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INTRODUCTION
New York was-the first state to enact a statute authdrizing trustees to appoint trust property in favor of another trust.
Twelve years ago - with generation-skipping transfer, or GST, tax planning in its sight -- New York enacted EPTL §10-6.6

(b). While itis unclear whether the coveted GST tax results may be attained, New York practitioners increasingly have
been relying on this powerful statute to achieve other important objectives.

The statute's. utlllty has gained recognition. Recently three states - Alaska, Delaware and Tennessee - have enacted
similar statutes We expect othér states to follow. In addition, with heightened appreciation for the authority to distribute
to new trusts,,many practitioners now include pour-over provisions in the governing documents.!

This article éxplores the framework of the decanting statute, while highlighting some unsettled issues. It further analyzes
the GST, gift; estate and incomie tax consequences of employing the statute. The article then describes the potential
applications-of the statute. And finally, it examines possible alternative ways to decant trust assets in favor of another
trust. For ease of reference, and because New York provided the model statute, the statutory analysis and all other
mention of state law, unléss otherwise noted, refer to New York law.

STATUTORY FRAMEWORK
Stat’utory Prerequisites

New York Estates, Powers-and Trusts Law (EPTL) §10-6.6(b)* has four statutory prerequisites: the trustee must have
absolute discretion to invade the principal of the trust; the exercise of the power canriot reduce the fixed income right of
any beneficiary; the exercise of the power must be in favor of one or more of the proper objects of the exercise of the
power; and the new trust cannot contain certain provisions (described below) deemed to violate public policy.?

Unfettered Discretion to Invade Principal

The first test -- the trustee's unfettered power to invade the principal of the existing trust — requires that there be no
constraint on the trustee's power to invade principal. The requiremient is not met if there is any limitation on the trustee's
discretionary power (other than normal fiduciary duties concerning abuse of discretion). Accordingly, if the trustee may
invade principal, but only in accordance with an ascertainable standard (such as for the beneficiary's health, education,
maintenance and support), EPTL §10-6.6(b) is not available.* Similarly, the trustee's power to distribute for the
beneficiary's comfort, in the absolute discretion of the trustee, would seem to fall-outside the requisite authority.

" Absolute' discretion, for purposes of EPTL §10-6.6(b), connotes a standard that is unconstrained except by the implicit

requirements of reasonableness and good faith." 3

Fixed Income Interest

The second requirement < the éxercise cannot reduce the fixed income interest of any income beneficiary — does not limit
the statute's application if the beneficiaries are discretionary. Rather, the limitation applies only to a beneficiary who is
identified specifically in the trust agreement, either by name or otheér label, as the sole person or persons who will receive
the income interest for a fixed period of time.¢ This requirement generally ensures that the marital deduction for estate and

gift tax purposes is available where a spouse is to feceive all of the income from a trust.”

The statute does not deal specifically with a beneficiary's future fixed right to income (as opposed to a current fixed
income right). Consider a trust with income payable to A for life (with complete discretion to invade principal for A), then



income to B for life, and remainder to C. May the-trustee appoint the trust asset in favor of a new irust for A for life,
remainder to C, thereby ‘eliminating B's future fixed right to income? It would appear that, since the trustee could eliminate
B's future income right via an outright distribution to A; the trustee should be able to divest B of his or her interest by way
of a-decanting distribution under EPTL §10-6.6(b).

Interestingly, the statute also does not prohibit the elimination of other rights, such as a general power of appointment.
Arguably, the potential elimination of such a power could jeopardize the zero inclusion ratio, for GST tax purposes, of

transfers to certain trusts.® Similarly, the same concern could apply to annual exclusion transfers to trusts for minors.’

In Favor of the Proper Objects

The statute previously permitted appointments in furthier trust if the exercise of the power was "in favor of the beneficiaries
of [the] trust." In 2001, New York amended EPTL §10-6.6(b) by replacing. "beneficiaries of trust" with "proper objects of the
exercise of the power." This change appears to have no meaningful difference and does little to clarify the intended
meaning of the phrase "proper objects." 1

Who are the "proper objects" of the exercise of the power? Are they the current income beneficiaries? Or must the
remaindermen of the existing trust also be the same as those undér the new trust?

One of the underlying rationales supporting EPTL §10-6.6(b), as described below, is that a trustee's power to invade is
akin to a power of appointment. Therefore, the power of appointment rules should shed light on the meaning of this
statutory requirement.

