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DRAFTING AND EXERCISING POWERS OF APPOINTMENT

By:  Mark A. Jacob
I. INTRODUCTION


This article will generally describe powers of appointment and their tax aspects.  It will then focus on various aspects of exercising and drafting powers of appointment, including state law and federal law restrictions such as the rule against perpetuities and the Delaware tax trap.


This article is adapted from and an update to the following two articles: Charles E. King & Shyla R. Buckner, How Powers of Appointment Work State Bar of Texas 9th Annual Advanced Drafting: Estate Planning and Probate Course (1998) and Stephanie Donaho, Powers of Appointment: When Do You Want Them and How Do You Avoid Them? State Bar of Texas 7th Annual Advanced Drafting: Estate Planning and Probate Course (1996).

II. GENERAL

A. State Law

1. Definition


A power of appointment is a power of disposition given to a person (the "powerholder") over property not his own, by someone (the "creator") who directs the mode in which the power shall be exercised by a particular instrument.  Wright v. Greenberg, 2 S.W.3d 666, 670-71 (Tex. App.—Houston [14th Dist.] 1999, pet. ref'd) (citing Republic Nat'l Bank v. Fredericks, 283 S.W.2d 39, 46 (Tex. 1955)).

2. Nature of Power of Appointment


A power of appointment is not a property interest, but is a mere right or power. Krausse v. Barton, 430 S.W.2d 44 (Tex. Civ. App.—Houston [1st Dist.] 1968, writ ref'd n.r.e.).  The authority given to the powerholder does not vest in him or her any interest in the property subject to the power. Id.  

3. General Power vs. Special Power


For state law purposes, a distinction is drawn between a power of appointment that can be exercised in favor of the powerholder or the powerholder's estate, which is a general power of appointment, and a power that can be exercised in favor of a limited class that does not include the powerholder or the powerholder's estate, which is called a special power of appointment. G.A.C. Halff Found. v. Calvert, 281 S.W.2d 178 (Tex. Civ. App.—San Antonio 1955, writ ref'd n.r.e.).  A possible difference may exist between a general power of appointment for state law purposes and a general power of appointment for federal tax purposes (see discussion in Section II.B.1 of this article for the federal tax law distinction).  For example, a power of appointment that could be exercised only in favor of descendants of the powerholder or creditors of the powerholder's estate may be considered a special power of appointment for state law purposes, but is a general power of appointment for federal tax purposes.  There is no authority addressing whether a court would uphold such a difference between state and federal law.  But, if the difference was recognized, it could be important in a situation where state law draws a distinction between general powers and special powers, such as in the creditor context (see discussion in Section 4 below).  

4. Creditors' Rights


An important issue involving powers of appointment is when creditors of the powerholder can reach the assets subject to the power of appointment.  Where the powerholder has only a special power of appointment, the power is not beneficial to the powerholder and cannot be reached by his creditors.  In re Shurley, 171 B.R. 769, 786-87 (Bankr. W.D. Tex. 1994). 


Generally, in a non-bankruptcy context, creditors cannot reach the assets over which someone holds an unexercised general power of appointment either. Page on the Law of Wills § 45.24 (3rd ed. 1962); Scott and Fratcher, The Law on Trusts § 147.3 (4th ed. 1987).  Several state statutes (not including Texas) provide that the creditors of a powerholder with a general power of appointment can reach the property, even if he or she does not exercise the power. Scott and Fratcher, The Law on Trusts § 147.3 (4th ed. 1987).  Where a general power of appointment is conferred by the creator on himself or herself, the power can be reached by his or her creditors, whether or not the power is exercised.  Id.  


Where a general power is exercised in favor of persons other than the powerholder's creditors, the rule of a majority of jurisdictions is different than in the case of an unexercised power.  Most states (presumably including Texas) follow the rule that where a general power of appointment is exercised in favor of persons other than the powerholder's creditors, the assets subject to the power are deemed in equity part of the powerholder's estate for the purpose of enforcing claims of his or her creditors. See Scott and Fratcher, The Law on Trusts § 147.3 (4th ed. 1987).


The only clear authority addressing creditor issues involving powers of appointment in Texas appears to be that the lapse of a beneficiary's withdrawal rights over a portion of trust property does not compromise a trust's spendthrift protections if the value of the assets subject to the withdrawal right do not exceed the annual exclusion amount.  Tex. Trust Code § 112.035(e).


In the event of bankruptcy, the bankruptcy trustee is vested with all powers that the party filing bankruptcy might have exercised for his or her own benefit.  11 U.S.C.A. § 541.  Special powers of appointment are specifically excluded by this statute from the bankruptcy estate, since they are, by definition, not exercisable for the benefit of the powerholder.  On the other hand an inter vivos general power of appointment should clearly be able to be exercised by a bankruptcy trustee.  In re Shurley, 171 B.R. 769 (Bankr. W.D. Tex. 1994).


Testamentary general powers seemingly should not be included in the bankruptcy estate, since they cannot be exercised by the powerholder during lifetime.  Section 541(c) of the Bankruptcy Code, however, indicates that a powerholder-debtor's testamentary general power should be included in the bankruptcy estate.  Note, Powers of Appointment Under the Bankruptcy Code, 72 Iowa L. Rev. 1041, 1050-51 (1987).  The question with regard to testamentary general powers of appointment then becomes whether the bankruptcy trustee is burdened with the same testamentary condition imposed upon the powerholder; i.e., waiting until the powerholder's death to exercise.  It appears that the trustee should be burdened with the testamentary condition so the trustee would most likely find the "asset" to have no value.  However, if the assets subject to the power are of great enough value, a court may allow the bankruptcy estate to remain open until the death of the powerholder, so the power could be exercised by the bankruptcy trustee.

5. Conflicts of Laws


Interesting conflicts of laws issues can arise in the context of powers of appointment.  The creator and the powerholder may not be domiciled in the same jurisdiction.  In addition, the assets subject to the power of appointment may be located in different jurisdictions.  The drafter of a power of appointment should consider conflicts of laws carefully to avoid unintended results.


One of the important questions that can arise under state law is whether a power of appointment is validly exercised.  Since the law differs among states as to what language is sufficient to exercise a power of appointment, the determination of which state's law governs can be crucial.  For example, states are split as to whether typical residuary clauses can exercise powers of appointment.  


HYPOTHETICAL QUESTION:  Assume that creator lives in State A when he creates an inter vivos trust for a child who lives in State B and gives the child a special power of appointment.  Then, creator moves to State B.  At the time of creator's move, the laws of both State A and State B provide that a typical residuary clause intending to pass "all assets in which Decedent has an interest" validly exercises a power of appointment.  Subsequent to the move, State A passes a statute that says a provision intending to exercise a power of appointment must specifically refer to the power.  After the change in the law, the child executes a will with a typical residuary clause and then dies.  At the time of his death the trust owns the child's house (in State B) and marketable securities.  Is the residuary clause a valid exercise of the power of appointment?


ANSWER:  If the asset subject to a power of appointment is real property, then the law of the jurisdiction where the property is located likely governs the exercise.  As a result, the law of State B would likely govern with respect to the house and the exercise would be valid.  With respect to personal property, the creator's domicile at the time of creation of the power generally controls.  Scott and Fratcher, The Law on Trusts § 642 (4th ed. 1987).  So, State A's law would govern the exercise with respect to the marketable securities.  Even though the jurisdiction is based on the creator's state of domicile at the time of creation, the courts look to what the state law says at the time of an exercise of the power instead of the time of creation.  Id.  Since the statute was passed in State A requiring specific reference to the power of appointment before the exercise, the residuary clause of the child's will would likely not be a valid exercise with respect to the marketable securities.


In a situation where a new trust is created by the exercise of a power of appointment, the question arises as to what law governs the administration of the trust.  This is where a planning opportunity could arise.  If the creator of a power of appointment states in the instrument an intent for a specific state's law to govern the exercise of the power and any future trusts created thereby or if it states an intent for the powerholder to be able to establish that type of administrative provision, then such intent should be given effect.  A. James Casner, Estate Planning § 12.12.5 (5th ed. 1988).  

6. Release of a Power of Appointment

Chapter 181 of the Texas Property Code allows for broad flexibility in releasing a power of appointment.  Unless the creating instrument provides otherwise, a powerholder may: (a) completely release a power of appointment; (b) release a power of appointment as to specific property subject to the power; (c) release the power as to a person in whose favor a power may be exercised; or (d) limit in any respect the extent to which the power may be exercised.  Tex. Prop. Code § 181.051.  


