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The seminar materials and the seminar presentation are intended to stimulate thought and
discussion, and to provide those attending the seminar with useful ideas and guidance in the areas
of estate planning and administration. The materials and the comments made by the presenter
during the seminar or otherwise do not constitute and should not be treated as legal advice
regarding the use of any particular estate planning or other technique, device or suggestion or any
of the tax or other consequences associated with them. Although we have made every effort to
ensure the accuracy of these materials and the seminar presentation, neither STINSON LLP nor the
lawyer, Charles A. Redd, assumes any responsibility for any individual’s reliance on the written
or oral information presented in association with the seminar. Each seminar attendee should verify
independently all statements made in the materials and in association with the seminar before
applying them to a particular fact pattern and should determine independently the tax and other
consequences of using any particular device, technique or suggestion before recommending the
same to a client or implementing the same on a client’s or his or her own behalf.
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of trust agreements, alleged breach of fiduciary duty cases and other types of cases involving
estates and trusts.
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Gift Tax Committee; and Fiduciary Litigation Committee). He was an adjunct professor of law
(Estate Planning) at Northwestern University School of Law for fifteen years. He serves as Co-
Chair of the Editorial Advisory Board of, and writes a regular column in, TRUSTS & ESTATES
magazine. In 2018, he was inducted into the Estate Planning Hall of Fame® by the National
Association of Estate Planners and Councils. Mr. Redd is listed in The Best Lawyers in America
and is “Band 1” ranked by Chambers and Partners in their High Net Worth guide. He frequently
writes and lectures nationally on topics in the trusts and estates field.
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Balancing Income Tax Planning and Estate Tax Planning

By: Charles A. Redd
STINSON LLP
St. Louis, Missouri

L. INTRODUCTION

Income tax rates and estate tax exemptions and rates will inevitably rise and fall depending
in substantial part on changes in our country’s political and economic climate. Far more often than
not, when an estate planner designs a plan, the planner doesn't know what the tax laws will look
like when the plan is implemented. In addition, in some cases, the composition and aggregate
value of a client’s estate changes materially between the time when estate planning documents
were signed and the client's death. Thus, building flexibility into estate plans so that post-death
decisions can be made to minimize estate tax, or income tax, as appropriate, is paramount.

1I. PORTABILITY AND CLAYTON QTIP TRUSTS
A. Portability
1. In General

One of the most important aspects of the 2012 Tax Act! for estate planning professionals
is that it made portability permanent (to the extent anything emanating from Washington can be
said to be “permanent™).? The term “portability” is shorthand among estate planners to refer to the
ability of a predeceased spouse’s executor, by making an election on a timely-filed estate tax
return,’ to transmit to the surviving spouse the predeceased spouse’s “deceased spousal unused
exclusion amount” (“DSUEA”). As a result, measured by 2021 numbers, spouses with an
aggregate net worth of up to $23,400,000, without having to reallocate ownership of assets
between them before either of them has died, would be able to transfer all of their assets to any
one or more persons, whether through judiciously timed gifts during life or testamentary transfers
at death, and pay no federal gift or estate tax.

2. Limitations

There are several significant limitations regarding the utility of portability, including the
following:

° The DSUEA, unlike the basic exclusion amount, is not adjusted for
inflation.

! American Taxpayer Relief Act of 2012 (P.L. 112-240, H.R. 8, 126 Stat. 2313, enacted January 2, 2013).

2 Portability was introduced into the law by Section 302(a)(1) of the Tax Relief, Unemployment Insurance
Reauthorization and Job Creation Act of 2010 (P.L. 111-312, H.R. 4853, 124 Stat. 3296, enacted December 17,2010),
amending Internal Revenue Code Section 2010(c)).

3 Treas. Reg. § 20.2010-2(a).

Balancing Income Tax Planning and Estate Tax Planning ©2021 Cannon Financial Institute, Inc.

DB04/0831213.0006/13928984.1



J Any income and appreciation accruing after the predeceased spouse’s death
are not sheltered by the DSUEA.

o There is no portability for the GST exemption.
o Portability is not available for unmarried couples.
o The DSUEA may be lost, even after an appropriate election is made on the

predeceased spouse’s estate tax return, if the surviving spouse remarries and
the new spouse dies with little or no unused basic exclusion amount.*

J The state exemption amount in many decoupled states is not portable. Thus,
some portability-based estate plans may need to include provisions for the
funding of a credit shelter trust at least up to the state exemption amount.

3. Major Advantage

All that said, a major advantage of portability is that all assets that, at the death of the first
spouse to die, would have passed under that spouse’s estate plan, in the absence of portability, to
a credit shelter trust using the traditional approach, instead pass to the surviving spouse and will
be included in the surviving spouse’s estate at his or her subsequent death — thereby generating a
step-up in basis of the assets to their then fair market value® and minimizing future capital gains
taxes when they are sold® — perhaps without subjecting the surviving spouse’s estate to estate tax
liability.

Many practitioners now design estate plans that rely on portability to avoid federal estate
taxes. The most straightforward form of a portability-based estate plan directs the assets of the
predeceased spouse to the surviving spouse free of trust, rather than split between a marital
disposition and a credit shelter disposition. In such a scenario, since less assets are held in trust, if
the surviving spouse is in a lower income tax bracket than a trust would have been, the assets that
would have been held in a credit shelter trust will be subject to less income tax.

B. Clayton QTIP Trusts
1. In General

A so-called Clayton QTIP trust is a trust for which a QTIP election at the death of the first
spouse to die is eligible to be made and where, to the extent the predeceased spouse’s executor
does not make the QTIP election, any non-elected property, under the terms of the governing
instrument, passes to a separate trust which is not required to have terms identical to the QTIP trust
and is not required to meet the definition of a QTIP trust, i.e., a traditional credit shelter-type trust
for the concurrent benefit of the surviving spouse and descendants living from time to time.

4 Treas. Reg. § 20.2010-1(d).

5 IRC Section 1014(a).

61t is assumed that the value of assets will increase with the passage of time — a usually safe, but not rock-solid in all
cases, assumption. Also worthy of note is that the value of assets only very rarely increases in a linear fashion.
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2. Background

In Estate of Clayton,’ the decedent’s will created a family trust and a marital trust. The
will provided that, if the executors failed to make a QTIP election with respect to the marital trust,
any non-elected potential QTIP property would pass to the family trust. The will also provided
that, to the extent the surviving spouse disclaimed any portion of the marital trust, that portion
would pass to a third trust with terms similar to those of the family trust. The surviving spouse, as
sole independent executor, made a QTIP election for an undivided .563731 interest in specified
bonds, notes and cash. The Commissioner disallowed the marital deduction as to the QTIP portion
and issued a notice of deficiency. The Court of Appeals for the Fifth Circuit considered the
question of whether the effect of the testamentary provision that caused non-elected potential QTIP
property to pass in a non-QTIP disposition rendered all potential QTIP property ineligible to be
elected as QTIP property in any event. The Fifth Circuit ruled in favor of the surviving spouse
and found that the provisions of the will did not affect the deductibility under Internal Revenue
Code Section 2056(b)(7) of the value of any potential QTIP property with respect to which a QTIP
election was actually made because: (1) the property to which IRC Section 2056(b)(7) applied
was only the property with respect to which a QTIP election was actually made and not all property
with respect to which such an election could be made; and (2) the election related back to the
decedent’s death.

