A PRACTITIONER’S TOOLKIT FOR
FIXING BROKEN TRUSTS

Presented to
ALI-ABA
Sophisticated Estate Planning Techniques
September 8-9, 2011
by:
Michael M. Gordon

Copyright 2011
Michael M. Gordon

All vights reserved. These materials may nof be reproduced without permission of the copyright holder.

These Materials are intended for educational and informational purposes only. Nothing contained in these materials is to
be considered as the rendering of legal or tax advice in specific cases and the reader is responsible for ebtaining all such
advice from his or her own Iegal counsel. No representations or warranties are made by the author as the validity or
effectiveness of the legal or tax conclusions, analyses, opinions, and planning ideas expressed in these materials.

{GFM-00338352.DOCX-}




A PRACTITIONER’S TOOLKIT FOR FIXING BROKEN TRUSTS
Page 1

I. Overview.

A typical estate plan often includes the use of one or more irrevocable trusts. However,
as a result of the passage of time and change in circumstances, trustees and beneficiaries are
often frustrated by the constraints imposed by the trust instrument. Trust law has greatly
changed over time and the terms of an existing irrevocable trust agreement may lack the
flexibility necessary to adjust to unforeseeable changes in law or other circumstances.
Furthermore, the terms of the trust agreement may no longer satisfy the grantor’s intent.

There are several tools that are available to practitioners to amend and irrevocable trust
agreement to better fulfill the objectives of the grantor and the beneficiaries. The purpose of this
outline is to highlight some of the key methods available for modifying the terms of an
itrevocable trust.

II. Decanting.

The word decant means to pour a liquid from one vessel to another. In the trust context,
the liquid is the trust assets and the vessels are the trust instruments.

Under the common law of certain jurisdictions, a trustee that has the ability to distribute
principal from a trust fo or for a beneficiary may instead exercise such authority by distributing
the assets in further trust for the beneficiary. Phipps v. Palm Beach Trust Company, 142 Fla.
782 (1940); Wiedenmayer v. Johnson, 254 A.2d 534 (N.J. Super. Ct. App. Div. 1969). Several
states have codified the common law concept of decanting,

In 1992, New York became the first state to enact a decanting statute specifically
authorizing a trustee in certain situations to pour assets of one irrevocable trust into another trust.
NY Estates, Powers & Trust Law § 10-6.6(b). Since then at least nine other states have also
enacted decanting statutes. These states include Alaska, Arizona, Delaware, Florida, Nevada,
New Hampshire, North Carolina, South Dakota and Tennessee.

A. Concept Behind Decanting Statute.

The various state statutes that permit a trustee to exercise a decanting power vary in their
details but all operate off the same fundamental premise. If a trustee has the ability to invade
principal for a beneficiary under the terms of a trust agreement, the trustee may, in the exercise
of its principal invasion power, appoint the principal to a new trust for the benefit of some or all
of the beneficiaries of the first trust. Although the concept behind the decanting statute 1s fairly
simple, its implications are immense.
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Decanting statutes can be used to update the terms of a governing instrument by pouring
over all of the assets from a trust governed by an outdated instrument to a new trust that contains
modern administrative provisions that will afford more flexibility to the trustee and beneficiaries.
The decanting statute can also be used in certain situations to affect the beneficial interests in a
trust. However, as explained later in this outline, care must be taken to avoid the imposition of
any negative tax consequences as a result of the decanting,

B. Requirements for Use of Decanting Statute.

The various statutes all have different requirements that must be satisfied in order for a
trustee to be able to avail itself of the benefit of the state’s statute. However, there are common
themes which run throughout the majority of the state’s statute.

[. Principal Invasion Right,

As a starting point, the trustee of the first trust must have the ability to invade
principal for the benefit of one or more of the beneficiaries of the trust. The various states differ
in their requirements with respect to the principal invasion right. For instance, Delaware,
Alaska, and Tennessee permit a trustee that has the authority to invade principal to decant the
assets into a new trust even if the principal invasion power is limited by a standard. New York
and Florida on the other hand require the trustee to have an absolute power to invade principal
which is not limited pursuant to an ascertainable standard.