Absent a contrary provision in the governing instrument, a donee of a power of appointment may appoint property in
further trust.!’ A donee may select one or more permissible appointees. Of course, the donee may exercise this right only
~within the scope permitted under the granted power. Accordingly, a donee of a power of appointment may not exercise
the power in favor of someone who is not within the class of permissible appointees. For example, the power to appoint
among the testator's descendants does hot authorize an appointment in trust for the life of a child, with remainder to
charity because charity was not included in the permissible class of appointees. 12

A donée of a power of appointment may grant a permissible appointee yet another power to appoint in favor of persons to
whom the donee could not directly appoint. For example, if the power is limited in favor of the testator's descendants, the
donee -may appoint in further trust for the life of a child, with the child having his or her own power of appointment in favor
of descendants and charity.!® The rationale is that, if the donee could have appointed the property outright in favor of the
child, the child could be given a power to expand the class of permissible appointees under his or her own power of
appointment.

With this background, let's return to the statutory rule requiring that the exercise of the EPTL §10-6.6(b) power be in favor
of the "proper objects of the exercise of the power." Consider a trust for child for life (with full discretion to invade
principal), with remainder (if any) to grandchildren. The trust receiving property under EPTL §10-6.6(b) may have the
child, and no one else, as a current beneficiary. The remaindermen of the new trust similarly should be limited to one or
more grandchildren, the remaindermen of the original trust. However, in exercising the EPTL power, the trustee may
grant the child a testamentary power of appointment. That power of appointment may include persons beyond the class
of the remaindermen of the original trust. '

Suppose that child had a broad special power of appointment under the original trust. May the takers-in-default under the
new trust be different than those under the decanted trust? The statute does not address this point.

Public Policy Limitations

‘EPTL §10-6.6(b) requires that the appointed trust not violate EPTL §11-1.7. That statute, in turn, prohibits the grant of
certain powers or immunities to testamentary trustees on the grounds that such powers or immunities are contrary to
public policy. The proscribed actions are: (1) the exoneration of such trustee from liability for failure to exercise
reasonable care, diligence and prudence, and (2) the power to make a binding and conclusive fixation of the value of any

asset for purposes of distribution, allocation or otherwise. ¥ Because EPTL §11-1.7 applies only to testamentary trustees,
it seemingly has no application where the decanting trust is an inter vivos trust.

Utilizing the Statute

Assuming the statutory prerequisites of EPTL §10-6.6(b) are satisfied, a trustee may exercise the power to appoint to a
different trust in two ways: either without or with prior court approval.

Without Court Approval
Writing



If atrustee chooses to act without prior-court approval, the power must be exercised in a written document that is signed
and acknowledged by the trustee, and then filed in the office of the clerk of the Surrogate's Court that has jurisdiction over
the trust.!> Our general (but not universal) experience has been that the court clerk will not require copies of the decanting
ornew trust to be included with the filihg. Some-in- take clerks, however, have requested that a copy of the decanting trust
be filed.

Serwce

A copy of the written document must be served on "all persons interested in the trust." Such persons are those individuals
who would need to be served-in a judicial settlement of a trustee's account. Sérvice on a minor with an interest in the

trust may be made on the guardian of the property of the minor or on the parent or parents with whom the minor resides. 16
In New York the virtual representation rules under Surrogate's Court Procedure Act (SCPA) §315 apply to EPTL §10 6.6

W|th S|m|Iar |nterests or another individual W|th a more contingent.interest. 17
With Court Approval

The statute also permits a trustee to seek court approval.!3 A court proceeding may be an attractive option to a trustee
who is concerned about its ability to meet the statutory prerequisités 1° or potential personal liability relating to the transfer
of assets. The same writing, filing and service requirements apply.

GST TAX IMPLICATIONS

The GST tax was a significant driving force leading to the enactment of EPTL §10-6.6(b), and its subsequent
amendment.2® The critical question is whether thé EPTL provision and similar statutes in other states serve the GST tax
purpose.

GST-Exempt Trusts

Congress enacted the current GST regime, consisting of chapter 13 of the Internal Revenue Code, as part of the Tax
Reform Act of 1986 (TRA). Under §1433(b)(2)(A) of the TRA, transfers from a trust that was irrevocable on September

25, 1985 ! generally are not subject to the GST tax. 2 Chapter 13 also does not apply to any GST under a Will or
revocable trust executed before October 22, 1986 (the date Congréss enacted the TRA), if the decedent died before

January 1, 1987.23 The GST regulations refer to these trusts as "exempt trusts," 24

Post-effective date additions cause an exempt trust to lose GST grandfather protection.25 Such tainting additions may
conie in various forms, including actual transfers and constructive (or deemed) additions.?¢

Extending Exempt Trusts

Careful tax planning often calls for extending GST exerpt trusts as long as the law permits (and avoiding actual and
constructive additions). Significantly, the GST regulations confirm that a beneficiary's extension of an exempt trust by
exercise of a non-general power of appointment in favor of ancther trust does not expose the trust to chapter 13.27

Suppose the beneficiary doés not have a power of appointment over an exempt trust, and (by the terms of the governing
document) the trust property will pass outright to the remaindermen at the death of the current beneficiary. Alternatively,
consider a situation in which an exempt trust is about to expire by its terms (say, when a child or grandchild attains a
specified age). In these cases, trust property will pass outright to beneficiaries, thereby potentially exposing GST-exempt
assets to transfer taxes. Is it possible to extend such exempt trusts via EPTL §10-6.6(b) (or a similar rule in another state)

without losing grandfather protection? 22 The answer turns on the GST regulations and applicable state law.