Subsequent court decisions concurred with, and the Internal Revenue Service acceded to,
the decision of the Fifth Circuit.®

3. Substantial Post-Death Planning Flexibility

In a typical Clayton QTIP scenario, to the extent a QTIP election is not made with respect
to a predeceased spouse’s residuary estate, non-elected potential QTIP property passes to a
traditional credit shelter-type trust for the concurrent benefit of the surviving spouse and
descendants living from time to time. Income from that trust does not have to be paid to the
surviving spouse. The trust may provide for wholly discretionary income and principal
distributions among multiple current beneficiaries. In addition, the surviving spouse may have a
non-general power of appointment over the assets of the trust. The surviving spouse must have a
mandatory income interest only in the property with respect to which a QTIP election is made.

An executor generally has up to fifteen months (nine-month due date for filing the
decedent’s Form 706 plus an automatic six-month extension) after the decedent’s death to assess
the current situation and determine the appropriate QTIP election approach. The executor
determines the amount of marital deduction desired relative to the size of the decedent’s entire
residuary estate. To the extent the executor refrains from making the QTIP election, the executor
effectively shifts the disposition of property from a QTIP disposition to a credit shelter disposition.

7 Estate of Clayton v. Commissioner, 976 F.2d 1486 (5th Cir. 1992).

8 See Estate of Spencer v. Commissioner, 43 F.3d 226 (6th Cir. 1995) and Estate of Robertson v. Commissioner, 15
F.3d 779 (8th Cir. 1994). Treas. Reg. § 20.2056(b)-7(d)(3) provides that an income interest which is contingent on
the election of the executor will not fail to be a qualifying income interest life if such an election is actually made.
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Treas. Reg. §§ 20.2056(b)-7(d)(3) and -7(h), Ex. 6, explicitly allow this technique to be
implemented without disallowing causing forfeiture of the marital deduction.

The flexibility allowed in the Clayton QTIP context provides opportunities for tax savings
based on asset characteristics, the age and health of the surviving spouse and the family’s goals.
An executor may elect portability and may make a QTIP election with respect to 100% of potential
QTIP property thereby facilitating use of the predeceased spouse’s GST exemption by means of
the “reverse QTIP election”® plus a full basis step-up as to the QTIP property at the death of the
surviving spouse. On the other hand, an executor may prefer a traditional credit shelter trust
approach that will allow for use of the predeceased spouse’s GST exemption without “reverse
QTIP election” and will in essence trade estate tax-free appreciation of property during the life of
the surviving spouse for basis step-up at the surviving spouse’s death.

A broad discretionary credit shelter trust dispositive scheme allows for income tax planning
through the making of judicious distributions. In addition, income tax planning options may be
enhanced by providing the surviving spouse with a broad non-general lifetime power of
appointment over the credit shelter trust.

III. USING GENERAL POWERS OF APPOINTMENT AND OTHER STRATEGIES
TO ACHIEVE BASIS STEP-UP

A. Testamentary General Powers of Appointment
1. Introduction

Post-2017 Tax Act,'” not only do many clients anticipate having no estate tax issues, they
reasonably believe their children and grandchildren will also have no such issues. Nevertheless,
trusts for clients’ children and more remote descendants (at least until they reach designated ages)
remain as viable and important as ever. It is possible to design trusts for clients’ descendants in a
manner that will cause the value of the assets in such trusts to be included in their respective gross
estates just up to the point beyond which estate tax would be incurred.

2. Applicable Law

IRC Section 2041(b)(1) defines a general power of appointment as a power which is
exercisable in favor of the decedent, his estate, his creditors, or the creditors of his estate.

Whether the holder of a testamentary general power of appointment chooses to exercise it,
the property that was subject to the power will be deemed to have been acquired from the deceased
powerholder and will, therefore, qualify for the step-up in basis. !

9 See IRC Section 2652(a)(3).

10 An Act To Provide for Reconciliation Pursuant to Titles II and V of the Concurrent Resolution on the Budget for
Fiscal Year 2018, Pub. L. No. 115-97, (December 22, 2017).

11 See Treas. Reg. §§ 1.1014-2(a)(4), (b)(2).

Balancing Income Tax Planning and Estate Tax Planning ©2021 Cannon Financial Institute, Inc.
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3. Conferring General Powers of Appointment

It is important to consider under what circumstances and to what extent it is wise to confer
a testamentary general power of appointment with respect to property held in trust to generate
basis step-up and income tax savings.

a. By Formula

A testamentary general power of appointment can be conferred by means of a formula in
such a way that the power would be exercisable only to the extent holding such power would not,
by itself, cause imposition of any estate tax. Such a formula could effectively be further refined
in such a way so as to have effect only with respect to certain assets in a trust, or to subject to such
power, first, those trust assets having a cost basis for federal income tax purposes as of the day
before the powerholder’s date of death that is the smallest percentage of fair market value as of
the powerholder’s date of death and, then, cascading, in order, to each asset having a cost basis for
federal income tax purposes as of the day before the powerholder’s date of death that is the next
the smallest percentage of fair market value as of the powerholder’s date of death until holding the
power would no longer not cause any imposition of estate tax.

b. Allowing an Independent Trustee or Trust Protector to Grant

A trust instrument could also be drafted in such a way that an independent trustee or a trust
protector may grant a general power of appointment (perhaps, a formula general power of
appointment, as described above) to a beneficiary after having examined the income and transfer
tax consequences of so doing. Conditioning the grant of a general power of appointment to the
determination of an independent trustee or a trust protector may provide more flexibility than
having the trust instrument itself confer the general power of appointment. Consider, however,
whether a given independent trustee or trust protector will have the willingness and sophistication
to grant a general power of appointment to a beneficiary and whether such independent trustee or
trust protector will even be available when needed for such purpose.

C. Decanting, Modification, Non-Judicial Settlements

Even when the provisions of an irrevocable trust instrument would not allow or are
affirmatively designed to prevent inclusion of the value of trust property in the gross estate of a
beneficiary, there are various mechanisms that may be available under state law by which a general
power of appointment could be added to a trust.

Decanting is the process by which a Trustee of an irrevocable trust with discretionary
distribution authority may, without court approval, transfer the trust property into a new, separate
trust. The governing instrument of the new trust has administrative and/or dispositive terms
different from those contained in the original trust instrument. The decanting statutes in the various
states whose laws authorize decanting vary widely. Under many such statutes, however, it would
be possible (or would certainly appear to be possible) for a Trustee to decant to a new trust whose
terms would confer a general power of appointment on a beneficiary, thereby generating basis
step-up with respect to the assets of the trust at the beneficiary’s death. Notice 2011-101, 2011-
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52 I.R.B. 932, requests comments regarding the income, gift, estate and GST tax consequences
arising from a decanting that changes a beneficiary’s interest. Since the IRS has not yet issued
decanting regulations, and has not listed decanting regulations in its latest priority guidance plan,
any decanting that changes beneficial interests should be undertaken with care.