South Dakota appears to have the only decanting statute which does not require that a
trustee have some principal invasion right in order to utilize the statute. Under South Dakota
law, a trustee can decant income from one trust to another. S.D. CODIFIED LAWS § 55-2-15.
The South Dakota statute therefore expressly authorizes distribution of income from one trust to

another trust.

Delaware’s decanting statue was recently amended to clarify that the trustee’s
exercise of the decanting power must comply with any standard imposed by the first trust. 12
Del. C. § 3528(a)(5). For example, if the first trust provides that the trustee may only distribute
trust principal to the beneficiaries for their health, education, maintenance and support, the
second trust must limit distributions to the beneficiary only for their health, education,
maintenance and support. Delaware’s statute would allow the second trust to further restrict the
purposes for which distributions could be made, but the distribution standard may not be
broadened. For example, the second trust could provide that distributions shal! only be made to
the beneficiaries for their education, but it could not allow distributions to be made for any
purpose not related to the standard contained in the first trust.
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2. Permissible Beneficiaries.

The state decanting statutes impose limitations on a trustee’s ability to exercise the
decanting power. All of the statutes require that the trustee’s exercise of the decanting power be
in favor of one or more of the beneticiaries of the first trust. As such, the decanting statute
cannot be used to add beneficiaries to the second trust that are not beneficiaries of the existing
trust,

In certain states the decanting statute may be used to eliminate beneficiaries of the
existing trust, For instance, assume trust one provides that the trustee can distribute trust
principal to A, B and C in its sole and absolute discretion. The trustee may be able to utilize its
decanting power to distribute the trust assets to trust two which only benefits B and C. This
provision may be beneficial if a trustee desires to divide a pot trust into separate trusts for the
beneficiaries of the first trust.

Some states decanting statutes permit the new trust to grant beneficiaries of the
existing trust powers of appointment not otherwise set forth in the original trust. For instance,
both Delaware and Nevada permit the new trust instrument to grant a beneficiary of the existing
trust a general or limited power of appointment, thereby allowing the decanting to indirectly add
beneficiaries to the first trust by granting beneficiaries of the second trust powers of appointment
not otherwise contained in the first trust. This seems consistent with the basic concept behind
decanting which is that if the trustee could distribute trust assets outright to the beneficiary, the
trustee should be able to exercise such principal invasion power by distributing the assets in
further trust which such further trust grants the beneficiary a power of disposition over the trust
assefs.

3. Elimination of Beneficiaries’ Rights in Trust.

Some state decanting statutes prohibit the decanting from eliminating certain rights a
beneficiary may have over the trust. For instance, New York, Alaska and Tennessee prohibit the
decanting power from reducing any fixed income interest a beneficiary may have in the trust.
Under Delaware law, the decanting power may not be used to eliminate a fixed income right
with respect to a trust that qualifies for the marital deduction. 12 Del. C. § 3528(a)(5).

Delaware’s decanting statute can be used to eliminate a fixed income right with
respect to a trust that does not qualify for the marital deduction. For instance, assume the terms
of trust one provide that all of the income is to be distributed to A during her lifetime and also
gives the trustee the ability to distribute principal to A for her health, education, maintenance and
support. Under Delaware’s decanting statute, the trustee could decant all of the assets of trust
one to trust two which eliminate A’s mandatory income interest in the trust and instead allows
the trustee to distribute income and principal to A in its sole and absolute discretion for her
health, education, maintenance and support.
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Another issue that often arises in a decanting is whether the decanting can eliminate a
beneficiary’s right of withdrawal over the trust property. Some states, such as North Carolina,
provide that if a beneficiary has a power of withdrawal over trust property in trust one, the terms
of trust two must provide the beneficiary with an identical right of withdrawal or sufficient
property must remain in trust one to satisfy the outstanding power of withdrawal, N.C. Gen.
Stat. § 36C-8-816.1.