GST Regulations

Since 1988, the GST regulations have provided that an exercise of a special power of appaintment over an exempt trust
in favor of another trust generally does not cause the second trust to be subject to chapter 13.%° For years, in private letter
rulings, the IRS had asserted that modifications of an exempt trust do not cause the trust to lose its exempt status, but
only if the modifications do not result in any change in the quality, value or timing of any beneficial interest under the

trust. 30 Following the enactment of EPTL §10-6.6(b), a question arose as to whether the IRS would consider an extension
of an exempt trust under the EPTL provision (or a simiilar rule in another state) tantamount to an exercise of a special
power of appointment or, alternatively, as a modification. If the former characterization controlled, grandfather protection
would continue; if the latter description was adopted, the new trust would lose exempt status.



Private Letter Rulings 7

Prior to the“issuance of final regulations, the IRS published numerous rulings spécifically dealing with EPTL §10-6.6(b). 3
At the time of thosé rulings, thé-New York statute permitted a trusteé to appoint in further trust only with the beneficiaries'
consent or court approval, -Ii the rulings, the-new trust invariably had the same substantive provisions as the old, exempt
trust. Thé changes often involved administrative provisions, usually relating to the trusteeship provisions. In many of the
rulings, the IRS cited both the regulations involving the exercise of powers of appointment and its interpretation
concerning modifications of exempt trusts. - In such rulings, the IRS concluded that the former was not directly on point;

Section 26.2601-1(b)(v)(B) of the regulations does ot address. the situation presented in the
instant case where a trustée is exercising an invasion power pursuant to a state statute requiring
participation or coricurrence by the “court and/or trust beneficiaries. However, because the
substaritive and dispositive provisions of ... [the existing, exempt trusts] are identical to the
~respective successor trusts; the proposed transfers will not change the quality, value or timing of
any beneficial interest otherwise provided for under the original trusts. Accordingly, we conclude
that the proposed ... [distributions to-new trusts in accordance with EPTL §10-6.6(b)] (including
the trust beneficiaries' acquiescence and consent to the fransaction) will not result in any
constiuctive addifion to the trusts within the meaning of section 26.2601-1(b), nor will the
transactions cause the successor trusts to be subject to the provisions of chapter 13....32

Although not clearly stated, the IRS seemed to suggest that it would have reached a different conclusion if the substantive
provisions in the new trusts were different than those under the old, exempt trusts.

Final Regulations

In December 2000, under the caption "Retention of trust's exempt status in case of modifications, etc.,” the Treasury
issued final regulations. The regulations provide that a distribution from an exempt trust to a new trust or retention of
exempt trust principal ina. continuing trust will not cause the new or continuing trust to be subject to the GST tax if, among
other things, "at the time the exempt trust became irrévocable, state law authorized distributions to the new trust or
retention: of prin¢ipal in‘the continuing trust, without the consent or approval of any benéficiary or court.” 33 Thus, under
this regulation, an extension of a trust under EPTL §10-6.6 (or a similar rule in another state) will not taint GST exempt
status only if both of the following conditions are satisfied: (1) authority under applicable state law permitting a trustee to
appoint in further trust existed at the time the exempt trust became irrevocable; and (2) the trustee must be able to
exercisé such authority withaut the consent or approval of any beneficiary or court.34

Several points are noteworthy. First, the new rule was part of a set of provisions relating to trust modifications, and not
the exercise of powers of appointment. In addition, the regulation does not turn on whether the quality, value or timing of
beneficial interests under an exempt trust are changed. And finally, the regulation indicates that grandfather protection is
fotfeited if, as required by the then New York statute, distribution to a hew trust could be made only with the consent or
approval of the beneficiaries or a court.

In response to the GST regulations, the New York legislature amended the EPTL provision by excising the requirement
that the trustee must obtain consent of the benieficiaries or court approval. However, exempt trusts generally are those
trusts that (among other things) were irrevocable on or prior to September 25, 1985. New York, as the vanguard in this
area, did not enact EPTL §10-6.6(b) until 1992, seven years after the cut-off date; and, at least as a procedural matter, the
New York statute required consetrit or approval of the beneficiaries or court for nearly a decade until 2001.35 Query
whether state law therefore could have permitted appointment in further trust at a time when an exempt trust became
irrevocable. The answer turns.on the common law prior to the enactment of EPTL §10-6.6{b). Before examining this
issue, it is necessary to explore other GST regulations that could affect the exempt status of a trust altered in accordance
with EPTL §10-6.6(b) or similar authority in another state.