A result similar to the decanting result described above may also be achieved by means of
judicial or non-judicial modification or non-judicial settlement. See, e.g., Sections 111, 411, 412
and 416 of the Uniform Trust Code. In some states and under some circumstances, whether such
a modification or settlement could be used to insert a general power of appointment may turn on
whether such a change would be considered to violate a material purpose of the trust and could be
properly approved by the court.

B. Other Strategies

Additional techniques that a practitioner may utilize to include the value of assets in an
individual’s gross estate and receive a basis step-up include (but are by no means limited to) the
following:

1. Making Outright Dispositions

The clearest, simplest and most direct method of causing inclusion in the gross estate of an
individual of the value of assets is to give or distribute the assets to such individual. Of course,
detailed in part I above, there are many non-tax reasons (the existence and weight of each of which
will vary with each case) for not conferring outright ownership assets.

2. Purchasing or Receiving Distributions of Assets from Trusts or
Partnerships

If certain property has been transferred into a trust, partnership or another vehicle that is
not included (in whole or in part) in the transferor’s gross estate, the transferor may be able to
reacquire such property (by purchase or by receiving distributions) so that such property ends up
included in the gross estate. Alternatively, the property could remain in the trust or other vehicle,
but perhaps it could be modified so that the client has an interest in or power over the trust or other
vehicle sufficient to cause inclusion of the value of such property in the client’s gross estate under
IRC Section 2036(a).

3. Exercising IRC Section 675(4)(C) Power

If the client is the settlor of an irrevocable trust over which the client retained the power to
reacquire assets in exchange for other assets of an equivalent value, the client could exercise such
power to remove low basis assets from the trust in exchange for the client’s high basis assets.

]
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4. Using a Community Property Trust
a. Overview

IRC Section 1014(b)(6) provides, in general, that a surviving spouse’s one-half share of
community property is considered to constitute property “acquired from or to have passed from
the decedent.” Thus, the basis of the surviving spouse’s one-half share of community property is
its fair market value at the date of the predeceased spouse’s death.'? Since, by reason of IRC
Section 1014(b)(1), the basis of the predeceased spouse’s one-half share of community property
would, quite naturally, be established under the general rule of IRC Section 1014(a), the overall
result of IRC Section 1014 is that both halves of community property receive a basis equal to fair
market value at the date of the predeceased spouse’s death.

Married couples residing in community property states can very easily avail themselves of
this remarkable benefit. Obtaining this benefit is more of a challenge for spouses living in common
law property states.!> It may be possible, however, if they are willing to transfer assets to an
Alaska, Tennessee, South Dakota or Florida community property trust.'* A community property
trust is, essentially, a trust whose dispositive and administrative provisions mimic the beneficial
interests and rights of spouses in community property not held in trust. Specifically, each spouse
ultimately has control, during life and at death, unless or until intentionally relinquished, over half
of the assets in trust. In addition, the governing instrument contains a declaration that the assets
transferred to the trust are community property (Alaska and South Dakota) or that the trust is a
community property trust (Tennessee and Florida). South Dakota and Florida laws both impose
requirements that additional language be included in the governing instrument.

Unfortunately, there is no statute, regulation, ruling or case specifically and unambiguously
saying that assets conveyed to a community property trust by a spouse or spouses domiciled in a
common law property state are “community property” within the meaning of IRC Section
1014(b)(6).

b. Three Questions

Three fundamental questions must be addressed in discerning whether assets placed in a
community property trust by nonresidents of Alaska, Tennessee, South Dakota or Florida are
“community property” within the meaning of IRC Section 1014(b)(6). First, will property be
recognized as “community property” for purposes of IRC Section 1014(b)(6) if community
property status was implemented by a voluntary act as opposed to automatically flowing from the
owners’ status of living in a community property state and being married? Second, is it possible
for property to be recognized as “community property” for purposes of IRC Section 1014(b)(6) if
legal title to the property is held in trust? IRC Section 1014(b)(6) became law in 1948, long before
the proliferation of inter vivos trusts, and so it is reasonable to believe that Congress, in enacting
IRC Section 1014(b)(6), did not contemplate that community property could be owned, in a legal

12 IRC Section 1014(a).

13 For ease of reference, in this outline, Alaska, Tennessee, South Dakota and Florida are not included within the term “common
law property state” even though common law property is the default property ownership regime for spouses in all three states.

14 See AS § 34.77.100; Tenn. Code Ann. §§ 35-17-101, et. seq.; S.D.C.L. §§ 55-17-1, et seq.; Fla. Stats. §§ 736.1501, et seq.
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sense, by any person or persons other than spouses outright. Third, in answering the first two
questions, is it relevant that the spouses are nonresidents of Alaska, Tennessee, South Dakota or
Florida and are in fact residents of a common law property state?

The answer to the first question appears to be “probably.” In McCollum," spouses made
a choice (a voluntary act), as then permitted by applicable state law, to own certain real estate as
community property. Following the death of the first to die, the survivor asserted that IRC Section
1014(b)(6) applied in determining the basis of the survivor’s half of the property. The District
Court agreed and distinguished Harmon,'® a Supreme Court case that was somewhat analogous
but did not concern IRC Section 1014(b)(6).!7 Furthermore, in Revenue Ruling 77-359,!% the
Internal Revenue Service ruled that a legally enforceable agreement between husband and wife
(again, a voluntary act) that certain property that had been separate property should henceforth be
considered community property would be recognized for income tax purposes.

The second question seems to be answered definitively by Revenue Ruling 66-283.!° In
that ruling, a husband and wife had transferred their community property to a revocable trust.
Under applicable state law, community property could be held in trust without losing its character
as such. The Internal Revenue Service ruled that, at the death of the predeceased spouse, the basis
of the surviving spouse’s one-half share of the community property held in trust would be
established under IRC Section 1014(a) because of IRC Section 1014(b)(6).

The answer to the third question seems the most elusive. If nonresidents of Alaska,
Tennessee, South Dakota or Florida, residing in a common law property state, were to create in
Alaska, Tennessee, South Dakota or Florida what was ostensibly a community property trust but
whose validity was later determined not to be governed by the law of Alaska, Tennessee, South
Dakota or Florida, IRC Section 1014(b)(6) would be rendered inapplicable because there would
be no community property. To minimize the possibility of this result, it would be important that
the trust have a “substantial relation” to Alaska, Tennessee, South Dakota or Florida (a requirement
seemingly satisfied because, under the applicable community property trust statute, the trust would
be required to have an Alaska, Tennessee, South Dakota or Florida resident Trustee), that
application of Alaska, Tennessee, South Dakota or Florida law not violate a strong public policy
of the state with which the trust has its most significant relationship (a requirement less easily
satisfied depending on the state with which the trust is considered to have its most significant
relationship, the public policies of that state and the strength of those public policies) and that the
trust instrument operate as a valid post-nuptial agreement.?

15 McCollum v. United States, 58-2 U.S.T.C. 19957 (D. Okl. 1958).

16 Commissioner v. Harmon, 323 U.S. 44 (1944).

I7TRC § 1014(b)(6) was not enacted until four years after Harmon was decided.