Other states, such as Delaware, permit a decanting to eliminate a beneficiary’s right
of withdrawal over trust property as long as the right of withdrawal is not presently exercisable.
12 Del. C. § 3528(a)(4). For example, assume the terms of the first trust provide that the trustee
may distribute income and principal of the trust to or for the benefit of A in ifs sole and absolute
discretion and that upon attaining the age of thirty-five (35), A shall have the ability to withdraw
all of the trust assets. As long as A has not attained the age of thirty-five (35) prior to the
decanting, the decanting statute of certain states would permit trust two to eliminate A’s right to
withdraw the assets upon attaining the age of thirty-five (35).

4. Notification to Beneficiaries.

Most of the decanting statutes provide that the authority to decant is in the sole and
absolute discretion of the trustee and that it is not necessary to obtain beneficiary consent in
order for a trustee to exercise its decanting power. Some states such as Arizona, Nevada, New
York and North Carolina permit a trustee to seck judicial approval for a decanting.

5. Governing Law Considerations.

Another issue that often arises in a decanting relates to whether the law of the
particular jurisdiction must govern the first trust in order for the trustee to avail itself of the
benefits of that particular jurisdiction’s decanting statute. For instance, assume that trust one
provides that Indiana law governs the validity, construction and administration of the trust and
there is no mechanism contained in the trust instrument to transfer the situs of the trust or
otherwise change the administrative laws governing the administration of the trust. Is it possible
for a trustee to be appointed in another jurisdiction that has a decanting statute, such as New
York, transfer all of the assets to the New York trustee and then have the New York trustee
decant the trust assets under New York’s decanting statute notwithstanding the fact that Indiana
law continues to govern the validity, construction and administration of trust one?

Several state decanting statutes provide that the use of the statute to decant shall be
considered the exercise of a limited power of appointment. For instance, Delaware’s statute
specifically states that the trustee’s decanting power shall be considered the exercise of a limited
power of appointment. 12 Del. C. § 3528(c).
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Many states make it clear that the validity of the exercise of a limited power of
appointment is governed by the law where the trust is sitused at the time the power is exercised.
Therefore, if a trust is originally created outside of a state that has enacted decanting legislation,
the trustee should be able to decant pursuant to the state’s decanting statute once the trust is
sitused in that particular state notwithstanding the fact that another jurisdiction’s laws govern the
validity, construction and the administration of the trust. Delaware recently clarified this concept
by specifying in its decanting statute that the decanting power may be exercised notwithstanding
the fact that another jurisdiction’s laws govern the trust as long as the trust is sitused in Delaware
and administered in Delaware.

C. Tax Consequences of Decanfing,

There are several tax issues for a trustee to consider when deciding whether to decant the
trust assets.

1. GST Tax Consequences.

The Treasury Regulations provide certain safe harbors for determining whether a
modification to an irrevocable trust will result in loss of GST grandfathered protection. As long
as the following conditions are met, a decanting should not result in the loss of GS'T exempt
status: (i) the exercise of a decanting power does not cause a beneficial interest in the trust
property to be shifted to a beneficiary in a lower generational slot for GST purposes; and (ii)
such distribution to a new trust does not extend the time for vesting of any beneficial interest in
the trust beyond the period provided for in the original trust. Treas. Reg. § 26.2601-

1BYHDEND).

In certain situations it may be desirable to utilize a state’s decanting statute to extend
the duration of a GST exempt trust. The Treasury Regulations provide a safe harbor for the
extension of an exempt trust pursuant to a decanting or other modification. The Regulations
provide that such a decanting or modification will not result in loss of GST exempt status if (i)
state law permitted a trustee to appoint in further trust without the consent or approval of any
beneficiary or court at the time the trust became irrevocable, or (ii) the terms of the governing
instrument of the exempt trust authorize distributions to the new trust without the consent or
approval of any beneficiary or court and (iii) the terms of the governing instrument of the new
trust do not extend the time for vesting of any beneficial interest beyond any life in being at the.
date the original trust became irrevocable plus a period of twenty-one years. Treas. Reg.
§26.2601-1(b}(4)(1)}(A).

