
taxpayer shouid first contact the office of the Associate Chief Counsel (Corporate) to discuss whether
the Service will consider issuing @ letter ruling for a particular factual situation

(202-622-7700).
(2> Situations where the requested ruling deals with only part of an integrated transaction. Generally;
a letter ruling witl not be issued on only part of a )

n integrated transaction. If; however, a part ofa
transaction falls under a no-rule area, 2 jetter ruling on other pa

rts of the transaction may be issued.
Before preparing the letter ruling request, a taxpayer should call the Office of the Associate Chief
Counsel-having jurisdiction for the matters on which the taxpayer is seeking a letter ruling to discuss
whether a letter ruling will be issued on part of the transaction. To

_ determine which division has
jurisdiction over a particular issue see section 3 of Rev. Proc. 2011-1, this Bulletin. For a list of
telephone numbers for the different divisions s€e section 10.07 of Rev. Proc. 2011-1.

Notwithstanding the previous paragraph, the Office of the Associate Chief Counsel (Corporate) may

issue a letter ruling on part of an integrated transaction without ruling on the larger transaction if such
transaction occurs in the context of a §355 distribution. Se€ section 6.03 of Rev. Proc. 2011-1,

this
Bulletin.
(3). Situations where two or more items or sub-methods of accounting are interrelated. If two or more
items or sub-methods of accounting are interrelated, ordinarily a letter ruting will not be issued on a
change in accounting method involving only one of the items or sub-methods.
(4) The tax effect of any transaction to be consummated at some indefinite future time.
(5) Any matter dealing with the question of whether property is held primarily for sale to customers in

the ordinary course of a trade or business.

(6) The tax effect of @ transaction if any part of the transaction is i
parties affected by the transaction, except for transactions involvin

nvolved in Jitigation among the
g bankruptcy reorganizations.

a related party is domiciled or organized in 2 foreign
ffective mechanism for obtaining tax

vestigations, which wouid
ion that is relevant to the

(7)(a) Situations where the taxpayer or
jurisdiction with which the United States does not have an €
information with respect to civil tax examinations and criminal tax in
preciude the Service from obtaining information located in such jurisdict

analysis or examination of the tax issues involved in the ruling request.
octed related party ®

(b) The provisions of subsection (a) above shall not apply if the taxpayer or aff
f all relevant information requested by the Service in processing the ruling
jon i f the representations made

consents to the disclosure 0

request or in the course of an € i der to verify the accuracy O

and to otherwise analyze or examine the tax issues involved in the ruling request, and (ii) waives all
the foreign jurisdiction with respect to the

claims to protection of bank or commercial secrecy laws in
In the event the taxpayer's or related party’s consent to

information requested by the Service.
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disclose relevant information or to waive protection of bank or commercial secrecy is determined by
the Service to be ineffective or of no force and effect, then the Service may retroactively rescind any

ruling rendered in reliance on such consent.

(8) A matter involving the Federa! tax consequences of any proposed Federal, State, local, municipal,
or foreign legislation. The Service may provide general information in response to an inquiry.
However, the Office of Division Counsel/Associate Chief Counsel (Tax Exempt and Government
Entities) may issue letter rulings regarding the effect of proposed State, local, or municipal legisliation
upon an eligible deferred compensation plan under §457{b) provided that the letter ruling request

refating to the plan complies with the other requirements of Rev. Proc. 2011-1.

(9) Except as otherwise provided in this revenue procedure (e.g., under section 3.01(38)), where the
Service already is ruling on a significant issue in the same transaction), a letter ruling will not
ordinarily be issued with respect to an issue that is clearly and adequately addressed by statute,
regulations, decisions of a court, revenue rulings, revenue procedures, notices, or other authority
published in the Internal Revenue Builetin. However, the Service may in its discretion determine to
issue a ruling on such an issue if the Service otherwise is issuing a fuling on another issue arising in

the same transaction.

(10) Whether an amount received (in periodic payments or as a lump sum) in connection with a legal
action or a settlement of a legal action is properly aliocated (including an allocation of all payments to
one category) to recovery of capital, compensatory damages, punitive damages, dividends, interest,

back pay, etc., for Federal tax purposes.
SECTION 5. AREAS UNDER STUDY IN WHICH RULINGS OR DETERMINATION LETTERS WILL
NOT BE ISSUED UNTIL THE SERVICE RESOLVES THE ISSUE THROUGH PUBLICATION OF A
REVENUE RULING, REVENUE PROCEDURE, REGULATIONS OR OTHERWISE

-,01 Section 62(c).—Reimbursement Arrangements.—Whether amounts related to a salary reduction
and paid under a purported reimbursement or other expense allowance arrangement will be treated as
paid under an “accountable plan” in accordance with §1.62-2(c)(2).

.02 Sections 101 and 7702.—Certain Death Benefits; Life Insurance Contract Defined.—Whether
amounts received under an arrangement that is not regulated as an insurance company may be
treated as received under a “life insurance contract” within the meaning of §8101(a) and 7702.

.03 Section 148.—Arbitrage.—Permission to use a single yield for two or more issues of qualified
mortgage bonds or qualified student loan bonds under §1.148-4(a).

.04 Sections 162 and 1502—Trade or Business Expenses; Consolidated Returns.—Treatment of
manufacturer incentive payments under the intercompany transaction regulations of §1.1502-13. See

T.D. 9261, 2006-1 C.B. 919.
.05 Section 162(m). —Certain Excessive Employee Remuneration.—Whether the deduction limit under

§162{m) applies to compensation attributable to services performed for a related partnership.
.06 Sections 302 and 304.—Certain Redemptions.—Treatment of basis in a §§302/304 redemption.

See Announcement 2006-30, 2006-1 C.B. 879.

07 Sections 351, 358 and 362(a).—Transfers to Corporation Controlled by Transferors; Basis to
Distributees; Basis to Corporations.—The issues described as being under study in Rev. Rul. 2006-2,

2006-1 C.B. 261.
.08 Section 451.—General Rule for Taxable Year of Inclusion.—The income tax consequences as a
result of being a beneficiary of a trust that an Indian tribe (as defined in 25 U.S.C. §2703(5))
_establishes to receive and invest per capita payments for its members (regardless of whether they are
minors or legal incompetents) under the Indian Gaming Regulatory Act (25 U.S.C. §§2701-2721) if
the trust does not meet the requirements of section 5.02 of Rev. Proc. 2003-14, 2003-1 C.B. 319.

.09 Sections 661 and 662.— Deduction for Estates and Trusts Accumulating Income or Distributing
Corpus; Inclusion of Amounts in Gross Income of Beneficiaries of Estates and Trusts Accumulating
Income or Distributing Corpus.—Whether the distribution of property by a trustee from an irrevocable
trust to another irrevocable trust (sometimes referred to as a “decanting”) resuiting in a change in
beneficial interests is a distribution for which a deduction is allowable under §661 or which requires an

amount to be included in the gross income of any perscn under §662.
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—Grantors and Others Treated as Substantial Owners.—-Whether an Indian
receive and invest per capita

tribe (as defined in 25 u.s.C. §2703(5)) that establishes a trust to

payments for its members (regardiess of whether they are minors or legal incompetents) under the
Indian Gaming Regulatory Act (25 u.s.C. §§2701—2721) is the grantor and owner of the trust if the
trust does not meet the requirements of section 5.02 of Rev. Proc. 5003-14, 2003-1 C.B. 319.

.11 Section 1361.—Definition of a Small Business Corp

partnership electing under §301.7701—3 to be classified as an association taxable as a corporation has
more than one class of stock for purposes of §1361(b)(1)(D). The Service will treat any request for a
ruling on whether a State law limited partnership is eligible to elect S corporation status as a request
for a ruling on whether the partnership complies with §1361(b)(1)(D).

.10 Sections 671 to 679.

oration.—Whether a State law fimited

12 Section 1502.—5ee section 5.05, above.

.13 Section 2036.—Transfers with Retained Life Es
in a grantor’s estate when the trustee of the trust is a priva
entirely by members of the grantor's family.

.14 Section 2038.——Revocable Transfers.-Whether the corpus O
estate when the trustee of the trust is a private trust company
of the grantor's family.

owers of Appointment.—-Whether the ¢
he trustis @ private trust company

tate.—Whether the corpus of a trust will be included
te trust company owned partially or

f a trust will be included in a grantor's
owned partially or entirely by members

orpus of a trust will be included in an

.15 Section 2041.—P
individual's estate when the trustee of t owned partially or entirely

by members of the individual's family.

.16 Section 2501.—Imposition of Tax.—Whether the distribution
irrevocable trust to another irrevocable trust (sometimes referre
change in beneficial interests is @ gift under §2501.

.17 Sections 2601 and 2663.—Tax Imposed; Regulations.——Whether the distribution of‘property by a
trustee from 2 i (GST) exempt trust to another irrevocable

n irrevocable generation-skxpping transfer tax
trust (sometimes referred to as a “decanting”) resulting in a change in beneficial interests is the loss
of GST exempt status or constitutes @ taxable termination or taxable distribution under §2612.

ating to the Cancellation of Indebtedness by Certain Entities.—
he terms of a debt instrument are reportab

of property by @ trustee from an
dtoasa “decanting”) resulting in a

.18 Section 6050P.—Returns Rel
le under §6050P

Whether amounts reduced pursuant tot
and the regulations.

.19 Section 7702.—5ee section 5.03, above.

SECTION 6. AREAS COVERED BY AUTOMATIC APP
WILL NOT ORDINARILY BE ISSUED

purchases Treated as Asset Acquisitions.—AlI requests for an
extension of time under §301.9100-3 within which to make an election under §338(g) or (h)(10)
where the Service has provided an administrative procedure to seek an extension. See Rev. Proc.
>003-33, 2003-1 C.B. 803 (extension automatically granted to certain persons required to file Form
8023 to make a valid section 338 election that have not filed Form 8023 by its due date).

al Accounting period.—All requests for change in annual accounting

ded an automatic change procedure for obtaining a change in
002-1 C.B. 1046 (general procedures for prior

approval), as clarified and, modified by Notice 2002-72, 2002-2 C.B. 843, and modified by Rev. Proc.
c. 2006-45, >006-2 C.B. 851 (certain corporations), as clarified

2003-34, 2003-1 C.B. 856; Rev. Proc.

and modified by Rev. Proc. 2007-64; Rev. Proc. 2006-46, 2006-2 C.B. 859 (partnership, S
corporation, personal service corporation, or trust) and Rev. Proc. 2003-62, 2003-2 C.B. 299
(individual seeking a calendar year).
e for Methods of Accounting.—-Except as otherwise specifically provided

ed in the Internal Revenué Bulietin, all requests for change in method
e request procedure for obtaining a

st procedures jisted in section 9.22

ROVAL PROCEDURES IN WHICH RULINGS

.01 Section 338.—Certain Stock

.02 Section 442 .—Change of Annu

period where the Service has provi
annual accounting period. See Rev. Proc. 2002-39, 2

.03 Section 446.——General Rut

in applicable procedures publish
vice has provided an automatic chang

of accounting where the Service
change in method of accounting. See the automatic change regué

of Rev. Proc. 2011-1, this Bulletin.
n.—All requests for making or revoking an

.04 Section 461.——General Rule for Taxable Year of Deductio
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election under §461 where the Service has provided an administrative procedure for making or
revoking an election under §461. See Rev. Proc. 92-29, 1992-1 C.B. 748 (dealing with the use of an

alternative method for including in basis the estimated cost of certain common improvements in a real

estate development).

.05 Section 704(c).—Contributed Property.—Requests from Qualified Master Feeder Structures, as
described in section 4.02 of Rev. Proc. 2001-36, 2001-1 C.B. 1326, for permission to aggregate buiit-
in gains and losses from contributed qualified financial assets for purposes of making §704(c) and

reverse §704(c) allocations.
.06 Section 1362.—FElection; Revocation; Termination.—All situations in which an S corporation
qualifies for automatic late S corporation refief under Rev. Proc. 97-48, 1997-2 C.B. 521.

.07 Sections 1502, 1504, and 1552.—Regulations; Definitions; Earnings and Profits.—All requests for
waivers or consents on consolidated return issues where the Service has provided an administrative
procedure for obtaining waivers or consents on consolidated return issues. See Rev. Proc. 2002-32,
2002-1 C.B. 959, as modified by Rev. Proc. 2006-21, 2006-1 C.B. 1050 {certain corporations seeking
reconsolidation within the 5-year period specified in §1504(a)(3)(A)); Rev. Proc. 90-39, 1990-2 C.B.
365, as modified by Rev. Proc. 2006-21, and as clarified by Rev. Proc. 90-39A, 1990-2 C.B. 367
(certain affiliated groups of corporations seeking, for earnings and profits determinations, to make an
election or a change in their method of allocating the group's consolidated Federal income tax
liability); and Rev. Proc. 89-56, 1989-2 C.B. 643, as modified by Rev. Proc. 2006-21 (certain affiliated
groups of corporations seeking to file a consolidated return where member(s) of the group use a 52~

53 week taxable year).

.08 Section 7701.—Entity Classification Elections.—All requests for an extension of time under
§301.9100-3 within which to make an entity classification election under §301.7701-3 where the
Service has provided an administrative procedure to seek an extension. See Rev. Proc. 2009-41,
2009-39 I.R.B. 439 (extension automatically granted to certain persons required to file Form 8832 to
make a valid entity classification election that have not filed Form 8832 by its due date).

SECTION 7. EFi’ECT ON OTHER REVENUE PROCEDURES
Rev. Proc. 2010-3, 2010-1 C.B. 110, is superseded.

SECTION 8. EFFECTIVE DATE
This revenue procedure is effective January 3, 2011.

SECTION 9. PAPERWORK REDUCTION ACT

The collections of information contained in this revenue procedure have been reviewed and approved
by the Office of Management and Budget in accordance with the Paperwork Reduction Act (44 U.S.C.
§3507) under control number 1545-1522.

An agency may not conduct or sponsor, and a person is not required to respond to, a collection of
information unless the collection of information displays a valid control number.

The collections of information in this revenue procedure are in sections 2.03, 3.01(38), 3.01(39), 3.02

(1) and (3), 4.02(2), and 4.02(7)(b).

This information is required to evaluate whether the request for a letter ruling or determination letter
is not covered by the provisions of this revenue procedure. The collections of information are required
to obtain a letter ruling or determination letter. The likely respondents are businesses or other for-

profit institutions.
The estimated total annual reporting and/or recordkeeping burden of this revenue procedure, and
Rev. Proc. 2011-1, is 513,150 hours.