18 Rev. Rul. 77-359, 1977-2 C.B. 24.

19 Rev. Rul. 66-283, 1966-2 C.B. 297.

20 See Restatement (Second) Conflict of Laws § 270 (1971). See, also, M. Read Moore and Nicole M. Pearl, Coming Soon to Your
State: Community Property, 48 U. MIAMI HECKERLING INSTITUTE ON ESTATE PLANNING (2013).
._____________________________________________________________________________________________________________________________________________________________________________]
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If clients and their advisers approach the community property trust technique with sound
judgment and careful attention to detail, it may in some circumstances be an excellent basis-
boosting strategy.?!

5. Unwinding Family Limited Partnerships

The client may own an interest in an entity such as a family limited partnership by which
the client has removed appreciating assets from the client’s gross estate in exchange for equity
interests that can be discounted for estate tax purposes.’?> Some clients conveyed assets to a
partnership and gifted interests in the partnership over the course of years, seeking to remove the
value of assets from their estates and transfer wealth to the next generation during life at discounted
values. In addition, the partnership agreement may have allowed the original contributors to retain
voting control while gifting non-controlling interests to children and grandchildren. This
technique has been used for decades to facilitate, in some cases, significant transfer tax savings.

However, in this era of historically large basic exclusion amounts, the family may conclude
that the partnership is no longer desirable. It may be possible to “unwind” the entity and bring the
value of the underlying assets back into the client’s gross estate. Of course, this technique is
probably not advisable if the value of the assets to be brought back into the gross estate will likely
cause the client to have some transfer tax exposure after taking into consideration the client’s
applicable exclusion amount.

In addition, there are insidious income tax consequences that may result from terminating
a partnership. Specifically, IRC Sections 704, 737 and 731 present potential hurdles for younger
generations wishing to terminate a partnership within seven years of formation when the
partnership holds highly appreciated assets. If the partnership elects to sell its assets upon
dissolution and distribute cash to the partners, IRC Section 704(c)(1)(A) provides that gain from
the sale of partnership assets “shall be shared among the partners so as to take account of the
variation between the basis of the property to the partnership and its fair market value at the time
of contribution.” Generally, this means that the partnership will allocate any built-in gain on
property to the partner who contributed the property and any excess gain will be allocated pursuant
to the partnership agreement or as the partners agree.?’

a. IRC Section 704

If, however, the partnership wishes to distribute its remaining assets in-kind, a number of
potential issues arise with respect to any gain on partnership property. IRC Section 704(c)(1)(B)
provides that a contributing partner recognizes gain on any property contributed to the partnership
if the property is distributed to another partner within seven years of being contributed. For

2! There are further caveats and complications involved in using community property trusts that are beyond the scope of this outline.
Additional issues include unanticipated gift tax consequences, whether one or both of the spouses desire all the consequences of a
community property arrangement and possible loss or reduction of protection against creditors’ claims.

22 The Internal Revenue Code treats limited liability companies in the same manner as limited partnerships for tax purposes. See
Treas. Reg. § 301.7701-2(c). This discussion uses the term “partnership” as inclusive of family limited partnerships and family
limited liability companies.

2 See Donaldson, Super-Recognition and the Return-to-Sender Exception: The Federal Income Tax Problems of
Liguidating the Family Limited Partnership, 35 Cap. U. L. Rev. 15 (20006).
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example, if Anne contributes property with a fair market value of $100,000 and a basis of $20,000
and that property is subsequently distributed to Bill in year six after partnership formation, Anne
will recognize $80,000 of gain. If the contributing partner receives the same contributed property,
there is no gain recognition (known as the “return-to-sender” exception). The return-to-sender
exception also applies to assignees. Therefore, if Anne assigns her entire partnership interest to
Cory, Cory is then deemed to have contributed the property for purposes of IRC Section 704.
When the partnership’s assets are distributed, Cory will recognize gain unless and to the extent he
receives the contributed property. Treas. Reg. § 1.704-3(a)(7), -4(d)(2). Application of IRC
Section 704(c)(1)(B) can be avoided if each partner has a proportional share of built-in gain and
receives assets pro rata upon dissolution.

b. IRC Section 737

In addition to IRC Section 704, IRC Section 737 provides that a partner who contributes
property with built-in gain to the partnership and subsequently receives an in-kind distribution
from the partnership within seven years must recognize gain equal to the lesser of the IRC Section
704(c) built-in gain or the excess of the fair market value of the property (other than cash) less the
partner’s adjusted outside basis in the partnership (the outside basis reduced by cash received from
the same distribution). The return-to-sender exception applies to IRC Section 737 recognition
events, but, unlike IRC Section 704, it does not apply to assignees of a partner’s interest. Some
argue that this could cause the assignee to recognize gain even if the assignee receives the
assignor’s contributed property.

c. IRC Section 731

Lastly, IRC Section 731(a) provides that a partner will not recognize gain on distributions
except to the extent the money distributed exceeds such partner’s adjusted basis in the partnership
just before the distribution. Marketable securities are treated as “money” under IRC Section 731(c)
for this purpose. The return-to-sender exception also applies to IRC Section 731 recognition
events but does not explicitly apply in the IRC Section 731 context to assignees. Additionally,
IRC Section 731 lacks the seven-year limitation present in IRC Sections 704 and 737.

In applying the various gain recognition rules, IRC Section 704 is applied first, followed
by IRC Section 731, and finally IRC Section 737. See Treas. Reg. § 1.731-2(g)(1)(1); see also
Donaldson, supra, for additional examples and application of the rules.

Thus, while partnerships continue to be a viable planning option, thought should be given
to how long the original partners and their descendants anticipate the partnership will last and what
assets are to be contributed to the partnership at the outset, or significant income tax consequences
may arise.

]
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1Vv. DESIGN AND USES OF LONG-TERM MULTIGENERATIONAL TRUSTS
A. Introduction

Trusts with a duration as long as applicable state law will permit (which duration in many
states is “forever”) continue to have all the transfer tax and income tax potential benefits as such
trust have had since long before the 2017 Tax Act. With the 2017 Tax Act, clearly the impact of
such benefits may be greatly increased. A large gift to a long-term irrevocable grantor trust fully
utilizing a client’s basic exclusion amount, to which the client’s GST exemption is allocated, puts
potentially very substantial value in a vehicle that for the indefinite future escapes estate tax, gift
tax and generation-skipping transfer tax and enables the fine-tuning of income tax consequences
(basis step-up using formula general powers of appointment for beneficiaries and minimizing
income taxes for the trust and its beneficiaries after grantor trust status has ended through the
making of judicious distributions).

Powers of appointment may also facilitate beneficial changes after creation of the trust.
For example, the powerholder may be able to appoint the assets of a trust to an entirely new trust
with different administrative provisions (e.g., governing law; situs; or the spendthrift or investment
provisions or provisions for investment or distribution committees that advise or direct the Trustee)
or dispositive provisions (e.g., removing existing beneficiaries and adding new ones, or changing
the terms under which income and principal may be distributed to one or more beneficiaries).

B. Designing Dispositive Provisions

Long-term trusts can be structured in a variety of different ways to accommodate the
settlor's desires and to enable flexibility to address unknown and unforeseeable future events.

Generally, the governing instrument of a discretionary trust is designed with permissive
language, e.g., the Trustee “may” (as opposed to “shall”’) make distributions. A trust instrument
that employs a totally discretionary distribution scheme ordinarily leaves the determination of
distributions entirely to an independent Trustee to avoid creating an enforceable right in a
beneficiary to receive anything from the trust. The lack of standards or guidelines for the
determination of when and how much will be distributed to the beneficiaries makes wholly
discretionary trusts the most flexible for dealing with future family circumstances in long-term
trusts.