As previously mentioned, the first decanting statute was enacted in 1992 seven years after
the effective date of the GST tax. Therefore, grandfathered trusts cannot satisfy the first prong of

{GFM-00338352.DOCX-}




A PRACTITIONER’S TOOLKIT FOR FIXING BROKEN TRUSTS
Page 6

the safe harbor in the Treasury Regulations which requires authority under state law permitting
the trustee to appoint in further trust at the time when the trust became irrevocable. To come
within the safe harbor the trustee must rely on the argument that the applicable state common law
in existence on the date the trust became irrevocable permitted the appointment of assets in
further trust. The second trust must also not extend the vesting of any beneficial interest in the
trust beyond any life in being at the date trust one became irrevocable plus a period of twenty-
one years.

2. Gift Tax.

There are two potential issues to be concerned with relating to the gift tax
consequences of a decanting: (i) if a beneficiary is also serving as trustee, will the decanting have
gift tax consequences and (ii) if a beneficiary consents or acquiesces to a decanting which
eliminates a beneficial interest does the beneficiary make a taxable gift to the trust. In most
situations if a beneficiary is serving as a trustee, the trust will be restricted in how the trust assets
may be distributed to that beneficiary. For instance, the trustee/beneficiary will only be
permitted to distribute trust assets to such trustee/beneficiary for his or her health, education,
maintenance and support. Therefore a distribution in further trust which continues to restrict
how the assets may be utilized for such beneficiary should not result in any negative gift tax
consequences to the trustee/beneficiary.

A more difficult issue involves whether the beneficiary’s consent or acquiescence
to a decanting which eliminates or reduces a beneficiary’s interest in the trust rises to the level of
a taxable gift, For instance, assume the terms of the governing instrument permit the frustee to
distribute income and principal to A for any purpose and provide that upon A attaining the age of
thirty-five (35) all of the assets are to be distributed outright and free of trust to A. Further
assume the trustee decants all of the assets to trust two which extinguishes the trustee’s
requirement to distribute the remaining trust assets to A upon her attaining the age of thirty-five
(35) and instead provides that all of the trust assets shall remain in further trust for A’s lifetime.
If A consents to the decanting, the IRS could argue that A’s right to receive the assets upon
attaining the age of thirty-five (35) is equivalent to a general power of appointment and A’s
consent to the decanting is a lapse or release of the general power of appointment. This would
result in trust two becoming a self-settled trust with respect to A either upon the decanting or
upon A attaining the age of thirty-five (35).

3. Estate Tax.

As a general matter, no adverse federal estate tax consequences should arise as a result of
the decanting. As previously mentioned, several states permit a decanting to grant a beneficiary
of trust one with a power of appointment not otherwise contained in trust one. Many states allow
the power of appointment to be a general power of appointment or a limited power of
appointment. To the extent trust two grants a beneficiary of trust one a general power of
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appointment, the assets would be includible in the beneficiary’s estate upon his or her subsequent
death.

4. Income Tax.

In most situations a decanting will not give rise to a recognition event. However, the
distribution may carry out a proportionate share of trust one’s distributable net income under the
tier system,

Typically when a decanting results in all of the trust assets being distributed from
trust one to trust two, the trustee will file a final fiduciary income tax return for trust one and
obtain a new taxpayer identification number for trust two. As such, trust two is treated as a
separate taxpayer. There is at least one Private Letter Ruling which suggests that if all of the
trust property is decanted from trust one into trust two, then trust two will be the same as trust
one for income tax purposes. PLR 200736002.

D. Trustee Liability.

The decision to decant is typically in the sole and absolute discretion of the trustee,
However, often it is the beneficiaries who have the desire to modify the terms of the governing
instrument and who approach the trustee with a request to decant. This can put the trustee in a
difficult position in that the trustee wants to accomplish the beneficiaries’ goals but at the same
time is concerned about the potential liability associated with the decanting.

For example, assume the beneficiaries approach the trustee with a request to decant all of
the assets into a new trust which contains the same beneficial provisions but provides for an
investment adviser to direct the trustee with respect to the investment of the trust assets. In the
event the trust portfolio declines as a result of the investment performance by the investment
adviser, the trustee could face a breach of fiduciary duty action from the beneficiaries as it was
the trustee’s sole discretion to decant the assets to a new trust which was no longer managed by
the trustee.

