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Part 2: Taxation of Powers of Appointment

BY GRIFFIN BRIDGERS, SUSAN L. BOOTHBY, AND LISA C. WILLCOX

This is the second in a two-part series exploring the powerful benefits and complex issues confronting estate

planning attorneys in using the power of appointment. Part 1 discussed Colorado law relating to powers of

appointment. Part 2 addresses associated federal income and transfer tax issues.

uch ofthe uncertainty in drafting
trusts in the first decade of this
century centered on the changes
made to the federal gift and
estate tax laws. The Economic Growth and Tax
Relief Reconciliation Act of 2001 (EGTRRA)
reduced transfer estate tax rates and increased
the estate tax and generation-skipping tax
exemption.! EGTRRA scheduled the repeal of
the estate tax and generation-skipping tax for the
year 2010, followed by a “sunset” of EGTRRA in
2011, in which the old regimes of the estate tax
and generation-skipping tax would reappear.
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The federal estate tax laws underwent yet
another change in 2012 with the enactment of
the American Taxpayer Relief Act 0of2012.2 That
law increased the unified credit, now called
the “applicable exclusion,” to $5 million per
person, indexed for inflation.? As a result of the
indexing, the applicable exclusion for the year
2017 was $5.49 million.*

Now, under the Tax Cuts and Jobs Act,
effective January 1, 2018, the estate tax and
generation-skipping exemption has increased
to $11.18 million in 2018.5 The Tax Cuts and
Jobs Act is due to sunset on December 31,
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2025, returning the 2012 to 2017 exemption
amounts, as indexed for inflation at that time.®
Although only a small number of decedents’
estates will be affected by this most recent
legislative change, the estate and gift transfer
tax structure has been the subject of frequent
changes by Congress in the past and will likely
change again in the future. With the transfer tax
exemption at $11.18 million, trust drafters will
likely change their focus to making trusts more
income tax efficient.

Much of the focus in tax planning is placed
on the avoidance or deferral of transfer taxes




by the donor of property, with little consid-
eration given to the tax consequences to the
estate plan beneficiaries. However, contrary
to Colorado property law, the grant of a power
of appointment can, in some cases, cause the
powerholder to be treated as the owner of the
assets over which the power can be exercised
for income and transfer tax purposes. In such
a case, an estate plan beneficiary may incur
additional transfer tax liability. On the other
hand, with today’s generous estate tax applicable
exclusion amount, such a result may be of no
consequence to a beneficiary and, in some cases,
may even create a tax benefit for beneficiaries
as a group. This article looks at the specific
powers of appointment that trigger such tax
consequences.

Definition of General

Power of Appointment

The definition of a general power of appointment
is central to the analysis of transfer tax conse-
quences surrounding powers of appointment.

For transfer tax purposes, a general power of
appointmentis defined in the Internal Revenue
Code of 1986 (the Code) as a power that can be
exercised in favor of any of the powerholder,
the powerholder’s creditors, the powerholder’s
estate, or the creditors of a powerholder’s estate.®
There are three restrictions that will prevent
such power from being categorized as general
for transfer tax purposes if they are added to a
power of appointment.

First, if the powerholder’s power to consume,
invade, or appropriate property for his or her
own benefit is limited by an ascertainable
standard relating to the powerholder’s health,
education, support, and maintenance, this
power to withdraw will not be treated as a
general power of appointment.® The Colorado
Uniform Act does not contain such a provision.
The Uniform Power of Appointment Act (UPAA)
contains a provision that treats a power subject
to an ascertainable standard as nongeneral for
purposes of creditor claims against the power-
holder,' but as discussed in Part 1, Colorado
has not yet enacted the creditor provisions of
the UPAA.!

Second, if the power of appointment can
only be exercised with the consent of the donor

creating the power, such power will not be
treated as a general power of appointment.*?