Other Modifications

Regs. §26.2601-1(b)(4)(i)(D)(7) provides:

A modification of the governing instrument of an exempt trust (including a trustee distribution ...
that does not satisfy paragraph (b)(4)(iI)(A) ...) by judicial reformation, or nonjudicial reformation
that is valid under applicable state law, will not cause an exempt trust to be subject to the
provisions of chapter 13, if the modification does not shift a beneficial interest in the trust to any
beneficiary who occupies a lower generation (as defined in section 2651) than the person or
persons who held the beneficial interest prior to the modification, and the modification does not
extend the time for vesting of any beneficial interest in the trust beyond the period provided for in



the original trust, 36

Thus, even if the applicable state faw did not-émpower the trustee to appoint in further trust when the exempt trust
became irrevocable but-such authority under state law now exists; the distribution to a new trust will hct cause the loss of
GST grandfather protection if the following conditions are met: (1) the exercise of such power does not cause a beneficial
interest in the trust property to:be shifted to a benéficiary.in a lower generational slot for GST purposes; and (2) such
distribution to a new trust doés not extend the tlme for vesting of any beneficial interest in the trust beyond the period
provided for in:the original trust. . .

Extending an exempt trust prior t6 its termination plaiily extends the time for vesting of a beneficial interest and likely
shifts a beneficial interest to a lower generation. This regulation, therefore, does ot provide GST protection when a
trustee extends an exempt trust under EPTL §10-6.6(b) (or a similar statute in another state). However, it confirms that a
new trust will not be subject to chapter 13 if the only change is administrative in hature. It further extends exempt status
to a new trust even if the changes are Substantive, provided that there is no shift of beneficial interest to a IOWer

generation3? and the time for vestmg of any beneficial interest is not extended.33
Common Law

Recall that the GST regulations require an examination of applicable state law to' determine whether an appointment in
further trust-taints exempt status. If there is a 8hift in a beneficial interest to a lower generation beneficiary or a delay in
the vesting of any beneficial interest, the referénce point dates back nearly two decades (and perhaps more), prior to the
enactment of EPTL §10:6:6(b).

There is some support for the position that EPTL §10-6.6(b) and similar statutes in other states merely codify the common
law. The argument is based on two principles. First, a trustee with absolute power to invade principal, as a matter of
property law, is the equivalent of a donee of a special power of appointment.3® Second, absent a contrary provision in the
governing document, a donee of a power of appointment may exercise such power in a manner which is less extensive
than authorized by the instrument creating the power. Under this latter principle, if there is authorlty to distribute outright,
there is authority to distribute in further trust,

As for the first point -=a trustee's invasion power is-akinto-a power of appointment -- the Restatement of Property states
that a Trustee's power to imake-discretionary distributions is a power of appointment.4® In addition, state statutes ofien
treat a trustee's power to invade trust property as a special power of appointmerit. !

As for the second point - a doriee of a power of appointment may exercise the power in a fashion which is less extensive
than outright appointment = there is significant authority. Absent a contrary provision in the governing document, a donee
with the power to appoint outright generally has the power to appoint in trust.42

In at least one older case, a court permitted a trusteé with unlimited power to invade principal to appoint the trust property
infurther trust. In Hubert B. Phipps v. Palm Beach Trust Company ¥ a 1940 Florida case, the trustee had sole discretion
to sprinkle income and principal among a class of beneficiaries. The trustee exercised the power by distributing the trust
property to a new trust. The court approved the distribution, stating:

An examination of the trust indenture in this case leaves no doubt of the power of the individual
trustee to create the second trust provided one or more of the descendants of the donor of the

original trust are made the beneficiaries. 44

The 1992 memorandum in support of'legislation, included in the legislative history leading to the enactment of EPTL §10-
6.6(b); suggests that the provision merely clarifies then existing state law. The memorandum states:

Although ... a trustee's power of invasion seems to fall completely under the EPTL definition of a
special power of appointmént, New York courts appeéar to have never addressed the issue of a
trustee's ability to invade principal in ordef to appoint in further trust. There is no authority in New
York that-would prevent such action, and case law from other states as well as general principles
of New York law would appear to permit such an exercise; it, therefore, follows that a trustee

could do so under New York law. The proposal is intended to codify this probable result.45

The IRS and the federal ¢ourts, of course, might have a different view. While applicable state law undoubtedly is a key
element under the GST regulations,-in a controversy involving federal taxes, a federal court may make its own
determination of the underlying state law issue unléss there is precedent from the state's highest court.* In the absence
of any such precedent, a federal court is to give "proper regard" to lower court cases in arriving at applicable state law.