A release of a power pursuant to this statute must be in writing, acknowledged and delivered as follows: (a) to the person or in the manner specified in the instrument creating the power; (b) to an adult, other than the powerholder, who may take any of the property in default of an exercise of the power or in whose favor the power could be exercised; (c) to a trustee or co-trustee of the property subject to the power; or (d) to an appropriate county clerk for recording.  Although a guardian of an estate most likely cannot exercise a power of appointment of the ward, a guardian may release a ward's power of appointment.  Tex. Prop. Code § 181.053.


The release of a general power of appointment would likely have adverse tax consequences, unless it met the requirements of a qualified disclaimer.  For a discussion of the tax consequences of such a release see Section II.B.4 of this article.  However, the ability to release a power of appointment could prove valuable for non-tax reasons.  For example, if a conflict exists between the current beneficiary of a trust who holds a power of appointment and the remainder beneficiaries of the trust, modifying the power of appointment may be a way to ameliorate the conflict.

7. Probate Issues

Exercising a testamentary general power of appointment over trust assets can create interesting probate questions.  The court in Krausse v. Barton held that the decedent intended to exercise her power of appointment to "merge" the assets subject to the power of appointment with her residuary estate, which made the assets subject to the debts and administration expenses of the estate. 430 S.W.2d 44, 48-49 (Tex. Civ. App.—Houston [1st Dist.] 1968, writ ref'd n.r.e.).  Does this mean that when a decedent exercises a testamentary general power of appointment, the trustee should deliver the assets to the decedent's executor instead of to the beneficiaries of the exercised power?  The answer may depend on the language of the will.  The Krausse court focused on the language in the will in finding an intent to merge the appointed assets with the decedent's probate assets.  


If a testator does not desire that assets over which he or she exercises a general power of appointment be subject to probate debts and expenses, then the debt and expense allocation clause should clarify that intent.  Additionally, the will should not blend the appointed assets with the residuary estate or other bequest from which the debts and expenses are to be paid.

B. Federal Law

1. General Powers of Appointment


Section 2041 of the Internal Revenue Code governs the estate taxation of powers of appointment.  For federal tax law purposes, a distinction is made between general powers of appointment and non-general powers of appointment.  A general power of appointment generally means a power that is exercisable in favor of any of: the powerholder; the powerholder's estate, the powerholder's creditors; or the creditors of the powerholder's estate (the "General Power Categories").  I.R.C. §§ 2041(b) and 2514(c).  Some exceptions to the general definition, which are detailed below, include powers limited by an ascertainable standard relating to the health, education, maintenance and/or support and powers exercisable only in conjunction with either the creator or a person having "a substantial interest in the property" whose interest is adverse to the exercise of the power in favor of the powerholder. Id.

2. Non-General Powers of Appointment

A non-general power of appointment means any power of appointment that is not a general power of appointment.  Some examples of non-general powers of appointment are:

a. A power exercisable only in favor of one or more designated persons or classes other than the powerholder, the powerholder's estate, the powerholder's creditors or the creditors of the powerholder's estate, Treas. Reg. § 20.2041-1(c)(1)(a);

b. A power expressly not exercisable in favor of the powerholder, the powerholder's estate, the powerholder's creditors or the creditors of the powerholder's estate, Treas. Reg. § 20-2041-1(c)(1)(b);

c. A power to consume, invade or appropriate income or corpus, or both, for the benefit of the powerholder which is limited by an ascertainable standard relating to health, education, maintenance or support of the powerholder, Treas. Reg. § 20.2041-1(c)(2); 

d. A power which is not exercisable by the powerholder, except with the consent or joinder of the creator of the power, Treas. Reg. § 20.2041-3(c)(1); and

e. A power which is not exercisable by the powerholder except with the consent or joinder of a person having a substantial interest in the property subject to the power which is adverse to the exercise of the power in favor of the powerholder, the powerholder's estate, the powerholder's creditors or the creditors of the powerholder's estate. Treas. Reg. § 20.2031-3(c)(2).

3. Creation of General Powers of Appointment

General powers of appointment may be created in various ways, including: 

a. an expressly stated power granting the powerholder the ability to appoint property to any one or more of the parties in the General Power Categories without being limited to an ascertainable standard; 

b. a fiduciary power by which the fiduciary would have the power to distribute assets to any of the parties in the General Power Categories; 

c. a fiduciary power which would permit the fiduciary to use assets for the satisfaction of the payment of the fiduciary's estate taxes, debts or other charges enforceable against his or her estate or to use for the discharge of the fiduciary's legal obligations of support; or 

d. exercising a non-general power of appointment to create a new power of appointment that can be validly exercised to postpone the vesting of an interest in the property for a period ascertainable without regard to the date of the creation of the first power.  The last category is referred to as the "Delaware tax trap" and is discussed in more detail in Section II.F.3 of this article.

4. Taxation of General Powers of Appointment

With respect to powers of appointment granted after October 21, 1942, a decedent is subject to federal estate tax on the value of any property over which he or she holds a general power of appointment at the time of death. I.R.C. § 2041(a).  In addition, a decedent is generally subject to federal estate tax on the value of any property over which he or she released (or allowed to lapse) a general power of appointment in such a manner that it would have been brought back into his or her estate pursuant to Sections 2035 through 2038 of the Internal Revenue Code.  An exception to the taxation of a release of a general power of appointment is when the release results from a lapse of a power of appointment where  the property that could have been appointed by exercise of the lapsed power does not exceed, at the time of the lapse, the greater of $5,000 or 5% of the value of the assets out of which the exercise of the lapsed power could have been satisfied. I.R.C. §§ 2041(b)(2) and 2514(e).

5. Disclaimers of Powers of Appointment


As discussed in Section II.A.6 of this article, under Texas law a power of appointment can be disclaimed or released at any time.  However, a disclaimer of a power of appointment will avoid being taxed as a release of a power only if it meets the requirements of a qualified disclaimer under Section 2581 of the Internal Revenue Code.  Treas. Reg. § 20.2041-3(d)(6)(i).  One requirement to be a qualified disclaimer for federal tax purposes is that a disclaimer of a power of appointment must be delivered to the appropriate party no later than nine months after the later of (a) the date on which the transfer creating the interest in the disclaimant is made or (b) the date on which the disclaimant attains the age of twenty-one years.  Treas. Reg. § 25.2518-2(c)(1).  However, this timing requirement is applied differently for general powers and non-general powers.

a. General Powers


The person to whom a general power of appointment is granted has nine months to disclaim the power after the date of the transfer creating the power.  A person to whom any interest in the property subject to the general power might pass by reason of its exercise, release or lapse must make the qualified disclaimer within a nine-month period after the exercise, release or lapse.  Treas. Reg. § 25.2518-2(c)(i).

b. Non-General Powers


In contrast, the holder of a non-general power of appointment, permissible appointees and takers in default of the power must disclaim their interest within nine months after the original transfer that created the power, or upon attaining age twenty-one years.  Id.  Although it is unlikely that the possible beneficiaries under a special power of appointment would want to disclaim, the rule mysteriously requires that all possible takers under the power must disclaim within nine months after the creation of the power.

c. Separate Interest


A power of appointment is treated as a separate interest from the property subject to the power.  A power of appointment over property may be disclaimed independently from any other interest the powerholder has in the property.  Treas. Reg. § 25.2518-3(a)(1)(iii).  For example, if a beneficiary is given the right to receive all of the income from the assets in a trust and is given a power of appointment over the assets, the beneficiary is able to make a qualified disclaimer of the power of appointment, even though he retains the right to the income.  See Treas. Reg. § 25.2518-3(d) ex. 21.

d. Disclaimer of a Power With a Retained Power to Direct


The previous paragraph explains how a powerholder can disclaim a power of appointment while retaining an interest in the assets subject to the power.  However, the disclaimer may not be qualified if the powerholder retains the ability to direct the beneficial enjoyment of the assets subject to the power.  The disclaimer of a power of appointment is a qualified disclaimer only if the right to direct the beneficial enjoyment of the property retained by the powerholder is limited by an ascertainable standard.  Treas. Reg. § 25.2518-3(a)(1)(iii).  Therefore, a beneficiary could disclaim a general power of appointment over trust assets of which the beneficiary is the trustee and life beneficiary so long as the distributions to the beneficiary are limited to an ascertainable standard.  Id.  


However, if a powerholder is the trustee of the trust and may make distributions either to himself or to other beneficiaries not limited to an ascertainable standard, then the powerholder could not make a qualified disclaimer. Treas. Reg. § 25.2518-2(e)(1).


Similarly, a disclaimer of an interest in a trust while retaining a special power of appointment over the assets of the trust would not be a qualified disclaimer because of the retained discretionary power to allocate the enjoyment of the interest (not limited to an ascertainable standard).