The estimated annual burden per respondent/recordkeeper varies from 1 hour to 200 hours,
depending on individual circumstances, with an estimated average burden of 90.1054 hours. The

estimated number of respondents and/or record keepers is 5,695.

The estimated annual frequency of responses is on occasion.

Books or records relating to a collection of information must be retained as long as their contents may
become material in the administration of any internal revenue law. Generally, tax returns and tax
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return information are confidential, as required by 26 U.5.C. §6103.

DRAFTING INFORMATION

The principal author of this revenue procedure is Paul Arends of the Office of the Associate Chief
Counsel (Corporate). For further information about this revenue procedure, please contact Mr. Arends
at (202) 622-7700 (not a toll-free call), or call the division contacts listed in section 10.07 of Rev.
Proc. 2011-1, this Bulletin. To determine which division has jurisdiction over a particular issue, see

section 3 of Rev. Proc. 2011-1.
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Source: IRS Documents > PLRs/TAMs and Other Advice > 2007 > PLR 200736002 - Section 2036 ~-Tran

With Retained Life Estate
PLR 200736002 - Section 2036 - Transfers With Retained Life Estate

Internal Revenue Service
Department of the Treasury washington, DC 20224

Number: 200736002 :

Third Party Communication: None Release pate: 9/7/2007

Date of Communication: Not Applicable .
7.00-00, 2038.00-00, 61.00-00, 643.06-

Person To Contact: Index Number: 2036.11-00, 203
00,661.02-01, 662.00-00, 1001.15-01, 1015.03-01, 1223.00-00, 2501.01-00
Refer Reply To: CC:PSI:B04 PLR-104372-07 Telephone Numbeér:

Date: May 22, 2007
In Re:
Legend:

Decedent =
Spouse =
Trust =
Court =
pDate 1 =
Date 2 =

Dear [redacted data]:
r personal representative;

etter dated January 10, 2007, submitted by you
61,662, 1001, 1015, 1223,

questing rulings under §§ 61,643, 6
f the Internal Revenue Code.

The fa&s submitted and the representations made are as follows. Decedent di
prior to September 25, 1985, pursua nt to the terms of his Will, a testamentary

established for the benefit of his spouse (5pouse) and issue.

des that one-half of the residue
h A provides that net income is

This is in responseé to al
and subsequent correspondence, re
2036, 2037, 2038, 2501, and 26010

ed on Date 1, 2 date

trust (Trust) was

estate is to be held in

of Decedent's
ouse for her

Article Seventh of the Will provi
to be distributed to Sp

trust. Article Seventh, Paragrap
lifetime.

Article Seventh, paragraph B provi
quarterly installments to Decedent's children in equa

paragraph C provides that upon the death of one of Decedent's
income payable to the deceased child is to be paid to the child's lawful issue equally,

the remaining trust term.
Article Seventh, paragraph D provides that if a child dies and is not survived by lawful issue or If the
surviving lawful issue of a deceas ild di jor to the termination of Trust, then the net income to
which such child or fawfui issue of a dece hi een entitled shall be paid to
Decedent's surviving children an issue of any deceased children, per stirpes, in equal
shares for the remaining trust te survived by chiidren or descendants or all of
the surviving children and descendants die prior to the termination of Trust then the trust estate is to
and one-half to Spouse's nieces and nephews

be paid one-half to Decedent's next of kin, per stirpes,
and the lawful issue of any of Spouse's deceased nieces and nephews, per stirpes.

the death of the last to
t to Decedent’s

ncome is to be distributed in

[ shares for their lifetimes. Article Seventh,
children leaving lawful issue, the net
per stirpes, for

des that upon Spouse's death, neti

rm. If Decedent is not

nate 21 years after

vides that Trust is to termi
te is to be paid free of trus

Article Seventh, paragraph F pro
die of Decedent's children. Upon termination, the trust esta

then lawful issue, in equal shares, per stirpes.
Article Eighth provides tha two individual trustees and one corporate

trustee.

On Date 2, Court entered an order
rufings with respect to the issues presented in this request. The order
divided into three trusts, one each for the benefit of Decedent's three ¢
issue. The order provided that each asset of Trust will be divided pro-rata amo

t Trust shall have three trustees,

Internal Revenue Service issuing favorable
stated that Trust would be
nildren and their respective
ng the three separate

contingent upon the
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trusts in accordance with the fractional interest of each trust, except to the exte
fractional shares or unreasonably small interests. The trustees of Trust have rep
order will be modified to provide that each asset of Trust will be divided pro-rata

th the fractional interest of each trust. The terms

separate trusts in accordance wi
trust are substantially the same as the terms of Trust.

ave requested the following rulings:

division of Trust will not resultina loss
urposes for Trust or any su
nt of gain or loss, determine

nt necessary to avoid
resented that the
among the three

of each successor

7/12/2010

Trustees h

1. The proposed
skipping transfer (GST) tax p
in subtitle A, the entire amou
exchange of property shall be recognized.
2.The proposed division of Trust will result in the successor trus
trusts under § 643(f). .

of Trust wili not result in Trust, the successor trusts,

3. The proposed division

thereof realizing income, gain or joss under §§ 661 or 662.
4, The proposed division of Trust will not result in Trust, the
thereof realizing gain or loss under §§ 61 and 1001.

5. The adjusted basis of the assets received

of exempt status for generation-

ccessor trusts.
d under § 1001, on the sale or

ts being treated as separate
or any beneficiary

successor trusts, or any peneficiary

m Trust will be the same

ant to §1015. 6. The holding
t will be the same as the

as the adjusted basis of the assé
eriods for the assets received by the successor trusts from Trus
helding periods for such assets by Trust pursuant to § 1223(2).
' £ Trust will not cause any portion of Trust's assets to be includibie in
ant to §§ 2036, 2037,

7. The proposed division o
r the successor trusts pursu

the gross estate of the beneficiaries of Trust 0

or 2038. .
8. The proposed division of Tru

successor trusts that will be su

Law and Analysis:

st will not constitute a tra nsfer by any peneficiary of Trust or the

bject to tax under § 2501.

Ruling 1: .
Ruling request 1 falls within the purview of § 3.01(5
which states, in relevant part, that a ruling will not be issued under
similar to a factual scenario set forth in one or more of the examples C
1(b)(4)(i)(E) of the Generation—Skipping Transfer Tax Regulations. Accordingly, a ru

will not be issued.

8) of Revenue Procedure 2007-3, 2007-3 I.R.B.1,
g 2601 ina factual scenario

ontained in.§ 26.2601- :
fing on this request

ed as one trust if (1) such trusts have

Ruling 2:
ore trusts shall be treat
ry beneficiary or

section 643(f) provides that two or m
substantially the same grantor or grantors and substantially the same prima
beneficiaries, and (2)2 principal purpose of such trusts is the avoidance of federal income tax.

ssor trusts will have different primary
tations made, weé conclude
tax purposes under §

Upon division of Trust into the successor trusts each of the succe
beneficiaries. Therefore, pased on the facts submitted and the represeén
that the successor trusts will be treated as separate trusts for federal income

643(f):
Ruling 3: '
Section 661(2) provides that in any taxable yeara deduction is ‘allowed in computing the taxable
a trust to which subpart B applies), for the sumof (3) the amount of
and (2) any other amounts properly

income of a trust (other than

income for such taxable year required to pe distributed currently,

paid or credited or required to be distributed for such taxable year:

exceed the distributable net income (DNI) of the estate or trust.
ions provides that gain or loss is realized by the trust

Section 1.661(a)-2(f of the Income Tax Regulat

or estate (orthe other beneficiaries) by reasonof a distribution of property in kind if the distribution is

in satisfaction of a right to receive @ distribution of 2 spedific dollar amount, of specific property other
b) and the applicable regulations, if income

than that distributed, or of income as defined under § 643(

is required to pe distributed currently.

Section 662(2) provides that there shall be included in the gross income of a beneficiary to whom an
amount specified in § 661(a)is paid, credited, or required to be distributed (by an estate or trust
described in § 661), the sum of the following amounts: (1) the amount of income for the taxable year
required to be distributed currently to such beneficary, whether distributed or not; and (2) all other
d, credited, or required to be distributed to such beneficiary for the taxable year.
Based upon the facts submitted and the representations made, we conclude that becausé the
creation of the successor trust i sfication of Trust for Federal income tax purposes, the
successor trusts 2 i { £ Trust. Therefore; the transfer of assets from Trust to
the successor trusts will not be treated as a distribution or termination under § 661, and will not
resuit in the realization by Trust, the successor trusts, or by any beneficiary of Trust or the successor

trusts of any income, gain, or loss.

but such deduction shall not

amounts properly pai
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Ruling 4: 21
Section 61(a)(3) provides that gross income includes gains derived from dealings in property.
Section 1001(a) provides that the gain from th on of property shall be the
excess of the amount realized therefrom over ded in § 1011 for determining
gain, and the joss shall be the excess ofthe a 11 for determining loss
over the amount realized.

Section 1001(b) states that the amount realized from the sale or otherdi
eijved plus the fair market value of the property

the sum of any money rec
received. Under § 1001(c), except as otherwise provided in subtitle A, the en
loss, determined under § 1001, on the sale or exchange of property shall be recogni
Section 1.1001-1(2) provides that the gain or loss realized from the conversion of property into cash,
or from the exchange of property for other property differing materially either in kind orin extent, is
treated as income or loss sustained. :
ned property is not a sale or other disposition of property where the co-
additional interest

perty sever their joint interests but do not acquire a new or
Thus, neither gain nor loss is realized on a partition. See Rev. Rul. 56-

e sale orother dispositi
the adjusted basis provi
djusted basis provided in § 10

sposition of property shall be
(other than money)

tire amount of gain or
zed.

A partition of jointly ow
owners of the joint pro
as a resuit of the transaction.

437,1956-2 C.B. 507.
Cottage Savings Ass'n v. Commissioner, 499 U.S. 554 (1991), concerns the issue of when a sale or
e that results.in the realization of gain or loss under § 1001. In Cottage
f residential mortgage loans for

exchange has taken plac
Savings, a fina ncial institution exchanged its interests in one group 0
ge ioans. The two groups of

anothér lender's interests ini a different group of residential mortga
mortgages were considered “substantially identical” by the agency that regulated the financial

institution. )
it of the United States in Cottage Savings, 499 U.S. at 560-61, concluded that §
bly interprets 8 1001(2) and ctated that an exchange of property gives rise to a
nder § 1001(a) if the properties exchanged are “materally different.” In defining
he Court stated that properties

“materal difference” for purposes of § 1001(a), t
he Code so long as their respective possessors
extent. Cottage Savings, 499 U.S. at 564-65. The
rent homes did

ligors and secured by diffe
lized losses when it exchanged interests

The Supréme Cou
- 1.1001-1 reasona
realization event u

what constitutes a
are “different” in the sense that is “material” to t

enjoy legal entitlements that are different in kind or
Court held that mortgage loans made to different ob
embody distinct legal entitlements, and that the taxpayer rea

in the loans. Cottage Savings, 499 U.S. at 566.
resentations made and provided Court revises the order

pution of each and every Trust asset to the successor

the Supreme Court's opinion in Cottage Savings to find
ts distributed into the successor
jon or recognition of gain or loss.

ed order will change the terms governing who will serve as

trustees, the legal entitlements and interests of the benefidaries of each of the separate successor

trusts will not differ materially in kind or extent from their interests in Trust. Accordingly, no gain or
loss is recognized on the pa rtition of Trust for purposes of § 61(a)(3) or§ 1001(a) by Trust, by any of
the three successor trusts, or by any beneficiary of those trusts. See Rev. Rul. 56-437.

submitted and the rep
-rata division and distri
it is consistent with

Based upon the facts
to provide for the pro
truists, we conclude that
that when Trust is divided
trusts on a pro-rata basis,
Moreover, even though the modifi

Rulings 5:
d by a transferin trust is the same as it

Section 1015 provides that the basis in property acquire
would be in the hands of the grantor, with adjustments for gain and loss recognized. =~

Section 1.1015-2(a)(1) provides that, in the case of property acquired
transfer.in trust (other than by a transfer in trust by gift, bequest, or devise) the basis of property so
acquired is the same as | e hands of the grantor increased in the amount of gain or

decreased in the am grantor upon such transfer under the law

applicable to the year in which t

after December 31, 1920, by

he facts submitted and the representations made and provided the Court
e that all of Trust's assets are divided pro-rata among the successor trusts,
either § 61 nor § 1001 applies to the proposed transaction, the basis of
cessor trusts will be the same as Trust's basis in the assets at the time

1n this case, based upon t
order is modified to provid
we conclude that because n
the assets for each of the suc

of the transfer.

Ruling 6:
Under §§ 1223(2) and 1.1223-1(b), in determining the period for which the taxpayer has held
i iod for which such property was held by

property however acquired, there s
any other person, if under chapter 1 of subtitle A such property has, for the purpose of determining
gain or loss from a sale or exchange, the same basis in whole orin part in his hands as it would have
3/5
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in the hands of such other person. 22

der § 1015 the basis of the assets
ssets in the hands of Trust at the ti

received by the successor trusts is the same
me of the transfer, we conclude, based
sentations made and provided the Court order is modified to

-rata among the successor trusts, that, pursuantto §
ts will include the holding

Therefore, because un
as the basis of those a
upon the facts submitted and the repre

provide that all of Trust's assets are divided pro
iding periods of the assets held by the successor trus

1223(2), the ho
periods of the assets when the assets were held by Trust.

Ruling 7: . i
state of the decedent shall be determined by

Section 2031(a) provides that the value of the gross e
including the value at the time of death of all property, real or personal, tangible or intangible,

wherever situated.

rovides that the value of the gross estate shall include the value of all property to the

f the decedent at the time of his death.
of the gross estate shall include the value of all property to

Section 2036(a) provides that the value
the extent of any interest therein of which the decedent has at any time made a transfer (except in
case of 2 bona fide sale.for adequate and full consideration in money or money's worth), by trust or
otherwise, under which he has retained for his life or for any period not ascertainable without
d which does not in fact end before his death- (1) the
the property, or (2) the right, either

reference to his death or for any perio
possession or enjoyment of, or the right to the income from,
who shall possess or enjoy the

alone or in conjunction with any person, to designate the persons
property or the income therefrom.

