Lifetime Special Powers
of Appointment Offer
Unique Planning
Opportunities
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lifetime special power of
appointment (“LSPOA™) in
n irrevocable trust offers
nique tax, creditor protec-
tion, and dispositive planning
opportunities. An LSPOA provides
the powerholder with the life-
time power to appoint trust prop-
erty to a designated group of
appointees, other than the pow-
erholder, the powerholder’s cred-
itors, the powerholder’s estate or
creditors of the powerholder’s
estate.? An LSPOA is a powerful
tool because the powerholder has
the authority ro decide who will
own the trust property.

An LSPOA provides unique
planning advantages because the
settlor of an irrevocable trust (the
“Settlor™) can be a potential
appointee of the LSPOA without
causing adverse estate tax conse-
quences as long as there is no
express or implied agreement that
the assets will be appointed back
to the Settlor and so long as the Set-
tlor’s creditors cannot reach the

trust assets under state law. In con-
trast, under the laws of most juris-
dictions, if the Settlor of an irrev-
ocable trust is a beneficiary of the
trust, the trust assets will be includ-
ed in his estate and will be subject
to the claims of his creditors. An
LSPOA can also offer great flexi-
bility because it can allow the pow-
erholder to transfer trust assets
without fiduciary constraints? and
with less risk of raising fraudu-
lent conveyance issues. Further-
more, a creditor cannot force the
powerholder to exercise the
LSPOA.3

While an LSPOA is a powerful
and flexible planning tool, it should
be used with caution because its use
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can have unintended tax and non-
tax consequences. From a non-
tax standpoint, because an LSPOA
gives the powerholder the present-
ly exercisable power to decide who
will own trust property, the grant
and scope of this authoriry should
be considered carefully. An LSPOA
requires a thoughtful selection of
the powerholder and the poten-
tial class of appointees plus a thor-
ough analysis of state law. From a
tax standpoint, the grant and exer-
cise of an LSPOA can trigger
income, gift, estate, and genera-
tion-skipping transfer (“GST7) tax
consequerces.

This article will (1) explore sev-
eral creditor protection planning
opportunities available with an
LSPOA, (2) analyze some of the tax
issues of using an LSPOA, and (3)
provide sample language for the
creation of an LSPOA.

Planning for creditor protection
In evaluating a structure to provide
creditor protection for a client,



there is often a tension between (1)
the degree of access ro the assets
the client desires and (2) the
strength of the protection afford-
ed by the structure. Generally, the
more access a client has, the less
protection offered by the structure.
The scenarios described in this arti-
cle may achieve an acceptable bal-
ance between access to the assets
and creditor protection. Typically,
if the Settlor is a beneficiary of an
irrevocable trust, his creditors can
reach the trust assets.4 Despite this
general rule, there are a number of
states, such as Alaska, Delaware,
and Nevada, which by statute pro-
vide creditor protection for self-set-
tled trusts.

In evaluating the benefits of
using an irrevocable trust with an
LSPOA for crediror protection, it
is helpful to compare this strategy
with an outright transfer to an indi-
vidual. For purposes of this article,
we will refer to an irrevocable trust
that contains an LSPOA as an
“LSPOA Trust.”

Outright transfer. A frequently-
used technique to protect assets
from creditors is to transfer assets
to someone else with the expecta-
tion that the recipient will make the
assets available to the donor, if
needed, or will transfer the assets
back to the donor at an appropri-
ate time. This creditor protection
technique is commonly used by a

1 Aspecial power of appointment is any power
of appointment other than a general power of
appointment. Section 2041(b)(1) defines a
“general power of appointment” as essentially
a power that is exercisable in favor of the
decedent. his estate, his creditors, or the cred-
itors of his estate.

A power of appointment that is not held by a
trustee is not subject to fiduciary obligations
and may be exercised arbitrarily within the
scope of the power. A power that runs with
the office of trustee is strongly presumed to
be a fiduciary power. Restatement (Third)
Trusts § 50, comment a.

Scott on Trusts, § 147.3.

See Uniform Trust Code (*UTC") § 505(a)(2)
and the offictal comments. The general rule
is that a creditor of the Settlor can reach the
maximum amount that the trustee can dis-
tribute to the Settior.
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physician who transfers assets to
his spouse to protect the assets from
malpractice claims. The technique
is also used by the elderly who
transfer assets to their children so
that they can qualify for Medic-
aid benefits.

Significantly, there cannot be an
agreement, either expressed or
implied, that the assets are held for
the benefit of the donor. If an agree-
ment existed, a creditor of the
donor could reach the assets
because the assets would be held
by the donee as the donor’s agent
or because the arrangement would
be considered a self-settled trust.
In addition, if the donor is attempt-
ing to defeat current or known
future creditors, the donor must
consider the possibility that the
transfer may raise fraudulent con-
veyance issues.

An outright transfer to a fami-
ly member is simple and in some
cases proves to be effective. Nev-
ertheless, this approach is riddled
with potential pitfalls. A major
problem with an outright transfer
is that the donee is under no obli-
gation to return any of the assets
or benefits from the assets to the
donor. The donee has unrestricted
control of the transferred assets.
One of the best ways to create dis-
cord in a happy family is for a fam-
ily member to give assets to a
spouse or child with the hope that
this person will give the assets back
in the future. Moreover, a trans-
fer to anyone other than the donor’s
spouse will be treated as a taxable
gift, and the federal and state gift
tax consequences of the transfer
must be taken into account.

Even if the donee can be trust-
ed to hold the transferred assets for
the benefit of the donor, the trans-
terred assets are subject to claims
of the donee’s creditors, including
possible marital claims if the donee
is married. The donee may also die,
and the assets would pass to the

donee’s heirs (either according to
the will of the donee or by intestate
succession).

If the donee is the spouse of the
donor, the potential for divorce
must be considered. In the case of
a stable marriage, the donor may
be comfortable with a transfer of
assets to his or her spouse. But, if
the marriage is unstable, an out-
right transfer of assets to the spouse
may pose unacceptable risks. The
authors recognize that in the event
of divorce, the donor may be legal-
ly entitled to one-half of the assets
transferred to the donee spouse.
However, the adage that possession
is nine-tenths of the law is appli-
cable to this scenario. There is a
significant difference between being
legally entitled to an asset and own-
ing the asset.