A beneficiary other than a spouse cannot disclaim a gift in fee which would then pass (without discretion) into a trust of which the disclaimant has an interest.  However, a beneficiary may disclaim a general power of appointment over a trust and retain an interest and power under appropriate circumstances.  The following is an example:  A trust is created for a beneficiary which provides for the payment of all income to the beneficiary, for invasions of principal for the beneficiary's benefit, and which gives the beneficiary a testamentary general power of appointment over the trust corpus.  The beneficiary can disclaim the power to appoint and retain the beneficial interest in the trust income and principal if the beneficiary is not the trustee.  If the beneficiary is the trustee, then his fiduciary right to direct the beneficial enjoyment of the trust property must be limited to an ascertainable standard.  Lynn P. Hart, 28 Miami Institute on Estate Planning ¶ 1404.3 (1994).

e. Disclaiming Potential Beneficiaries of a General Power of Appointment Not Permitted


It does not appear that a powerholder of a testamentary general power of appointment can disclaim only his or her ability to appoint the property to the powerholder, the powerholder's estate, the powerholder's creditors or the creditors of the powerholder's estate, while retaining the power to appoint the property to anyone else.  Id.  In effect, this means one cannot partially disclaim a general power of appointment to make it a special power of appointment.

f. Passage Without Direction


A disclaimer is not a qualified disclaimer unless the disclaimed interest passes without any direction on the part of the disclaimant.  Treas. Reg. § 25.25182(2)(1).  Therefore, if the disclaimant has the power after the disclaimer to direct the redistribution or transfer of the disclaimed property or interest in property to another person without the limitations of an ascertainable standard, then no exemption from the transfer tax rules will apply.  


The bypass trust, for example, should not grant a special power of appointment to the surviving spouse if that trust is the possible recipient of disclaimed property.  If a power of appointment is desired for the bypass trust, the drafter might consider including the following language to create a separate trust for such assets:

SAMPLE LANGUAGE: Notwithstanding any other provisions of this will, should any beneficiary of my estate or of any trust provided for herein validly disclaim any property interest hereunder, then with respect to the property interest so disclaimed (and not otherwise) the person making such disclaimer shall be deemed to have predeceased me for all purposes hereunder; provided, however, that if the person disclaiming is my spouse and if the property interest so disclaimed:  (i) is an interest in property which was not part of my probate estate and which passes to the Trustee as a result of such disclaimer by my spouse; (ii) is an interest in employee benefits (as defined in this will) in the name of my spouse; or (iii) would otherwise have passed as a part of my Residuary Estate, then with respect to such disclaimed property interest, my spouse shall not be deemed to have predeceased me, but such disclaimed property interest shall pass to and be administered in a sepa​rate trust but otherwise in the same manner provided for the administration and distribution of the bypass trust, except that my spouse shall have no power to appoint any such property and my spouse, while acting as Trustee hereunder, shall have no authority to distribute any such property to my descendants which is not limited to an ascertainable standard.  After the death of my spouse, the Trustee shall combine any such separate trust with any parallel trust then existing for an identical beneficiary under this will.

III. EXERCISING POWERS OF APPOINTMENT

A. Exercise By Will Or By Deed


Unless the method of exercising a power of appointment is stated by the creator, the powerholder may exercise it by deed or by will.  Page on the Law of Wills § 45.20 (3d ed. 1962).  A power to dispose of property in some specified way cannot be validly exercised in an entirely different way.  If the provision that creates the power states that it must be exercised so as to pass an interest during the life of the donee, the donee cannot exercise the power by will.  Likewise, a power to appoint by will cannot be exercised by deed.  Id.  If the power is to be exercised by will, the donee must comply with the statutory requirements for execution of a will in order to exercise it effectively.  


Whether a power has been exercised by the powerholder depends upon the powerholder's intention.  Republic Nat'l Bank v. Fredericks, 283 S.W.2d 39, 46-47 (Tex. 1955).  There are three methods by which the intent to exercise a power of appointment can be manifested:  (1) by reference to the power; (2) by reference to the property which is the subject of the power; or (3) by a provision which would not be operative or could not be given effect except by an exercise of the power.  Id. at 47.  


The common understanding in Texas has been that a typical residual gift in the will of a powerholder is insufficient to exercise a power of appointment. 


However, a recent case out of a probate court in Houston raises questions about this issue.  The case of Wright v. Greenberg, 2 S.W.3d 666 (Tex. App.—Houston [14th Dist.] 1999 pet. ref'd) involved the determination of whether the will of a powerholder validly exercised his power of appointment.  The powerholder's will stated in the introductory provisions that he intended to dispose of all of his property by his will, including "any property over which I may have a power of appointment," but did not make any reference to the power of appointment granted to him in his deceased wife's will.  Id. at 669.  The residuary clause of his will left the "rest, residue and remainder" of his assets to a trust.  The 14th District Court of Appeals cited the Republic Nat'l Bank case in setting forth the three possible methods to manifest an intent to exercise.  Id. at 671.  The court acknowledged that the will clearly did not meet the 2nd or 3rd method, so the issue became whether the will referred to the power of appointment.  In somewhat of a surprise, the court found that the language of the will: (i) did refer to the power of appointment, through the language stating an intent to dispose of any property over which he had a power of appointment, and (ii) intended to pass the assets subject to the power as part of his residuary estate. Id. at 672.


One factor that possibly could distinguish this case from other situations is that the wife's will, which created the power of appointment at issue, did not require a specific reference to the power of appointment for a valid exercise.  However, since the court found that the powerholder's will did, in fact, refer to the power of appointment, then it is not clear whether it would have mattered whether the wife's will required a specific reference.


Drafting Tip: Although the Wright case may cause some uncertainty regarding this issue, it is still advisable to require that the instrument exercising the power of appointment specifically refer to the power of appointment.

SAMPLE LANGUAGE: The Trustee shall distribute the remaining principal and income of the trust created for the beneficiary under this Paragraph in such proportions and in such manner, outright, in trust or otherwise (including, but without limitation, the grant of a presently exercisable general or non-general power of appointment), to or for the benefit of any one or more persons or entities as may be appointed by specific reference to this power of appointment in the will of such beneficiary admitted to probate.  

B. Appointment In Trust


A person who has a power of appointment over property may wish to appoint it to a further trust instead of appointing it directly to the person whom he or she desires to benefit.  The question of whether an appointment in trust, rather than outright, is a proper exercise of the power is determined by the intent of the creator as expressed in the instrument creating the power.  Bogert, The Law of Trusts and Trustees § 43 (2d ed. rev. 1984); Restatement (Second) of Trusts § 17.


As a general rule, the powerholder of a general power of appointment can appoint assets subject to the power into a trust.  However, there is a split of authority as to whether the powerholder of a special power of appointment can appoint into a trust for the benefit of permissible appointees.  In some states, in the absence of a contrary intent expressed by the creator, the courts have held that the powerholder of a special power can appoint in trust.  See Restatement (Second) of Trusts § 17, cmt. f.  In other states, however, it has been held that the donee of a special power cannot appoint in trust, and the appointed property must be transferred absolutely to one or more persons designated or described as the objects of the power, unless the instrument creating the power expressly provides for such.  In some of these cases, the court's decision was based on the language used in creating the power. For example, courts have required that the property vest absolutely in the eligible person selected by the donee based upon the language directing that the appointed property be "divided and paid over" or "transferred" "to or among" such persons.  Bogert, The Law of Trusts and Trustees § 43 (2d ed. rev. 1983); Restatement (Second) of Trusts § 17.


The Restatement of Properties § 358 liberally construes the language of the instrument in which a special power is conferred, and states "if, but only if, the donor does not manifest a contrary intent, the donee of a special power can effectively: (a) appoint at one time or make several partial appointments at different times, where the power is exercisable inter vivos; (b) appoint present or future interests or both; (c) make appointments with conditions and charges; (d) make appointments with restraints on alienation upon the appointed interests; and (e) appoint interests to trustees for the benefit of objects."


Drafting Tip: Texas has no definitive case determining whether a powerholder of a special power of appointment can appoint in trust if the instrument creating the power does not specify.  Therefore, it is important when drafting powers of appointment to specify the powerholder's intent.

SAMPLE LANGUAGE: The Trustee shall distribute the remaining principal and income of the trust created for the beneficiary under this Paragraph in such proportions and in such manner, outright, in trust, or otherwise (including, but without limitation, the grant of a presently exercisable general or non-general power of appointment), to or for the benefit of . . .

C. Timing Of Exercise


A power of appointment granted in the creator's will is not effectively created until the creator dies.  However, the mere fact that the powerholder executes a will exercising the power prior to the death of the creator does not invalidate the appointment.  Additionally, the appointment is not invalid even though the will of the powerholder was executed before the creator executed the will by which the power was created.  If the creator predeceases the powerholder, the power is deemed exercised after it comes into existence, unless the creator or powerholder manifests a contrary intent.  Restatement of Property § 344.