Alternatively, a trust instrument may provide for one or more levels of entitlement by
beneficiaries to distributions such as the right periodically to receive all of the trust’s net income,
a percentage unitrust amount or distributions of income and/or principal based on an ascertainable
standard. The settlor can give the Trustee the power to make distributions in accordance with so-
called “ascertainable standards,” such as, “for the beneficiary’s support, maintenance and
education,” “in the event of sickness, accident, misfortune or other emergency,” etc. These
provisions give the beneficiary an indication of what distribution amounts may reasonably be
expected, as well as what additional financial support might be available. Ascertainable standard-

based distribution schemes reduce flexibility, though, making it more difficult for the Trustee to
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deal with future changed circumstances than would be the case with a wholly discretionary trust —
which could be of concern for settlors of long-term trusts.

The estate planner should also consider the income and transfer tax consequences to the
beneficiaries in designing long-term trusts. Causing the value of low-basis, highly appreciated
trust assets to be included in the beneficiary’s estate may allow for a stepped-up basis with respect
to such assets at the beneficiary’s death. At the same time, so long as the value of the beneficiary’s
gross estate is equal to or less than his or her basic exclusion amount, no federal estate tax will
result.

V. MINIMIZING TRUST-LEVEL INCOME TAXES
A. Drafting and Using Trust Provisions

Trust provisions can be designed and utilized to enable distributions to beneficiaries
(especially those in a lower income tax bracket than the trust) and avoid trust-level income taxes.
A trust document could provide for the mandatory distribution of trust income to a beneficiary.
Alternatively, a trustee could make distributions judiciously carrying out “distributable net
income” (“DNI”) with sufficiently broad dispositive discretion. The beneficiary may also be given
a withdrawal power over a portion of the trust property. Increasing the ability to force distributions
from the trust, however, must be balanced against the loss of creditor protection for any property
subject to distribution. A power of withdrawal may be inappropriate, for example, if the
beneficiary is financially irresponsible and the trust property should instead be preserved in trust.

In pursuing distribution strategies with a tax-saving strategy, a Trustee should be mindful
of his, her or its fiduciary duties to all trust beneficiaries — current, future and remainder
beneficiaries, vested and contingent. By increasing current trust distributions to carry out DNI to
beneficiaries, the Trustee may be making distributions that are excessive in relation to the
distributee’s needs, the size of the trust and the standards set out in the trust’s governing instrument
for the making of distributions. Moreover, by maximizing current trust distributions with a
singular focus on tax planning, the Trustee may be jeopardizing the interests of other or future
remainder beneficiaries by depleting the trust’s asset base and depriving those other or future
remainder beneficiaries of their legitimate beneficial interests in the trust.

B. Distributions of Ordinary Income

Given the current framework of income taxation of individuals and trusts, if given the
discretion and authority to do so, a Trustee may desire to make discretionary distributions so as to
carry out as much of the trust’s taxable income to trust beneficiaries as possible.?* Since the
applicable threshold amount for the top income tax rate of 37% is much higher and, therefore,
more favorable, for individuals than for non-grantor trusts, distributions to trust beneficiaries in
lower tax brackets can offer substantial savings. The differential can be even greater when also
considering state income tax.

24 TRC Section 661.
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Trustees should not, however, overlook the potential impact of the “kiddie tax,” which,
after the 2017 Tax Act, imposes a trust’s income tax rate on certain unearned income shifted from
a trust to the child.?® The kiddie tax generally applies to children under age 18 at the close of the
taxable year but may extend to a child who has not attained the age of 24 at the close of the taxable
year if the child is a student.?® The changes made by the 2017 Tax Act to the kiddie tax expire on
January 1, 2026.

C. Distributions of Capital Gain

As a general rule, capital gains are not included in DNI, except in the year the trust
terminates.”’ Capital gains and losses generally are allocated to principal and benefit (or
disadvantage) the remainder beneficiaries of a trust or the residuary beneficiaries of an estate.

There are exceptions to the general rule which provide that capital gains will be included
in DNI if they are: (1) allocated to fiduciary accounting income; (2) allocated to principal and
“paid, credited, or required to be distributed to any beneficiary during the year” or (3) allocated to
principal and “paid, permanently set aside, or to be used for [charitable] purposes specified in
section 642(c).”*8

With respect to items (1) and (2) above, Treas. Reg. § 1.643(a)-3(a) provides that “except
as provided in 1.643(a)-6 [dealing with foreign trusts] and paragraph (b) of this section, gains from
the sale or exchange of capital assets are ordinarily excluded from distributable net income and are
not ordinarily considered as paid, credited, or required to be distributed to any beneficiary.” Treas.
Reg. § 1.643(a)-3(b) provides that capital gains will be included in DNI “to the extent they are,
pursuant to the terms of the governing instrument and applicable local law, or pursuant to a
reasonable and impartial exercise of discretion by the fiduciary (in accordance with a power
granted to the fiduciary by applicable local law or by the governing instrument if not prohibited
by applicable local law):

(1) Allocated to income (but, if income under the state statute is defined as, or
consists of, a unitrust amount, a discretionary power to allocate gains to income must also be
exercised consistently and the amount so allocated may not be greater than the excess of the
unitrust amount over the amount of distributable net income determined without regard to this
subparagraph (Treas. Reg. §1.643(a)-3(b));

(2) Allocated to corpus but treated consistently by the fiduciary on the trust’s
books, records and tax returns as part of a distribution to a beneficiary; or

(3)  Allocated to corpus but actually distributed to the beneficiary or utilized by
the fiduciary in determining the amount that is distributed or required to be distributed to a
beneficiary.”

25 IRC Section 1(3)(4).

2 See IRC Sections 1(2)(2)(A), 152(c)(3).
27 IRC Section 643(a)(3).

28 IRC Section 643.
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	A. Introduction
	B. Model Rules 1.7 and 1.13
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	C. Unrepresented Parties – Model Rule 4.3
	D. Respect for Rights of Third Persons – Model Rule 4.4(a)

	IV. Representing Disabled Clients
	A. Recognizing a Client’s Disability
	Even if a client has the requisite testamentary capacity to execute estate planning documents, a client’s level of capacity may substantially affect his or her decisions regarding the estate plan.  The estate planner can play a vital role in determini...

	B. General Ethics Standards for Dealing With a Client’s Disability
	Model Rule 1.14 (“Client with Diminished Capacity”) sets forth standards specifically applicable when a client has diminished capacity.  Model Rule 1.14(a) makes it clear that the lawyer’s duty to the client does not end simply because the client may ...