Section 2033 p
extent of the interest therein o

Section 2037 provides that the value of the gross estate shall include the value of alf property to the
extent of any interest therein of which the decedent has at any time after September 7,1916, made a
transfer (except in case of a bona fide sale for adequate and full consideration in money or money's
warth), by trust or otherwise, if - (1) possession or enjoyment of the ‘property can, through ownership
of such interest, be obtained only by surviving the decedent, and (2) the decedent has reta ined a
reversionary interest in the property (but in the case of a transfer made before October 8, 1949, only
if such reversionary interest arose by the express terms of the instrument of transfer), and the value
of such reversionary interest immediately before the death of the decedent exceeds 5 percent of the

value of such property.
Section 2038(a)(1) provides tha

erein of which the decedent has at

t to the extent of any interest th
uate and full consideration in

any time made a transfer (except in case of a bona fide sale for adeq
where the enjoyment thereof was subject at the-

money or money's worth), by trust or otherwise,
date of his death to any change through the exercise of a power (in whatever capacity exercisable)
by the decedent alone or by the decedent in conjunction with any other person (without regard to
when or from what source the decedent acquired such power), to alter, amend, revoke, or terminate,
or where any such poweris relinquished during the 3-year period on the date of the decedent's
death.

In this case, Trust was irrevocable on the date it was created. Decedent did not retain a reversionary
interest in Trust and did not retain any power to change the disposition of the trust estate.
Accordingly, based upon the facts submitted and the representations made, we conclude that the
proposed division of Trust will not cause any portion of Trust's assets to be includible in the gross
estate of the beneficiaries of Trust or the successor trusts pursuant to §§ 2036, 2037, or 2038,
except to the extent of property that is distributed to a beneficiary and remains in the benéficiary's
estate at the date of death. o :

Ruling 8: .
Section 2501 imposes a tax on the transfer of property by gift by an individual.
Section 2511 provides that the tax imposed by § 2501 applies whether the tra
otherwise, whether the gift is direct or indirect, and whether the property is real or pérsonal, t

orintangible.

Section 2512(a) provides that, if a gift is made in property, the value thereof at the date of the gift

shall be considered the amount of the gift. :
beneficiary will remain the s

1n this case, the interest of each
prior to the division. Accordingly, based on the facts submitted
dified to provide that all of Trust's assets are divided pro-rata among

provided the Court orderis mo
the successor trusts, we conclude that the proposed division and pro-rata distribution of Trust into
stitute a transfer of property by the beneficiaries of Trust or any

three successor trusts will not con
successor trust subjecting them to the gift tax under § 2501.

nsfer is in trust or
angible

ame after the proposed division as it was
and the representations made and

ed concerning the tax

n, no opinion is expressed or impli
letter.

Except as expressly provided hereil
consequences of any aspect of any transaction or item discussed or referenced in this
4/5
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This ruling is directed only to the taxpayer requesting it. Section 6110(k}(3) provides that it may not 23

be used orcited as precedent.
In accordance with the Power of Attorney on file with this ofﬁce, a copy of this letter is being sent to

your authorized representative.

The rulings contained in this letter are based upon information and representations submitted by the
taxpayer and accompanied by a penalty of perjury statement executed by an appropriate party. While
this office has not verified any of the material submitted in support of the request for rulings, it is

subject to verification on examination.

Sincerely,
Melissa C. Liguerman

Melissa C. Liguerman
Senior Technician Reviewer
(Passthroughs & Special Industries)

Enclosures: Copy for § 6110 purposes

ccl

Contact us at http://www.bna.comy/contact/index.html or call 1-800-372-1033
ISSN 1947-3923

Copyright ® 2010, The Bureau of Nationa! Affairs, Inc. Reproduction or redistribution, in whoie or in part; and
in any form, without express written permission, is prohibited except as permitted by the BNA Copyright
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State Decanting Statutes e

NY EPTL §10-6.6(6}

ew trust must have same No

y distribution stal d {if

No; butn

any)

Probably No; stafuie merely provides

Probably No; statute merely provides Probably No; statute merely provides Probably No; statute merely refers
the power mustbe exercised n favor | the power must be exercised “in favor {o the second trust's having “only the power must be exercised “in favor J
of the proper objects of ifs exercise; of the beneficiaries of the invaded [old} beneficiaries who are the proper of the proper objects of” its exercise;
frust"See NY at left objeﬁsy' of the power's EXeITiSe; See NY at leit
See NY at feft

probably can exclude beneficiaries of

original trust, but cannot add new

beneficaries. However, query whether

the new trust can change the nature of

the interest of old trusts beneficiaries

{e.g., move up presumptive '
b ; - .

o eligible &

y of
strbutions.)

iscrefionary principal
Would doing this be ‘in favor of the
proper objects of the exercise of the
power” of wouid it violate that principle
since the remainderman was not part of
the class to whom discretionary
principak distributions fom the ofd
{rust could be made?

No; statute refers solely to “an Yes
instrument other than that under which
the power o invade was created”

must be fiied

Trustee’s written exercise must be filed Trustee's written exercise
with trust records .

with trust records

Trustee's wiitlen exercise must be fled Nome .
with coutt having jurisdiction

1 power cannot be exercised over the
portion of a trust that is currently
withdrawable by a benefidary

{e.g., Crummey of *5 and 5" power)
who is the trust's sole beneficiary

believed fo be refiable, but we cannot

s been obtained from sources

N.A. and other subsidiaries of Bank of America, NA,, Member FDIC.

contained herein is current as of the date noted and is solely for information purposes. {tha

The information
guaraniee its accuracy or compleleness.

th Management operates through Bank of America,

U.S. Trust, Bank of America Private Weal
i PRES-06-09-0149 | 82009

© 2000 Bank of America Corporation. |
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No. However statute provides limitafions on
exercise of power if trustee Is also 2 beneficiary

of first frust

Probably No; statute merely provides the powe!
must be exercised “in favor of another trust forthe
benefit of one or more of those beneficiaries fof

the first trusty”

Probably No; statute specifies that the new trust
“may include only beneficiaries of the first trust”
but does nt provide whether beneficiaries can be
excluded: statite also uses the phrase “in favor of
a frustee of another frust . . . for the current
benefit of one or more of such persons”

No, statute provid
25 beneficiaries only one or more of those
peneficiaries of the first trust’

Trustee’s witien
reconds

(1) Power cannot be exercised over the portion of

{1) Includes charitable deduction savings (1) Power cannot be exercised if the trustee of the
provisior; {2) Specifically states that the statute frst trust is aiso a beneficiary of such trust, except 2 frust that is currently withdrawable by 3
does nal create or imply a duty to exercise the if trustis for HEMS; {2) Cannot extend IRC Sec. beneficiary (e.g., Crummey or "5 and 5 power);
power, {3) Specifically provides that the exercise 2503(c) vesting period {2) includes charitable deduction and gift tax
of the power is not prohibited by 2 spendthrift exclusion savings provision; (3) Specifically stales
dause or by a provision in the instrament which that the statute does not create of imply a dulyto
prohibits amendment or revocalion axercise the power; {4) Specifically provides that
the exercise of the power is not prohibited by a
spendthrift clause or by provision in the
:  which prohibit dment of

revocation




State Decanting Statutes (continued)

No - Opposite: frustee whe is 2 beneficiary cannot

exercise power. Remaining co-trustees can exercise
of in absence, court can appoint special fiduciary o

exercise the power

No; statuie merely provides that second trust ‘is in

No. Beneﬁdane of the ‘second trust "are one o
avor of the beneficiaries of the frust”

more of the current beneficiaries of fhe original
frust” Also “the beneficiaries of fhe second trust
may include only beneficiaries of the original frust”

(1) Includes charitable deduction and gift tax

fusion savings p {2) Specifically stales
that the statule does nat create or iniply a duty fo
exercise the power, {3) Specifically provides that the
exercise of the power s not prohibited by 2
spendthrift clause or by a provision in the instrument
which prohibifs amendment or i
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ESTATES, TRUSTS, & GIFTS

EOITED BY JOHN 8. HUFFAKER, LL.B., AND MICHAEL D: MULLIGAN, J.D.

The problem that may arise with imevocable
trusts is, of course, that they are irevocable
and might no longer fit the circumstances of
the family. One sofution, available by statute
in ten states, is to pour the corpus into a
new lrust that will do a better job. Careful
consideration of the tax consequences—
income, gift, estate, and genaratian-skip-

ping transfer tax—is essential.

DIANA §.C. ZEYDEL is a sharehoider in
the Miami office of the law firm of
Greenberg Traurig, PA. JONATHAN G.
BLATTMACHR is a member of the New
York, Califoruia, and Alaska Bars. Both
have previously written Jor THE JOURNAL.

Copyright © 2009, Diana S.C. Zeydel
and Jonathan G. Blattmachr.

TAX EFFECTS OF
DECANTING—

OBTAINING AND
PRESERVING THE

BENEFITS

By DIANA S.C. ZEYDEL AND JONATHAN G. BLATTMACHR

A well-constructed estate plan
typically includes the use of at
least some irrevocable trusts.
Thesé trusts can offer asset manage-
ment during minority or incapacity, and
also can permit the donor to control the
enjoyment of the property placed in
trust. In many circumstances, an irrevo-
cable trust is necessary to accomplish
the desired estate planning objective.
Far example, suppose a parent wishes
to give a particular asset to a child, but
the child is unable or unwilling to pay
the income taxes associated with owning
the asset. An irrevocable grantor trust,
within the meaning of Sections 671-679,
will permit the parent to transfer the
property to the child while continuing to
pay all the income taxes personally.’ A
parent could not pay income taxes on an
asset owned by the child outright with-
out making further gifts. Or a donor
may wish to maximize the use of the
donor’s generation-skipping transfer
(GST) tax exemption, under Section
2631. An outright transfer will permit
only the specific donee to enjoy the
property without potentially incurring
additional transfer tax. But a transfer to
an irrevocable trust to which GST ex-
emption is allocated will permit multiple
generations to benefit from the property
without future wealth transfer tax cost.
The advent of the current version of
the GST tax under Chapter 13 of the
Code is likely partially responsible for

the increased popularity of long-dura-
tion irrevocable trusts.2 Many states
have modified their statutes to accom-
modate this trend either by eliminating
the rule against perpetuities, or by sub-
stantially increasirig the period during
which property may be held in trust.?
An increased desire to achieve asset
protection through the use of trusts also
may be responsible for the increased use
of long-duration irrevocable trusts.

Nevertheless, the drafting of a long-
term irrevocable trust is a challenging
undertaking for the drafter. The circum-
stances of the beneficiary or the law
may change during the continuation of
the trust in a way that was not foreseen
or at least considered when the drafting
occurred, and might render the trust’s
terms essentially adverse, inefficient, or
not as beneficial for the beneficiaries as
other terms would be. The drafting
committee of the provision that extend-
ed Florida’s rule against perpetuities to
360 years addressed the problem by re-
quiring a trust that takes advantage of
the longer term to permit judicial modi-
fication of the trust in the interest of the
beneficiaries.

Most states permit judicial modifica-
tion of a trust, at least in certain circum-
stances. Yet a judicial modification of an
irrevocable trust may not be entirely
satisfactory as the authority may be
constrained by the requirement to re-
spect, at least to some degree, the set-

288 H
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tlor’s intent.5 In addition, a judicial
- modification that requires beneficia-
ry approval may have adverse tax
conseguences.

DECANTING

If instead of a judicial modification,
what if the trustee could pay all or
part of the corpus over to a different
trust? Such a pour-over may remove
the adversity, inefficiency, or lack of
benefit with the least number of neg-
ative consequences, including ad-
verse tax consequences or opposition
by one or more of the beneficiaries.

AR

revocable trusts,

In some instances, the drafter will
expressly authorize the trustee or
another to make such a payment to
“decant” the trust, But imany trust in-
struments do not expressly contain
that authority, although one may
contend that a power to “apply” for
the benefit of a beneficiary includes
a power to pay trust assets over o
another trust for the beneficiary or
beneficiaries. In any event, a growing
number of states do by statute ex-
pressly authorize a trustee, at least in
certain circumstances, to pay the
corpus (and, in some cases; the in-
come) of one trust over to another.

New York was the first state to en-
act decanting legislation.® Although
amended since its original enact-
ment in 1992, it essentially allows a
trustee who has authority to invade
the trust corpus for a beneficiary to
pay the corpus over to another trust
for the beneficiary. Despite the fact
. that New York enacted a statute, the
legislative history provides that it is

consistent with and declaratory of

what likely is existing common law.?
Indeed, the only case that seems di-
rectly on point under common law,
Phipps v. Palm Beach Tr. Co., 142 Fla.
782,196 So.299 (1940}, held thata

trustee conld invade trust property
by paying it over to another trust for
the beneficiary.®

Invasion Power as
Power of Appointment
It secems that a power held by a
trustee to invade the corpus of a trust
is a power of appointment for prop-
erty law purposes.? Indeed, as a gen-
eral rule, the holder of a power of ap-
pointment may appoint the property
in further trust, which is what the
trustee with a decanting power may
do.10 That further suggests, if a de-
canting power is a power of appoint-
ment, that a trustee who may invade
the corpus of a trust, unless the in-
strument provides otherwise, may
pay it to a different trust for the ben-
efit of the beneficiary or beneficiaries
for whom it may be invaded."

Case law supports that conclu-

1 See Rev, Rul. 2004-64, 2004-2 CB 7, confirm-

ing that the payment of income tax by the
grantor of a grantor trust does not constitute
a taxable gift by the grantor or by any benefi-
ciary,

2 gee Sitkoff and Schanzenbach, “Perpetuities,
Taxes, and Asset Protection: An Empirical
Assessment of the Jurisdictional Competi-
tion for Trust Funds,” 43rd Ann. Heckerling
Inst. on Est. Plan. (2009}, Ch. 12

3 1d, page 12-10.

4See Fla, Stat. section 736.04115(3), which
provides that its provisions permitting judicial
mmodification of & trust in the best interests of
the beneficiaries will not apply to @ frust cre-
ated after 2000 only if all beneficial interests
in the trust must vest or terminate within the
period prescribed by the rule against perpe-
tuities in section 689.225(2}, notwithstanding
section 683.225(2)f} (that is, the common
faw rule), end the trust prohibits judicial mod-
ification,

5See, e.g. Fla. Siat. section 736.4115(2)a}
ithe court shall exercise discretion in 3 man-
ner that conforms to the extent possible with
the intent of the settlor, taking into account
the current circumstances ang best interests
of the beneficiaries].