Typically a trustee will require that all of the interested parties sign consent, release and
indemnity agreements in connection with a decanting. However, there could be situations where
it is not desirable from a tax standpoint to have a beneficiary consent to a particular decanting.
The trustee must then decide whether it is willing to decant the assets as requested by the
beneficiary in light of the potential liability.
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111. Trust Instruction Actions, Trust Reformation Actions and Trust Modification Actions.

A. Trust Instruction.

If a trustee is uncertain whether it has the authority to take a particular action or which
action is the appropriate one to take, the trustee can petition the court then having jurisdiction
over the trust for instruction on the particular issue. Courts routinely provide instruction to
trustees as to any matter concerning the administration of the trust.

B. Trust Reformation.

A trust reformation typically involves a resolution of an ambiguity or mistake contained
in the trust instrument. Typically the reformation is needed to clarify the settlor’s intent. Typical
mistakes that may be addressed pursuant to a trust reformation include scrivener errors such as
misidentifying a beneficiary or failing to provide that all of the income in a marital trust is to be
distributed to the surviving spouse.

A reformation action will normally relate back to the date of trust execution. In order to
reform a trust instrument, all beneficiaries whose interest would be affected must be a party fo
the action or otherwise notified of a court proceeding. One of the burdens that must be proven is
that the reformation is consistent with the settlor’s intent.

C. Trust Modification.

A trust modification does not change the terms of a governing instrument as of the date of
trust execution, but instead modifies the provisions of the trust moving forward after the entry of
the order modifying the trust. Typically trust modification actions are brought to amend the
administrative provisions of the trust. As with reformation actions, trust modification actions
typically require the consent of all parties with an interest in the trust.

D. Delaware Consent Petition Procedure.

The Delaware Court of Chancery has worked closely with the Delaware Bar Association
to allow for “Consent Petitions” for purposes of modifying irrevocable trusts. If all parties
interested in the frust agree (or for tax reasons state their non-objection or take no position) the
trust may be modified for a proper purpose. There are several requirements for filing consent
petitions with the Delaware Court of Chancery which are as follows:

1. The petitioner can be anyone with an interest in the trust such as a beneficiary or
fiduciary.

2. The petition must be accompanied by an explanatory cover letter from the filing
attorney explaining the purpose of the petition and summarizing the relief requested
in the petition.
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3. The petition must have attached to it as an exhibit a copy of the trust instrument,
amendments thereto, and any orders relating to the trust instrument.

4, Unless the relationship of those with a beneficial interest in the trust to the grantor is
self-evident, the filing attorney must enclose with the cover letter accompanying the
petition or attached as an exhibit to the petition, a family tree or other document
showing the relationship of those having a beneficial interest in the trust to the
grantor.

5. The petition must include, as exhibits, consents, notices of non-objection or
statements of no position (“Consents™) to the relief requested in the petition from all
interested partics. This may include, but is not limited to, (i) trustees and other
fiduciaries (unless they have otherwise signified their consent to the petition by acting
as a petitioner or accepting a fiduciary position); (ii) the trust beneficiaries; (iii) all
other persons having an interest in the trust pursuant to the express terms of the trust
instrument (such as, but not limited to, power holders and persons having other rights
and powers, held in a non-fiduciary capacity, with respect to the trust property).

6. For purposes of filing Consent Petitions, trust beneficiaries are defined as those with a
present interest in the trust and those whose interest in the trust would vest, without
regard to the exercise or non-exercise of a power of appointment, if the present
interest in the trust terminated on the date the petition is filed.

7. A trust beneficiary’s consent must be executed by (i) the beneficiary personally; (ii)
the beneficiary’s attorney ad litem,; (iii) a person authorized to virtually represent the
beneficiary; or (iv) a person authorized by applicable law to represent the beneficiary
with respect to the petition (such as, but not limited to, the beneficiary’s attorney-in-
fact or the Attorney General in the case of certain charitable beneficiaries).

8. All Consgents must be notarized.

1V. Uniform Trust Code (UTC).

The UTC has been enacted in twenty-six states. The UTC contains many provisions
authorizing a trustee to modify the provisions of the trust as long as doing so does not violate a
material purpose of the trust.