Drafting Tip: In the case where a powerholder expresses an intent to exercise all powers he or she might have upon death, this rule could be very important.  The possibility of the testator unexpectedly becoming a powerholder between the execution of the testamentary documents and death should be kept in mind when drafting testamentary documents. 


Powers of appointment cannot be exercised if the powerholder dies before the power is created.  Scott and Fratcher, The Law on Trusts § 54.4 (4th ed. 1987).  A testator may, however, manifest an intention that his property pass in accordance with the will of another, even though the other should predecease him.  Id.  This result is better explained under the doctrine of "acts of independent legal significance" rather than by the use of the doctrine of powers.  Page on the Law of Wills § 45.8 (3d ed. 1962).
D. Restrictions Imposed By Document


Obviously, the document creating the power of appointment may contain express limitations or restrictions regarding the beneficiaries of the power of appointment.  As stated previously, any attempted exercise inconsistent with the limitations or restrictions would be invalid.  Similarly, if the powerholder is able to exercise a power of appointment to create a new trust and to give a further power of appointment, the drafter of the new power of appointment must be careful to make sure it cannot be exercised in a manner inconsistent with the limitations or restrictions on the original power.


For example, assume the powerholder is the beneficiary of a trust over which he is given a testamentary special power of appointment.  The power allows him to appoint the trust assets outright or in trust (including the granting of a further power of appointment) to or for the benefit of (a) the descendants of the creator of the power or (b) charities.  The powerholder desires to exercise the power of appointment to create a lifetime trust for his child and to give the child a further special power of appointment.  The drafter of the powerholder's testamentary documents should be careful to limit the child's power of appointment, following the definitions of descendants and charities contained in the creator's trust instrument. In addition, the drafter should be careful that in absence of the exercise of the power of appointment, the assets of the child's trust are not able to pass beyond the class of permissible appointees.  For example, a typical provision passing assets to the child's heirs at law in absence of descendants could possibly pass the assets to a person who would not be a permissible beneficiary of the trust assets.


Drafting Tip: In addition to paying careful attention while drafting the terms of the appointed trust, the drafter should consider a savings clause to cover this possibility.

SAMPLE LANGUAGE: Notwithstanding any other provisions in this will, under no circumstances shall any assets that are passing hereunder pursuant to the power of appointment granted to me in the Last Will and Testament of [creator] ever be distributed from any trust created hereunder or any trust created by the exercise of a further power of appointment granted hereunder to any party other than the descendants of [creator] or charities, as such terms are defined in the Last Will and Testament of [creator].  


If the restrictions imposed on the exercise of the original power of appointment in the described situation are significant, then that would be another reason to segregate the appointed assets into a separate trust from the other assets passing under the powerholder's will.  Commingling all of the assets in the same trust would subject all of the assets to the restrictions imposed on the appointed assets.

E. Rule Against Perpetuities

1. General Rule


Another important restriction that must be kept in mind when exercising powers of appointment is the rule against perpetuities.  The Texas rule against perpetuities is found in Article I, Section 26 of the Texas Constitution and in Section 112.036 of the Texas Trust Code.  The statute states:  "An interest is not good unless it must vest, if at all, no later than twenty-one years after some life in being at the time of the creation of the interests, plus a period of gestation."  Tex. Trust Code § 112.036.  Any interest in real or personal property or an interest in a trust may be reformed or construed as provided by Section 5.043 of the Texas Property Code, which specifically states that the reformation Section applies to an appointment made on or after September 1, 1969, regardless of when the power was created. Tex. Prop. Code § 5043(d).


If the powerholder has an inter vivos general power of appointment, the powerholder is regarded as the owner of the appointed assets for the purpose of applying the rule against perpetuities, meaning that the measuring lives are determined at the date the power is exercised, rather than at the earlier date when the power was created.  A. James Casner, Estate Planning § 12.2.2 n.6 (5th ed. 1988).


However, if the powerholder has a special power of appointment or a testamentary general power of appointment, then the significant date for measuring the period of the rule against perpetuities, so far as the appointed assets are concerned, is the date the power was created.  Id. n.8.


A special power of appointment or testamentary general power of appointment exercised in favor of an unborn person is, therefore, invalid.

EXAMPLE:  Creator establishes a lifetime trust for a beneficiary, which then passes assets to such descendants of the beneficiary as he shall appoint in trust.  The beneficiary appoints to his child (unborn at creator's death), for life, remainder to the beneficiary's grandchildren.

The gift to the grandchildren when read back into the creator's will, is a gift to the children of an unborn person and, hence, is too remote.  Leach, Perpetuities in a Nutshell, 51 Harvard L. Rev. 638, 653 (1938).  Facts and circumstances existing at the date the appointment is made must be considered in determining the validity of the exercise of the appointment.  Id. at 654.  Thus, in the example above, if the child was living at the time of the creator's death, then the appointment to his children would be valid.  


Drafting Tip: As discussed above with respect to other restrictions, care must be taken to provide for the vesting of all interests within the period of the rule against perpetuities as measured from the date of the creation of the power, unless an inter vivos general power is involved.  A typical perpetuities savings clause will not likely cure the problems relating to the appointed property.  

SAMPLE LANGUAGE: Notwithstanding any other provision in this will, all trusts created hereunder pursuant to the exercise of a power of appointment and all trusts created by the exercise of a further power of appointment granted over such appointed trusts shall terminate upon the expiration of the period of the rule against perpetuities applicable to the Last Will and Testament of [creator].  All of the assets of such trust shall then be distributed to the beneficiary thereof or shall vest and be held pursuant to the terms of [contingent trust provision].


In recent years, several states have passed legislation to modify or abolish the rule against perpetuities. See, e.g. 25 Del. C. § 503 (Delaware); Alaska Stat. § 34.27.050 (Alaska); A.R.S. §§ 14-2902 and 14-2905 (Arizona); FSA 689.225(5) (Florida); Idaho Code § 55.111 (Idaho); 765 ILCS 305/3; (Illinois); MRSA § 101-A (Maine); Md. Estates and Trusts Code Ann. § 11-102 (Maryland); NJSA 46:2F-9 (New Jersey); Ohio Rev. Code 2131.09(B) (Ohio); R.I. Gen. Laws § 34-11-38 (Rhode Island); South Dakota Code 43-5 (South Dakota); and Wisconsin Code Ann. 700.16 (Wisconsin).  In these states, grantors can typically create "dynasty trusts," which can continue indefinitely.  Delaware, and possibly other states, also allow non-residents to create trusts subject to their modified rules, as long as an in-state trustee or co-trustee is appointed for the trust.


The erosion of the rule against perpetuities raises the question of whether a power of appointment granted in a trust created prior to the modification of the rule against perpetuities can be exercised to create a dynasty trust.  Although not all of the states have clarified their answer on this question, some states, including Delaware, do allow for appointed trusts to take advantage of its modified rule against perpetuities.  However, even if state law allows powers of appointment to be exercised in such a manner, serious concerns exist regarding the federal tax effect of such an exercise.  See Section F.1 below for a discussion of the generation-skipping transfer tax effects.

F. Potential Tax Problems


Some potential tax problems can arise as a result of the exercise of powers of appointment.  Most notably, generation-skipping transfer tax ("gst") issues must be considered in exercising powers of appointment.

1. Busting GST Exemption


Obviously, a drafter should be very careful to make sure that the exercise of a power of appointment does not: (a) cause a trust that is grandfathered from gst tax to lose its grandfathered status or (b) impact the inclusion ratio of a trust with an inclusion ratio of zero for gst tax purposes.  Section 26.2601-1(b)(v)(B) provides that the release, exercise or lapse of a non-general power of appointment is not treated as a constructive addition to a trust if such power of appointment is created in a gst-exempt irrevocable trust and a power of appointment is not exercised in a manner that may postpone or suspend the vesting, absolute ownership or power of alienation of an interest in property for a period beyond the perpetuities period applicable to the original trust (with a safeharbor 90-year perpetuities period).  This rule appears to preclude the exercise of a power of appointment to create a dynasty trust without busting the gst exemption of the trust.  Similarly, exercising a power of appointment over a gst grandfathered trust to create a dynasty trust would likely bust the grandfathering.

2. Delaware Tax Trap


Section 2041(a)(3) of the Internal Revenue Code, often referred to as the Delaware tax trap, provides that a beneficiary will be deemed to possess a general power of appointment if he or she exercises a non-general power of appointment to create another power of appointment which under the applicable local law could be validly exercised so as to postpone the vesting of any estate or interest in such property for a period ascertainable without regard to the date of the creation of the first power. This provision has generally been interpreted to mean that a beneficiary who holds a special power of appointment will be taxed on the assets if he or she exercises the special power of appointment to create a trust, over which the appointed beneficiary has an inter vivos general power of appointment.  This type of exercise is usually considered to begin a new period for application of the rule against perpetuities under state law, and, therefore, triggers taxation as a general power of appointment.