6See N.YE.PTL. section 10-6.6. See also
Ralperin and O'Donnell, “Modifying irrevo-
coble Trusts: State Law and Tax Consider
ations in Trust Decanting” 42nd Ann.
Heckerling Inst. on Est. Plan. {2008), Ch. 13.

7 Memorandum in Support of Legisiation,
Governor's Bill Jacket, 1992 Chapter 5§81
page 4.

8 See also Wisdenmayer v. Johnson, 106 N.J.
Super. 161, 254 A.2d 534 {App. Div., 1968}.
Wiedenmayer concerned an indirect decan-
ting, howevey, in that the trustees exercised
their power of invasion in favor of the benefi-
ciary contingent on the veneficiary’s agree-
ing to transfer the property in further trust.
The court concluded the transfer was in the
beneficiary's best interests, descrbing "best
interests” as follows: “The expression is not

sion. For example, as mentioned
above, in what is perhaps the anly
case dealing expressly with the issue,
the Florida Supreme Court held in
Phipps that the trustee could invade
the trust by paying the corpus to a
new trust.

Nevertheless, there was no devel-
oped law about decanting in New
York or in most other states when
New York adopted its statute, which
was the first decanting statute to be
enacted in the U.S. And even though
the Florida Supreme Court had ruled
that a trustee could transfer the prop-
erty from the original trust to anoth-
er pursuant to an absolute power of
invasion, Florida nevertheless deter-
mined to adopt a decanting statute to
clarify many aspects of decanting au-
thority and its exercise, Hence, it may
be preferable for the legislature of a
state to adopt a decanting statute

fimitedto-a finding that distribution must be
o the son's best ‘pecuniary’ interests. His
best interests might be served without
regard to his personal financial gain. They
may be served by the psace of mind, slready
much disturbed by matrimonial problems,
divorce and the consequences thereof,
which the new trust, rather than the old con-
tingencies provided for in his father's trust
indenture, will engender. Of what avail is it to
rest one’s “best interests’ on a purely finan-
cial basis, and without regard to the effect
upon a man's mind, heart and soul, if the end
resuit would produce a wealthier man, buta
sufferer from mental enguish?”

8 if the trustee can invade for his or her own
benefit, then the power of invasion may con-
stitute @ general {estate taxable} power of
appointment under Sections 2514{c} and
2041{b). The power to invade for one’s own
benefit {that is, 1o withdraw property from
the trust} may csuse the powerhoider to be
the owner of the trust for purposes of
Section 671 so that the income, deductions,
and credits against tax of the trust are attrib-
uted to the powerholder. See Section 6781a). '
if the power is heid in a fiduciary capacity,
however, Section 678 may not apply. See
Biattmachr, Gans, and Lo, “A Beneficiary as
Trust Owner: Decoding Section 678." 1o be
published in the Fall 2008 issue of the
ACTEC Journal,

0 gep, generally, Scott on Trusts {Aspen, 5th
ed., 2008), § 3.1.2 at pages 144-45 (the trend
is to construe the language conferring a
power of appointment with increasing liber-
ality, ang to hold that the gonee of the power
has broad discretion as to the manner in
which the power may be exercised).

11 See, e.g., Restatement (Third} of Property:
Wilis & Other Transfers (Tentative Draift No.
51, § 19.14 {except to the extent the donor
has manifested a contrary intention, the
donee of a nongeneral power is authorized 10
make an appointment, induding one in trust
and one that crestes a power of appointment
in another, that solely benefits permissible
appointees of the power).
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rather than rely on general principles
of property law. In any event, legisla-
tion somewhat similar to that in New
York now has been enacted in Alaska,
Arizona, Delaware, Elorida, Nevada,
New Hampshire, North Carolina,
South Dakota, and Tennessee;'?
which appears t0 reflectan acknowl-
edgment of such a statute’s utility.
Also, with heightened appreciation
for the authority O distribute to new
trusts, many practitioners now in-
clude decanting provisions in their
trust forms.

The New York, Delaware, Alaska,
Florida, South Dakota, North Car-
olina, Arizond, and Nevada statutes
a1} expressly state that the power t0
invade in further trust is a special

ower of appointment. Delaware,
South Dakota, Florida, North Car-
olina, and Nevada also expressly
state that the power is not exercis-
able in favor of the trustee, the
trustee’s estate, the trustee’s credi-
rors, ot the creditors of the trustee’s
estate. The restriction is intended to
avoid having the power {0 decant
treated as @ general power of ap-
pointment under Section 2041.

In Phipps, the Florida court cited
the Restatement of Trusts, section
17, for the proposition that if a trustee
has a special powet of appointment,
that is, a power t0 appoint among the
members of 8 specified class, then
whether the trustee can effectively ap-
point a trustee for members of the
class depends on the terms of the

12 plaska Stat. section 13.36.167; Ariz- Rev.
Srat. section 14-10819; Det. Code Ann. tit.
12, section 3528, Fla. Grat. section
736.04117; Nev. Rev. Stat. section 163.37:
N.H. Rev. Stat. section 564:8:4-418; N.C.
Gen. Stat. secton 36C-8-816.1; S.D. Laws
sectons 55.2-15 10 55-2-21; Tenn. Code Ann.
secuion 35-15-816.

13 Comment &, Fiduciary distributive powers:
states: “As used in this Restatement ang in
the Restatement Third of Trusts. 3 fiduciary

distributive power is not 8 powe! of appoint-~

ment. See Restatement Third, Tiusts § 50,
Comment 3. Fiduciary distributive powers
include 2 wustee’s power 10 distribute princi-
pal 10 Of for the benefit of an incone benefi-
ciary, ot for some other person of 1 pay
income of principal to 2 designated penefi-
ciary, of to distribute income or principat
anong 3 defined group of beneficiaries.
Unlike the exercise of 8 power of appoint-
ment, @ fiduciary distriputive powsr does not
fapse upon the death of the fiduciary put sur-
vives in @ successor fiduciary. Neverthetess,
a fiductary distributive power fike a power O
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power vested in him. Accordinglys the
court concluded a3 follows: “The gen-
eral rule gleaned from the foregoing
and other cases of similar import is
that the power vested in a trustee 10

create an estate in fee includes the

power 10 create or appoint any estate
less than a fee unless the donor clearly

indicates a contrary jntent.”

Recause the power to decant is
deemed held by the trustee, it is by
definition 2 fiduciary power The
Comments to Restatement (Third) of
Trusts, section 75 draw a distinction
between powers held in a fiduciary
capacity, and those thatare held for
the powerholder’s own benefit. The
discussion echoes the Reporter’s
Notes on section 64, which also draws
a distinction between 2 personal
power that may be exercised for the
personal benefit of the donee of the

awer and a fiduciary power that
must be exercised for the purpose for
which the settlor created it. The Re-
orter’s Notes o1 section 64 indicaie
that if the powerho&der’s power i§
personal, then the tyustee’s only duty

appointment, cannot be validly exercised in

{avor of or for the benefit of someone who is

not @ pexmiss‘xble appointee and may be sub-
ject 108 common-iaw of statutory ful
ing to perpetuities under
applicable 108 nongeneral power of appoint-
ment”

14 See Restatement {Third} of Trusts. section 50
{2003), Comment 2 ("A trUSIEES discre-
fionary power with respect 1© wust benefits
is to be distinguished from & power O
appointment. The tatter is not subject 10 fidu-
ciery obligations and may be exercised atbi-
trarify within the scope of the power" L

15 Gee section 105 of the Uniform Trust Code,
adopted in 2003 by the National Conference
of Commissioners on Uniform State Laws,
which prohibits 8 yust instrument from exon-
eraling 2 trustee’s duty 1© act in good taith
and in accordance with the terms and pur-
poses of the trust and the interests of the
beneficiaries.

16 See Turano Supplementary Practice Commen-

@y, McKinney's Cons- Laws of MY Book

178, N.YE.PTL. section 10-6.6 {1992, page 24.
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is to ascertain whether the attempted
exercise is or is not within the terms
of the trust.

The Restatement (Second) of Pro-
perty Donative Transfers, section
11.1 (1986) took the position thata

ower of appointment could be held
in a fiduciary capacity and that 2
power of appointment may be exer-
cised in further trust (see section
19.3). Nevertheless, the foregoing
distinction between personal and
fiduciary powers may explain why
the tentative draft of the Restatement
(Third) of Propertys Wills and Dona-
tive '1‘1‘ansfers,sec{ion 17.1 (Tentative
Draft No. 5, 2006) defines a power of
appointment s power that enables
the donee of the power, actingina
nonfiduciary capacity, t0 designate
recipients of beneficial ownership in-
terests in the appointive property-'3

The donee of a power of appoint-
ment would seem t0 have no affir-
mative duty to act in good faith, and
could exercise a power of appoint-
ment to exclude a person from bene-
ficial enjoyment for personal rea-
sons.i4 A fiduciarys ‘on the other
hand, would be precluded by fidu-
ciary duties from actingin 2 similar
manner. Instead, 2 fiduciary would
seem always 10 be held to @ mini-
mum standard of good faith, with an
obligation to act consistently with
the terms of the trust and the inter-
ests of the beneficiaries.'s

All of this simply means that
“power of appointment may be the
wrong tern to use when referring to
a trustee’s power 10 distribute in fur-
ther trust because the term connotes
a lack of fiduciary duties surround-
ing its exercise. It would not seem,
however, t0 imply a change in the
jaw concerning whether a trustee

has such authority.

The Goals of Decanting 2 Trust

Although the New York decanting
statute was enacted principally to
confirm the authority of 2 New York
trustee {0 exercise an invasion power
in further trust for GST tax purpos-
es,16 New York courts subsequently
approved decanting for numerous
other reasons. The goals or purposes
of using decanting include:
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1. Addressing changed circum-
stances, such as changes in applica-
ble fiduciary or tax law or changes in
family circumstances or dynamics.

2, Protecting the tax treatment of
a trust.??

3. Modifying administrative pro-
visions, such as restrictions on in-
vestment powers or to create a di-
rected trust.

4. Granting a beneficiary a power
of appointment, presently exercis-
able or otherwise.18

5, Reducing administrative costs.?

6. Altering trusteeship provisions
such as the identity or manner of ap-
pointing fiduciaries.?®

7. Extending the termination date
of a trust.??

8. Converting a nongrantor trust
to a grantor trust or the reverse.2

9. Changing a trust’s governing
law.22

10. Dividing trust property to
creale separate trusts.

11. Reducing potential liability.2¢

12. Converting a trust into a sup-
plemental needs trust {0 permit a
beneficiary to qualify for certain
governmental benefits.?®

13. Making trust interests spend-
thrift or the reverse.2?

14. Correcting a drafting error
without the necessity of going to
court.

Nevertheless, in Estate of Mayer,
176 Misc.2d 562,672 N.Y.5.2d 998

taxes) and outside the parameters
established by the testator, “even
when reviewed with the greatest
possible leniency”

TAX ISSUES OF DECANTING

There is, neatly always, the possibili-
ty of tax consequences from the
transfer of property. There may be:
Income tax where, among other
situations, the property is being
sold or exchanged for another as-

set.

Gift tax where the property is
transferred (or deemed trans-
ferred) during lifetime for less
than full and adequate considera-
tion in money or money's worth.

17 Matier of Ould, N.Y.L.J, 11/28/01, page 21,

col. 5 (Sure. Ct., N.Y. County}, in which the
trustees were permitted 10 appoint the trust
estate consisting of @ second-to-die insur-
ance policy to 8 hew trust, thereby eliminat-
ing the Crummey power of withdrawat of
one of the insureds.

18 See Phipps v. Paim Beach Trust Co., 142 Fla.

782, 186 So. 299 {1940]. Granting a henefi-
ciary 8 power of appointment will allow the
beneficiary to not only change the remsinder
or other successol beneficiaries but also
expose property to estate sather than GST
tax, such as where the peneficiary is given 3
general power of appointment of 2 special
power that can be used to trigger the
“Delaware tax trap” under Section 2041{a}
{3). See Blatimachr and Pennell, “Using "Dei-
aware Tax Trap’ to Avoid Generation-Skipping
Taxes 68 JTAX 242 tAprit 1988}, updated
and reprinted in 24 Real Prop. Prob. & Tt. J-

75 {Spring 1989).

. T "~ .
(Surr. Ct., N.Y. County, 1998}, relief 19 pparer of Vetiesen, N.YLJ., 6/29/99, page 21

was denied in the case of a testamen-
tary sprinkling trust that authorized
the independent trustee to distribute

col. 3 (Surr. Ct., NLY. County}, 1n which @ soie
trusiee appointed principal of an inter vivos

_trust 1o hirnself and another as lrustees ofa
testamentary tiust and the trustees agreed
to share one commission.

principal “in [his] sole and absolute
20 pMatter of Kingenstein, N.Y.LJ., 4/20/00, page

discretion, [as he] may deem neces-
sary for the health, support, mainte-
nance and education of any person or
persons who may at such time be a
person o1 PeTsons eligible to receive

33, col. 6 {Surr. Ct. Westchester County), in
which limitations on number of individual
trustees, powers 10 femove and replace
trustees, requirement for a corporate trustes,
designation of SUCCesSOr tTUStees. and ability
of corporate trustee to appoint a successar
were changed.

5 - » .
income from the trust....” (Bmphasis 21, e Atired Hazan, NYL.J., 4/11/00 (Surt. CL.

by the Surrogate’s Court.} The court
concluded that “absolute” discretion
connotes a standard that is uncon-
strained except by the implicit re-
quirements of reasonableness and
good faith. The court held that the
proposed invasion was in essence a

Nassau Countyl, in which 3 tiustee wes per-
mitted 1o extend a trust for a beneficiary’s
ufetime. See also Matter of Dornbush
{Riese), 164 Misc.2d 1028, 627 N.Y.S.2d 232
{Surt. Ct., N.Y. County, 1995}, in which the
corpus of an irrevocable trust subject to New
York law, which was to end at the first to die
of the grantor and the beneficiary, was paid
to a new Florida irust {ar the beneficiary’s
fifetime in order to protect the trust assets
from the beneficiary’s potential creditors.

request to invade for estate planning
22 Converting 3 trust into 3 grantor trust zllows

purposes (the petitioners alleged
that it would permit the reduction of

the trust {o grow on an income-tax-free basis,
a great benefit for the trust and its beneficia-

-

Estate tax where such a transfer is
made (or deemed made) at death.
« GST tax where the property is be-

ing transferred to a “skip person.”
. Other taxes, such as state or local
transfer taxes, and property taxes
affected by changes in the value
of the property transferred.