Transfer to an LSPOA Trust. Once
the risks of an outright transfer are
recognized, the planner should con-
sider the use of an irrevocable trust.
A carefully drafted irrevocable trust
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can solve many of the problems
of an outright transfer and can offer
enhanced creditor protection and
tax benefits. An irrevocable trust
is preferable to an outright trans-
fer because (1) the trust can ensure
that the beneficiaries do not have
unrestricted access to the trust
assets, and (2) the assets are pro-
tected from the creditors of the trust
beneficiaries, including any mari-
tal claims of a beneficiary’s spouse.

An LSPOA can enhance the cred-
itor protection benefits of an irrev-
ocable trust because an LSPOA
gives the powerholder the ability
to appoint the trust assets to a class
of appointees, which can include
the Settlor. The Settlor could be a
permissible beneficiary of the
LSPOA Trust or not. As will be dis-
cussed later, if a beneficiary or a
disinterested third party has an
LSPOA over trust assets, the
LSPOA provides a potential way
for those assets to be appointed
back to the Settlor, if desired.

It is also possible to include an
LSPOA in a self-settled trust to
allow the powerholder to appoint
the trust assets from the self-settled
trust and away from the Settlor and
the Settlor’s creditors. Another alter-
native to defeat a creditor of the Set-
tlor would be to distribute the trust
income and principal of a self-set-
tled trust to a beneficiary other than
the Settlor. This method for mov-
ing the trust assets is not as attrac-
tive as moving the trust assets
through use of an LSPOA. A trustee
generally has the duty to hold assets
for the benefit of the beneficiaries
pursuant to the terms of the trust,
and the distribution of all the assets
to one or more beneficiaries to the
exclusion of other beneficiaries may
be a breach of the trustee’s fiduci-
ary duty. In contrast, an LSPOA
should be freely exercisable and not
be subject to review by a court.s

It is also important to clarify that
we are not evaluating the creditor

protection benefits of having a third
party (such as a parent) transfer
assets to an irrevocable trust for
the benefit of a person (such as a
child) desiring creditor protection.
A properly-drafted irrevocable trust
funded by a third party will gen-
erally be effective to protect the
trust assets from the beneficiary’s
creditors. This type of trust can
be used advantageously to receive
a person’s inheritance, receive gift-
ed assets from the parent or pur-
chase assets from parents, and to
own new business ventures.

Features of an LSPOA Trust
The design and implementation
of an LSPOA Trust gives rise to sev-
eral planning alternatives.

1. Will the Settlor be a benefi-
ciary? An LSPOA Trust can be
designed as either a self-settled trust
or a non-self-settled trust. In the
case of a non-self-settled trust, a
Settlor can transfer assets to a trust
outside the reach of creditors. The
LSPOA creates the potential for a
beneficiary or a disinterested third
party, as the powerholder, to trans-
fer the trust assets to or for the ben-
efit of the Settlor, if desired.

In the case of a self-settled trust,
the Settlor is a discretionary bene-
ticiary of a trust funded by the Set-
tlor. The retention of a beneficial
interest by the Settlor is an effective
way to assure access to the trust
assets, but a self-settled trust may
not provide the desired creditor pro-
tection. Even in a state that provides
asset protection for self-sertled
trusts, there is some question as to
the effectiveness of such protection,
especially for non-resident Settlors.
An LSPOA may be used to enhance
this protection. [f a creditor seeks
to reach the assets of the self-set-
tled trust, an LSPOA can be used to
move the assets from the LSPOA
Trust to an individual or entity other
than the Settlor, and away from the
reach of the Settlor’s creditors.

2. Ildentity of the powerholder.
Because the powerholder of an
LSPOA has the authority to appoint
trust property among the desig-
nated class of appointees without
fiduciary constraints, the identity
of the powerholder is an important
consideration. A trustee owes a
fiduciary duty to the beneficiaries.
In contrast, the powerholder of
an LSPOA generally does not owe
a fiduciary duty to the beneficiar-
ies. This gives the powerholder
greater flexibility in exercising
the LSPOA but also means that
careful selection of the powerholder
is crucial. In choosing a person to
hold the LSPOA, the Settlor will
generally want to select someone
who may be willing to appoint
assets to or for the benefit of the
Settlor, if desired, or away from the
Settlor’s creditors if the Settlor is
a beneficiary of a self-settled trust.

The powerholder may be either
a beneficiary of the trust (such as
the Settlor’s spouse or a child), or
a third party. The holder of the
LSPOA should not be the Settlor
because this may create too much
control in the Settlor and may pro-
vide an opening for creditors to
assert that the Settlor did not part
with dominion and control of the
trust assets.? The identity of the
powerholder can also have income
tax consequences upon the grant
of the LSPOA and gift tax conse-
quences upon the exercise of the
LSPOA, as will be discussed later.

3. Class of appointees. The class
of appointees of an LSPOA can be
limited (for example, the class could
be limited to the issue of the Set-
tlor), or expansive (the class could
include anyone other than the pow-

5 See supranote 3

6 See Oshins and Ice, “The Inheritor’'s Trust™
The Art of Properly Inheriting Property.” 30
ETPL 419 (Sept. 2003), and Oshins and Ice,
"The tnheritor's Trust™ Preserves Wealth as
Well as Flexibihty,” 30 ETPL 475 (Oct. 2003)

7 See Spero. Asset Protection. Legal Planning
and Strategres. 11 10.07[1] (Warren, Gorham
& Lamont)




erholder, the powerholder’s estate,
or the creditors of either). The Set-
tlor may want to limit the class of
appointees to guard against the
ability of the powerholder to
appoint the assets to a party friend-
ly with the powerholder. The
LSPOA could be drafted with a
class of appointees limited to the
Settlor’s issue, and a trust protec-
tor could be given the power the
expand the class to include anyone
other than the powerholder, the
powerholder’s creditors, the pow-
erholder’s estate or the creditors of
the powerholder’s estate.