Third, if the power of appointment can
only be exercised with the consent of another
person having a substantial adverse interest
in the property over which the power can be
exercised, such power will not be treated as
a general power of appointment.’? This final
restriction is similar to one found in the Colorado
Uniform Act, which states that if a powerholder
may exercise a power of appointment only with
the consent of an adverse party, the power is
nongeneral.’* An adverse party is defined as a
person with a substantial beneficial interest in
property, which interest would be adversely
affected if the power were exercisable in favor
of the powerholder, the powerholder’s estate,
a creditor of the powerholder, or a creditor of
the powerholder’s estate.'

The primary difference between the re-
spective definitions of a general power of ap-
pointment between the Code and the Colorado
Uniform Act is that the Code contains a plural
reference to “creditors,” while the Uniform Act
uses the singular term “a creditor'® Presumably,
this difference would be of no consequence in
determining whether a power of appointment is
general for transfer tax purposes.'” Accordingly,
a limitation of permissible appointees to a
specific creditor or creditors of the powerholder,
or the powerholder’s estate, would then create
a general power of appointment under both
the Colorado Uniform Act and the Code. Such
a limitation could be helpful, for example, in
granting a general power of appointment to a
powerholder who might be prone to creditor
issues.

Taxable Powers of
Appointment in General
Sections 2514 and 2041 of the Code each define
the circumstances under which a power of
appointment can subject the powerholder to gift
or estate tax, respectively. For purposes of this
analysis, this article focuses solely on powers of
appointment created after October 21, 1942.'8
In general, these Code sections treat the
powerholder of a general power of appointment
as the transferor, or owner, of the property over
which the power can be, or could have been,
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exercised, in the following circumstances:

1. In general, the lapse or release of a general
power of appointment, in full or in part,
may cause the powerholder to be treated
as having made a transfer, for gift tax
purposes, of the assets over which the
power could have been exercised.!®

2. If the powerholder of a general power of
appointment dies holding such power, or
istreated as holding a previously exercised
orreleased general power of appointment
atthe time of death under Code Sections
2035 to 2038, the assets over which such
general power of appointment could
have been exercised will be included, for
estate tax purposes, in the gross estate of
the powerholder.®

3. The application of the gift or estate tax to
the exercise, release, or lapse of a general
power of appointment by the powerholder
may cause such powerholder to be treated
as the transferor, for generation-skipping
transfer tax purposes, of the assets over
which such exercised, lapsed, or released
power of appointment could have been
exercised.*

4.1f a powerholder has a general power of
appointment that gives the powerholder
the present right to withdraw the income
or principal of the trust, such powerholder
will be treated as the owner, for income
tax purposes, of such assets.*

5. A powerholder of a general power of
appointmentwho dies holding such power
(for estate tax purposes), or who exercises
such power effective at death, is treated as
the transferor of the property subject to
the power for purposes of Code Section
1014 (which allows the income tax basis of
assets acquired from a decedent, by reason
of his or her death, to be “stepped-up” to
their fair market value at the date of the
decedent’s death).

In addition, the powerholder of a nongen-
eral”® power of appointment may be treated
as the transferor of the property, for gift and
estate tax purposes, if the nongeneral power is
exercised (during life or at death) in a manner
that suspends or postpones, where permitted
by the applicable state rule against perpetuities,
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the vesting of such property.?* This exception
is commonly known as the Delaware tax trap.

It is helpful to examine the tax effects of a
power of appointment highlighted through
some examples of common situations that cause
the powerholder of a power of appointment
to be exposed to transfer tax and/or income
tax liability.

For purposes of these examples, assume that
Julie creates an irrevocable trust for her children
and issue. In creating this trust, Julie gives each
living trust beneficiary a Crummey* power
to withdraw the lesser of (1) the beneficiary’s
equal share of any amount contributed to the
trust by Julie in a given calendar year, or (2) the
amount of the gift tax annual exclusion available
for gifts by Julie to the beneficiary in question.
This power expires 30 days after the date of
Julie’s contribution to the trust or, if sooner, on
December 31 of the year of the contribution.