There is little developed law about
the tax consequences of decanting.
Hence, it may be appropriate, in at-
tempting to discern what the tax ef-
fects of decanting are, to analogize it
to some other transfer where there is
more developed law.

The act of decanting may be most
closely analogized, as indicated
above, to the exercise of a special
power of appointment over trust
property or to the discretionary dis-

ries. Nevertheless, the grantor's income tax
will increase and those staiutes that prohibit
any adverse tax effect may block a trusiee
from converting 8 trust into & grantor trust of
the reverse. See CCA 200923024, holding
that the meré conversion of a nongranior
rust 10 a grantor trust 1 nOt 3 transfer for
income [ax purposes requifing the recogni-
tion of gain. (See also Letter Rulings. "Trust
Conversion \Was Not a Recopnition Event
Despite Apparent Abuse” 111 JTAX 116
{August 2009}.} Granto! trust status also
would permit the trust and the grantor to buy
and exchange assets between themselves
without gain; see Rev. Rul. §5-13, 1985-1 CB
142. it also may expose the trust 10 of elimi-
nate the application of state and focal income

taxation.

28 Matter of Dornbush {Riese). supra note 21.in
which the trustees of two irrevocable teusts
subject to New York taw were ellowed 10 pay
over assets 10 substantially identical Florida
trusts in order to protect the trusts’ assets
from New York real property transfer gsins
taxes.

24 Matter of Kaskel, 163 Misc.2d 203, 620
N.YS.2d 217 {Sure. Ct.. N.Y. County, 1994), i
which the trusiees of several family trusts,
which included spendthrift provisions, were
allowed to terminate the existing trusts and
pay over assets 1o new trusts without spend-
thrift provisions so that the bensficiaries
could assign their interests in gdistressed real
estate properties from the trusts to corpora-
tions, followed by an invasion of the principal
of the trusts in favor of the corporations.

25 gotate of Grosjean,, N.Y.L.J., 12/10/97 page
36, col. 6 {Surr. Ct., Nassau County}. See aiso
in re Estate of Alired Hazan, supré note 21;
Estate of Barkman, N.Y.LJ. §/20/03, page
23, cal. 3 {Surr. Ct., Nassav County}, in which
remarkably the cour! permitted the conver-
sion even though the beneficiary had a fixed
income interest.

26 parter of Rockefelier, N.Y.L.J., 8/24/89, page
28, col. 2 {Surr. Ct., Nasssu County). in which
a committee of individuals with discretionaly
distribution authofity over a trust was permit-
ted to pay trust assets to a new trust 10 pro-
tect the trust principal by providing a spend-
thrift restraint.
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tribution of property from a trust by
the trustee to a beneficiary—indeed,
each of the statutes essentially is
premised on the idea that decanting
is part of the act of makinga discre-
tionary distribution from the trust
for (rather than to) one or more of
the trust beneficiaries.

Indeed, as a general matter, the
Code does not distinguish for gift or
estate tax purposes between a power
held in a fiduciary capacity and one
held in a nonfiduciary capacity. For
example, a power to withdraw prop-
erty from a trust for one’s own bene-
fit is a general (gift and estate tax-
able) power of appointment whether
the power is held in 2 fiduciary or
nonfiduciary capacity.#? Similarly, a
power to distribute trust property
only to persons, other than the pow-
erholder, his or her estate, creditors,
or creditors of his or her estate, is 2
special (nongeneral) power of ap-
pointment under Section 2514.Buta
power lield ini a fiduciary capacity to
withdraw income or principal from
a trust for the powerholder may not
cause the income, deductions, and
credits of the trust to be attributed
to the powerholder, under Section

%N TES! 2

27 See, e.g., O'Malley, 383 U.S. 622 17 AFTR2d
1393 {1968}); Estate of Lanigan. 45 TC 247
{1965}

28 See the discussion in Blattmachy, Gans, and
Lo, supra note 8.

28 Reg. 26.2601-1b) VBN refering 10 “any
tife in being at the date of creation of the
trust”}.

30 At common law, there-was no restriction on

the class of persons thst could be used as

measuring lives for purposes of complying
with the rule against perpetuities S0 fong as

{he lives used in the instrument of transfer

were identifiable so that proof of the deaths

of the individuals taken as measuring lives

could be obtained. See Theflusson V.

Woodford, 11 Ves. Jt. 112,32 €ng. Rep. 1030

{Ch., 1805}); Gray on Perpetuities {Fourth Ed.,

19471, § 217; Restatement {Second} of

Property, Donative Transfers, §1.3 {1983),

Reporter's Note 3. English faw permitted &

class consisting of all the tineal descendants

of Her Late Msjesty Queen Victoria, which at
the time was thought 1o include approxi-
mately 120 known descendants; see In re

Vilar, 1 Ch. 243 (1929). In Ltr. Rul.

200928013, however, the holder of a power

of appointment quoted the language of the

Regulation m prohibiting any wrust funded by

exercise of a special power of appointment

trom postponing of suspending vesting for
period, measured from date of creation of
original trust, extending beyond “any life in
being at the date of creation plus 21 years,”

678, as it would if held in a nonfidu-
ciary capacity.?

A more explicit treatment for tax
purposes “comparing” a nonfiducia-
ry power of appointment and a pow-
er to decant occurs under the final
GST tax “grandfathering” Regula-
tions. Under Reg.26.2601-1 (a),an
irrevocable trust (and distributions
from it) created before 9/26/85 is ex-
empt (or “grandfatbered”) from GST
tax, as a genera] rule. In addition, the
trust remains grandfathered even if
a beneficiary holds and exercises a
special power of appointment 2s
long as the vesting of ownership of
the trust property occurs by the end
of the historic rule against perpetu-
ities (that is, lives in being plus 21
years) or 90 years from the inception
of the trust under which the special
power was granted.?9

There does not appear, at least un-
der the common law, to be any re-
striction on the class of measuring
lives that may be selected for purpos-
es of the rule against perpetuities, so
long as the members of the class are
ascertainable.30 An otherwise grand-
fathered trust also remains exempt
from the tax if the trustee has the
power to pay the trust property over

and the IRS wfed that grandiathering was

preserved, which is remarkable since the lan-

guage would seem 10 encompass 8 class
consisting of everyone in the world fiving on
the date of creation of the trust.

31 Reg. 26.2601-1{bHAEHAL

32 See Reg. 26.2601-1{sHA) D} (@ modification
of the governing instrument of an exempt
trisst {including a trustee distribution) will not
cause an exempt trust o be subject to the
GST tax provisions if the maodification does
not shift & beneficial interest in the trust to
any beneficiary who occupies & lower gener-
ation {as defined in Section 2651} than the
person Of persons who helé the beneficiat
Interests in the trust prior to the modification,
and the modification does not extend the
time for vesting of any beneficial interest in
the wust beyond the period proviged for in
the original trusth.

33 The gualified severance Regulations under
Reg. 26.2642-6(h} would appear 10 permit
trusts crested as 8 result of a decanting that
does not take the form of a qualitied sever-
ance to be respected as separate trusts on a
prospective basis i state few would treat the
new trusts as separate. See generally
Hamington, Kwon, McCaffrey, Plaine, and
Schneider, “Breaking Up is No Longer Hard
to Do: Final GST Tax Quaiified Severance
Regulations.” 107 JTAX 273 [November
20071, and “Breaking Up May Get Even

Easier 10 Do—Proposed GST Tax Severance

Regulations,” 107 JTAX 331 (December

2007},

to another trust or to keep it in the
same trust as long as the vesting oc-
curs within the time period specified
in the Regulations (that is, 90 years
or lives in being plus 21 years) and
the trustee’s power to pay the corpus
over to another trust or to keep it in
trust was granted to the trustee un-
der the original trust instrument or
by state law in effect as of the time
the trust was created.3?

Although decanting is not explic-
itly treated as a power of appoint-
inent, it seems that the treatment un-
der the GST tax Regulations with
respect to powers of appointment
and powers to decant should be sim-
ilar. In fact, it seemns that the trustee’s
power to decant, the exercise of
which (subject to the vesting time
discussed above) will not cause
grandfathering to be lost, must have
been contained in or be authorized
by a state law applicable to the origi-
pal trust. It seems that granting a
beneficiary a power of appointment
by any means after 9/ 25/85 with re-
specttoa grandfathered trust where
that authority to grant the power
was not contained in or authorized
to be conferred by a state law applic-
able to the original trust, may cause
grandfathering to be lost if the pow-
er could be exercised to postpone
the vesting of ownership of the trust
property beyond the time otherwise
provided in the original trust.?
Hence, it seems that the final GST
tax Regulations treata special power
of appointment and a decanting
power in a similar manner.3

The alternative analogy to how
distributions from a trust are made
by a trustee also may be appropriate
to consider. In some situations, dis-
cretionary distributions made bya
trustee will be taxed in the same
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r or the trustees

manner as & distribution by a trustee
mandated by the exercise of a power
of appointment held by a beneficiary.
Both transfers,asa general rule, will
be deemed to consist of the trust’s
distributable net income (DNI) de-
fined in Section 643(a).2% In other
circumstances, Lowever, they will not
be the same.

For example, if a trustee chooses
1o distribute $100 worth of property
to a beneficiary, that distribution,
even if made with non-cash assets;
will not ordinarily cause the trust to
recognize gain or loss. On the other
hand, if a person other than the frus-
tee exercises a power of appointment
mandating that the trustce distribute
$100 worth of assets to 8 beneficiarys
the distribution would cause the
trust to realize gain or loss if a non-
cash asset were distributed in satis-
faction of the right fo the $100.38

Because, in genéral, a distribution
by reason of decanting is discre-
tionary, it likely would not be treated
as one requiring the distribution of a
fixed dollar amount, such as in the
case of a pecuniary distribution
mandated by the exercise of a power
of appointment held by someone
other than the trustee. Accordingly,
the income tax treatment should be
similar to that applicable to the exer-
cise of a trustee’s discretionary dis-
tribution authority.

Income Tax
As mentioned above, as 2 general
rule any distribution from a trust is
deemed to consist of the trust’s DNI
to the extent of the lesser of the
amoutt distributed or the amount of
DNI, which is the trust’s taxable in-
come for the year of distribution as
specially computed under Section
643(a).?8 Not all trust distributions
are deemed to consist of DNI (or at
{east not all of the DNI). Exceptions
exist for distributions described in
Section 663(a)(1) in satisfaction of
certain bequests of specific sums and
specific property and to the extent
the DNI is allocated pursuant to Sec-
tion 663{c) to another separaté share
or other shares of the estate or trust.
ne private ruling, Ltr. Rul.

ing that if the entire trust property is
“decanted” into another trust (the
“pew trust”), then the new trust is
the same trust for income tax pur-
poses as the one from which the pay-
ment was made (the “old trust™). As
a general matter, whether the new
trust is considered the same as the
old one when the entire trust corpus
is decanted would seem academic:
even if the new trust is a different
trust from the old one, all of the old
trust’'s DNI {which would include,
under Reg. 1.643(a)-3(e), Example
7, capital gain because it would be
the year of termination of the old
trust) would be shifted to the new

trust.

The trust's identity might make a
difference where the undistributed
raxable income of the old trust will
be subject to a state OF local income
tax but the new trust is not.37 The
distribution from the old trust to the
new trust would eliminate the state
or local income tax as there would
be no andistributed income leftin
the old trust. The opposite result
could be effected as well—that is, the
old trust may not have been subject
to state or Jocal income tax but the
new one is, in which event the de-
canting may cause such state or local
income taxation that otherwise
could have been avoided.

The argument that there is no
change in the trust by decanting is
perhaps stronger where the trustees
of the old trust create (or declare) the
pew trust rather than paying it to an-
other trust someone else created. If
the assets of the old trustare paidtoa
trust created by someone other than
the trustees, it may seem that the new
trust is not the same a8 the old one.
And it should be kept in mind that

if created by someone

other than the granto

acting as such of the old trust, pre-
sumably will hold some property re-
ceived from the new grantor—as a
general matter, a frust is created only
if it has a res {that is, holds property
contributed by someone).% In other
words, the new trust Jikely would
hold some asset contributed by the
grantor of the new trust.??

This analysis should perhaps be
informed by whether or not state
law treats a power to decant as a
special power of appointment. A
special power of appointment is
typically viewed as nothing more
than an extension of the intent of
the original settlor to dispose of his
or ber property in trust. Thus, it is
generally construed as an authority
that must operate within the con-
fines of the original settlor’s intent,
which intent includes the incofpo-
cation of applicable common law or
statutory Jaw at the time the original
trust was created.

Case law will sometimes describe
a trust created by the exercise of
power of appointment as being “read
back into” the original trust.4® This
generally means that the new trust
must be created within the scope of
the authority conferred on the pow-
erholder by the original trust. In ad-
dition, the rule against perpetuities
begins to run from the date the orig-
inal trust became jrrevocable. But
where the power of appointment is

34 See Sections 651, 852, 661, and 662.

35 See Reg. 1661(a)-2.

36 See Sections 652 and 662.

37 See, e.g. N.Y. Tox Law section 605, which
exempts from New York income tax the
income of & trust created by a New Yorkér if,
among other conditions, the trust has no
trustee who is @ New Yorker.

38 Restatement (Third) of Trusts, section 2. But
see N.YEPTL. section 3-3.7 {no res required
in some situations}.

38 pevertheless, for purposes of determining
who is the grantor of 3 trust for tax purposes,
the grantol who contsibuted property 10 the
oid trust will remain the grantof of the new
trust as to the property derived from the ofd
trust as & result of the decanting. See Reg.
1671-1{e}B} Gt 8 1ust makes 8 gratuitous
transfer of property 10 another trust, the
grantor of the transierpf wust generally will
be trested 8S the grantor of the transferee
trust).

40 See, e.g. Northern Trust Company v. Portet.

368 H. 256, 13 N.E.2¢ 487 (1938} {the rule
ns to run from the

against perpetuities begl
date of the originat trusth.

0
200736002, may be read as suggest-  the new trust,
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exercised to create different disposi-
tion, as opposed to different gover-
nance (such as changing the identity
or authority of the trustees), it would
seem that the new trust follows the
termns set forth in the instrument of
the powerholder, even if that instru-
ment incorporates by reference terms
of the original trust, and is indeed a
new trust. In that case, the tax analy-
sis should follow from the property
law treatment. Therefore, perhaps the
tax treatment should be identical to
the treatment if a nonfiduciary were
granted a lifetime power of appoint-
ment over the trust.