If the Settlor will be included
in the class of appointees, it is gen-
erally preferable to include the Set-
tlor in the class without specifically
naming the Settlor. For instance,
the permissible appointees could
be drafted to include any person
other than the powerholder, the
powerholder’s estate, or the cred-
itors of either. Before including the
Settlor as a permissible appointee,
the planner should review relevant
state law to confirm that the inclu-
sion of the Settlor as a permissible
appointee will not increase the risk
that the Settlor’s creditors could

reach the trust assets.

y
for the Estate Planner:
Estate Planning Documents,” 30 U. Miami
Heckerling Inst. on Est, Plan. § 1201-1 (1996).
9 Harrington, Ptaine, and Zaritsky, Generation-
Skipping Transfer Tax, § 9.052(d) (Warren,
Gorham & Lamont).

10 See Alaska Stat. § 13.36.370.
1 Reg. 25.2511-2(c).
12 See note 7, supra.

13 Cf. Regs. 20.2037-(1)(c)(1) and 20.2037-
(1)(c)(2). Under Section 2037, a decedent
does not “retain a reversionary interest”
because of the possibility that the decedent
during his/her lifetime might receive back
an interest in the transierred property by inher-
itance through the estate of another person.
Generally, there is no retention of a right or
power because someone tends to follow the
Settlor's wishes in matters. See Estate of Bal-
lard, 47 BTA 784 (1942), aff'd 138 F.2d 512,
32 AFTR 8 (CA-2, 1943), in which the hus-
band’s relationship with his wife did not mean
the husband retained the wife's power to
terminate the trust. See also Akers, “Selec-
tion of Trustees: A Detailed Review of Gift,
Estate and Income Tax Effects and Non-tax
Effects,” 38 U. Miami Heckerling Inst. on
Est. Plan., Chapter 3, 11 311.5 (2004).
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4. Power of trust protector to
create LSPOA or modify existing
power of appointment. The care-
ful planner should analyze whether
the ability of the powerholder to
exercise the LSPOA should be
restricted or subject to conditions.
For example, the LSPOA Trust
would not initially include an
LSPOA, but a trust protector could
be authorized to grant a benefici-
ary or a third party an LSPOA.8
Providing a trust protector with the
power to grant a power of appoint-
ment is a useful drafting technique
that provides flexibility to an irrev-
ocable trust. A trust protector is an
independent party who is given cer-
tain tax-sensitive powers. A trust
provision that permits a trust pro-
tector to grant a testamentary gen-
eral power of appointment to a ben-
eficiary is a relatively common
estate planning technique.? The
grant of a general power of
appointment can be used to cause
trust property to be included in the
estate of a beneficiary if the bene-
ficiary’s death would cause all or a
portion of the trust otherwise to be
subject to GST tax.

The exercise of the LSPOA could
also be conditioned on obtaining the
consent of the trust protector. Restric-
tions and conditions on the exercise
of the LSPOA can create a check and
balance system, and can make it
less likely that the powerholder will
exercise the LSPOA in a manner that
was not intended by the Settlor.

Another alternative would be to
give a trust beneficiary a testa-
mentary special power of appoint-
ment (“TSPOA”), limited to the
issue of the powerholder. A trust
protector could be given the power
to modify the TSPOA. The trust
protector could then modify the
TSPOA and make it an LSPOA, and
also expand the permissible
appointees to include the Settlor.
Alaska law recognizes the ability
of a trust protector to modify a

power of appointment if permitted
under the trust instrument.10

5. Complete or incomplete gift.
An LSPOA Trust can be drafted
so that a transfer to the trust by the
Settlor is either a complete or
incomplete gift for gift tax pur-
poses. If the Settlor wishes to fund
the LSPOA Trust with a substan-
tial amount of assets and does not
want the transfer to be treated as
a taxable gift for gift tax purpos-
es, the Settlor could retain a TSPOA
so that the gift is incomplete for gift
tax purposes. A transfer to an
LSPOA Trust is generally an incom-
plete gift to the extent the Settlor
retains the power to change the
interests of the beneficiaries or add
new beneficiaries. "

It is recommended that the Set-
tlor retain a TSPOA to accomplish
an incomplete gift rather than
retaining an LSPOA. The retention
of an LSPOA by the Settlor may
expose the LSPOA Trust to the Set-
tlor’s creditors under the theory that
the Settlor has not given up domin-
ion and control over the assets.12

6. No express or implied agree-
ment to appoint property. To
achieve the desired tax and credi-
tor protection benefits, there should
be no express or implied agreement
tor the powerholder to appoint the
property back to the Settlor. The
fact that a powerholder of an
LSPOA Trust has the power to
appoint trust property back to the
Settlor, without more, would not
seem to create an implied agree-
ment to transfer the property back
to the Settlor. Generally, there is no
retention of a right or power
regarding the enjoyment of the
property transferred merely because
a person—such as the spouse of the
Settlor—tends to follow the Set-
tlor’s wishes.13

If there is an express or implied
agreement to appoint trust prop-
erty to the Settlor pursuant to the
LSPOA, the trust assets could be
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included in the Settlor’s estate under
Sections 2036-2038, and a credi-
tor of the Settlor may argue that
the Settlor did not part with domin-
ion and control of the assets. As a
practical matter, it should be more
difficult to establish an implied
agreement if the powerholder has
an interest in the trust that is
adverse to the Settlor.