In short, there is support for the position that, under common law, a trustee who has complete discretion to distribute trust
property may do so in further trust. If that power existed under applicable law as: of the time an exempt trust became
irrevocable (prior to 1986}, a distribution to-a new trust will hot taint exempt status. This is so even if beneficial interests



are shifted to‘a lower generation, However, the state law prerequisite is not entirely free frorh doubt.4?
‘Loss of Exempt Status

What are the resulting GST tax consequences if the IRS or a court concludes that the distribution to a new trust or an
extension .of an existing trust, via an exercise of the power under EPTL §10-6.6(b) (or a similar state law), taints GST
exempt status? In considering this question, recall that, as a general rule, all GST events occurring after the effective date
of the GST tax are subject to chapter 13. While thére is an exception for exempt trusts, a tainting modification, distribution
or extension will cause the trust to lose its label as an exempt trust.

By way of example, suppose an exempt trust is about to expire; by its terms, when a grandchild attains a specified age,
say 35 years. Prior to that date, the trusteé extends the trust by exercising the EPTL §10-6.6(b) power. If the IRS
successfully argues that such extension taints GST exempt status, does it follow that all subsequent distributions to-the
grandchild are GST everits? That result would seem draconian: the extension, if violative of the GST regulations,
admittedly should not allow the trust assets to escape a transfer tax when the beneficial interest devolves to the
‘generation below the current bengficiary. However, even without such trust extenision, the current beneficiary (here, the
grandchild) would have received the property free of transfer tax.

In the foregoing example, distributions fromthe new (or éxtended) trust to the grandchild should not trigger a GST tax. It
is reasonable to conclude that the generational step-down rule under §2653(a) would cause the transferor's generational
slot to shift to that of the original transferor's child.*® Even though the creation and funding of the trust may have been
exempt from chapter 13, once the tainting event has occurred, in arriving at the generational assignment of the transferor
and beneficiaries, arguably all of the opérative provisions of chapter 13 should apply. Those rules in many cases will
narrow the range of generations between the transferor and the beneficiaries if a GST event has occurred and property
remains in trust. While-the foregoing analysis would shield distributions to thie current beneficiary from GST tax, it would
lead to a GST event upor the termination of the current beneficiary's interest, wher lower generational beneficiaries will
have interests in the trust property (or when there othérwise will be distributions to beéneficiaries occupying a lower
generation during the grandchild’s lifetime).

If, in the prior example, the trust beneficiary is the trahsferor's child (rather than grandchild), and the trust is extended
beyond the protective cover of the GST regulations, that taint will not trigger an immediate GST tax.. The transferor wouid
continue to be thee grantor. 4 However, when trust property eventually passes to6 someone two or more generations below
that of the original transféror, say at the child's death, presumably the IRS will séek to impose a GST tax.

GIFT AND ESTATE TAX IMPLICATIONS

Under EPTL §10-6.6(b), the trustee -- and not the beneficiaries - have the power to appoint in further trust. Furthermore,
the statute no longer calis for beneficiary consent or court approval.. Assuming the beneficiary is not a trustee (and
therefore is not exercising the power); the trustee's exercise of the power should not be a taxable gift.

It is conceivable that the IRS might argue that, unless the beneficiary objects to the modification, distribution or extension,
the beneficiary has made-a gift. (Presumably the IRS would advance this argument, if at all, only in cases where there is
the potential for the shifting of benefitial interests or a delay in vesting.) Under this possible theory, the beneficiary's
acquiescence would be the equivalent of a gratuitous transfer. This argument, if advanced, should not prevail. For a
taxable gift to occur, the donor must make a voluntary transfer, and no such transfer occurs when the trustee initiates the
act (and the consent of the beneficiary is not required).>"

The IRS further may argue that the expectation to receive the trust principal at the stated age is the equivalent of a
general power of appointment (if the beneficiary lives to that age)5! and the failure to object to a trust extension under
EPTL §10.6.6(b) (or a similar rule under applicable state law) is a lapse or release of that general power of appointment.52
However, this argument again is based on the assumption that the beneficiary has the legal right to prevent the trustee's
action. If a court could approve a trust extension over the beneficiary's objection, the beneficiary likely will not be deemed
to have a general power of appointment. If, on the other hand, it is determined that a court could not sanction an
extension in a disputed matter, the gift argument is strengthened.

To minimize the risk that the IRS might assert that a gift has occurred, the beneficiary should be given a limited
testamentary power of appointment over the modified, new or extended trust. A power of appointment would render the
purported gift incomplete for transfer tax purposés.33 This precautionary step is warranted where the distribution is to a
new trust with a potential shifting of beneficial intérests or a delay in vesting. It is not necessary where the differences
between the exempt and new trusts are limited to administrative provisions.>

If the beneficiary's acquiescence is deemed to be tantamount to a gift, and if the gift is incomplete due to the beneficiary's
power of appointment in the new or extended trust, the trust property will be included in the beneficiary's gross estate.>

However, in the more likely case that there is no gift upon the trustee's exercise of the power under EPTL §10-6.6(b) (or a
similar rule in another state), there is o estate tax inclusion. In that case, the IRS has another weapon in its arsenal. As



noted earlier, if the modification; distrib‘utioh or extension falls outside of what is:permitted under the GST reguiations, a
GST tax might occur at the beneficiary's death.