	C. Taking Protective Actions
	1. General Rules Under Model Rule 1.14(b)
	2. Seeking Appointment of a Guardian
	3. Other Protective Measures
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	I. Achieving Basis Step-Up Through Powers of Appointment
	A. Basis Step-Up in General
	B. General Powers of Appointment
	Post-2017 Tax Act,  not only do many clients anticipate having no estate tax issues, they reasonably believe their children and grandchildren will also have no such issues.  Nevertheless, trusts for clients’ children and more remote descendants (at le...
	Not only do many clients anticipate having no estate tax issues, they reasonably believe their children and grandchildren will also have no such issues.  Nevertheless, trusts for clients’ children and more remote descendants (at least until they reach...
	1. By Formula
	2. Allowing an Independent Trustee or Trust Protector to Grant
	3. Decanting, Modification, Non-Judicial Settlements
	4. Use Elderly Parents
	Wealthy clients with elderly less wealthy parents (even incapacitated less wealthy parents) could consider giving low-basis property to an irrevocable trust for the lifetime benefit of a parent, or selling such property in exchange for a note to an ir...
	A client considering this strategy would need to have substantial confidence that the parent would not attempt to divert the property away from the client at the parent’s death and that there would be no undue risk under applicable state law that the ...

	C. Delaware Tax Trap

	II. Non-Tax Uses for Powers of Appointment
	A. Introduction
	B. Refining Perpetual Trusts
	C. Powers to Appoint are Powers to Disappoint
	D. Moving From One Jurisdiction to Another

	III. Selected Issues Addressed by the Uniform Powers of Appointment Act
	A. Overview
	B. Key Elements of the Uniform Act
	1. Nonfiduciary Powers
	The Uniform Act is limited to nonfiduciary powers.  See §102(13).  It does not apply to fiduciary distributive powers.
	2. “Powerholder”
	The Uniform Act replaces the older, confusing term “donee” with the term “powerholder.”  See §102(13).
	3. Terminology and Categories of Powers
	The black letter of the Uniform Act and the Comments to the Uniform Act explain the specialized terminology associated with powers of appointment and the categories into which powers of appointment are divided.  See, e.g., § 102.
	4. Choice of Law
	The creation, revocation, or amendment of the power is governed by the law of the donor’s domicile; the exercise, release, or disclaimer of the power (or the revocation of the exercise) is governed by the law of the powerholder’s domicile at the time ...
	5. Presumption of Unlimited Authority; Exception
	The Uniform Act articulates, as a default rule of construction, that a power falls into the category giving the powerholder the maximum discretionary authority except to the extent the terms of the instrument creating the power restrict that authority...
	6. Permissible and Impermissible Appointees; Fraud on Exercise
	One of the most complex areas when dealing with powers of appointment is ascertaining who are permissible and impermissible appointees.  Three rules are set forth in § 305.
	(1) make an appointment in any form, including an appointment in trust, in favor of a permissible appointee;
	(2) create a general power in a permissible appointee; or
	(3) create a nongeneral power in any person to appoint to one or more of the permissible appointees of the original nongeneral power.

	7. Creditors’ Rights
	The Uniform Act provides rules specifying the rights of the powerholder’s creditors in the appointive property.  These rules vary depending on whether the power is a general power created by the powerholder (§501), a general power created by someone o...
	a. General Power Created by Powerholder
	A general power created by the powerholder will be ineffective to shelter assets from creditors.  See § 501.
	b. General Power Created by Someone Other Than Powerholder
	A general power created by someone other than the powerholder is addressed in § 502.  With an exception for property subject to Crummey withdrawal rights (§ 502(b)), appointive property subject to a general power of appointment created by a person oth...
	c. Crummey Withdrawal Rights
	Crummey withdrawal rights are dealt with in § 503, which provides that a current right to withdraw assets from a trust is a presently exercisable general power of appointment.  However, upon the lapse, release, or waiver of such power, the power will ...
	d. Nongeneral Power
	Property subject to the exercise of a nongeneral power is not subject to the claims of the powerholder’s creditors, as provided in § 504 of the Uniform Act, with two exceptions.  First, if the taker in default of appointment is the powerholder or the ...



	IV. Avoiding Ambiguity and Disputes in Drafting Language Exercising Powers of Appointment
	A. Best Practices for Design of Exercise of a Power of Appointment
	How ought powers of appointment be exercised?  Unsurprisingly, the Uniform Act urges clarity and specificity rather than general exercises of “any” power of appointment that a powerholder has.  However, § 301 articulates additional law beyond this gen...
	(1) if the instrument exercising the power is valid under applicable law;
	(2) if the terms of the instrument exercising the power:
	(a) manifest the powerholder’s intent to exercise the power; and
	(b) subject to Section 304, satisfy the requirements of exercise, if any, imposed by the donor; and

	(3) to the extent the appointment is a permissible exercise of the power.
	(1) “Residuary clause” does not include a residuary clause containing a blanket-exercise clause or a specific-exercise clause.
	(2) “Will” includes a codicil and a testamentary instrument that revises another will.
	(1) the terms of the instrument containing the residuary clause do not manifest a contrary intent;
	(2) the power is a general power exercisable in favor of the powerholder’s estate;
	(3) there is no gift-in-default clause or the clause is ineffective; and
	(4) the powerholder did not release the power.


	B. After-Acquired Powers
	§ 303 sets forth the general rule that a blanket-exercise clause will exercise a power granted after the instrument exercising the power was executed.  Such powers are referred to as “after-acquired” powers – powers acquired any time before a powerhol...

	C. Substantial Compliance With Donor-Imposed Formal Requirements
	A tension in the law that recurs regularly is between the need for bright-line rules and the need to carry out the intent of donors and drafters.  The imposition of specific requirements—wills must have a specific number of witnesses or powers of appo...
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	II. Design of New Estate Planning Documents
	A. Addressing Issues Involving Former Spouse
	1. Dispositive Provisions
	2. Fiduciary Appointment Provisions

	B. Addressing Issues Involving Children
	Depending on the children's ages and station in life, the provisions of a parent's estate plan may well require revision after their parents' divorce.  Some changes may be desirable for reasons unrelated to the divorce, while others may be driven by t...

	C. Powers of Appointment
	D. Life Insurance

	III.
	E. Fulfilling Mandates of Dissolution Decree
	F. Irrevocable Trusts
	1. Judicial Modification
	UTC § 411(b) of the UTC allows a court to modify or even terminate a trust if all beneficiaries consent and the court concludes that continuance of the trust as it stands is not necessary to achieve a material purpose.  Thus, there are two significant...
	Section 412 of the UTC allows a court to modify or even terminate a trust if, because of circumstances not anticipated by the settlor, modification or termination would further the purposes of the trust.  To the extent practicable, the modification mu...
	2. Nonjudicial Modification
	Section 111 of the UTC allows interested persons  to enter into a binding nonjudicial settlement agreement with respect to any matter involving a trust so long the agreement does not violate a material purpose of the trust and includes terms and condi...
	Section 411(a) of the UTC allows the settlor and all beneficiaries to modify or terminate a trust (or requires the court to approve the modification or termination of a trust of the settlor and all beneficiaries consent) even if the proposed modificat...
	3. Decanting


	III. Repositioning and Retitling of Assets
	A. Compiling Accurate and Current Information
	B. Fulfilling Mandates of Dissolution Decree
	C. Tax Consequences of Asset Transfers Between Former Spouses
	1. Income Tax
	2. Gift Tax

	D. Termination of Certain Arrangements
	E. Trust as Vehicle to Facilitate Maintenance Payments

	IV. Updating Beneficiary Designations
	A. Compiling Accurate and Current Information
	B. Life Insurance
	C. Case Law Regarding Spousal Rights in Employee Benefit Plans
	1. Kenn
	edy v. Plan Administrator for DuPont Savings and Investment Plan, 129 S. Ct. 865 (2009), aff’g, 497 F.3d 426 (5th Cir. 2007)
	2. Bec
	ker v. Williams, 777 F.3d 1035 (9th Cir. 2015)
	3. Hebert v. Cunningham, No. 1-17-2135, 2018 WL 6839637, 2018 IL App (1st) (December 28, 2018)


	V. Planning for Possible (or Certain) Remarriage
	A. Premarital Agreement
	However, the agreement must be voluntary and not unconscionable when signed (and, in some jurisdictions, when implemented), and there must be certain financial disclosures between the parties.  Section 6 of the Uniform Premarital Agreement Act.  Furth...