It may be possible for the IRS or
a creditor to establish that there
is an implied agreement for the
powerholder to appoint the trust
assets to the Settlor in the right cir-
cumstances. For instance, if the Set-
tlor transferred all his assets to an
LPSOA Trust, this may be sufficient
to imply an agreement to exercise
the LSPOA in favor of the Settlor,14
especially if the powerholder peri-
odically appointed assets to the Set-
tlor and no distributions were made
to any other party.15 Several recent
family limited partnership (“FLP”)
cases have dealt with the issue of
whether there was an implied agree-
ment to support a deceased part-
ner using the FLP assets contributed
by that partner.1s

It is important to note that Sec-
tion 2036 applies to a transfer
“whether in trust or otherwise.” If
a gift is made outright to a child
with the understanding that the gift
property would be returned to the
parent, if needed, then Section 2036
should apply and a creditor should
be able to reach the property
because the child was holding the
property as the agent of the parent.
On the other hand, a gift to a child,
without more, should not be con-
sidered a gift with a retained inter-
est by the parent, even though the
child can give the property back to
the parent or anyone else, if the
child sees fit. Similarly, it would
seem that a gift in trust for the ben-
efit of a child, even if the child is
provided with an LSPOA with the
ability to appoint the trust assets
to the Settlor, without more, should

not create a retained interest by the
Settlor.

The test of whether an implied
agreement exists must be made at
the time of the transfer. Reg.
20.2036-1(a) provides that “[a]n
interest or right is treated as hav-
ing been retained or reserved if at
the time of the transfer there was
an understanding, express or
implied, that the interest or right
would later be conferred.” This
raises a number of interesting
issues. For example, if a child/ben-
eficiary of a trust was an LSPOA
powerholder and did not know the
power existed ar the time of the
transfer to the LPSOA Trust, or if
a trust protector of the LPSOA
Trust creates the LPSOA in a child
after the transfer to the LPSOA
Trust, it would seem difficult to
establish that an implied agreement
was made at the time of the trans-
fer to the trust.

Moreover, if the original gift to
the trust is an incomplete gift
because the Settlor retained a
TSPOA, the issue of an express or
implied agreement is irrelevant for
tax purposes because the trust
property subject to the TSPOA will
be included in the Settlor’s estate
under Sections 2036-2038. Alaska
trust law provides that “[a]n agree-
ment or understanding, express
or implied, between the Settlor and
the trustee that attempts to grant
or permit the retention of greater
rights or authority than is stated in
the trust instrument is void.”17

Lifetime vs. testamentary

powers of appointment

An LSPOA is very similar to a
TSPOA, which is a mainstay in
irrevocable trust planning. A
TSPOA is often given to a trust ben-
eficiary and is used to, in effect,
amend an irrevocable trust at the
death of the beneficiary. A TSPOA
allows the powerholder a “sec-
ond look™ at the terms of the trust,

and is sometimes called a “re-write
provision.”

A typical case where a TSPOA
is used occurs when a Settlor cre-
ates a trust for the benefit of his
spouse (or for the benefit of his
spouse as primary beneficiary and
his children as secondary benefi-
ciaries). The Settlor’s spouse is given
a TSPOA to appoint at death all or
part of the trust property to one or
more of the children, to the exclu-
sion of the other children. The
TSPOA allows the Settlor’s spouse
to favor one or more children over
the other children. The spouse may
also be given a more expansive
TSPOA, and additional persons or
entities could be added as permis-
sible appointees of the trust prop-
erty.

Examples of LSPOA Trusts

Several examples of LSPOA Trusts
are set forth below, as is a com-
parison to a QTIP trust. These
examples illustrate common types

of irrevocable trusts with the addi-
tion of an LSPOA.

Example 1—Non-self-settled
LSPOA Trust; Settlor is not a ben-
eficiary. A Settlor could fund an
irrevocable trust for the benefit of
his spouse and issue. The Settlor
would not be a permissible bene-
ficiary of the trust. One of the Set-
tlor’s children could be given a
worldwide LSPOA (the class of
appointees would include the Set-
tlor), or a trust protector could be
given the power to grant an LSPOA
to a child. The ability of the Set-
tlor’s child to exercise the LSPOA
(or the grant of the LSPOA to the
child) could be delayed until the

e ,
which the Settlor transferred practically all
assets to the trust,

15 Cf Estate of Skinner, 316 F.2d 517, 11 AFTR2d
1855 (CA-3, 1963)

18 Estate of Schauerhamer, TCM 1997-242 ,
Turner, 94 AFTR2d 2004-5764 (CA-3, 2004)

17 Alaska Stat. § 34.40.110().
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Settlor and the spouse are no longer
married (either because of divorce
or the death of the spouse).

While the Settlor is married, dis-
tributions could be made to or for
the benefit of the Settlor’s spouse.
The distributions could, in the
spouse’s discretion, be used for the
enjoyment of both the spouse and
the Settlor, or could subsequently
be transferred from the spouse to
the Settlor. If the Settlor and the
spouse are no longer married, the
child who holds the LSPOA would
have the ability to exercise the
LSPOA in favor of the Settlor to
appoint the assets to or for the ben-
efit of the Settlor, if desired.181f the
trust is formed for the benefit of
the Settlor’s children only, the
LSPOA could be presently exer-
cisable or granted in the discretion
of the trust protector, and could be
given to the spouse or a child.

It is critical that there be no
explicit or implied agreement that
the powerholder will exercise the
LSPOA in favor of the Settlor. If no
agreement exists and assuming rel-
evant state law does not provide
otherwise, it would appear that a
creditor of the Settlor could not
force the child to exercise the
LSPOA in favor of the Settlor.

Additional protection could be
drafted into the LSPOA Trust as
follows:

* For enhanced creditor pro-
tection and the possibility of estate
tax benefits, the LSPOA Trust can
be structured so that it holds non-
voting membership interests in a
limited liability company (“LLC”).
For example, an LLC could be
divided into 95 % non-voting inter-
ests and 5% voting interests.

For planning purposes, it is often
desirable to place assets to be pro-
tected from creditors in an LLC

18 The exercise of an LSPOA may trigger a tax-
able gift by (1) the Settlor if the original gift to
the LSPOA Trust was an incomplete gitt or (2}
the powerholder under the rationale of Estate
of Regester, 83 TC 1 (1984) (discussed later).
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prior to a transfer and then trans-
ter only the non-voting interests to
the LSPOA Trust. If creditors were
successful in reaching the trust
assets, those assets would consist
of non-voting interests in an LLC.
To prevent a creditor from reach-
ing the voting interests of the LLC
and possibly obtaining control of
the entity, the Sertlor should not
retain ownership of the voting LLC
interests. The voting LLC interests
could be held in an irrevocable trust
created by a third party for the ben-
efit of the Settlor, If the assets of
the LSPOA Trust are included in
the Settlor’s estate, the non-vot-
ing interests may be entitled to a
valuation discount for estate tax
purposes.