Gift Tax
For gift tax purposes, the exercise or release of
ageneral power of appointment is treated as a
transfer by the powerholder when such exercise
orrelease occurs during the powerholder’s life.?®
For this reason, it is important to consider the
tax effects to the powerholder of the grant of a
general power of appointment. For instance, if
the powerholder exercised the general power
of appointment in favor of a person other than
himself or herself, this exercise would be treated
as a gift by the powerholder to the recipient of
such property.?” In addition, if the powerholder
anticipated adverse estate tax consequences
(discussed below) due to his or her retention of
ageneral power of appointment and, as aresult,
wished to release the power, such release would
generally be treated as an indirect gift to the
other trust beneficiaries. Especially in cases of a
release of a general power of appointment, it is
also often the case that the indirect gift will not
be eligible for the gift tax annual exclusion under
Code Section 2503(b), because the deemed
transfer resulting from such release is a transfer
of a future interest.*®

In some scenarios, a general power of
appointment may only be exercisable by a
powerholder for alimited period of time. If this
period of time expires, the power of appointment
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is treated as having lapsed. A lapsed power of
appointmentis treated as arelease of such power
that, as noted above, may cause adverse gift tax
consequences to the powerholder if the power
is a general power of appointment.? However,
a lapse of a power of appointment during a
calendar year is only treated as a release of
such power to the extent that the value of the
lapsed power exceeds the greater of $5,000 or
5% of the trust assets over which the power
could have been exercised.

= Ifabeneficiary of Julie’s inter vivos irrevo-

cable trust fails or refuses to exercise his
or her Crummey power, such beneficiary
will be deemed to have made a gift to the
other trust beneficiaries to the extent the
beneficiary’s withdrawal right exceeds
$5,000. The 5% limitation would not be
invoked because the beneficiary’s with-
drawal right was capped at the amount
of the gift tax annual exclusion amount,
which is currently $15,000, and 5% of this
amount ($750) is less than $5,000.

= Theresults would be the same if the ben-

eficiary expressly notified the trustee of
the trust that the beneficiary wished to
release his or her Crummey power.

= If, however, Julie had included a pro-

vision limiting the lapsed amount of
each Crummey power to $5,000 or, if
greater, 5% of the appointive property,
a beneficiary’s lapsed Crummey power
would not have generated gift tax liability
for the beneficiary.

For this reason, when creating Crummey
powers® itis a common practice to limit the lapse
of such powers to the greater of $5,000 or 5% of
the powerholder’s proportionate share of assets
transferred to a trust. This prevents the lapse of
this right of withdrawal from being treated as
the release, for gift tax purposes, of a general
power of appointment by the powerholder.
The technique for avoiding gift tax is to give
the beneficiary a “hanging Crummey power”
whereby the excess of the current gift over the
5 and 5 limit remains subject to an ongoing
demand power. The ongoing demand power
lapses only to the extent of the greater of $5,000
or 5% of the trust assets of the following years. As
noted below, such technique may also prevent



the lapse of the Crummey power from having
adverse estate tax consequences.

Estate Tax

Generally, if a powerholder dies holding a
general power of appointment, the assets over
which such power of appointment could have
been exercised are included in the powerhold-
er’s gross estate for estate tax purposes.’' In
other words, the powerholder is treated as the
owner of such assets by virtue of having held
a general power of appointment at the time of
his or her death. For estate tax purposes, the
definition of a general power of appointment
is substantially similar to the definition of
a general power of appointment for gift tax
purposes, including the applicable restrictions
that prevent a power of appointment in favor of
the powerholder from being treated as a general
power of appointment.

= If a beneficiary of Julie’s trust dies while

holding an unlapsed Crummey power, the
appointive property would be included
in the beneficiary’s gross estate for estate
tax purposes.