	B. Consider Separate Trust to Maintain Separate Property Status
	In addition to having a premarital agreement, an individual considering remarriage should develop a structure and discipline to facilitate keeping his or property owned before the new marriage separate and apart from property that will acquired after ...
	Although simply maintaining separate bank and brokerage accounts may be sufficient to accomplish this goal, even that approach may lose its effectiveness because of the ease with which such accounts may be re-registered or re-titled.  In fact, as time...
	A better strategy is to establish and take the necessary formal steps, prior to remarriage, to fund a revocable trust which has as its sole or primary purpose the segregation of the settlor's separate property.  A trust, unlike an account with a finan...

	C. Internal Revenue Code Section 121
	In a case in which each party to a prospective new marriage owns a principal residence and the parties intend to sell both residences, if the parties' post-marriage federal income tax filing status will be "married filing jointly," each party should c...
	Another possible approach would be for one of the parties to sell prior to marriage.  Both parties would occupy the remaining residence as their principal residence, while married, for two years and then sell it.  Once again, assuming all requirements...

	D. Timing of Large Gifts
	A fairly obvious point but one not to be forgotten is that the unlimited gift tax marital deduction under IRC § 2523 is available to shelter inter-spousal transfers only when the transferor and transferee are in fact spouses.  Thus, it is important fo...

	E. Grantor Retained Income Trust
	That said, there are transfer tax minimization opportunities to be obtained by entering into certain types of transactions before getting married.  An example of this is a "grantor retained income trust" ("GRIT").  A GRIT is a trust with respect to wh...
	Under IRC § 2702, if an individual transfers property in trust for the benefit of "a member of the transferor's family" and retains an interest in the trust that is not a "qualified interest," the value of the retained interest is considered to be zer...
	A client with a net worth large enough to warrant transfer tax minimization planning and who wishes to provide some financial benefits for the children of his or her spouse-to-be could consider using a GRIT.  Assume such a 60-year-old client transfers...
	Compare the above example to using a zeroed-out GRAT with all the same assumptions as set out above.  While the upfront taxable gift would be zero, the value of the trust property passing to the settlor's then spouse's children would be $638,896, and ...
	Since, under IRC §§ 2702(e) and 2704(c)(2), a spouse's descendants are treated as "members of the family" for purposes of IRC § 2702, if the client were to wait until after the marriage, the GRIT option would no longer be available.
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	I. Taxation and Distribution Rules for IRAs and Qualified Plans Under SECURE Act and CARES Act
	A. SECURE Act
	The SECURE Act (the “Setting Every Community Up for Retirement Enhancement Act of 2019” (P.L. 116-94)) was signed by the President on December 20, 2019.  Sections 114 and 401 of the SECURE Act contain a number of provisions important to estate planner...
	1. Required Beginning Date Change
	2. Introduction of “Eligible Designated Beneficiary” Concept
	3. Minimum Required Distribution Rules Under SECURE Act
	4. Summary of Trust Planning Under SECURE Act

	B. CARES Act
	On June 23, 2020, the Internal Revenue Service (“IRS”) issued Notice 2020-51.  Notice 2020-51 explicitly allows a recipient of a RMD in 2020 to roll it over – essentially reversing the transaction and its otherwise applicable tax consequences.
	The timing of enactment of the CARES Act in relation to the 2020 RMD waiver it grants, however, created a dilemma for those employees who wanted to take advantage of the waiver but at the time of enactment or shortly thereafter had already taken their...
	Other important provisions of the CARES Act include Section 2202, amending IRC § 72, which allows the following:
	 A “qualified individual”  may receive in-service “coronavirus-related distributions” from a plan or IRA of up to $100,000.00 from January 1, 2020 through December 30, 2020 without being subject to the 10% early distribution penalty if the recipient ...
	 A qualified individual may receive loans from a qualified plan of up to $100,000.00 or the employee’s nonforfeitable, accrued benefit (an increase in the loan limit from $50,000 or one-half of the employee’s nonforfeitable, accrued benefit benefit) ...


	II. Roth Conversions
	A. In General
	B. Mechanics of a Conversion
	C. Contributions to a Roth IRA
	D. Distributions From a Roth IRA
	E. Trust as Beneficiary of a Roth IRA
	F. Roth IRAs and Charitable Giving

	III. Using IRAs and Qualified Plans for Charitable Giving
	A. In General
	EXAMPLE:  Assume a client with a taxable estate wants to make a gift at his death of $100,000 to charity, and $100,000 to his niece.  The client has a $100,000 IRA.  Below are the net after-tax consequences if the IRA is given to charity or if the IRA...
	IRA to Charity: IRA to Niece:
	Charity Receives: $100,000 Charity Receives: $100,000
	Niece Receives: $60,000 Niece Receives: $37,800
	IRS Receives: $40,000 IRS Receives: $62,200

	B. Naming a Charitable Remainder Trust as Beneficiary

	IV. Asset Protection for Retirement Assets
	A. ERISA Funds
	B. Non-ERISA Funds
	1. Bankrupt Debtor
	a. Bankruptcy Debtor is the Employee.  As a practical matter, if the bankrupt debtor is the employee, the non-ERISA funds likely will be protected from creditors via one of two broadly-worded, identical exemptions granted by the Bankruptcy Abuse Preve...
	b. Bankrupt Debtor is Beneficiary.  The question of whether the BAPA Exemption applies to non-ERISA funds in the hands of a debtor who is the beneficiary (as, for example, when the debtor is the beneficiary of an inherited IRA), was settled by the Uni...

	2. Non-Bankrupt Debtor
	When the debtor has not filed for bankruptcy, the extent of creditor protection afforded to the debtor’s non-ERISA funds depends on applicable state law, which may provide varying degrees of protection according to whether the debtor is the employee o...
	a. Non-Bankrupt Debtor is Employee
	.  All states except Wyoming have specific statutes granting at least some degree of creditor protection for non-ERISA funds to the non-bankrupt employee, but the extent of the protection depends on the provisions of the particular statute.  Many stat...
	b. Non-Bankrupt Debtor Is Beneficiary
	.  State laws protecting the employee’s interest in non-ERISA funds may not be found to apply when the debtor is the beneficiary.  Notably, Florida, Texas, Missouri and Arizona have passed or amended statutes specifically to protect inherited IRAs (Fl...