¢ A significant advantage of this
type of LSPOA Trust is that its
terms mirror those of trusts com-
monly used for estate planning pur-
poses, and it does not look like an
asset protection trust. The LSPOA
Trust can be useful to achieve a
client’s estate planning objectives.
A major disadvantage of this type
of LSPOA Trust is that the child
holding the LSPOA may not want
to exercise it in favor of the Settlor
in the future, if and when the Set-
tlor desires the assets. This risk is
real and should not be dismissed
lightly, but this risk almost assures
that this type of LSPOA Trust could

39

not be reached by the Settlor’s cred-
itors.

® The Settlor’s spouse could be
given a TSPOA that would allow
the spouse to appoint the assets
back to the Settlor at the spouse’s
death. If the spouse is a beneficiary
of the LSPOA Trust and the Settlor
and his spouse remain married, it
may not be necessary to give the
spouse a LSPOA because the Set-
tlor has indirect access to the trust
assets through the ability of the
spouse to receive income and prin-
cipal distributions from the LSPOA
Trust.

® To protect against the possi-
bility of a divorce of the Settlor and
his spouse, the LSPOA Trust could
provide that the beneficial interest
of the spouse terminates upon a
divorce. Upon a termination of the
spouse’s interest in the LSPOA
Trust, the trust property would then
be held for the benefit of the Set-
tlor’s children.

From an equitable distribution
perspective, this alternative is not
necessarily better than an outright
gift to the spouse. If an outright gift
is made, upon divorce the Settlor
should legally be entitled to half
the assets held by the donee spouse.
However, in the case of a gift to a
trust for the benefit of the Settlor’s
spouse and children, the Settlor
may not be entitled to any of the
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trust assets upon divorce. If the
spouse is considered deceased upon
divorce, the trust will be for the
benefit of the children and neither
the ex-spouse nor the Settlor will
be a beneficiary. It should be pos-
sible for a subsequent spouse of the
Settlor to be included as a benefi-
ciary if the LSPOA Trust defines
the spouse as the person whom the
Settlor may be married to from time
to time.

Example 2—Self-settled LSPOA
Trust; Settlor is a beneficiary. The
Settlor could fund an irrevocable
trust for the benefit of the Settlor,
his spouse, and issue. Because the
Settlor funded the trust and is a ben-
eficiary, the LSPOA Trust is a self-
settled trust. A child of the Settlor
could be given an LSPOA, or the
trust protector could have the
power to grant an LSPOA to a child
of the Settlor. A creditor of the Set-
tlor could not reach any assets of
the trust (in theory, at least) if the
trust was sitused in a state that pro-
tects the assets of a self-settled trust,
such as Alaska, Delaware, or Neva-
da.

If the trust was sitused in a state
that did not offer protection for
self-sertled trusts, a creditor of
the Settlor should be able to reach
the portion of the trust that could
be distributed to the Settlor by
the trustee.1® If a creditor became
aggressive in trying to reach any of
the trust assets, the powerholder of
the LSPOA could appoint the assets
to another individual or trust (pos-
sibly one in which the Settlor is not
a beneficiary), and the assets would
not be available for distribution to
the Settlor. After the exercise of the
LSPOA, the assets would be fur-
ther removed from the reach of the
Settlor’s creditors.

¢ In this example, the Settlor is
a beneficiary of the LSPOA Trust,
and therefore, it should not be as
important for the Settlor to be

among the class of permissible
appointees of the LSPOA. In this
example, the LSPOA is used pri-
marily to provide a mechanism to
appoint the assets from the LSPOA
Trust. The assets could be appoint-
ed to a trust sitused in a state that
provides protection for self-settled
trusts, to a trust sitused in a for-
eign jurisdiction that provides such
protection, or to a trust in which
the Settlor is not a beneficiary. The
ability of the powerholder of the
LSPOA to appoint assets from the
LSPOA Trust may deter a creditor,
even though the power remains
unexercised.

® A conservative and effective
way to structure the trust would be
to provide that the Settlor is only
a discretionary income beneficiary
and is not a beneficiary as to prin-
cipal. If the Settlor is only a dis-
cretionary income beneficiary, then
even in states that do not provide
creditor protection for self-settled
trusts, the Settlor’s creditors should
be able to reach only the income of
the trust and not the principal. A
creditor should be able to reach
only the portion of the trust that
could be distributed to the Settlor
by the trustee. If a creditor attempt-
ed to reach the income interest, the
Settlor’s retained income interest
could also be protected because the
powerholder of the LSPOA could
appoint the trust assets to anoth-
er individual or to a trust in which
the Settlor is not a beneficiary.20

o [f the Settlor is only an income
beneficiary and is not a beneficiary
as to principal, the use of an LLC
may provide added protection for
the income interest. If the LSPOA
Trust only owns non-voting inter-
ests in an LL.C and the non-voting
members cannot authorize distri-
butions, the LSPOA Trust would
generally not have any income to
distribute unless the voting mem-
bers of the LLC authorized a dis-
tribution. The non-voting members

could not be compelled to make a
distribution. The voting interests,
which would hold the power to
trigger LLC distributions, should
be owned by another trust that is
protected from creditors, includ-
ing the Settlor’s creditors. The own-
ership of the LLC could consist of
5% voting and 95% non-voting
interests so that a majority of the
economic value of the LLC could
be owned by the LSPOA Trust.

o If a self-settled trust is used,
it is important for the Settlor to
retain a TSPOA so that the trans-
fer to the trust will not be a com-
pleted gift. The retention of a
TSPOA by the Settlor will cause the
trust property to be included in his
estate under Sections 2036-2038.