Utilization of the Delaware tax trap has been recommended by some scholars as a gst tax planning alternative to granting the beneficiary of the non-exempt generation-skipping trust a general power of appointment.  Presumably, this option allows the beneficiary to choose whether the assets should be subject to generation-skipping transfer tax or estate taxes on his death, depending upon the situation in existence at the beneficiary's death.  If the beneficiary exercises the special power of appointment in a manner extending the rule against perpetuities under applicable state law, his or her estate will be taxed for estate tax purposes as if he or she had a general power of appointment.  If the beneficiary does not exercise the power in such a manner to extend the rule against perpetuities, then the generation-skipping taxes will be triggered for this non-exempt part. 

IV. DRAFTING POWERS OF APPOINTMENT

A. Reasons For Creating

Powers of appointment can be extremely useful planning techniques for a variety of reasons.  They can be helpful for tax planning and non-tax planning purposes.  Especially with the uncertainty of the status of the transfer tax laws for the next ten years, powers of appointment could be extremely useful to allow flexibility in dealing with changes in the law or windows of planning opportunity.  For example, if the estate tax and gst tax are actually repealed and appear as if they are going to stay repealed, then powers of appointment could be used to undo some multi-generational trust planning that was done purely for tax purposes.  On the other hand, if no changes affect the current legislation in place, powers of appointment could possibly be utilized in the year 2010 to create dynasty trusts during the window when no gst tax exemption would need to be allocated.  

1. Tax Reasons for Powers of Appointment


There are several tax reasons for granting powers of appointment, including:

a. to avoid a transfer being considered a completed gift, such as in the Crummey withdrawal right context (discussed in Section B.2. below)

b. to allow a trust to qualify for annual exclusion treatment from gst tax, see I.R.C. § 2642(c)(2) (requiring a general power of appointment)

c. to allow a trust that is not exempt from gst tax to be subject to estate tax instead of gst tax in the case of the death of the beneficiary

2. Non-Tax Reasons for Powers of Appointment


Powers of appointment can also have significant non-tax planning advantages such as:

a. they are a good alternative to a "pot" or "spray" trust, since an inter vivos power of appointment allows assets to be spread among a class, without the trustee having fiduciary obligations to everyone within that class

b. they allow for the correction of poor planning or drafting errors after a will matures or an irrevocable trust is funded

c. they give current beneficiaries a measure of power over remaindermen who otherwise might dispute investment or distribution philosophy in trusts that were made to continue for the lifetime of the primary beneficiary mainly for tax or creditor protection reasons, and not necessarily to benefit remaindermen

d. they are very flexible, and can be made as broad or narrow as the creator desires, depending upon the family situation

e. they can allow a surviving spouse to plan to do generation-skipping or creditor protection planning, where the spouses originally were not willing to include such planning in the documents


Some disadvantages of powers of appointment would be:

f. they allow one or more potential remaindermen to gain advantages over the others by seeking changes to a current beneficiary's will late in life, thus affecting not only that beneficiary's own estate but the assets left in trust

g. they preclude the purchase by a trust of life insurance on the beneficiary's life which otherwise might escape taxation under Section 2041 (see Priv. Ltr. Rul. 9602010)

h. the exercise can be handled poorly in such a way that results in estate taxation or generation-skipping transfer taxation of assets that would have otherwise passed free of tax

B. Categories Of Powers Of Appointment

Obviously, the tax or non-tax reasons for the creation of the power of appointment determine how the power of appointment is drafted.  Various categories of powers of appointment are discussed below, along with sample language.

1. Broad General Power of Appointment


A broad general power of appointment would authorize appointment to any person or entity.  This power would be used in a situation where the creator would like for the beneficiary to have as much flexibility as possible in appointing the assets.

SAMPLE LANGUAGE: The Trustee shall distribute the remaining principal and income of the trust created for the beneficiary under this Paragraph in such proportions and in such manner, outright, in trust or otherwise (including, but without limitation, the grant of a presently exercisable general or non-general power of appointment), to or for the benefit of any one or more persons or entities as the beneficiary may appoint by specific reference by this power of appointment . . .

2. Narrow General Power of Appointment


When a general power of appointment is desired for tax purposes, but the creator wants to limit the scope of the power to descendants (or some other group) as much as possible, a narrow general power can be used.  Typical situations include: (a) a trust to which transfers are intended to qualify for the annual exclusion from the generation-skipping transfer tax or (b) a non-gst exempt trust that terminates when a beneficiary reaches a certain age, to avoid gst tax if the beneficiary dies prior to the trust termination. In private letter ruling 8836023 (June 13, 1988), the Service ruled that a power of appointment permitting appointment to creditors of the powerholder's estate, without more, is nonetheless a general power of appointment.

SAMPLE LANGUAGE: The Trustee shall distribute the remaining principal and income of the trust created for the beneficiary under this Paragraph in such proportions and in such manner, outright, in trust or otherwise (including, but without limitation, the grant of a presently exercisable general or non-general power of appointment), to or for the benefit of any one or more of my descendants and/or the creditors of the beneficiary's estate as the beneficiary may appoint only by specific reference to this power of appointment . . .

3. Conditional General Power of Appointment


A variation of the narrow general power of appointment is a "conditional" general power of appointment, where a narrow general power of appointment is granted only when assets would otherwise pass to a "skip" person.  Otherwise, a narrow special power of appointment is granted.  This type of provision could allow estate taxation in situations where the trust would otherwise incur generation-skipping transfer tax.  

SAMPLE LANGUAGE: The Trustee shall distribute the remaining principal and income of the trust created for such beneficiary under this Paragraph in such proportions and in such manner, outright, in trust or otherwise (including, but without limitation, the grant of a presently exercisable general or non-general power of appointment), to or for the benefit of any one or more of my descendants as may be appointed by specific reference to this power of appointment in the will of such beneficiary admitted to probate; provided, however, that such beneficiary shall have no power to appoint any portion of such principal or income to such beneficiary, to the estate of such beneficiary, to the creditors of such beneficiary or to the creditors of the estate of such beneficiary.  Notwithstanding the above, a deceased beneficiary shall also have the power to appoint to the creditors of such deceased beneficiary's estate that portion of the trust assets [which has an inclusion ratio greater than zero (0) for generation-skipping transfer tax purposes and] which would, but for any power of appointment granted in this subparagraph, pass to or for the current benefit of a person (including a trust) who is assigned for generation-skipping transfer tax purposes to a generation younger than the deceased beneficiary (determined with reference to me).

4. Formula General Power of Appointment


A "formula" general power of appointment would give a power of appointment only to the extent the estate tax rate applicable to such assets would be less than the otherwise applicable gst tax rate.  

SAMPLE LANGUAGE: The Trustee shall distribute the remaining principal and income of the trust created for such beneficiary under this Paragraph in such proportions and in such manner, outright, in trust or otherwise (including, but without limitation, the grant of a presently exercisable general or non-general power of appointment), to or for the benefit of any one or more of my descendants as may be appointed by specific reference to this power of appointment in the will of such beneficiary admitted to probate; provided, however, that such beneficiary shall have no power to appoint any portion of such principal or income to such beneficiary, to the estate of such beneficiary, to the creditors of such beneficiary or to the creditors of the estate of such beneficiary.  Notwithstanding the above, with respect to the General Appointment Amount, the deceased beneficiary shall also have the power to appoint to the creditors of such deceased beneficiary's estate.  For purposes of this Paragraph, "General Appointment Amount" means the largest monetary amount (if any) which could be added to the beneficiary's taxable estate (determined without regard to the principal and income of such trust) without causing any portion of such amount to be taxed for federal estate tax purposes at a marginal rate of tax as high as the applicable rate of generation-skipping transfer tax that would apply pursuant to Section 2641 of the Internal Revenue Code in the event the principal and income of such trust was subject to a generation-skipping transfer as a result of the beneficiary's death.  In making the above computation, all determinants of the beneficiary's federal estate tax liability (as finally determined for such purposes) shall be taken into account, except that the marginal rate of tax shall be determined as if (a) no credit for state death taxes were allowed under Section 2011 of the Internal Revenue Code and (b) no federal estate tax marital or charitable deduction were allowable with respect to the principal and income of such trust.  Specifically, any credit for tax on prior transfers provided for under Section 2013 of the Internal Revenue Code that is available with respect to the principal and income of such trust shall be taken into account in determining the marginal rate of tax.