INCOME TAX CONSEQUENCES
General Situations InVoIVing Non-Recognition Events

An exercise of the pé"wer to appoint in further trust pursuant to EPTL §10-6.6(b) typically is not a recognition event for
income tax purposes. In-general, gain or loss is realized if: (1) an action involving a trust represents a sale or exchange of
_property,.and (2) the property received is materially different from the property surrendered.¢ Reliance on EPTL §10-6.6
(b) should result in neither an exchange of trust property nor the receipt of "materially different” property.

Ih the often-cited Cottage Savings 37 case, a financial institution (Cottage Savings)-exchanged its participation interests in
one group of mortgages for-another institution's participation interests in a different group of mortgages. The Supreme
Court determined that "properties.are “different’ in the sense that is "material' to the Internal Revenue Code so long as
their respective possessers efijoy legal entitlements that are different in kind or extent." The Court held that the
exchanged interests:did embody legally-distinct entitlements because the mortgages were made to different obligors and
secured by different homes, and therefore Cottage Savings did realize losses when it exchanged its interests. 8

In early rulings following Cottage Savings, the IRS suggested that a distribution in further trust might constitute a taxable
exchange of an interest by each beneficiary of the original trust for an interest in-a new trust if the beneficiary's new
interest was "materially different" from its old interest.>® However, in recent years, the IRS appears to recognize that a
distribution in further trust does not constitute a recognition event for a beneficiary if the distribution is authorized either by
the trust document®® or by local law.®! This new approach makes sense. In the context of a trust decanting (at the sole
discretion of the trustee), the beneficiaries are not exchanging any interests. Therefore, the exercise of the EPTL power
to appoint in further trust generally should not trigger a-recognition event.

Special Situations that May Lead to Income Recognition

* While a distribution under EPTL §10-6.6(b) generally should not give rise to a recognition event, special rules apply if the
trustee transfers encumbered property or a partnership or LLC interest with a negative capital account.

By way of background, §1001 of the Code provides that gain from the sale or other disposition of property is the amount
realized over the property’s adjusted basis. In Crane v. Comr.,** the U.S. Supreme Court held that when property subject
to a nonrecourse liability is sold, thé amount realized includes not only the cash or other property received in exchange for
the encumbered property, but also the full amount of the liability. Similarly, if there is a part-sale, part-gift, where the only
consideration by the transferor is:the transferee's assumption of the liability, there is a deemed sale to the extent of the
liability (and a gift of the fair market value of the property which exceeds the liability). In that case, the transferor's amount

realized is equal to the assumed liability.%

The regulations confirm the Crané holding: "the amount realized from a sale or 6ther disposition of property includes the
amount of liabilities from which the transferoris discharged as a result of the sale or disposition.” % Regs. §1.1001-2(a)(4)
(v) further provides that liabilities from which a transferor is discharged as a result of the sale or disposition of a
partnership interest include the transferor's share of the partnership liabilities. 5

Example 5 of Regs. §1.1001-2(c) deals with the income tax consequences arising when a grantor trust holding a
partnership interest with a negative capital account céases to be a grantor trust. In that example, grantor trust status
terminated because the grantor released those powers which initially caused grantor trust status. When the grantor
released such powers, the grantor ceased to own the property for income tax purposes. At that moment, the grantor is
treated as having transferred the partnership interest to the trust, which is considered a separate taxable entity. The
grantor is deemed to realize an amount equal to the amount of partnership liabilities allocable to the trust's interest. To

the extent that amount exceeds the basis of the partnership interest, there is taxable gain, 66

Under these principles, if the decanting trust ceases to be subject to liabilities as a result of a distribution — whether
because the property is encumbered or because an interest has a negative capital account -- the trust realizes an amount
equal to the encumbrance or negative capital account, potentially leading to a gain. If the transferring trust and the
receiving trust are both grantor trusts for income tax purposes, these special rules should have no impact. This is so
because transactions between two grantor trusts (with the same taxpayer as the grantor) generally are ignored for income
tax purposes.®” However, if one or both trusts are simple or complex trusts, the tax advisor must examine whether the
liability encumbering any transferred property exceeds basis.