Example 3—Self-settled LSPOA
Trust; Settlor is a contingent ben-
eficiary. Under this structure, the
Settlor would not initially be a ben-
eficiary of the LSPOA Trust, but the
trust would provide that the Settlor
would be a beneficiary upon the
occurrence of a future event. If the
Settlor is married, the LSPOA Trust
could be drafted so that the Set-
tlor would become a beneficiary
only upon the death of his spouse.
This structure is attractive to the Set-
tlor because he can retain indirect
access to the trust assets while the
spouse is alive, and after the death
of the spouse, the Settlor would
become a beneficiary of the LSPOA
Trust. During marriage, distributions
of income and principal can be made
to the spouse, and the spouse can

19 See note 4. supra.

20 The Restatement (Third) of Trusts, § 58, gen-
eral comment ¢, seems to acknowledge the
effectiveness of such a plan when it provides
that “if an income beneficiary also holds a
presently exercisable power to appoint prin-
cipal of the trust oniy to others, the power does
not invalidate spendthrift protection of the
income interest. Exercise of such a power
(although a corpus distribution would carry
with 1t the income interest in the property) is
not a transfer prevented by the spendthrift
restraint. as long as the beneficiary does
not attempt to so exercise the power as to
appornt only the income interest.”

o
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subsequently transfer the distrib-
uted property to the Settlor or use
the property for the benefit of the
Settlor and the spouse.

Because the Settlor is a potential
beneficiary of the LSPOA Trust, it
is probably beneficial to situs the
trust in a state that provides cred-
itor protection for self-settled
trusts. However, even under the
laws of states that do not protect
the assets of a self-settled trust from
the Settlor’s creditors, those cred-
itors arguably should not be able
to reach the trust assets until the
death of the Settlor’s spouse. If
the Settlor could not become a ben-
eficiary until after his spouse’s
death, no income or principal could
be distributed to the Settlor until
that time. The trust could be draft-
ed so that the Settlor’s spouse would
be considered deceased upon a
divorce from the Settlor. A child of
the Settlor could be given an
LSPOA, or a trust protector could
have the power to grant an LSPOA
to one of the Settlor’s children or
to a third party. If a creditor threat-
ened to reach the trust assets, the
powerholder of the LSPOA could
appoint the assets away from the
LSPOA Trust.

Example 4—Inter vivos QTIP trust
for spouse. To fully evaluate and
understand the uses of an LSPOA
Trust, it is helpful to compare an
LSPOA Trust to an inter vivos QTIP
trust. An inter vivos QTIP trust can
be an effective way to protect assets
from creditors, but in some
respects, it 1s not as attractive as a
LSPOA Trust because it is not as
flexible. An inter vivos QTIP trust
must be held for the sole benefit
of the spouse and cannot provide
an LSPOA to anyone, including the

21 See Ltr. Rul. 9140069, in which the Settlor and
the Settlor's spouse entered Into an agreement
that provided that assets transferred to a QTIP
frust would be considered marital property
upon divorce for purposes of determining equi-
table distribution of martial property.

spouse who is the beneficiary of the
inter vivos QTIP trust. The assets
in the inter vivos QTIP trust can be
appointed back to the Settlor only
upon the death of the spouse pur-
suant to a TSPOA.

An inter vivos QTIP trust should
generally be considered only for
spouses in a stable marriage. This
trust cannot be drafted so that the
income interest of the beneficiary
spouse terminates upon divorce.
However, the parties can execute
an agreement that provides that the
assets of an inter vivos QTIP trust
will be considered marital prop-
erty for the purposes of equitable
distribution, so long as there is no
agreement that the assets will pass
back to the Settlor upon divorce.2!
Moreover, because an inter vivos
QTIP trust requires mandatory
income distributions to the Settlor’s
spouse, such a trust would poten-
tially expose the income interest to
the spouse’s creditors.

* From a gift tax standpoint,
an inter vivos QTIP trust is advan-
tageous because a Settlor will
receive an unlimited gift tax mar-
ital deduction for assets transferred
to the trust.

Fraudulent conveyance issues

If a person transfers assets, a cred-
itor may be able to reach the assets
if the transfer is considered a fraud-
ulent conveyance. State and fed-
eral fraudulent conveyance statutes
should not prevent a Settlor from
protecting his assets so long as there
are no current claims threatened or
pending at the time of transfer of
the assets and the Settlor is not ren-
dered insolvent by the transfer. If
a Settlor is attempting to protect
assets from threatened or pending
claims or is rendered insolvent by
the transfer, the fraudulent con-
veyance statutes become a signifi-
cant impediment. Also, in certain
cases, future creditors may create
a fraudulent conveyance concern.
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The determination that the Set-
tlor is solvent after a proposed trans-
fer is important in avoiding a claim
that the transfer is voidable as fraud.
It is often recommended that a Set-
tlor transfer a “nest egg” to an
LSPOA Trust and retain sufficient
assets to maintain his standard of
living and pay existing and reason-
ably anticipated future creditors.

This article has discussed the
ability of the powerholder of an
LSPOA to appoint assets from a
self-settled LSPOA Trust, primari-
ly in situations in which it is feared
that future creditors of the Settlor
may attempt to reach the trust
assets. This scenario assumes that
the initial transfer of assets to the
LSPOA Trust was not fraudulent.
Once the LSPOA Trust has been
funded, the subsequent exercise of
the LSPOA to appoint assets away
from the LSPOA Trust arguably
should not be considered fraudu-
lent. This is an important consid-
eration if the Settlor (1) forms a
self-settled trust in a state that does
not provide self-settled trust pro-
tection and (2) retains only an
income interest, and a child later
exercises an LSPOA to appoint the
assets to another trust.