Some practitioners believe that if the clients want to limit the scope of the power of appointment, then tax considerations should not get in the way and a narrow special power of appointment should be used.  It is true that a powerholder who really wanted to appoint the assets to a particular person outside of the intended scope of the power could probably create an artificial debt to such person making him or her a creditor of the powerholder or his or her estate.  As a result, the benefits of the tax savings vs. the limited scope of the power need to be carefully addressed in these situations.  However, some clients, while preferring for the assets to stay within the family blood lines, definitely want to save as much in transfer taxes as possible.  A narrow general power appears preferable in those situations.

5. Combined Conditional Formula General Power


For will and trust form purposes, Appendix A contains a provision that combines the four general power of appointment options allowing the drafter to choose the option or options that are appropriate in a given situation, or to combine them to possibly create a conditional (narrow or broad) formula general power of appointment.

6. Broad Special Power of Appointment


In a situation where the creator desires to give as broad discretion as possible to the powerholder, but does not want to give a general power of appointment, a broad special power of appointment is appropriate.

SAMPLE LANGUAGE: The Trustee shall distribute the remaining principal and income of the trust created for the beneficiary under this Paragraph in such proportions and in such manner, outright, in trust or otherwise (including, without limitation, the grant of a presently exercisable general or non-general power of appointment), to or for the benefit of any one or more persons or entities as such beneficiary may appoint only by specific reference thereto in such beneficiary's will admitted to probate; provided, however, that such power to appoint may not be exercised in favor of the beneficiary, the beneficiary's estate, the beneficiary's creditors or the creditors of the beneficiary's estate.
7. Narrow Special Power of Appointment


Finally, the creator may want to limited a special power of appointment to a particular group or class, calling for a narrow special power of appointment.

SAMPLE LANGUAGE: The Trustee shall distribute the remaining principal and income of the trust created for the beneficiary under this Paragraph in such proportions and in such manner, outright, in trust or otherwise (including, without limitation, the grant of a presently exercisable general or non-general power of appointment), to or for the benefit of any one or more of my descendants and/or entities described in Section 501(c)(3) of the Internal Revenue Code as such beneficiary may appoint only by specific reference thereto in such beneficiary's will admitted to probate; provided, however, that such power to appoint may not be exercised in favor of the beneficiary, the beneficiary's estate, the beneficiary's creditors or the creditors of the beneficiary's estate. 

C. Crummey Withdrawal Powers
1. Five and Five Limitation

Crummey withdrawal powers are general powers of appointment.  To the extent that the Crummey withdrawal right is limited to $5,000 or 5% of the assets of the trust, the failure of the beneficiary to exercise a withdrawal right will not result in a taxable "lapse" of the power of appointment.  I.R.C. § 2041(b)(2) and I.R.C. § 2514(e).  The beneficiary will not be considered to have made a taxable gift and the assets will not be included in the estate of the beneficiary upon his or her death.  As a result, these types of limited powers of withdrawal are preferable in Crummey trusts for which the grantor intends to allocate generation-skipping transfer tax exemption.  Planners should keep in mind, however, that the 5 and 5 exemption is applied on a per beneficiary basis and not on a per trust basis.  As a result, care needs to be taken where someone is the beneficiary of multiple trusts.  It is not clear whether the exception is applied to gifts made during the year under a "first-in-time" analysis or under a "pro-rata" analysis, but the Internal Revenue Service favors the latter.  One way to plan for multiple withdrawal rights is to force a "first in time" approach (thus allowing your client to coordinate gift timing), as shown in the language attached as Appendix B.

2. Avoidance of Completed Gift

Even if generation-skipping is not part of the planning objective, it is important to avoid having the lapse of a Crummey withdrawal power treated as a current taxable gift.  If the Crummey withdrawal power is to apply to the maximum annual exclusion (i.e., $10,000 per donor), the $5,000 and 5% exception generally will not be available.  As a result, the only way to avoid completed gift treatment is to give the beneficiary a power of appointment over the assets.  Although granting a special power of appointment will avoid completed gift treatment, it does not prevent estate taxation of a portion of the trust assets under Section 2041 in the event a beneficiary dies during the term of the trust (because of the lapse in excess of the 5 and 5 exemption).  However, since most Crummey trusts having maximum withdrawal rights are designed to terminate during the lifetime of the beneficiary, the application of Section 2041 would only occur if the beneficiary died in an untimely manner.  This generally is considered a small price to pay in comparison to allowing the grantor to take advantage of maximum annual exclusion treatment on transfers to the trust.  In generation-skipping trusts which continue for children's lifetimes and terminate in favor of grandchildren, it is important to ensure that no beneficiary has a withdrawal right in excess of the 5 and 5 exemption described above.

3. Income Tax Issues

There is no 5 and 5 exception to Section 678(a) of the Internal Revenue Code, thereby raising the possibility that the lapse of Crummey withdrawal rights will cause the holder of the withdrawal right to be treated as the grantor of the trust for income tax purposes.  This mandates careful consideration to ensure that all persons with withdrawal rights over an insurance trust also have the right to receive distributions when the insurance matures.

D. Pitfalls Involving Special Powers Of Appointment
1. Discharge of Legal Obligation

The treasury regulations under Section 2041 provide that a power of appointment is exercisable in favor of the decedent, his estate, his creditors or the creditors of his estate if the power could be exercised to discharge a legal obligation of the powerholder.  Treas. Reg. § 20.2041-1(b).  This is usually not a problem when a special power of appointment is limited to a powerholder's descendants and can only be exercised in a will.  With respect to an inter vivos power, however, the Service could argue that the ability to appoint to descendants by an inter vivos instrument, when not otherwise limited, could allow a powerholder to appoint to his or her minor children, thereby discharging a legal obligation of support.  Although it is not clear that such an argument would be successful, it is best to avoid that possibility by including necessary limiting language.


All powers of appointment which are designed to be special powers of appointment, whether testamentary or inter vivos, should contain the following limiting language:

SAMPLE LANGUAGE: ". . . ; provided, however, that no beneficiary shall have the power to appoint any assets to such beneficiary, the beneficiary's estate, the beneficiary's creditors or the creditors of the beneficiary's estate, and no beneficiary may exercise such power of appointment to discharge a legal obligation of such beneficiary."

2. Limited Class of Designees

The treasury regulations provide that a power of appointment is not general when it is limited to a class of persons (i.e., descendants) merely because one of those persons happens to be a creditor of the decedent.  Treas. Reg. § 20.2041-1(c)(1).  As a result, a testamentary power of appointment limited to descendants without more should not constitute a general power of appointment.  However, from a drafting standpoint, it is advisable to include the limitations described in the immediately preceding sample language in any special power of appointment, testamentary or inter vivos, to avoid having to debate the issue with the Service.  The treasury regulations specifically provide that any power that prohibits exercise in favor of a power​holder, his estate, his creditors or the creditors of his estate will in all cases be construed not to be a general power of appointment.  Treas. Reg. § 20.2041-1(c)(1).

V. UNINTENTIONALLY CREATED POWERS OF APPOINTMENT
A. Powers Held As Trustee
1. General Rule

The discussion in Treas. Reg. § 20.2041-1(b) makes it clear that powers possessed in a fiduciary capacity, rather than in an individual capacity, can be construed as general powers of appointment.  This is the area which causes most unintended powers of appointment, often with severe tax consequences. 

2. Is there a Defense Based on Limits for Fiduciary Duty?


Although it is possible that state law could sufficiently limit a powerholder's rights as a trustee or co-trustee to avoid application of Section 2041, and this argument has been somewhat successful in the past, relying on general fiduciary principles to avoid application of Section 2041 is not advised.

3. Acceptance of Trust

The Service takes the position that the fact that a decedent died before formally accepting a position as a co-trustee and prior to funding the trust is not sufficient to avoid application of Section 2041.  See Priv. Ltr. Rul. 9125002 (Mar. 7, 1991).

4. Incapacity of Trustee

The Service, in private letter ruling 9125002, also takes the position that the mental incompetency of a proposed trustee who had not yet agreed to serve does not prevent the value of the trust from being included in her gross estate.  Likewise, the court in Estate of Vissering v. Comm'r, 96 T.C. 749 (1991), rev'd on other grounds, 990 F.2d 578 (10th Cir. 1993) confirmed that the later incapacity of a beneficiary who also served as co-trustee did not result in the decedent being "formally removed" as trustee.  The court ruled that under applicable law, the judicial adjudication of incompetency itself was not sufficient.  Obviously, law on this issue could change from jurisdiction to jurisdiction, but it would appear that a declaration of judicial incompetency in Texas, particularly involving the new guardianship code, is unlikely to be deemed an automatic removal.  It is not clear that such a result would be sufficient in any event, based on the dicta of the 10th Circuit in the Vissering case, in which the court observes that the Service did not assert (and the court did not rule) on whether incapacity which results in removal of a trustee would cause a release of a power of appointment which would generate gift taxation and/or taxation pursuant to Section 2035 of the Internal Revenue Code.