A distribution by the trustee, pur-
suant to a decanting statute, of less
than the entire corpus of the trust
seems, as indicated above, to be the
equivalent of a discretionary distrib-
ution by the trustee to a beneficiaty.
Presumably, it will be deemed to
consist of DNI although special
rules may limit the amount of DNI
that is shifted from the trust to the
beneficiary:41

In any event, when property is
paid to a new trust, such new trust
presumably has to obtain a tax identi-
fication number unless it is a grantor
trust under Subpart E of Part 1 of
Subchapter J, in which case it may
choose to use the grantor’s TIN.42

Negative basis assets, Where the
property paid by the trustee pur-
suant to a decanting has a Liability
against it that exceeds the property’s
income tax basis (i.e., a “negative ba-
sis” asset), whether gain will be rec-
ognized under Crane, 33} US. 1,35

41 See, 6.9, Reg. 1.643(a)-3{el, Examples 8 and
g, but note that these two example arise
under the Regulation defining DN! and not
under the provision deating with separate
shares.

42 See Blattmachs and Crawford, "Grantof
Trusts and Income Tax Reporting Require-
ments: A Primer.” 13 Prob. Prac. Rptr. 1 {(May
2001},

43 Section 643(eX1). Cf Reg. 1.661(a)-2(0).

44 See Madorin, 84 TC 667 (1985} {the court
assumed that the power o add to the class
of beneficiaries under Section 674 conferred
grantor trust staws, and thus refinquishment
of the power eliminated grantor trust status.
triggering income tex realization). See, gen-
erally, Blattmachy, Gans. and Jacobson, "ln-
come Tax Effects of Termination of Grantot
Twst Status by Reason of the Grantor's
Death” 97 JTAX 148 {September 2002).

AFTR 776 {1947}, 1s uncertain. Un-
der the Crane doctrine, the amount
realized, which will be used to deter-
mine tax profit or loss, includes in-
debtedness discharged, including
nonrecourse indebtedness. There is

‘no developed law as to whether or

when an estate or trust realizes gain
by distributing a negative basis asset
to a beneficiary.

Some have contended that Sec-
tion 643 (e), which provides in gen-
eral for the fiduciary’s basis in dis-
tributed property to carry over to

‘the beneficiary, may override the

Crane doctrine. This argument may
not be persuasive, however, as the
section by its own terms provides
that the basis of the property distrib-
uted by the fiduciary to the benefi-
ciary is “adjusted for ...any gain ...
recognized to the ... trust by the dis-
tribution.”3

Because it is possible that gain
would be recognized by the trust on
the distribution (by decanting or

otherwise) by the trustee, such a dis-

tribution should be made only after
careful consideration. The trustee
might ask for a private ruling from
the Service clarifying the issue (per-
haps seeking to have the IRS rule
that no gain will be recognized if the
entire trust is decanted because the
new trust is the same trust as the old
one). Alternatively, the trustee could
leave the negative basis assetin the
old trust.

Nevertheless, the law scems well
developed that the conversion of
grantor trust under Subpart E of
Part 1 of Subchapter J, during the

45 See Ltr, Rul. 200013015, in which the RS held
that the partition of the trust and changes in
administrative provisions pursuant to N.Y.
E.PTL. section 10-6.6 would not cause the
beneficiaries, whose interests rernained the
same in the "new” lrusts 85 in the old, t0

reslize gain under Cottage Savings Assn., 4993

U.5. 554, 61 AFTR2d 91-808 {1991}. But see

Ltr. Rui. 200736002, in which the Service ind-

cated that a beneficiary might realize gain if

the beneficiary's interest in 8 successor trust,
pursuant to a pro ras division of 8 trust, was

“materially” different than in the original

trust, and Lt Rul. 200231011, in which the

1RS held, under Cottage Savings. that a court-
approved settiement under which an annui-
tant received a unitrust interest instead of the
annuity stream qonsﬁtuled an income-taxable

exchange.

grantor’s lifetime, to a nongrantor
trust is a gain recognition event to
the extent liabilities with respect to
an asset owned by the trust exceed
its basis.44 Whether the same result
would occur by reason of decanting

is uncertain.

Beneficiary gain. Another question
is whether the beneficiary realizes
any gain by reason of decanting.
Normally, under Section 662(a) a
beneficiary may experience income
by reason of a trust distribution only
to the extent of the trust’s DNL It is
possible, bowever, that the IRS might
contend that a “change” in the quali-
ty of the beneficiary’s interest in the
trust could cause the beneficiary to
experience income.

In Cottage Savings Assn., 499 U.S.
554,61 AFTR2d 91-808 (1 991), the
Supreme Court held that a company
realized a loss when it exchanged
certain mortgage note interests for
other such notes that were “materi-
ally different.” The Service has indi-
cated that it may view a beneficiary
as experiencing gain under Cottage
Savings where, for example, the ben-
eficiary’s income interest is “con-
verted” into a unitrust interest un-
less the conversion is pursuant toa
state statute (or opinion of the high-
est court of the state).45 Also, Reg.
1.643(b)-1 provides in part that a
switch from an income interest to a
unitrust interest if “not specifically
authorized by state statute, but valid
under state law (including a switch
via judicial decision or 2 binding
non-judicial settlement) may coi-
stitute a recognition event to the
trust or its beneficiaries for purpos-
es of section 1001..."

Nevertheless, it seems that if the
trustee were expressly authorized in
the governing instrument to change
the beneficiary’s interest from an in-
come interest to a unitrust interest
there should be no gain recognition
by the beneficiary because the bene-
ficiary’s interest in the trust was al-
ways subject to that potential conver-
sion. In Ltr. Rul. 200810018, the IRS
approved without any adverse in-
come, gift, or GST tax conseguences
the conversion under state law of an
income interest to a unitrust interest.
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It does not appear, for this purpose,
that state law permitting a unitrust
conversion niust have been in effect
from the inception of the trust.

d trust are

A partial answer also may be
found in Reg. 1.1001-1(h), which
deals with the severance of a trust
(including without limitation a sever-
ance that meets the requirements of
Reg. 26.2642-6 (the qualified sever-
ance Regulation) or of Reg. 26.2654~
1(b) (retroactive severances at
death)). It provides that a severance is
not an exchange of property for other
property differing materially either in
kind or extent if an applicable state
statute or the governing instrument
authorizes or directs the trustee fo
sever the trust and any non-pro-rata
funding, whether mandatory or in
the discretion of the trustee, is autho-
rized by an applicable state statute or
the governing instrument.

“Seyerance” is not defined by the
Code. It would seem, however, that
the term implies an action by the
trustee, without judicial intervention
or beneficiary consent, that is autho-
rized by the governing instrument or
applicable state law. Accordingly, if a
complete decanting to one trust may
be treated as a continuation of the
original trust, perhaps a decanting
to create more than one trust might
be treated as a severance likewise
having no gain realization conse-
quences. Certainly, the qualified sev-
erance Regulations treat certain di-
visions of a trust that produce new
trusts with different beneficiaries as
a severance.% And Reg. 1.1001-1(h)
does not appear to require a “quali-
fied severance.” Instead, the result
seems to turn on the ability of the
trustee to take the action under the
terms of the governing instrument
or under state Jaw.

Thus, it seems that the exercise by
a trustee of a decanting power,
whether conferred under the instru-
ment itself or pursuant to state law,
should not result in any beneficiary
recognizing any gain or Joss. It seems
critical to this conclusion that bene-
ficiary consent, and possibly court
approval—which indirectly may re-
quire that the beneficiary consent or
at least acquiesce—not be required
for the trustee to distribute to the
new trust, This may raise a concern
about what could be perceived as
“stealth” modifications of trusts by
ill-motivated trustees. Such con-
cerns caused the Florida drafting
committee to include a notice—but
not consent—requirement in the
Florida statute, and an express state-
ment that beneficiaries retain all
rights under the law, which would
include a right to complain if the ex-
ercise of the decanting power is an
abuse of discretion or otherwise a

breach of trust, which presumably -

would occur only if exercised be-
yond its scope.

Collateral consequences. There can
be “collateral” consequences of de-
canting as well. For example, the old
trust might not be a grantor frust but
the new one is, or vice versa.4? In that
regard, it may be appropriate to note,
as mentioned above, that gain may
be recognized with respect to a nega-
tive basis asset by reason of the con-

version of a grantor trust to one that

is not such a trust, Nevertheless, the
“mere” conversion of a nongrantor
trust to a grantor trust would not ap-
pear to have tax consequences.®

Similarly, the conversion of a U.5.
(domestic) trust to a foreign trust
may result in gain recognition under
Section 684, although if the grantor
is living, it is likely that the exception
under Section 684(b) would apply. It
seems likely that the result would be
the same if the assets of a U.8. trust
were paid (by decanting or other-
wise) to a foreign trust.

Another possible concern under
the grantor trust rules arises under
Section 674. Some of the decanting
statutes do not appear to prohibit
advancing a remainder beneficiary
into the class of current beneficia-

ries. The power to add to the class of
beneficiaries is an exception to the
exceptions under Section 674. Thus,
if the decanting power permits ben-
eficiaries to be added, perhaps it
causes grantor trust status for every
trust that includes the power. This
exception is articulated five times in
Section 674, including in Section
674(c) relating to the use of inde-
pendent trustees {0 avoid grantor
trust status.

Accordingly, in a trust that is in-
tended to be a nongrantor trust, one
may wish, in an abundance of cau-
tion, to preclude the use of a decant-
ing power in a manner that would
permit the trustees to add to the
class of beneficiaries within the
meaning of Section 674. It would
scen that some statutes avoid this is-
sue, such as New York’s, which per-
mits decanting only in favor of
“proper objects” of the exercise of
the power to invade principal. And it
seems that the other statutes should
be construed to contain a similar
prohibition, or else they would be
inconsistent with the concept that
one is invading in further trust for
the benefit of the beneficiaries in re-
spect of whom the power to invade
exists.

Yet another question that arises is
whether giving a beneficiary a life-
time power of appointment consti-
tutes a power to add to the class of
beneficiaries, implicating Section
674 discussed above. Under Florida
law, generally, neither a permissible
appointee under a power of appoint-
ment por the takers in default are
necessary parties in a proceeding
concerning the administration ofa
trust and can be virtually represent-
ed by the powerholder.#® According-
ly, the permissible appointee may be
more properly regarded as a person

46 See, e.g.. Reg. 26.2642-6(), Example 2 (the
wustee of a discrationary trust for T's chil-
dren, A and B, and their descendants, divides
the trust pursuant to state law nto two
trusts, one for Aand As descendants and one
for B and B's descendants: the »severance”
constitutes a "qualified severance™).

47 See Sections 671-679.

48 Spe CCA 200923034; Rev. Rul. 2004-64,
supra note 1.

48 Fia. Stat. section 736.0302.
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consequences even if

with a mere expectancy and not a
«peneficiary” of the trust for any
property law purpose that would
implicate Section 674.

law as to

Powers of appointment generally
are regarded as personal powers that
may be exercised without holding
the powerholder to any fiduciary
standard.s9 This also might support
the conclusion that the permissible
appointees under a lifetime power
of appointment are not “beneficia-
ries” of the trust,and therefore also
not beneficiaries for any tax pur-
pose. In that case, permissible ap-
pointees under a power of appoint-
ment could not be regarded as

ersons that may be “added to the
dass of beneficiaries”

Gift Tax

At least two potential gift tax issues
arise in the context of decanting:
. Does a beneficiary who acqui-
esces to a decanting and thereby

's0 g Restatement (Third) of Trusts. section
75.

51 Section 2512.

52 Harris, 340 u.s. 108, 39 AFTR 102 {1950},
Estate of DiMarco, g7 TC 653 (19861, aca: in

result.

535ee generally Gans, giattmachr, and
Heitborn, “Gifts By Figuciaries by Tax Options
and Elections,” 18 Probate & property No. [
{Nov.jOec. 2004), republished in Digest of Tax
Articles {March 2005}

54 Geg Ltr. Rut. 200243026 fexercise of 2 iife-
time special power by the spouse who was
also 3 discretionaty veneficiary was 3 taxable
gift and direct skip}; see aiso Rev. Rul. 76-
550, 1976-2 CB 357 {cited in LIF Rul.
200243026 for the possibte method of com-

uting the taxable gift; Rev. Put. 75-550 con-
cluded that the value of the spouse’s income
interest in a tust for purposes of Section
2013 was computed “by taking into account
the estimated amount of ait possible inva-
sions from the corpus on @ year-to-yesr
basis™ {emphesis in original)}-

55 Ly, Rul. 9611044 cf. Rev. Rul. 67-370, 1867-1
CB 324.

56 See, e.g.. N.Y.ERTL, section 10-10.1.

57 Cf Reg. 25:2511-2ic} {second sentenceh
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dilutes or forfeits a beneficial in-
terest in the trust make a taxable
gift?

. Does the power o decant itself, if
held by a beneficiary acting as
trustee, have gift tax conse-
quences?

Gift by beneficiary. A person
makes a gift for federal tax purposes
to the extent she transfers property
worth more than what she receives,
in money Or money’s worth, in ex-
change.5' Take 2 beneficiary who
neither created the trust nor holds a
fixed interest in it (such as2 right to
income} or a general power of ap-

ointment described in Section
2514(b). Although it seems apparent
that such a beneficiary should not be
treated as makinga gift if the trust
invades by placing the property in
further trust pursuant to 2 decanting
statute, the IRS might possibly argue
otherwise.

Indeed, in Reg. 1 643(b)-1,cited
above, it is provided, in part, thata
switch from an income interesttoa
unitrust interest if “not specifically
suthorized by state statute, but valid
uhder state law {(including & switch
via judicial decision or a binding
non-judicial settlement) may ... ré-
sult in taxable gifts from the trust’s
grantor and beneficiaries, based on
the relevant facts and circum-
stances.” That contention seems in-
consistent with the apparently well-
established law that 2 person may

- make a taxable gift only by makinga

voluntary transfer.s

Nevertheless, the statement seems
consistent with the GST Regulations
cited above where implied consent
or acquiescence to changes effected
by judicial proceedings Or nonjudi-
cia] settlement can have tax conse-
quences different from the exercise
of fiduciary powers, at least where
the fiduciaries are not independent.
Hence, it appears that only if the
beneficiary were the trustec (or, per-
haps, one of the trustees) who de-
canted and in the process “gave up’
property interests could the benefi-
ciary be charged with making a gift
by the act of decanting.5® If, howev-
er, decanting is akin to a power of
appointment, 2 beneficiary-trustee

OF TAXATION ¥ NOVEMBER 2009

may have tax
the beneficiary’s interests in the trust
are discretionary.®

The statutes that require the
trustee to have absolute discretion t0
invade principal, New York’s and
Florida's, do not appear to create ad-
ditional tax difficulties for the bene-
ficiary acting s a trustee over and
above those already presentas a ré-
sult of the absolute distribution au-
thority. A trustee who is a beneficia-
ry of the trust would be treated as
holding a general power of appoint-
ment within the meaning of Sections

" 2514 and 2041 if the trustee had ab-

solute discretion to distribute prin-
cipal to herself.