Foreign asset protection trusts

The inclusion of an LSPOA in a for-
eign asset protection trust may not
be desirable. If the powerholder of
an LSPOA is a U.S. resident or cit-
izen, this power creates a target in
the U.S. for a creditor to attack.
Unless the powerholder releases the
LSPOA prior to a suit by a creditor,
the creditor may attempt to obtain
a court order forcing the power-
holder to exercise the LSPOA in a
manner that benefits the creditor.
Although the general rule is that an
LSPOA is not subject to fiduciary
standards and a creditor cannot
compel the exercise of the LSPOA,
an LSPOA does create another tie
to the U.S. if the powerholder is a

SRECIAL POWER OF APPOINTMENT
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U.S. resident or citizen. A U.S. judge
may hold a powerholder in con-
tempt if he or she does not exer-
cise the LSPOA to bring the assets
back to the United States.

Tax issues
Income tax issues. An LSPOA cre-
ates a risk of inadvertently causing
a trust that would otherwise be a
non-grantor trust to be character-
ized as a grantor trust to the Settlor.
An LSPOA which gives the power-
holder the authority to appoint
assets to non-beneficiaries should
be considered a power to add ben-
eficiaries, which can trigger grantor
trust status as to the Settlor.22

The exercise of an LSPOA by a
beneficiary generally should not con-
stitute an exchange under Section
1001.23 Nevertheless, advisors
should be diligent as to any unusu-
al circumstances regarding the exer-
cise of an LSPOA in a trust to be sure
there is not a Cottage Savings?* prob-
lem. The exercise of an LSPOA by
a beneficiary in exchange for valu-
able consideration may constitute
an exchange under Section 1001.

Incomplete gift by Settlor. A trans-
fer to a trust is generally an incom-
plete gift to the extent the Settlor
retains the power to change the
interests of the beneficiaries among
themselves, to remove one or more
beneficiaries, or to add one or more
beneficiaries.?s Furthermore, if state
law permits a creditor of the Set-
tlor to reach the trust assets, the
gifc will be incomplete.26

A special power of appointment
retained by the Settlor of an irrev-
ocable trust can be used to ensure
that the transfer to the trust is
incomplete for gift tax purposes. It
would generally seem to be better
practice to have the Settlor retain
a TSPOA, instead of an LSPOA,
because the TSPOA gives the Set-
tlor less control for a creditor to
try to exploit.27

If the initial transfer to the
LSPOA Trust is structured as an
incomplete gift, the exercise of the
LSPOA can trigger gift tax conse-
quences to the Settlor. The exer-
cise of the LSPOA by the power-
holder completes the gift for gift
tax purposes. For example, if the
Settlor made a transfer to an
LSPOA Trust and the transfer was
an incomplete gift for gift tax pur-
poses, the subsequent exercise of
an LSPOA by the powerholder in
favor of a child of the Settlor will
be a gift by the Settlor to the child.

The exercise of an LSPOA by the
powerholder in favor of the Settlor
{(no gift if transfer from Settlor to
Settlor), the Settlor’s spouse (no gift
tax due to marital deduction), or a
charity (no gift tax due to charita-
ble deduction) should not cause
adverse gift tax consequences. In
addition, it should be possible to
exercise the LSPOA in favor of an
irrevocable trust in which the Set-
tlor has retained a TSPOA, thereby
allowing the transfer to remain
incomplete for gift tax purposes. This
may allow the movement of assets
from a self-settled LSPOA Trust to
a trust in which the Settlor is not a
beneficiary without triggering gift
tax consequernces, so long as the Set-
tlor retains a TSPOA in such trust.

Possible gift by powerbolder. The
exercise of an LSPOA may be a tax-
able event for gift tax purposes for

22 See Akers, supra note 13, at 9 318.7(c). An

LSPOA held by a beneficiary may not trig-

ger grantor trust status to the Settlor because

the beneficiary would be an adverse party

to the exercise or non-exercise of the power.

See Reg. 1 674(d)-2(b)

See Lir. Rul. 200112038, in which the (RS ruled

that the exercise of a power of appointment

granted to a beneficiary is not a sale or

exchange under the Cottage Savings doc-

trine

Cottage Savings Ass'n, 499 U.S 554, 67

AFTR2d 91-808 (S.Ct  1991).

25 Reg. 25.2511-2(c)

28 See Akers, supranote 13, at 4 311.5

27 The more control and strings a Settlor retains,
the more likely it 1s that the transfer is a void-
able transfer or a sham that should be ignored
for debtor/creditor purposes For this reason,
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the powerholder, if the powerholder
is a beneficiary of the LSPOA Trust.
If the beneficiary/powerholder of
an LSPOA is entitled to mandato-
ry income distributions from the
LSPOA Trust, the Tax Court and
the IRS assert that exercise of an
LSPOA in favor of an appointee
will result in a taxable event for gift
tax purposes.28 While the authori-
ty is not clear, the exercise of an
LSPOA by a discretionary (as
opposed to a vested) income ben-
eficiary/powerholder arguably
should not result in a gift by the
discretionary beneficiary/power-
holder of a trust, especially if some
assets remain in trust after the exer-
cise of the LSPOA.29 If a benefi-
ciary’s interest in a trust is subject
to an ascertainable standard, the
exercise of the power should not
result in gift tax consequences.30
There are ways to plan around
this potential problem. If the pow-
erholder of the LSPOA is not a
beneficiary of the LSPOA Trust,
the exercise of the power should
not trigger gift tax consequences
to the powerholder. Also, if
authorized by the LSPOA, the
property could be appointed to a
trust in which the powerholder
remains a discretionary benefici-
ary along with the other persons,
such as the Settlor, whom the pow-
erholder desires to benefit.3! For
this purpose, the planner should
consider the advisability of adding

it may be desirable for the Settlor to retain a
TSPOA which would appear to provide less
retained control than an LSPOA. See note 7.
supra
In Estate of Regester, supranote 18, the Tax
Court held that the exercise of an LSPOA by
an income beneficiary in favor of a remainder
beneficiary resulted in a taxable gift because
the income beneficiary lost the right to income
from the principal that was appointed to the
remainder beneficiary.

29 The IRS has taken the position that the exer-
cise of an LSPOA by a discretionary income
beneficiary can be a taxable gift. See Ltr, Rul.
8535020

30 See Reg. 25.2514-3(e). Example 2 Howev-
er, the IRS has rejected this position See
Ltr. Rul. 9451049.

31 See Ltr Rul 9344016,

2
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the clause in paragraph 4 of the
sample LSPOA language at the end
of this article.