B. Adverse Party
1. General Rule


A fiduciary power cannot be a general power of appointment if it is held in conjunction with a person whose interests are substantially adverse.  For example, a current beneficiary who serves as co-trustee with the remaindermen should not have Section 2041 problems, since the remaindermen would almost certainly be considered to be adverse.

2. Beneficiary Rights

In private letter ruling 9110023 (Dec. 6, 1990), the Service determined that the joint power possessed by six beneficiaries to terminate a trust for any reason did not cause a deceased beneficiary to have a general power of appointment, since each of the beneficiaries could be considered adverse to the others in the pot trust context. 

3. Creation of an Adverse Interest

Can a general power of appointment problem of a co-trustee be solved through the creation of an adverse interest?  The answer is not clear, although the court in Estate of Witowski v. United States, 451 F.2d 1249 (5th Cir. 1971), cert. denied, 409 U.S. 891 (1972), stated that it had "serious doubts as to whether the 'substantially adverse interest' contemplated by [the statute] can arise other than by the simultaneous creation of such an interest and the power in the same instrument".  Id. at 1252.  There are also concerns under Section 2514 of the Internal Revenue Code.

4. Multiple Trustees

Another issue involving the adverse party rule is its application in a multiple trustee situation, where the beneficiary is a co-trustee, an adverse person is a co-trustee and an independent, but not adverse, bank is the third trustee.  In those circumstances, does the powerholder hold the power "jointly" with an adverse party in circumstances where the powerholder and the independent co-trustee could outvote the adverse party under applicable state law.  Neither the regulations nor the language of the statute directly address this issue.

C. Contingencies

If a power of appointment occurs only upon the existence of certain facts, which have not occurred at the time of the decedent's death, the decedent should not be deemed to hold a power of appointment.  Treas. Reg. § 20.2041-3(b).  However, the contingent nature of a power of appointment is not a complete defense.  The tax court has held that a decedent's general power of appointment that was subject to a contingency having no significant non-tax consequences independent of the decedent's ability to exercise the power constituted a general power of appointment, regardless of whether the event or contingency had in fact occurred.  Estate of E. Kurz, 101 T.C. 44 (1993) aff'd, 68 F.3d 1027 (7th Cir. 1995).  In that case, a decedent held the power to withdraw assets from a bypass trust which was contingent upon the marital trust being exhausted at that time.  At the time of the decedent's death, the principal of the marital trust had not been exhausted.  The tax court sided with the Service's interpretation of Treas. Reg. § 20.2041-3(b).  The court held that there must be some significant non-tax consequence of the decedent's power to appoint the property.  The court found it significant that the decedent could have exhausted the corpus of the marital trust at will.  

D. Ascertainable Standard

The application of Section 2041 to situations in which a beneficiary is a trustee or co-trustee primarily occurs in the context of distribution provisions which are not limited to the requisite ascertainable standard relating to "health, education, support or maintenance" which is the exception set forth in Treas. Reg. § 20.2041-1(c)(2).  

1. Acceptable Standards


Any combination of the safeharbor distribution standards of health, education, maintenance and support will be considered an ascertainable standard.  The treasury regulations under Section 2041 include the following phrases that also will be considered an ascertainable standard: "support in reasonable comfort", "maintenance and health in reasonable comfort", "support in accustomed manner of living", "education, including college and professional education" and "medical, dental, hospital and nursing expenses and expenses of invalidism".  Treas. Reg. § 20.2041-1(c)(2).


In the last few years, courts have seemed willing to stretch the limits of the "ascertainable standard test" beyond the safeharbor language in the regulations.  The following distribution standards have been found to be restricted to an ascertainable standard: "continued comfort" (see Vissering v. Comm'r, 990 F.2d 578 (10th Cir. 1993)), "care and comfort, considering standard of living" (see Strauss v. Comm'r, T.C. Memo 1995-248) and even "comfort, support and maintenance" (see Best v. United States, 902 F. Supp. 1023 (D. Neb. 1995)).


Drafting Tip: Even though the courts have been sympathetic to the taxpayers in the recent determinations regarding whether language meets the ascertainable standard test, there does not appear to be any reason to risk such a battle with the Service.  It remains advisable to limit distribution standards to "health, education, maintenance and support" except in unique situations, such as where there is no chance that a beneficiary will be acting as a trustee or co-trustee or could appoint a trustee or co-trustee who is related or subordinate to the beneficiary.

E. "Hidden Problems"

Most drafters of instruments are sufficiently sophisticated to avoid drafting distribution language broader than the acceptable ascertainable standard and to ensure that a trustee cannot make distributions to discharge legal obligations.  However, the pressures to include flexible provisions in otherwise tax-motivated multi-generational trusts can produce general power of appointment problems involving a wide range of broad powers that a client may wish to grant a trustee.  

1. Power to Amend


One concern involving irrevocable inter vivos trusts is the worry that tax laws may one day change to defeat the desired result.  Because of this, some advisors recommend inclusion of a right by the trustee to amend the instrument.  The regulations specifically provide in Section 20.2041-1(b) that a power to amend only the administrative provisions of a trust instrument, which cannot substantially affect the beneficial enjoyment of the trust property or income, is not a power of appointment.  This certainly implies that any other type of amendment power could be a problem.  If the trustee is or could be a beneficiary of the trust or the beneficiary is someone for whom the trustee has a legal obligation of support, a power of appointment problem can arise.  As a result, any power to amend should either be granted only in the most narrow circumstances, which fit squarely with the regulation, or should be reserved to trustees who are totally independent.  Alternatively, if the drafter wishes to be more aggressive, a power to amend could be restricted in such a manner that it could not be interpreted as a general power of appointment through the use of severe limiting language.

2. Early Termination


Most wills and trusts contain an early termination provision, which is designed to apply when the administration of a trust is uneconomical.  Theoretically, this gives a beneficiary/trustee the ability to terminate a trust, in his or her favor, based on a standard not related to health, education, maintenance and support.  Although there has been little authority on this issue, it does not appear that this has been interpreted by the Service as creating a general power of appointment, but is considered similar to an administrative power.  See Estate of McCoy v. United States, 374 F. Supp. 1321 (W.D. Tenn. 1974), aff'd, 511 F.2d 1090 (6th Cir. 1975).  As cited above, the regulations provide in Section 20.2041-1(b) that traditional administrative powers whereby the holder has no power to enlarge or shift any of the beneficial interest therein except as an incidental consequence of the discharge of such fiduciary duties is not a power of appointment.  Nonetheless, a drafter may wish to include a provision that the power to terminate a trust early because it is uneconomical may not be exercised by a trustee who, at such time, is also a beneficiary, and may not be exercised to discharge any legal obligation of such trustee.

3. Facility of Payment


Although a health, education, maintenance and support standard is included, there is sometimes special drafting in the facility of payment provision which is designed to provide the trustee with necessary flexibility of administration.  In private letter ruling 9318002 (Jan. 15, 1993), the Service determined that a facility of payment provision which mentioned "comfort, happiness and welfare" can cause a power of appointment problem.  The implication of the ruling is that the basic standard of distribution otherwise contained in the instrument did not mention those terms.  This result appears very harsh, since the facility of payment language was limited to "such amounts as would otherwise be paid over directly to such beneficiary".  Careful review of facility of payment provisions in instruments is merited.

4. Power to Distribute to Another Trust


This is frequently an outgrowth of a facility payment provision and an alternative to a desire to amend the instrument.  In an irrevocable trust situation, drafters can be put under pressure by a client's other advisors to create an exit ramp from a trust by allowing the trustee to distribute trust assets to another trust created for the same beneficiary.  Care needs to be taken in drafting any such provision to ensure that the Service could not possibly argue that the provisions of that other trust would somehow give a trust​ee/beneficiary broader rights to distributions or allow the trustee/beneficiary to discharge a legal obligation.  Because of the open-ended nature of the terms of any other trust, such a provision is not recommended.  If it is nonetheless used, appropriate savings clause language designed to ensure that no distribution can be made which would discharge the trustee's legal obligation of support should be included.  It also should be made clear that distributions to the trustee/beneficiary out of any such additional trust could not be made except under the same limitations as the existing trust.

5. Power to Grant a General Power of Appointment


This outline has already mentioned some of the ways in which practitioners handle a non-exempt trust which continues for the lifetime of a younger generation beneficiary.  General powers of appointment can be granted or the Delaware tax trap may be utilized.  Another technique which has been recommended by some practitioners is for the trustee to be given the right to create a general power of appointment in the beneficiary.  In addition to the extensive fiduciary liability concerns surrounding such a power, a drafter must be careful to ensure that the power of a trustee to create a general power of appointment in the beneficiary is not itself interpreted as granting the trustee a general power of appointment.