Intuitively, it would seem that the pow-
erholder of a general power of appointment
could avoid such a result either by exercising
such power in full, or releasing such power in
full, during life. However, this solution is not
as simple as it appears on its face. In certain
scenarios, the exercise or release of a general
power of appointment during life can cause
the assets that were subject to the general
power of appointment to be brought back
into the powerholder’s gross estate for estate
tax purposes, even if a gift tax was previously
applied.®® To understand such scenarios, it is
important to first look at the general concept
of retained interests or rights.

Sometimes a transfer of property, with a
retained right in that property (such as a right
toincome or use, aright of reversion, or aright
to revoke or amend the transfer), can cause
the transferred property to be included in the
original owner’s gross estate, even if the original
owner does not actually own the property at the
time ofhis or her death.** If such aretained right
isreleased by the original owner, the previously
transferred property may still be brought back
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into the owner’s gross estate if the release hap-
pens within three years of the original owner’s
death.*® The key to the application of these
Code sections is that the decedent must have
at one point owned property and transferred it
duringlife while also retaining a right described
above. These principles generally do not apply
to beneficiaries of a trust who have, at no point,
been an owner of the property in the trust.
The exercise or release of a general power
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of appointment during the powerholder’s life
can cause the powerholder to be treated as the
“original owner” of the property subject to such
power, even though the powerholder never
held title to such property, for purposes of the
application of these retained interest rules and
the three-year rule described in the previous
paragraph.®® The inadvertent application of this
result can easily be avoided by not allowing
the beneficiary to have the right, during his
or her lifetime, to exercise a general power of
appointment. However, if a beneficiary wishes to
release a general power of appointment during
life to avoid the general inclusion in his or her
gross estate of the assets subject to such power
and associated adverse tax consequences, such
release must be carried out in a manner that
avoids the application of the retained interest
rules. In such a case, the $5,000/5% limitation
described above also applies to a lapse of the
power, such that a lapse of a general power
of appointment during a powerholder’s life
that does not exceed this threshold will not be
treated as a release of the power.>” However, a
disclaimer or renunciation of the general power
of appointment by the powerholder may be
possible, so long as it meets the requirements
generally applicable to qualified disclaimers
for gift tax purposes.®®
= Assume that a child of Julie’s exercises
each Crummey power to transfer his or
her share of the appointive property to a
new trust, in which the child retains the
discretionaryright to receive income of the
trust. In such a case, the retained income
right would have caused the assets of the
new trust to be included in the child’s
gross estate if the child had funded the
new trust with his or her own assets.
Therefore, the exercise of the power of
appointment would have the same effect.
= If the child were instead to release the
power of appointment, or cause it to
lapse, the appointive property in excess
0f $5,000 would be treated as if the child’s
own property for purposes of the appli-
cation of Code Sections 2035 through
2038. Therefore, if the child had the right
to receive income from the trust, such
excess appointive property would also
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be included in the child’s gross estate.

A common estate tax planning technique
involves the creation of a credit shelter trust at
the death of the first spouse, which is generally
funded with an amount equal to the deceased
spouse’s unused applicable exclusion amount.
The assets of such a trust are typically not
included in the surviving spouse’s gross estate.
Given the generous applicable exclusion amount
now available, as well as the existence of the
portability election, many estate plans now
provide the surviving spouse with the flexibility
to create a credit shelter trust through the use
of a qualified disclaimer with respect to assets
for which the spouse would otherwise have
been treated as the owner for gift and estate
tax purposes, either by virtue of an outright
distribution or the application of Code Section
2044.

For gift tax purposes under Code Section
2518, a qualified disclaimer prevents the sur-
viving spouse from being treated as the owner
of the property. In other words, the disclaiming
spouse would be treated as having predeceased
the first spouse to die for gift tax purposes, as
opposed to first receiving the property and
then making a taxable gift of the property to
the beneficiaries of the credit shelter trust.
To preserve this gift tax treatment, the Code
requires that the disclaiming spouse not accept
the disclaimed interest or any of its benefits.*
However, the disclaiming spouse is often a
beneficiary of the credit shelter trust as well,
meaning that such spouse will still be entitled to
receive benefits from the disclaimed property.