Another situation may give rise to income recognition. If the decanting trustee transfers property to a foreign trust, there
may be a recognition event. Under §684, the transfer of property to a foreign trust of an appreciated asset is treated as a
sale or exchange. If the transfer involves all of the decanting trust's assets, however, recognition likely will not be a



problem. ‘I the-last year-of its existence, the decariting trust will receive a distribution deduction for the income generated
by the transfer to the foreign trust. Moreover, if the transfer is to a grantor trust (with respect to the transferor), there is no
deemed sale or exchange at that time.%® Rather, the deemed sale or exchange occurs once grantor trust status
terminates.®

Other Income Tax Considerations 7

In most cases, as described earlier, a distribution under EPTL §10-6.6(b) (or a similar rule in another state) will not give
rise to a recognition event. Nevertheless, the distribution has other income tax consequences. The distribution will carry
out a proportionate share of the trust's distributable net income, or DNI, under the tier system. Consequently, the
distribution will give rise to a deduction for the decanting trust 7% and income inclusion for the receiving trust.”! The

character of the income for the receptacle trust will remain the same as that for the decanting trust.”?
POTENTIAL USES

While it is not altogeiherr clear that EPTL §10-6.6(b) serves the intended GST pufp'oses {described earlier), the statute has
beéen remarkably useful in other areas. Over the past 12 years, practitioners in New York have employed EPTL §10-6.6
(b) to achieve a variety of objectives.”

For example, complex trusts created by New York settlors or under wills of New York decedents, referred to as New York
resident trusts, generally are subject to New York State income tax.”* However, such trusts are not subject to New York
State income tax if the following three conditions are met: (1) all the trustees are domiciled outside New York State; (2)
the entire corpus of the trust, including real and tangible property, is located outside of New York State; and (3) all income
and gains of the trust are derived from sources outside of New York State.” Intangible personal property held by a trust
with no New York trustees generally will not generate New York source income and will not be considered New York
property. 76 '

Suppose a trustee of a’'New York resident trust with unfettered discretion to distribute principal holds both a substantial
portfolio of financial assets,.such as securities and hedge fund investments, and New York real estate investments (gither
directly or though LLCsor partnerships). The trustee may employ the statute to ¢reate a separate trust to isolate the
financial assets from the assets that generate New York source income. So long as the trustee of the trust holding the
financial assets is not-a-New York domiciliary, that trust generally will escape New York State tax on accumulated income

and capital gains.”’

EPTL §10-6.6(b) also could be used to facilitate the funding of life insurance trusts or to meet other trust obligations. Over
time, an individual may have created multiple trusts. It is possible that one such trust has on-going obligations (say, to
pay life insurance premiums or interest and principal payments on a loan), while another trust has available liquidity.
Depending on the particular terms of the trusts, it may be possible to combine the available liquidity and the asset giving
rise to the obligation. This objective may be attainable, again depending on the terms of the trusts, in several ways: a
transfer of liquid assets to the trust with the obligation; a transfer of the assets with the obligation (for example, the
insurance policy) to the trust with the liquid assets; or transfers from both trusts to a third, perhaps newly created, trust.

Trustees further have used EPTL §10-6.6(b) to achieve other goals, such as: dealing with changed circumstances;
modifying administrative provisions; altering trusteeship provisions; extending the termination date of trusts (for non-tax
reasons); correcting drafting errors; converting a complex trust (for fiduciary income tax purposes) to a grantor trust (or
vice versa); changing the governing law; dividing trust property to create separate trusts (to facilitate varying investment
strategies for different beneficiaries); limiting éxposure to New York State real property transfer tax; and reducing potential

liability.”®
OTHER STATES
Alaska, Delaware and Tennessee recently enacted statutes that are modeled closely on EPTL §10-6.6(b).

Alaska's statute, enacted in 1998, is an almost verbatim version of New York's EPTL §10-6.6(b)(1).” Delaware’'s statute,
signed into law on June 30, 2003, and Tennessee' s.recent statute, effective as of July 1, 2004, are very similar to each
other and largely follow EPTL §10-6.6(b)(1). However, unlike New York and Alaska'’s statutes, Delaware and
Tennessee's statutes do not require that the trustee of the original trust have absolute discretion to invade the principal of
the trust; rather, they include a-less stringent requirement that the trustee simply have authority (rather than absolute
discretion) to invade.80 The Delaware statute further deviates from New York's by omitting a requirement that the exercise
of the discretion to invade principal cannot reduce any fixed income interest of any income beneficiary of the original

trust. 8t

ALTERNATIVES TO STATUTES



There are, of course, other alternatives to utilizing EPTL §10-6.6(b) or similar statutes of other states.
Provisions in Governmg Instrument

The original trust |nstrument might contain express authorlty allowing the trustee to pour over the assets to another trust.
Indeed, many attorneys increasingly are including an explicit pour over provision to facilitate the transfer of trust assets,
without needing to rely on a state statute.

The original trust agreement further might grant the trustees the power to amend the terms of the trust. Some
practitioners include provisions bestowing upon trustees the power to change the trusts’ administrative provisions. It is
more rare, however, for trusteés to be given the power to amend dispositive provisions.