1n addition, a trustee who isalsoa
beneficiary and who is not permitted
to make distributions to herself, but
is permitted to make distributions to
other beneficiaries, might be treated
as making a taxable gift on the exer-
cise of such authority.5 Accordingly,
a trustee who is also a beneficiary
typically wo uld be afforded tax pro-
tection either by restriction in the
governing {nstrument, or by means
of a state statufe, which would re-
strict distributions bya beneficiary
who is also a trustee t0 an ascertain-
able standard of health, education;
maintenance, and support within the
meaning of Section 2041(b)2).In
either case, the crustee/beneficiary
would not, as a result of the applica-
tion of the standard, be deemed 10
have the authority o decant under
the New York or Florida statutes.

To attempt to ensure that any gift
a beneficiary of a decanted trust may
be charged with making would not
be complete, it may be appropriate
to grant the beneficiary a speci 1
power of appointment.¥”

Estate Tax
If the decanting resulted in a benefi-

ciary’s makinga gift for fed eral gift
tax purposes, it may well be that her
gross estate would have to include
the trust property s0 decanted if the
beneficiary’s transfer fell under any
of Sections 2033, 2036, 2037, 2038,
2039, or 2042.1f the beneficiary oth-
erwise would be treated as making 2
gift for federal gift tax purposes by
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the decanting and was given a special
power of appointment to prevent any
such gift from being complete, it
seems likely that the decanted prop-
erty would be included in her gross
estate under Sections 2036(a)(2)
and/or 2038,

Under Rev. Rul. 95-58, 1995-2 CB
191, powers described in Section
2036 or 2038 held by a trustee are at-
tributed to the trust’s settlor (caus-
ing estate tax inclusion in her estate)
if the settlor may remove the trustee
and name another as trustee, unless
the settlor may not appoint herself
or anyone who is related or subordi-
nate to the settlor within the mean-
ing of Section 672(c). This attribu-
tion of the trustee’s powers has been
extended, unofficially, by the IRS to
beneficiaries acting as trustees, po-
tentially causing them to be deemed
to hold a general power of appoint-
ment.58

Whether under
i%

If a beneficiary acting as a co-
trustee can, with the consent of a
non-adverse trustee, participate in a
decanting, does that raise tax con-
cerns for the beneficiary? It should
not be the case that the powers of a
co-trustee are attributed to the bene-
ficiary merely because decanting is
one of those powers. If the co-
trustee is required to acquit his fidu-
ciary duties appropriately, and is
not, via a removal and replacement
power, deemed to be a puppet of the
beneficiary, then the beneficiary’s
ability to participate in the decision
to decant should not, by itself, raise
. tax concerns unless the power to de-

cant confers authority on the benefi-
ciary/trustee that would enable the
latter to participate in making distri-
butions not limited by an ascertain-

able standard within the meaning of
Section 2041.

Many states have enacted legisla-
tion that would prohibit this result as
a general matter.ss It would also seem
that the statement in the decanting
statutes that the power to decant is to
be construed as a nongeneral power
of appointment would be enough to
prohibit a beneficiary/trustee from
participating in a decanting that
would confer on the beneficiary/
trustee an interest in the trust that
could be tantamount to a general
power of appointment. Moreover, the
Service's view that a removal and re-
placement power vitiates the fiducia-
ry duties of a trustee is wrong-mind-
ed in any event because it ignores the
fiduciary duties of a trustee who,
even if related and subordinate, will
be liable to the beneficiaries for fail-
ure to fulfill the duty of impartiality
by preferring the interests of a bene-
ficiary/trustee.

Certain of the statutes contain an
exception to the prohibition on a
beneficiary/trustee’s participation in
the power to decant if distributions
are limited by an ascertainable stan-
dard. The exception appears intend-
ed to reflect the fact that if a benefi-
ciary/trustee’s authority with respect
to distributions or a power of ap-
pointment is limited by an ascertain-
able standard, then under Section
2041 the power would not be con-
strued as a general power of ap-
pointment. The Delaware statute
states that if the trust contains a
standard, the exercise of the power
to decant must be in furtherance of
the standard. Other statutes simply
permit a beneficiary/trustee to par-
ticipate in the decanting only if dis-
tributions are limited to a standard.
The question is whether it should be
inferred that the standard also must
be contained in the trust to which
property is decanted. The answer
would seem to be “yes.”

Admittedly, the result may be dif-
ferent in the case of a self-settled
trust, Normally, the self-settled trust
is a candidate for estate tax inclu-
sion, and gift incompleteness, where
it can be reached by the creditors of
the settlor. But in those states that
have enacted specific legistation bar-

‘Practice Notes~: = - :

In the absence of Regulations, -
it would seem difficult for the
IRS to argue.that exemption
from taxation is lost for a trust -
that is exempt from tax by rea-
son of-an allocation of GST -
exemptionwhen the. trustee
exercises. a decanting power
even if the term of the trust is
extended or beneficial inter-
ests are shifted—if the author-
ity to decant existed, either in -
the governing instrument or
under state law, at Jeast where
statutory decanting was in ef-
fect when the trust became ir-
revocable. .~ = - :

ring creditor access where the settlor
is a beneficiary but not a trustee, the
gift and estate tax concerns seem to
have been minimized.6¢ Thus, it
would seem that decanting of a self-
settled trust by the trustee would not
raise additional estate tax concerns
unless the decanting moves the trust
to a jurisdiction without self-settled
trust legislation.

65T Tax

As mentionied above, the final GST
tax Regulations provide that grand-
fathering from the tax may be for-
feited if the trustee decants other
than by a state law in effect when the
trust became irrevocable or a power
contained in the governing instru-
ment. Nevertheless, it may be that, if
under the law at the time the trust
was created, the trust could have
been “moved” to Florida, where un-

- der Phipps a trustee may invade in

further trust, then, in essence, the
decanting power did exist at the time
the trust was created.

More important, perhaps, is that
the powers of a trustee (of which de-
canting would appear to be one} are
determined by the law of the jurisdic-

88 Seg, e.g., Lir. Rul. 200551020.

59 See, e.g., Fla. Stat. section 736.0814(2}.

60 Seg, e.g., Estate of German, 7 Cls.CL. 641,
55 AFTR2d 85-1577 {1985).
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tion where the trust is located.$! For
example, if a pre-9/26/85 trust, the
validity, construction, and effect of
which, by its terms, was governed by
the Jaw of New York, began to be ad-
ministered in Florida (perhaps, by an
appointment of a majority of trustees
resident in that state), the trustees
would have the decanting power pro-
vided under Phipps. Hence, the safest
option, if the trustee wishes to decant
and postpone vesting of interests in
the grandfathered trust, may be to
move the administration, if not also
the governing law.

But it seems that such a step
should be undertaken only if the ef-
fect of losing grandfathering would
not be adverse, For example, assume
a trust created in 1980 provided for
the trust to end when the beneficiary
reaches age 50 and for the entire
trust to be paid to the beneficiary at
that time or, if the beneficiary died
before age 50, to be paid on the ben-
eficiary’s death to her then living de-
scendants. If the beneficiary then
dies before age 50, the wealth taxa-
tion of the property will bypass the
beneficiary’s generation but, if
grandfathering were lost, might be
imposed if the beneficiary died be-
fore age 50 and the trust property
were distributed to her descendants.

It is even possible that the RS
would contend that the Joss of grand-

61 Scott on Trusts, supra note 10, § 615.

62 See, £.g., Ltr. Rul. 200919009,

63 See Lir. Rul. 9737024 fno loss of grandfa-
thering where no ¢change in quality, value, or
timing of any beneficiary’s interest or power
pursuant to decanting under N.Y.E.PTL. sec-
tion 10-6.6); Ltr. Rul. 9804046 (no loss of
grandfathering where spendthrift provision
changed by decanting under N.YE.PTL. sec-
tion 10-6.8); Ltr. Rul. 200227020 {no loss of
grandfathering where situs of trust changed
from New York pursuant to decanting under
N.YE.PTL. section 10-6.6 where the trust
would end at the same time}; Lir. Rul
9438023 {samel.

64 Reg. 26.2601-1b}{4}A). But see Lir. Rul.
200520023 {inclusion of a spendthrift clause
in the appointed trust would not affect GST-
exempt statusl.

65 Certain trusts created after the initial effec-
{ive date of the GST tax are exempted {e.g.,
where the settlor was incompetent};, see
Reg. 26.2601-1{b){3). It may be that one of
the state decanting statutes night have been
enacted for such special-date grandfathered
trusts by the time such a trust became irrev-
ocable.

56 See, e.g. Lt Ruls. 199942013 and
200227020.

fathering meant that a GST tax was
due if the beneficiary survived to age
50 and received the property at that
time, assuming the grantor of the
trust were the beneficiary’s grand-
parent or someane assigned to that
or an older generation. Assuming the
trustee had a power to invade corpus,
and if the administration of the trust
were moved to Florida, the trustee
could invade the corpus just before
the beneficiary turned 50, relying on
Phipps. If that causes grandfathering
to be lost, it seems there should be no
immediate adverse effect—at least if
the beneficiary receives a special tes-
tamentary power of appointment to
avoid a completed gift by the benefi-
ciary.

As to a grandfathered trust, at
least, even if vesting may be post-
poned, for example by the exercise of
a beneficiary’s special power of ap-
pointment, it seems that the dura-
tion of the trust may not be extend-
ed beyond the GST rule against
perpetuities. If the trust is not a
grandfathered one, but rather a trust
that is exempt by reason of an allo-
cation of GST exemption, the Ser-
vice appears to agree that a change
to a trust that would not affect the
GST-exempt status of a grandfa-
thered trust should likewise not af-
fect the GST-exempt status of a trust
exempt by reason of an allocation of
GST exemption.62

The Regulations deal with discre-
tionary powers, which decanting
should be, differently from a modifi-
cation. Reg. 26.2601-1(b){4)(i}(A)
states that a distribution of trust
principal from an exempt trust to a
new trust will not cause loss of ex-
empt status if the terms of the gov-
erning instrument or applicable state
law at the time the trust became ir-
revocable authorizes the distribution
to the new trust without the consent
or approval of any beneficiary or
court and the terms of the governing
instrument of the new trust will not
extend the time for vesting beyond
any life in being at the date the origi-
nal trust became irrevocable plus a
period of 21 years.

If the vesting of interests is not
postponed, then other changes that
do not shift beneficial interests to

lower generations will not cause loss
of exempt status, even if done pur-
suant to a statute enacted after the
trust became irrevocable.63

Further grandfathering thoughts.
The exercise by the trustee of a state-
conferred decanting power that ex-
tends the term of the trust created
befcre the effective date of the GST
tax could cduse grandfathering of
the trust from the tax to be lost.64
The Regulations indicate that the
distribution of trust principal ina
grandfathered trust to a “new” or
“continuing” trust will not cause the
property to lose its exemption from
taxation if either (1) the terms of the
exempt trust instrument authorize
such distribution or (2) state law, in
effect when the trust became irrevo-
cable, authorized the distribution
without the consent of a court or any
beneficiary.

None of the decanting statutes
were in effect when the GST tax took
effect. Thus, the requirement that
state law authorized the distribution
when the trust became cffective
would not be met based on such
state statutes for trusts that are ex-
empt by reason of the grandfather-
ing rule.8s

There seem to be at least three is-
sues with respect to the question of
whether the trustee may exercise the
power to invade in trust without
negative GST effects. The first issue
is whether the applicable state’s com-
mon law permitted decanting. As
discussed above, under Florida law,
it seems a decanting power was pre-
sent, and it is at least arguable that it
existed under the common law of all
states.

Second, the IRS has not con-
strued the Regulation strictly. For
example, it has allowed trustees un-
der N.Y.E.P.T.L. section 10-6.6 to ex-
ercise the power of a grandfathered
trust to make the trust a spendthrift
one and to change the situs of the
trust.s6 It may well be that, as long as
the trustee does not extend the term
of the trust or shift beneficial inter-
ests to a lower generation, grandfa-
thering is not lost. This may mean
that the trustee could grant a benefi-
ciary a special power of appoint-

298 EH

JOURNAL OF TAXAT!ION ¢ NOVEMBER 2008




ESTATES, TRUSTS, & GIFTS

ment which, perhaps, could be exer~
cised without loss of grandfathering.

Third, it seems that the trustee
could exercise the power for the
shorter of (1) a standard lives in be-
ing when the original trust became
irrevocable plus 21 year term and (2)
the maximum period so that the
trust would not lose grandfathering
protection.s? The challenge in this
approach is that the trustee will not
know when the trust in fact termi-
nates, and thus when payments of
GST tax are due.

Non-grandfathered but GST ex-
empt in whole or part. A genera-
tion-skipping trust may be exempt,
in whole or in part, from GST tax not
just by reason of grandfathering but
also by reason of allocation of GST
exemption to transfers to the trust.s
Although, as previously mentioned,
the IRS in private rulings has applied
certain of the grandfathering rules to
trusts that are exempt by reason of
allocations of GST exemption,s® it is
uncertain whether the exercise of a
state decahting power would cause
such exemption from taxation to be
lost.7e
Most “new” trusts likely were ir-
revocable when the applicable de-
canting statute (at least in New York,
Alaska, Tennessee, and Delaware)
was enacted. Therefore, applying the
literal grandfathering requirements
to a GST exemption allocated trust
wounld not cause exemption from
taxation to be lost.
Also, the policy considerations
“with respect to trusts that are ex-
empt from tax by reason of alloca-
tion of GST exemption seem quite
different from those with respect to
trusts exempt from tax by reason of
their effective date, In the absence
of Regulations, it would seem diffi-
cult for the IRS to argue that ex-
emption from taxation is lost for a
trust that is exempt from tax by rea-
son of an allocation of GST exemp-
tion when the trustee exercises 2
decanting power even if the term of
the trust is extended or beneficial
interests are shifted—if the authori-
ty to decant existed, either in the
governing instrument or under
state law, at Jeast where statutory

decanting was in effect when the
trust became irrevocable.