Fortunately, the Treasury Regulations ad-
dress this problem, permitting a disclaiming
spouse to make a qualified disclaimer over
property in which he or she retains a beneficial
interest.*” However, such a disclaimer is not
qualified if the disclaiming spouse retains the
right to direct the beneficial enjoyment of the
disclaimed property beyond the limits of an
ascertainable standard.*! For this reason, it
is generally recommended that spouses not
be granted a general or nongeneral power of
appointment over disclaimed property that
passes into a credit shelter trust.*

As discussed below under “Basis Planning,”
many practitioners have begun to explore the
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inclusion of existing credit shelter trust assets
in the surviving spouse’s estate, through a trust
decanting or modification, for purposes of
achieving a step-up in income tax basis. This
is often achieved by granting the surviving
spouse a general power of appointment over
some, or all, of the assets of the credit shelter
trust, especially assets with significant built-in
appreciation. Where applicable law permits the
addition of such a power, it is unclear whether
such a change would have a retroactive effect
on the qualification of a previous disclaimer
by the spouse. However, it is important to
note that, for gift tax purposes, any deemed
gift by the spouse by virtue of a retroactive
disqualification of a disclaimer would likely
not be treated as a completed gift so long as
the spouse retains a power of appointment that
is not exercised, released, or allowed to lapse
during the spouse’s life.**

Generation-Skipping Transfer Tax
Within multi-generational trusts, the general
power of appointment can be a valuable tool.
Generally, the funding of such a trust by the
original settlor is subject to estate, gift, and/
or generation-skipping transfer taxes. Upon
the funding of the trust, the settlor’s genera-
tion-skipping transfer tax exclusion is applied
to the transfer.** If the settlor does not have
a sufficient generation-skipping transfer tax
exclusion to cause the trust to be exempt from
such tax,* the generation-skipping transfer tax
may subsequently apply, either in the case of a
taxable termination or a taxable distribution.*®
However, this result can be avoided by assigning
a general power of appointment over the trust
assets to one or more beneficiaries who are
nonskip persons.*

Generally, the transferor of the property
subject to such tax applies the generation-skip-
ping transfer tax exclusion.* The transferor of
property, however, shifts each time that estate
or gift tax is applied to previously transferred
property to which a generation-skipping transfer
tax exclusion has been previously applied.*
Accordingly, if a beneficiary of a multi-gen-
erational trust dies holding a general power
of appointment, releases a general power of
appointment, or allows a general power of
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appointment to lapse such that the beneficia-
ry becomes subject to estate and/or gift tax
liability (as discussed above), that beneficiary
will be treated as the owner and transferor of
property in the trust over which the held or
lapsed power could have been exercised for
generation-skipping transfer tax purposes.*®
This allows such beneficiary to allocate his or
her generation-skipping transfer tax exclusion
to the trust, which can cause the inclusion ratio
to be reduced to zero.*

= For each lapse of a Crummey power

granted by Julie, the new beneficiary
will become the transferor of the prop-
erty subject to the power, for genera-
tion-skipping transfer tax purposes, to
the extent that the beneficiary is deemed
to make a taxable gift. In other words, the
beneficiary will have to apply his or her
generation-skipping transfer tax exclusion
equal to the amount of the lapse to attain
a zero inclusion ratio.

A common strategy in trust planning is to
permitan independent trustee, or trust protector,
to have the power to convert a nongeneral power
ofappointment held by abeneficiary to a general
power of appointment, or to grant a general
power of appointment to a beneficiary who did
not previously hold any power of appointment.®
By doing so, such trustee or trust protector can
reduce or eliminate any generation-skipping
transfer tax liability of the trust after the death
of the original settlor(s).