	October 2020 Cannon Outline - Contemporary Challenges in Trust Administration.DOCX
	I. Loans to Beneficiaries
	A. Introduction
	B. Loan Mechanics
	1. Legal Power
	2. Documentation

	C. Deciding Whether to Proceed
	1. Proper Purposes
	2. NJSA, Decanting, Modification

	D. Considerations for Making Loans
	1. Where Outright Distribution Not Possible
	2. Where Loan is Preferable to Outright Distribution

	E. Loan as an Investment
	1. Interest
	2. Security
	3. Amount of Loan vs. Size of Trust

	F. Effect of Loan on Trustee’s Relationship With Borrowing Beneficiary

	II. Administration of Trusts for Beneficiaries Dealing With Addiction
	A. Introduction
	B. Identifying the Options
	1. Limited or No Dispositive Discretion Under Trust Instrument
	a. Facility of Payments Provision


	Clearly, the Trustee’s ability to fashion a distributive arrangement where discretion is severely limited or non-existent will be quite restricted.  In this context, a Trustee may consider a few options.  Probably the most obvious and often the easies...
	b. Decanting or Modification

	Decanting may be possible to create or expand discretion in the making of distributions but may not be possible to reduce or eliminate a beneficiary’s “vested interest.”  See, e.g., Uniform Trust Decanting Act § 11(c).  Another approach could be to pu...
	Whether considering decanting or modification, the Trustee may favor altering the trust’s dispositive provisions just to expand inadequate discretion or, in addition, to include language designed specifically to address what the Trustee perceives is n...
	2. Some Dispositive Discretion Under Trust Instrument
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	B. Statutes of Limitation
	1. UFTA and UVTA

	Section 9 of the UFTA and Section 9 of the UVTA provide that a cause of action relating to a fraudulent transfer is extinguished unless an action is brought:
	2. U.S. Bankruptcy Code

	C. Actual Fraud
	A transfer made with actual intent to hinder, delay or defraud creditors may be voidable by a present or future creditor or a Bankruptcy Trustee.  UFTA § 4; UVTA § 4; Sections 548(a)(1) and 548(e) of the U.S. Bankruptcy Code.  Since direct testimony r...
	D. Constructive Fraud
	Some transfers are voidable regardless of the transferor’s intent.  The UFTA and the UTVA allow present creditors (not future creditors) to establish constructive fraud solely based on objective criteria.  UFTA § 5; UVTA § 5.  In practice, counsel for...
	1. Transfer While Insolvent

	The UFTA, the UVTA and the U.S. Bankruptcy Code provide that a transfer is voidable by existing creditors or a Bankruptcy Trustee if:  (a) the transferor does not receive reasonably equivalent value in return; and (b) the transferor is insolvent at th...
	2. Transfer While Intending to Incur Debt

	The U.S. Bankruptcy Code provides that a transfer made by a person who intended to or believed he or she would incur debts beyond his or her ability to pay, and who received less than a reasonably equivalent value in return, may be avoided by his or h...
	3. Transfer Leaving Unreasonably Small Business Capital

	The UFTA, the UVTA and the U.S. Bankruptcy Code provide that a transfer for less than reasonably equivalent value by a person engaged in business is voidable if the transferor’s capital remaining after the transfer is unreasonably small in relation to...

	II. Current State of the Law Regarding Domestic Self-Settled Trusts
	A. Introduction
	B. Primary Requirements for the Trust Instrument
	C. Trust Assets
	D. Settlor’s Retained Interests and Powers
	E. Fraudulent Transfers and Voidable Transactions
	F. Exceptions for Certain Claims
	G. Establishing the Situs of a Trust in a DAPT State
	H. Protection for Lawyers, Trustees and Others

	III. Asset Protection With Spendthrift Trusts and Discretionary Trusts
	A. Spendthrift Trusts
	B. Discretionary Trusts
	1. Introduction
	Even in circumstances in which a trust is not a self-settled trust and a spendthrift provision is not operative or not made a part of the trust instrument, other types of provisions can be used to protect a non-self-settled trust beneficiary’s interes...
	2. Extent of Discretion
	3. Specific Drafting Techniques to Facilitate Asset Protection for Trust Beneficiaries
	 The trust instrument could give the Trustee the power to “spray” trust principal and income among more than one beneficiary, such as the beneficiary and the beneficiary’s descendants, rather than limiting the Trustee’s discretion to a single benefic...
	 The instrument could provide for at least one independent Trustee or trust protector whose consent is required for the distribution of trust property to the beneficiary.
	 The trust instrument could also encourage the Trustee to acquire assets for the use of the beneficiary in lieu of making distributions of trust property to the beneficiary.  The Trustee could also be empowered to make loans to the beneficiary or to ...
	 When the trust instrument confers powers on beneficiaries to withdraw principal, the practitioner should consider also providing the Trustee (or a trust donor) with the power to exclude trust beneficiaries from holding such powers with respect to fu...
	 The trust instrument may provide that the beneficiary’s interest terminates in favor of another beneficiary in the event that the first beneficiary is at any time deemed insolvent, or the trust instrument may provide that an attempted alienation by ...
	 Another alternative involves the conversion of an absolute trust interest into a discretionary trust interest.  See Restatement 3d § 57 (stating that a trust instrument may provide that a beneficiary’s mandatory income interest may become discretion...
	 The trust instrument could provide the Trustee with the power to withhold otherwise mandatory distributions if the Trustee, in the exercise of the Trustee’s sole and absolute discretion, should deem the distributions to be adverse to the beneficiary...


	IV. Unique Rules That Apply in Bankruptcy
	A. Statutes of Limitation
	; DAPTs
	B. Exemptions
	1. Homestead Exemption
	a. Section 522(o).  For debtors choosing state law exemptions, Section 522(o) of the U.S. Bankruptcy Code reduces the value of the exemption for the value of a homestead to the extent that:  (1) such value is attributable to any portion of any propert...
	b. Section 522(p).  Under Section 522(p) of the U.S. Bankruptcy Code, the value of the homestead exemption is limited to $160,375 if the debtor acquired the homestead in the 1,215-day (i.e., three years and four months) period preceding the filing of ...
	2. Non-ERISA Retirement Funds
	a. Bankrupt Debtor is Employee.  As a practical matter, if the bankrupt debtor is the employee, the non-ERISA funds likely will be protected from creditors via one of two broadly-worded, identical exemptions granted by the U.S. Bankruptcy Code.  Under...
	b. Bankrupt Debtor is Beneficiary.  The question of whether the U.S. Bankruptcy Code Exemption applies to non-ERISA funds in the hands of a debtor who is the beneficiary (as, for example, when the debtor is the beneficiary of an inherited IRA), was se...

	When the debtor has not filed for bankruptcy, the extent of creditor protection afforded to the debtor’s non-ERISA funds depends on applicable state law, which may provide varying degrees of protection according to whether the debtor is the employee o...
	c. Non-Bankrupt Debtor is Employee
	.  All states except Wyoming have specific statutes granting at least some degree of creditor protection for non-ERISA funds to the non-bankrupt employee, but the extent of the protection depends on the provisions of the particular statute.  Many stat...
	d. Non-Bankrupt Debtor Is Beneficiary
	.  State laws protecting the employee’s interest in non-ERISA funds may not be found to apply when the debtor is the beneficiary.  Notably, Florida, Texas, Missouri and Arizona have passed or amended statutes specifically to protect inherited IRAs (Fl...
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