A. Modification During Settlor’s Lifetime.

Section 411 of the Uniform Trust Code permits an irrevocable trust to be modified or
terminated upon the consent of all of the beneficiaries even if the modification or termination is
inconsistent with a material purpose of the trust. The Uniform Trust Code permits the settlor’s
consent to be given by the settlor’s agent such as an attorney-in-fact. If the settlor is alive and
will consent to the modification, but not all of the beneficiaries will consent, the modification
may still be made by the court if the court determines it could have approved the modification if
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all the beneficiaries consented and the interest of any non-consenting beneficiary will be
adequately protected.

B. Modification Upon Settlor’s Death.

Section 411 of the UTC also provides that if the settlor is no longer living, but if all of the
beneficiaries consent to the modification and such modification is not inconsistent with a
material purpose of the trust, the court has the authority to modify the trust. If not all of the
beneficiaries will consent to the modification, the court can still modify the trust if the court
determines that the interest of the beneficiary who does not consent will be adequately protected.

C. Changed Circumstances and Tax Objectives.

Section 412 of the UTC permits a court to modify the administrative or dispositive
provisions of a trust if, because of circumstances not anticipated by the settlor, modification or
termination will further the purposes of the trust. Any such modification must be made in
accordance with the settlor’s probable intention.

Section 416 of the UTC permits a court to modify the terms of a trust in a manner that is
not contrary to the settlor’s probable intent to achieve the settlor’s tax objectives. Section 416
permits the modification to have a retroactive effect.

D. Consent of Interested Parties.

Article 3 of the UTC governs which parties must be joined or otherwise receive notice in
connection with a trust modification matter. Section 303 of the UTC provides that as long as
there is no conflict of interest between the representative and the person represented with respect
to the particular question or dispute, a parent may represent and bind the parent’s minor or
unborn child. Section 304 of the UTC permits a minor, incapacitated, or unborn individual, to be
represented by and bound by another person having a substantially identical interest with respect
to the particular question or dispute, but only to the extent there is no conflict of interest between
the representative and the person represented.

E. Non-Judicial Settlement Agreements.
Section 111 of the UT'C permits interested persons to enter into a binding non-judicial
seftlement agreement with respect to any matter involving a trust provided such non-judicial
settlement agreement does not violate a material purpose of the trust. Section 411 of the UTC

provides that matters that may be resolved pursuant to a non-judicial settlement agreement
include:

1. The interpretation or construction of the terms of the trust;

2. The approval of a trustee’s report or accounting;
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3. Direction to a trustee to refrain from performing a particular act or the grant to a
trustee of any necessary or desirable powers;

4. The resignation or appointment of a trustee and a determination of the trustee’s
compensation; and

5. Transfer of a trust’s principal place of administration and liability of a trustee for any
action relating to the trust.

Section 111 of the UTC defines interested persons as those whose consent would be
required in order to achieve a binding settlement if the seftlement were to be approved by the
court. Therefore the same individuals that would be required to consent to a judicial
modification matter under Article 3 of the UTC are considered interested persons for purposes of
a non-judicial settlement agreement.

V. Common Modification Desired by Beneficiaries.

Common modifications accomplished through the methods discussed in this outline
include:

1. The transfer of situs of the trust to a particular jurisdiction and the reformation of the
trust so such jurisdiction’s laws thereafier govern the administration of the trust.

2. Ratification of prior trust acts by trustees or other advisers.

3. Bifurcation of trustee responsibilities through the appointment of advisers to direct
the trustee with respect to particular functions.

4. Modification of other administrative provisions of the trust (i.e., succession of trustee
provisions, accounting provisions, trustee powers, etc.).

5. Modification to beneficial terms of the trust (i.e., removing beneficiary withdraw
rights at certain ages so trust assets may stay in further trust for a beneficiary’s
lifetime as opposed to being distributed at specified ages).

6. Conversion of grantor trusts to non-grantor trusts for income tax purposes.

7. Division of a pot trust into separate trusts for the benefit of a sole beneficiary.

8. Correction of a mistake or ambiguity contained in the trus{ agreement.
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