= Assume that the trust does not have a

zero inclusion ratio, after allocating all
of Julie’s available generation-skipping
transfer tax exclusion. Assume further
that each of Julie’s children, who are
nonskip persons, has a nongeneral power
of appointment over his or her share
of the trust’s assets. If an independent
trustee or trust protector has the power
to convert the child’s nongeneral power
of appointment to a general power of
appointment, with respect to some or
all of the child’s share, the appointive
property subject to the converted power
would be included in the child’s gross
estate. As a result, the child could apply
his or her generation-skipping transfer



tax exclusion to such appointive property
at death to attain a zero inclusion ratio.
= However, during the child’s life, it would
beimportant to avoid making distributions
to any skip person (with respect to Julie)
from any trust property with an inclusion
ratio of greater than zero; otherwise, this
would result in a taxable distribution.
With respect to Crummey powers, it is also
important to note that the application of the gift
tax annual exclusion does not guarantee that the
transfer will be granted a zero inclusion ratio
for generation-skipping transfer tax purposes.®
Only transfers in trust that are treated as direct
skips to one beneficiary so qualify, and even
then, the following requirements must also
be met with respect to the sole skip person/
beneficiary: (1) during the skip person’s life,
only that skip person can receive distributions
ofincome or principal of the trust in question,
and (2) the trust assets are included in the gross
estate of the skip person upon death (if the trust
does not terminate earlier).>*
= Because there are multiple beneficiaries
of the trust who are both skip persons and
nonskip persons, any transfers thereto
would be indirect skips. Therefore, Julie
would not be able to take advantage of the
deemed zero inclusion ratio for transfers
that are nontaxable gifts and would need to
allocate her generation-skipping transfer
tax exclusion to each transfer subject to
a Crummey power.
= If, however, the trust were split into equal
shares for each beneficiary, such that
each skip person was the sole beneficiary
of his or her own separate share, and
so long as each such skip person was
granted a testamentary general power of
appointment over his or her share, Julie
would not need to allocate any of her
generation-skipping transfer tax exclusion
for lifetime transfers to the skip person’s
specific share.

Income Tax

For income tax purposes, the grantor trust rules
generally treat the grantor (settlor) of a trust
as the owner of the trust assets if such grantor
retains certain powers.® However, if the grantor

is not treated as the owner of trust assets for
income tax purposes, one or more beneficiaries
may be so treated if such beneficiaries retain
certain powers over the trust assets.* Chief
among such powers is a beneficiary’s right to
vest the corpus or income of the trust in himself
or herself during life.*” Such lifetime right of
withdrawal, while not specifically defined as a
general power of appointment, would be treated
as a general power of appointment exercisable
during life for gift and estate tax purposes.®
= If Julie is not treated as the grantor of
the trust for income tax purposes, each
beneficiary will be so treated with respect
to anyincome generated by the appointive
property subject to such beneficiary’s
Crummey power until such power lapses.
The effect of the lapse of the Crummey
power on the grantor trust status should also
be examined. Under Code Section 678(a)(2),

the partial release or modification of a general
power of appointment described in Code Section
678(a)(1) causes the releasing powerholder to be
treated as the grantor to the extent that, following
such release, the grantor retains such control
as would cause the powerholder to be treated
as the grantor under Code Sections 671 to 677.
Therefore, for example, if the powerholder were
entitled to continue to receive distributions of
income from the trust following a partial release
of the Crummey power, such beneficiary would
be treated as a grantor under Code Sections
671 and 678(a)(2). With respect to lapses of
powers described in Code Section 678(a)(1), the
Internal Revenue Service (IRS) has ruled that
the lapse would be treated as a partial release
of such powers under Code Section 678(a)(2).%