Trust documents also might provide for a lifetime power of appointment granted to a beneficiary, thereby allowing him or
her to appoint the trust property to ancther trust with different terms. A beneficiary who exercises a lifetime power of
appointment should not be deemed to have made a gift unless the beneficiary relinquishes a vested right to the trust
property. .

Amendment by Grantor in Accordance with Statute

While the graritor is alive, even an irrévdcable, unamendable trust may be amended. In New York, EPTL §7-1.9(a) allows
the grantor of an-irrevocable trust to revoke or amend the trust in whole or in part, as long as the grantor obtains the
written, acknowledged consents of all pérsons with an interest in the trust.- Although the grantor need not obtain the
consent of unborn beneficiaries, % the grantor does need to secure the consent of all living beneficiaries, including

minors. This requirement could be problematic because New York case law generally holds that a minor cannot
consent.®3 New York courts, however, have relaxed this rigid rule somewhat by holding that the consent of a minor
beneficiary is unnecessary if the proposed amendment to the trust is favorable to the minor. 3 Nonetheless, a grantor
likely will have difficulty Telying on EPTL §7-1.9 to amend a trust if a minor beneficiary is involved. In addition, the consent
requirement may give rise to unexpected tax consequences, as described earlier. And finally, EPTL §7-1.9 is not
available if the grantor is not living.

Division and Establishment of Separate Trusts

Under certain cifrcumétances, a trustée may divide a trust into two 6F more separate trusts. In New York, EPTL §7-1.13(a)
(1) permits 4 trustee to divide a trust and establish separate trusts, without the consent of the beneficiaries and without
prior court approval,:in-order to-achievé one of sevéral specified purposes. Trust divisions (absent court direction or
beneficiary consent) are permitted primarily in connection with tax planning, such as to isolate marital and non-marital
assets, GST exempt and non-exempt-assets and subchapter S stock from other trust assets.%

Significantly, this EPTL provision does not require that the trustee have unfettered discretion to invade the principal of the
trust. However, it is limiting because the trustée may use it only to accomplish fairly specific purposes. Paragraphs (2)
and (3) of EPTL §7-1.13(a) expand the potential use of the statute. These provisions, respectively, allow a trustee to
divide a trust "for any reason which is not directly contrary to the primary purpose of the trust," provided that the trustee
obtain either the consent of all the trust berieficiaries or court approval.86 They therefore offer a trustee more leeway in

terms of the reason for dividing a trust. However, the division still must be consistent with the purpose of the trust (and
court or beneficiary approval is required). In addition, each divided trust established pursuant to EPTL §7-1.13(a), with

limited exception, must be identical to the original trust.87

Reformation or Modification

Ohne other option is reformation or modification if the state has a statute similar to §411 of the Uniform Trust Code (or
UTC). This uniform rule seeks to expand common law rules on trust modification and termination to enhance flexibility.%3
The UTC provision requires a court proceeding. Ina reformation, the court amends the language of a trust, but not the
grantor's actual intent. If the requested relief is modification, by comparison, the court amends both the Ianguage of the

trust and the grantor's intent.®’

The UTC provides that an irrevocable trust may be modified or terminated either upon the consent of the grantor and all
the beneficiaries or upon the consent of all the beneficiaries if the court concludes that all the trust's material purposes
have been accomplished.?® Furthermore, even if all the beneficiaries have not consented, the court still may approve a
modification or termination if the court determines that the trust could have been modified or terminated if all the
beneficiaries had consented and that the interests of a beneficiary who does not consent will be shielded.’! Under the
UTC, courts can modify the administrative or dispositive provisions of a trust, or terminate a trust, because of a change in
circumstances.?? Common law typically authorizes the modification of a trust's administrative provisions because of a
change in circumstances, but the UTC's authorizatioh of changes to a trust's dispositive provisions for the same reason
represents a departure from the norm.



A grantor relying on the UTC, if énacted in the-state, will not face the same difficulty of obtaining consent from a
beneficiary who is a minor as a grantor trying to use EPTL §7-1.9 because the UTC contains a number of helpful
provisions regarding the representation of beneficiaries. The UTC allows minor, unascertained and unborn beneficiaries to
be represented by virtual representation or by a guardian ad litem.”® The UTC also allows such beneficiaries to be
represénted by a conservator,-guardian; agent, trustee, personal representative or parent, assuming, of course, that there
_is no conflict of interest between the répresentative and the beneficiary.?® The inclusion of additional possible
representatives would give courts significantly more leeway in approving modifications or terminations of trusts.
CONCLUSION
While EPTL §10-6.6(b)-iriitially was enacted with GST tax planning in mind, the statute has been used in countless other
circumstances. Several states have replicated the New York statute, with more likely to follow suit. The exercise of the
power to decant, however, has tax consequences that must be considered.
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