6. Reciprocal Trust Doctrine


The Service has ruled that a state statute including general power of appointment savings language (ensuring that the non-beneficiary trustee was the only one who could distribute for "comfort") did not rescue a trustee from application of Section 2041 when he was one of two brothers who were named as both beneficiaries and co-trustees.  The Service ruled that the brothers could make distributions to each other on a reciprocal basis.  Priv. Ltr. Rul. 9235025 (May 29, 1992).  (citing United States v. Estate of Grace, 395 U.S. 316 (1969)).

7. Drafting Inconsistencies


Sometimes the "hidden problem" does not arise from an unpredictable application of well-known rules, but arises in the drafting process itself.  A dramatic example can be found in private letter ruling 9303022 (Oct. 20, 1992).  In that situation, a will was originally drafted with an independent trustee who was given broad powers of distribution not limited to a health, education, maintenance and support standard.  This clearly did not cause any general power of appointment problem; however, the testator later decided to dispense with independent trustees, and subsequently executed a codicil naming his children as trustees.  The words "comfort" and "recreation" then caused a huge Section 2041 problem.  As a result, it is important, even when handling such nominally simple matters such as a codicil involving a change of trustees, to consider whether or not an otherwise harmless testamentary document has been converted into a tax problem.

8. Removal and Replacement Power


There are a number of issues that can arise under Section 2041 when a beneficiary also serves as  a trustee.  However, one advantage when the beneficiary is named as the initial trustee is that the drafter knows to be cautious in drafting distribution language and fiduciary powers.  The drafter must also be careful in the situation where the beneficiary has the unlimited ability to remove and replace the trustee of a trust, because the beneficiary can be treated as holding all of the powers of the trustee.  To avoid having the beneficiary deemed to hold the powers of the trustee, the beneficiary's replacement right should be limited to trustees that are not related or subordinate to the beneficiary, within the meaning of Section 672(c) of the Internal Revenue Code. See Rev. Rul. 95-58, 1995-2 C.B. 191.


Drafting Tip:  When drafting limiting language with respect to the basic distribution standard, distributions that discharge legal obligation of support or other broad powers, care should be taken to draft not only for the situation in which a beneficiary is a trustee but also for situations in which a beneficiary may have the right to remove and/or replace a trustee.  

F. Powers Of Attorney

Although most concerns about "unintentional" powers of appointment involve persons who either serve as trustee or have the ability to name trustees, a power of appointment could theoretically exist in the context of a power of attorney.  Fortunately, this does not appear to be an area of audit attention by the Service, and many powers of attorney do not grant the agent sufficiently broad powers over property to even merit consideration as general powers of appointment.  However, it has become increasingly popular to include gifting authority in powers of attorney.  In addition, the extent to which the new statutory powers will be interpreted as authorizing the exercise of a grantor's powers involving trusts, beneficiary designations, etc. is as yet unclear.  As a result, it is generally recommended that statutory and other powers of attorney include some type of limiting language designed to avoid application of Section 2041.

G. Uniform Transfer To Minors Act


Unless state law provides otherwise (and Texas may not have a sufficiently clear rule in this regard), a person who dies while acting as a custodian under the Uniform Transfers to Minors Act for a minor could be treated as possessing a general power of appointment.  See, e.g., Gen. Couns. Mem. 37,840 (January 30, 1979).  This rule is very similar to that applied in the Section 2036 context.  One possible solution is, of course, to ensure that a parent never serves as custodian under UGMA or UTMA for his or her child.  This is clearly the safest way to proceed; however, at least for smaller amounts or in some situations, the risk may be deemed by the family to be worth the possible adverse tax consequence.  The Service has confirmed that, when a parent is not the custodian, any legal right of a parent to petition the court to direct the custodian to make support distributions is not itself a general power of appointment.  Rev. Rul. 77-460, 1977-2 C.B. 323.


Texas law provides in Texas Property Code Section 141.015 that a custodian may distribute funds without regard to the duty of the custodian to support the minor.  On the other hand, subsection (c) provides that such a delivery does not affect the obligation to support.  Does the latter Section "save" a parent from having the tax problem?

APPENDIX "A"


A.
Power of Appointment.  



(a)
 SEQ CHAPTER \h \r 1The Trustee shall distribute the remaining principal and income of the trust created for such beneficiary under this Paragraph in such proportions and in such manner, outright, in trust or otherwise (including, but without limitation, the grant of a presently exercisable general or non-general power of appointment), to or for the benefit of [any one or more persons or entities] [any one or more of my descendants] [and/or the spouse of the deceased beneficiary][and/or any organization described in Section 501(c)(3) of the Internal Revenue Code] as may be appointed by specific reference to this power of appointment in the will of such beneficiary admitted to probate[; provided, however, that such beneficiary shall have no power to appoint any portion of such principal or income to such beneficiary, to the estate of such beneficiary, to the creditors of such beneficiary or to the creditors of the estate of such beneficiary].  [Notwithstanding the above, a deceased beneficiary shall also have the power to appoint to the [estate][creditors] of such deceased beneficiary's estate that portion of the trust assets which [has an inclusion ratio great than zero (0) for the generation-skipping transfer tax purposes and] would, but for any power of appointment granted in this subparagraph, pass to or for the current benefit of a person (including a trust) who is assigned for generation-skipping transfer tax purposes to a generation younger than the deceased beneficiary (determined with reference to me).  Even in such event such expanded power to appoint shall only apply to the "General Appointment Amount" (defined below).]  



(b)
The Trustee may rely upon any instrument admitted to probate in any jurisdiction as the will of such beneficiary, but if the Trustee has no written notice of the existence of such will within a period of three (3) months after the death of the beneficiary, it may be presumed that such person died intestate, and the Trustee shall be protected in acting in accordance with such presumption; but this protection for the Trustee shall not limit or qualify such power of appointment or the right of any person or entity to pursue the property affected by the exercise thereof, irrespective of the place of probate or time of discovery of the will.  To the extent that any beneficiary fails validly so to exercise such power to appoint with respect to the assets of any trust for such beneficiary, then such portion thereof not effectively appointed shall be distributed as otherwise provided herein.  



[(c)
For purposes of this Paragraph, "General Appointment Amount" means the largest monetary amount (if any) which could be added to the beneficiary's taxable estate (determined without regard to the principal and income of such trust) without causing any portion of such amount to be taxed for Federal estate tax purposes at a marginal rate of tax as high as the applicable rate of generation-skipping transfer tax that would apply pursuant to Section 2641 of the Internal Revenue Code in the event the principal and income of such trust was subject to a generation-skipping transfer as a result of the beneficiary's death.  In making the above computation, all determinants of the beneficiary's Federal estate tax liability (as finally determined for such purposes) shall be taken into account, except that the marginal rate of tax shall be determined as if (a) no credit for state death taxes were allowed under Section 2011 of the Internal Revenue Code and (b) no Federal estate tax marital or charitable deduction were allowable with respect to the principal and income of such trust.  Specifically, any credit for tax on prior transfers provided for under Section 2013 of the Internal Revenue Code that is available with respect to the principal and income of such trust shall be taken into account in determining the marginal rate of tax.]
APPENDIX "B"


Each person who is a beneficiary of a trust at the time a donative transfer is made to such trust shall have the right to withdraw all or a portion of the Trust Estate of such trust.  Such withdrawal right shall be determined as of each such donative transfer, and shall be in addition to the other distributions provided for herein.  The amount of the withdrawal right for each person shall be the lesser of:

(i) with respect to the Trustor or other donor who makes a donative transfer to such trust, the annual exclusion amount provided for in Section 2503(b) of the Internal Revenue Code, or any successor provision of like import, reduced by  any other gifts previously made by the Trustor or other donor during such calendar year to such beneficiary or over which such beneficiary had a withdrawal right;

(ii) with respect to the Trustor or other donor, an amount equal to the fair market value of the property transferred or deemed transferred to such trust by the Trustor or other donor by inter vivos gift, determined with respect to and at the time of each such transfer; or 

(iii) the amount provided in Section 2041(b)(2) and Section 2514(e) of the Internal Revenue Code, or any successor provisions of like import, reduced by any other withdrawal rights that such person may have at the time of such donative transfer or may have previously had under this or any other trust during such calendar year, which such other rights were not exercised (for such purposes any outstanding withdrawal rights shall be assumed to be not exercised).  For purposes of this subsection, any calculation of the percentage limitation of Sections 2041(b)(2) and 2514(e) (currently 5%) shall be applied to the aggregate value of the assets over which such beneficiary had a withdrawal right during such year or over which a withdrawal right is currently pending, as provided in such statute.
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