The inadvertent application of this provision
should be avoided. However, this tax rule can
also have special application. For example, it can
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allow a beneficiary of a residence trust to take
advantage of the exclusion on the gain on the sale
of a principal residence, even if the beneficiary
doesnothold title to the residence for two of the
five years prior to sale, so long as this grantor
trustrule applied to the beneficiary during such
time period.®® Another potential application
might be in the realm of retirement account
planning, where a trust beneficiary holding a
lifetime power of withdrawal over a trust might
be treated as the owner of a retirement account
to allow required minimum distributions to
accumulate in a trust without taking into account
the life expectancy of remainder or contingent
beneficiaries.®* However, practitioners should
be very cautious in using general or nongeneral
powers of appointment in conjunction with
qualified retirement plan assets.®

Basis Planning

Where a trust is used to hold appreciated or
appreciating assets for the benefit of future
generations, in lieu of outright bequests, a major
detriment is the loss of a step-up in income
tax basis at each generation. However, assets
within a trust can receive a step-up in income
tax basis to the extent that they are required to
be included in a beneficiary’s gross estate for
estate tax purposes.®

= Upon the death of a child of Julie, the ap-

pointive property subject to any unlapsed
Crummey power will receive a step-up in
income tax basis to its fair market value,
as determined for estate tax purposes, at
the child’s death.

As discussed above, such estate inclusion
can be triggered by allowing an independent
trustee or trust protector to give a beneficiary
a general power of appointment, at least over
the portion of the trust for which a step-up
in income tax basis is desired. However, if a
trustee or trust protector does not have such a
power, a modification or decanting of the trust
may be required to give a beneficiary a general
power of appointment. Depending on the law
governing the construction or administration
of the trust, such a result may not be possible.

Under the new Colorado Uniform Trust
Code (effective January 1, 2019),* nonjudicial or
judicial modifications of a trust may be possible,
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but will be subject to certain requirements
including, but notlimited to, analysis of whether
the modification will violate a material purpose
of the trust® and adequate virtual representation
of minor beneficiaries and unborn beneficia-
ries.% Further, under the Colorado Uniform
Trust Decanting Act, the grant of a general
power of appointment to a beneficiary may not
be possible unless the trustee has expanded
distributive discretion,® or unless such a change
would not cause a substantial change to any
beneficial interest contained in the first trust.®

Delaware Tax Trap
Another way to achieve the effect of granting a
general power of appointment to a beneficiary,
such as the basis step-up and/or shift in transfer-
or for generation-skipping transfer tax purposes,
isthe use of a planning technique known as the
“Delaware Tax Trap.”® There is a unique Code
provision that treats the powerholder of a power
of appointment as the owner, for estate tax
purposes, of the assets over which such power
is actually exercised if such exercise creates a
new power of appointment that can be exercised
under applicable local law so as to (1) delay the
vesting of any interest in the property subject
to the new power, or (2) suspend the absolute
ownership of the property subject to the new
power, in either case for a period ascertainable
without regard to the date of creation of the
first power.” While seemingly complicated on
its face, this provision generally applies where
the applicable state rule against perpetuities
resets the perpetuities period as a result of the
use of a power of appointment to grant a new
power of appointment.™

This provision generally only applies in
states whose rule against perpetuities permits
such treatment. At present, Colorado is not
such a state, as its statutory rule against per-
petuities treats the creation of a new power
of appointment as relating back to the date of
creation of the original power of appointment.™
Accordingly, for Colorado trusts, the Delaware
Tax Trap generally cannot be used as a planning
tool. However, a change in situs of the trust to a
state permitting such treatment,” or the exercise
of a power of appointment by a beneficiary in
a state whose applicable law treats the law of
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the state of the powerholder as governing the

exercise of such power, may permit the use of
this strategy.™

= IfJulie’s trustis administered in Delaware,

assume her child holds a testamentary

nongeneral power of appointment over

his or her share of the trust and that any

unappointed assets would be distributed

to the child’s issue at his or her death.

Further assume that the child exercises

such power to cause the assets of the

child’s share to continue in trust for his

or herissue, instead of being distributed

outright. The child’s exercise of the non-

general power of appointment, in this

case, would cause the appointive property

to be included in the child’s gross estate.