The effects of decanting on 2
trust that is not grandfathered from
GST tax but is not subject in its en-
tirety to the tax by reason of alloca-
tion of GST exemption is not cov-
ered by the Regulations or other
authority, Many of the rulings ad-
dressing trusts exempt by reason of
an allocation of GST exemption in-
clude the following language: “No
guidance has been issued concern-
ing changes that may affect the sta-
tus of trusts that are exempt from
GST tax because sufficient GST ex-
emption was allocated to the trust to
result in an inclusion ratio of zero. At
a minimum, a change that would not
affect the GST status of a trust that
was irrevocable on September 25,
1985, should similarly-not affect the
exempt status of such a trust.”

Indeed, because a trust exempt, in
whole or in part, by reason of alloca-
tion of GST exemption could have
postponed vesting for whatever pe-
riod was permitted under applicable
law, it seems decanting to attain that
result should not result in the loss of
that exemption. Moreover, at least in
some states (e.g., New York), the de-
canting statutes have been in place
for a sufficiently long enough period
that the decanting law may well have
been in effect when the trust was
created, suggesting that using it
should not result in loss of exemp-
tion effected through the aliocation
of GST exemption.

It also is possible that the decant-
ing of a trust pursuant to applicable
state law might be construed as a
severance that does not meet the re-
quirements of a qualified sever-
ance.7' In that event, even though
the severance is not qualified, after
the date of severance the trusts will
be treated as separate trusts for pur-
poses of GST tax, provided the trusts
resulting from such severance are
recognized as separate trusts under
state law.

Assuming the trusts are treated as
separate trusts, GST tax exemption
may be effectively allocated to only
one or more of the trusts without
being treated as having been allocat-
ed ratably to al) the trusts. This

would permit, for example, a trust to
be divided in order to permit a late
allocation of GST exemption to only
part of the trust estate, with the re-
sult that one or more trusts will have
an inclusion ratio of zero and one or
more trusts wili have an inclusion
ratio of one.

In addition, if the severance re-
sults in a taxable termination asto a
portion of the trust, for example be-
cause one of the trusts is a skip per-
som, the taxable termination will be
deemed to occur only with regard to
that particular resulting trust, with
no GST tax impact on any other
trust resulting from the severance.
Each trust resulting from such a sev-
erance (prior to the allocation of any
additional GST exemption) will have
the same inclusion ratio as the origi-
pal trust. It would seem that changes
to the governance of the trust per-
mitted under state law or by judicial
reformation should all be respected,
particularly if these occur prior to
the time GST exemption is allocated

to the trust.

CONELUSION

Decanting may seem like a strange
provision, more powerfu] than effec-
tive drafting, faster than a court pro-
ceeding, and able to leap over im-
provident trust provisions in a single
bound, and which, disguised as a be-
nign statuté, fights for better trust
administration and tax effects under

American Jaw.

SOF RS R

87 {i Ltr. Rul. 200227020, the IRS ruled that
grandtathering would not be fost in decanting
2 trust and explicitly noted that the new trust
“will provide that, notwithstanding any other
provision, no exercise of 2 power of appoint-
ment granted in the trust shall result in 8 ter-
mination date for a trust or a share thereun-
der or created pursuant to & power of
appointment granted thereunder which is
later than ilie date twenty-one years after the
death of the survivor of afl of Sister's descen-
dants living at Decedent’s death”

68 Section 2631{a).

89 Seg, e.g., Ltr. Rul. 200551020.

70 See L. Rul. 9840005 (holding that GST
exemption allocation to a trust that made it
exempt from the tax would continue if the
trust were 1o use N.YE.RTL. section 10-6.6
to pay the corpus over to a wust with "identi-
cal” terms),

71 See Reg. 26.2642-6(h}.
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AS 13.36.157. Trustee's Special Power to Appoint to Other

Trust.

(a) Subject to (d) of this se
trustee who has authority un
invade the principal of a trust for t
of the trust may exercise without prio
or not there is a current need to invad
instrument, part or all of the principal o
instrument other than that under which the power to inva

authority
{1) does not reduce any fixed income interest of a beneficiary of the invaded

ction, uniess t
able inter vivos agreement to

he benefit of a beneficiary who is e

r court approval the trust
e the principal under any standard stated in the goveming

f the trust in favor of a trustee of another trust under an
de was created if the exercise of this

trust;

(2) is in favor of the beneficiaries of the invaded trust;
34.27.100; and

(3) does not violate the limitations on validity under AS 34.27.051 or
(4) results, in the appointed trust, in the standard for invading principal that is the same as the
standard for invading principal in the invaded trust.

(b) This sec.tion applies to a trust govemed by the laws of this state, including a trust whose
goveming jurisdiction Is transferred to this state.

(c) The exercise of the power to invade the principal of a trust und

to be the exercise of a special power of appointment.
ment of an appointed trust may provide that, after a time oran event
instrument, the trust asset

he benefit of the beneficiaries of the invaded trust
f the beneficiaries of the invaded trust that are

the interests of the beneficiaries in the

(d) The governing instru
specified in the governing

or event shall be held fort
regarding the nature and extent of the interests o
substantially identical to the terms and conditlons governing

invaded trust.

{e) In this section,
ans the trust to which principal is appointed under (a) of this section;

(1) "appointed trust” me
1 is invaded under (a) of this section.

(2) “invaded trust” means the trust whose principa

he terms of the instrument expressly provide otherwise, a

der the terms of an instrument or irevoc
ligible or entitled to the income
ee's authority by appointing, whether

er (a) of this section is considered

s of the appointed trust remaining after the time
on terms and conditions
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Sec. 13.36.043. Change of situs to Alaska.

hen the trust satisfies AS 13.36.035 (¢) and a

() The situs of a foreign trust is moved to this state w.
qualified person serving as trustee registers the trust under AS 13.36.010.

(b) If the situs of a foreign trust is moved to this state as provided in this section, a provision in the
trust that restricts the transfer of trust assets in a manner similar to AS 34.40.1 10, that allows the trust fo
ited by the law of this state is effective and enforceable under

be perpetual, or that is not expressly prohib
the laws of this state.
oves its situs to this state is valid whether or not the trust complied with

(c) A foreign trust that m
after its creation.

the laws of this state at the time of its cteation or

(d) In this section, "foreign trust" means a trust that is created in another state or country and that is
~valid in that state or country.

Sec. 13.36.045. Trust proceedings; matters relating to foreign trusts.

arty, entertain proceedings under AS 13.36.035
tration in another state, unless

" (a) The court will not, over the objection of ap
ed or having its principal place of adminis

involving a trust register
not be bound by litigation in the courts of the state where the trust is

.(1) all appropriate parties could
registered or has its principal place of administration;

(2) the interests of justice otherwise would seriously be impaired; or

(3) the trust satisfies AS 13.36.035 (©).

(b) The court may condition a stay or dismissal of a proceeding under this section on any party's
consent to jurisdiction of the state in which the trust is registered or has its principal place of business, or
the court may grant a continuance or enter any other appropriate order.

http://www.lcgis.state.ak.us/basis/folioproxy.asp?url=http://wwwjnu01 Jegis.state.ak.us/cgi-- 7/ 12/2010
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Sec. 13.36.035. Court jurisdiction; choice of law.

() The court has exclusive jurisdiction of proceedings initiated by interested parties concerning the
Except as provided in (c) and (d)

internal affairs of trusts, including trusts covered by (c) of this section.
this section are those concerning the

of this section, proceedings that may be maintained under
administration and distribution of trusts, the declaration of rights, and the determination of other matters

involving trustees and beneficiaries of trusts. These include proceedings to

(1) appoint or remove a trustee;

(2) review trustees' fees and to review and settle interim or final accounts;

any question arising in the administration or distribution of
1 of trust instruments, instruct trustees, and determine the

(3) ascertain beneficiaries, determine
power, privilege, duty, or right; and

any trust including questions of constructio:
existence or nonexistence of any immunity,

(4) release registration of a trust.

(b) Neither registration of a trust nor a proceeding under this section results in continuing
supervisory proceedings. The management and distribution of a trust estate, submission of accounts and
reports to beneficiaries, payment of trustee's fees and other obligations of a trust, acceptance and change

£ the administration of a trust shall proceed expeditiously consistently

of trusteeship, and other aspects 0
with the terms of the trust, free of judicial intervention and without order, approval or other action of any
court, subject to the jurisdiction of the court as invoked by interested parties or as otherwise exercised as

provided by law.
e govern the validity, construction, and administration of the

(c) A provision that the laws of this stat
cfion of this state is valid, effective, and conclusive for the

trust and that the trust is subject to the jurisdi

trust if

(1) some or all of the trust assets are deposited in this state and are being administered by 2
qualified person; in this paragraph, "deposited in this state" includes being held in a checking account,
time deposit, certificate of deposit, brokerage account, trust company fiduciary account, or other similar
account or deposit that is located in this state; :

(2) a trustee is a qualified person who is designated as a trustee under the governing instrument or
by a court having jurisdiction over the trust; :

(3) the powers of the trustee identified under (2) of this subsection include or are limited to

(A) maintaining records for the trust on an exclusive basis or a nonexclusive basis; and

(B) preparing or arranging for the preparation of, on an exclusive basis or a nonexclusive basis, an
income tax return that must be filed by the trust; and ' )

(4) part or all of the administration occurs in this state, including physically maintaining trust
records in this state. '

(d) The validity, construction, and administration of a trust with a state jurisdiction provision are
determined by the laws of this state, including the

http://www.le gis.state.ak.us/basis/folioproxy.asp?url=http://wwwjnu01 Jegis.state.ak.us/cgi-- 7/12/2010
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(1) capacity of the settlor;

(2) powers, obligations, liabilities, and rights of the trustees and the appointment and removal of the
trustees; and _

. (3) existence and extent of powers, conferred or retained, including a trustee's discretionary powers,
the powers retained by 2 beneficiary of the trust, and the validity of the exercise of a power.

(¢) [Repealed, Sec. 22 ch 105 SLA 1 995].

http://WWW.legis.state.akus/basis/folioproxy.asp?uﬂ=http://wwvs{inu01 Jegis.state.ak.us/cgi-- 7/12/2010
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14-10107. Governing law
A. The meaning and effect of the terms of a trust are determined by the law of the jurisdiction

designated in the terms of the trust instrument.

B. In the absence of a controlling designation in the terms of the trust, the laws of the jurisdiction where
the trust was executed determine the validity of the trust, and the laws of descent and the law of the
principal place of administration determine the administration of the trust.

http://www.azleg.state.az.us/FormatDocument.asp?format=print&inDoc=/ ars/14/10107.ht...  5/20/2010
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14-10108. Principal piace of administration
g a sufficient connection with the designated
ontrolling if

A. Without precluding other means for establishin
jurisdiction, terms of a trust designating the principal place of administration are valid and ¢

in or a trustee is a resident of the designated

Format Document

either:

1. A trustee's principal place of business is located
jurisdiction.

2. All or part of the administration occurs in the designated jurisdiction.

B. A trustee is under a continuing duty to administer the trust at a place appropriate to its purposes, its

administration and the interests of the beneficiaries.
C. Without precluding the right of the court to order, approve or disapprove a transfer, the trustee, in
furtherance of the duty prescribed by subsection B of this section, may transfer the trust's principal place
of administration to another state or to a jurisdiction outside of the United States and, subject to the
4-10818, may change the applicable law governing the trust.

r of a trust's principal place of

requirements of section 1
D. The trustee shall notify the qualified beneficiaries of a proposed transfe

administration at least sixty days before initiating the transfer. Unless a corporate trustee indicates an
ace of business in a notice to qualified beneficiaries, a transfer by the
r state or states is not a transfer of the

intent to change the principal p!
tains an office in this state. The notice of

corporate trustee of some of the functions of a trust to anothe
trust's principal place of business if the corporate trustee main

proposed transfer must include:
1. The name of the jurisdiction to which the principal place of administration is to

2. The address and telephone number of the new location at which the trustee can be contacted.
3. An explanation of the reasons for the proposed transfer.
4. The date on which the proposed transfer is anticipated to
5. The date, at least sixty days after the giving of the notice,
notify the trustee of an objection to the proposed transfer. :
E. The authority of a trustee under this section to transfer a trust's principal place of administration
terminates if a qualified beneficiary notifies the trustee in writing of a reasonably founded objection to
the proposed transfer on or before the date specified in the notice.
F. In connection with a transfer of the trust's principal place of administration, the trustee may transfer
" some or all of the trust property to a successor trustee designated in the terms of the trust or appointed

pursuant to section 14-10704.

be transferred.

occur, _
by which the gualified beneficiary must

http://www.azleg.state.az.us/FormatDocument.asp 9inDoc=/ars/14/10108 htm&Title=14&...  5/20/2010
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14-10819. Trustee's special power to appoint to other trust
A. Unless the terms of the instrument expressly provide otherwise, a trustee who has the discretion

undér the terms of a testamentary instrument or irrevocable inter vivos agreement to make
distributions, regardless of whether a standard is provided in the instrument or agreement, for the
benefit of a beneficiary of the trust may exercise without prior court approval the trustee's discretion by
appointing part or all of the estate trustin favor of a trustee of a trust under an instrument other than
that under which the power to make distributions was created if the exercise of this discretion:

1. Does not reduce any fixed nondiscretionary income payment to a beneficiary.

2. Does not alter any nondiscretionary annuity or unitrust payment to a beneficiary.

3. Is in favor of the beneficiaries of the trust.

4. Results in any ascertainable standard applicable for distributions from the trust being the same or
more restrictive standard applicable for distributioris from the recipient trust when the trustee exercising
the power described in this subsection is a possible beneficiary under the standard.

5. Does not adversely affect the tax treatment of the trust, the trustee, the settlor or the beneficiaries.
6. Does not violate the limitations on validity under sections 14-2901 and 14-2905.

B. This section applies to a trust governed by the faws of this state, including a trust whose governing

jurisdiction is transfetred to this state.
C. The exercise of the power to invade the principal of a trust under subsection A of this section is

considered to be the exercise of a special power of appointment.
D. The trustee, in the trustee's sole discretion, prior to or after the exercise of the trustee's discretion

under this saction, may request the court to approve the exercise.

“Decanting
Stelde. Uier Az Tuak, Cbde
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