Special Cases

There are some situations, not expressly de-
scribed in the Code or Treasury Regulations,
in which the grant or exercise of a power of
appointment (either general or nongeneral)
can cause the powerholder to have adverse tax
consequences. While this list is not intended
to be all-inclusive, it is designed to alert prac-
titioners to potential pitfalls.

In TAM 9419007, the IRS adopted the Tax
Court’s holding in Estate of Regester v. Commis-
sioner.™ In this case, a powerholder of a lifetime
nongeneral power of appointment held the
right to receive all net income of the trust, at
least quarterly. The powerholder exercised the
nongeneral power to appoint the trust assets. The
IRS asserted, and the Tax Court concluded, that
the powerholder’s exercise of this nongeneral
power of appointment resulted in a taxable gift
of the powerholder’s income interest in the
trust. Given this result, it may be important to
limit the grant of a lifetime nongeneral power
of appointment to a beneficiary whose interest
in a trust has an ascertainable value by virtue
of mandatory distribution rights.

The IRS also concluded, in Revenue Ruling
95-58, that the right retained by a trust’s settlor
to remove or replace a trustee would not cause
the assets of the trust to be included in the
settlor’s gross estate, so long as the settlor
could not appoint himself or herself, or an
individual who is not related or subordinate



to the settlor under Code Section 672(c), as the
trustee. However, this ruling is silent regarding
the power of a beneficiary to remove or replace
a trustee. The Treasury Regulations conclude
that a beneficiary’s power to remove and re-
place the trustee with any successor, including
the beneficiary, would cause the beneficiary
to have a general power of appointment by
virtue of imputing the trustee’s powers to such
beneficiary.” Further, the beneficiary’s release
of the power to remove or replace a trustee, or
resignation as trustee, could then be treated as
arelease of a general power of appointment.”
To avoid such an outcome, it is likely that the
safe harbor of Revenue Ruling 95-58 would also
apply to a beneficiary with the right to name a
successor trustee. In other words, limiting the
pool of successor trustees to those who are not
related or subordinate to the beneficiary would
prevent the beneficiary’s power to remove or
replace the trustee from being treated as a
general power of appointment.

Even in cases where the beneficiary has
an unrestricted right to remove or replace the
trustee with anybody, including the benefi-
ciary, this power by itself may not be treated
as a general power of appointment unless the
trustee’s distribution powers, in the hands of
the beneficiary, would be treated as a general
power of appointment.” In such a case, if the
trustee’s distribution power is limited to an
ascertainable standard, this restriction would
prevent the power from being treated as a
general power of appointment with respect
to the beneficiary if the beneficiary were to
become a trustee.”

Even if the trustee’s distribution power
is not expressly limited to an ascertainable
standard, certain state law savings provisions
may prevent a beneficiary with the unrestricted
right to remove or replace a trustee from having
a deemed general power of appointment. For
example, the Colorado Probate Code contains
a provision that limits the distribution power
of a beneficiary who is also a trustee to the
ascertainable standard of health, education,
maintenance, and support with respect to the
beneficiary and those persons who have the
power to remove or replace the beneficiary, and
further restricts such beneficiary/trustee from

making distributions to discharge legal support
obligations of the beneficiary/trustee.®’ The end
resultis that this statute prevents the inadvertent
grant of a general power of appointment to a
beneficiary. However, it is important to note that
the application of this statute can be expressly
superseded in a trust, by reference to the statute
itself, by a clear demonstration of the intent of
the settlor to not apply the terms of the statute,
orin cases where the assets would otherwise be
included in the gross estate of the beneficiary
notwithstanding the fiduciary power.®!

Conclusion

In planning for radical changes to the federal
estate and gift tax laws, as well as maintaining
the important non-tax goal of creditor protection
discussed in Part 1, the power of appointment
should be considered when drafting any trust.
If there is any certainty in this area, it is that
there will be change in the future. A power of
appointment can add flexibility to trusts that

will affect the lives of our clients’ descendants
for decades to come. @
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