If the gift to the LSPOA Trust
is an incomplete gift because the
Settlor has retained a TSPOA, an
appointment by the powerhold-
er/beneficiary under the LSPOA
would not be a gift by the power-
holder but would be a gift by the
Settlor. One way to avoid a com-
pleted gift by the Settlor is for the
powerholder to appoint the prop-
erty to a trust in which the Settlor
has retained a TSPOA.

It is also possible for the exer-
cise of an LSPOA to cause a tax-
able lapse of a general power of
appointment.32

Estate tax issues for powerholder.
An unexercised LSPOA generally
does not cause adverse estate tax
consequences to the powerholder.
The only way that an otherwise
properly-drafted LSPOA would
cause estate tax inclusion to the

powerholder would be if the
LSPOA were deemed to be a gen-
eral power of appointment for
estate tax purposes3 or if the exer-
cise of the LSPOA by the power-
holder falls within the so-called
Delaware Tax Trap.s4

Estate tax issues for Settlor. If the
Settlor dies before the exercise of
the LSPOA, the assets of the LSPOA
Trust should not be includable in
the Settlor’s estate even though the
possibility existed that the assets
of the LSPOA Trust could be
appointed to the Settlor, unless
there was an express or implied
agreement that the LSPOA would
be exercised in favor of the Set-
tlor or unless state law permitted a
creditor of the Settlor to reach the
trust assets.35 If there was an
express or implied agreement that
the holder of the LSPOA would
appoint the assets of the LSPOA
Trust back to the Settlor, the trust
assets could be included in the Set-

32 See TAM 9419007 in which the powerholders
of separate trusts had both an LSPOA and a
right to receive the property at age 30. The
TAM concluded that the exercise of the LSPOA
constituted a taxable gift.

33 One way an LSPOA can be deemed to be a
general power of appointment upon grant is
if the powerhotder is deemed to have the
power 10 appoint the property to the power-
holder, the powerholder’s estate, or the cred-
itors of either. See Section 2041. An LSPOA
can also be deemed to be a general power
of appointmentif (1) it1s a reciprocal LSPOA,
discussed below, or (2) the exercise of the
LSPCOA by the powerholder may satisfy a sup-
port abligation of the powerholder {see Rev.
Rul. 79-154, 1979-1 CB 301). The reciprocal
power of appointment doctrine arises where
beneficiaries of different trusts can appoint
trust property to one another, unrestricted
by an ascertainable standard. In such
instance, the IRS will uncross the trusts and
will take the posttion that each beneficiary will
be considered to hold a general power of
appointment over the trust of which he or she
is a beneficiary. See Ltr. Ruls. 9235025 and
9451049. A reciprocal LSPOA could arise if
two beneficiaries are each given a presently
exercisable LSPOA to appoint the same prop-
erty. In such an event, each powerholder could
agree with the other powerholder to appoint
to the other. The IRS has ruled that reciprocal
LSPOAs create a general power of appoint-
ment.

34 The so-called Delaware Tax Trap arises when
a special power of appointment is exercised
to create a new special power exercisable
without regard to the date of creation of the
first power. See Section 2041(a)(3).

35 See Akers, supranote 13, at 4 311.5.

38 Under Section 2036, the Settior must “retain”

a right to enjoy or affect the enjoyment of the

property transferred. Under Section 2038, the

transferor must have a power at death to
change the enjoyment of the property See

Dodge, 50-5th T.M. (BNA), Transfers with

Retained Interests and Powers. See also Lir.

Rul. 9141027 which held that the trust assets

were included in the husband’s estate where

the husband transferred assets in trust for the
wife's benefit with the wife's agreement that
she would execute a codicil appointing prop-
erty to a trust for the husband’s benefit at
her death Apparently, a different rule would
apply if the trust for the benefit of the wife was
a QTIP trust. See Ltr. Rul. 9140069, in which
the husband created an inter vivos QTIP trust
for the benefit of the wife, with the under-
standing that the wife would execute a cod-
icil appointing the property back to the hus-
band at death. This letter ruling found that
despite the agreement with the wife, the QTIP
was not included in the husband’s estate
because the QTIP Regulations provide that
an interest in a QTIP trust retained by a Set-

tlor will not cause the property subject to a

retained interest to be includable in the gross

estate of the Settlor.

Saction 2652(c)(1)(B).

38 For example, the North Carolina Depart-
ment of Revenue takes the position that a gift
in trust and the retention of a special power
of appointment by the Settlor is a completed
gift for state gift tax purposes See Culp and
Richardson, “The Gift Tax in North Carolina.
A Review of Recent Events,” The Will & The
Way, NCBA's Estate Ptanning and Fiduciary
Law Section. Voli. 25, No. 2, p. 5 (2006).
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tlor’s estate under Sections 2036-
2038.38

It is also important to keep in
mind that if the transfer to the trust
1s an incomplete gift for gift rax
purposes because the Settlor
retained a TSPOA, the issue of
whether the existence of an LSPOA
causes a Section 2036-2038
retained right or power is irrele-
vant for transfer tax purposes. The
property transferred will be includ-
ed in the Settlor’s estate under Sec-
tions 2036-2038 because of the
retained TSPOA.

GST tax issues. The exercise of
an LSPOA may result in GST tax.37
If an LSPOA is exercised in favor
of a person two or more genera-
tions younger than the Settlor, the
GST tax can be triggered.

State law issues. Before using an
LSPOA in a trust, the planner
should consult relevant state law.38
State law should be consulted to
confirm that the inclusion of the
Settlor as a permissible appointee
under an LSPOA does not expose
the assets of the LSPOA Trust to
the Settlor’s creditors.

Sample LSPOA language

Lifetime Special Power of
Appointment.

shall be the holder (the “Pow-
erholder”) of the lifetime spe-
cial power of appointment
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described in this paragraph. The
Trustee shall transfer all or so
much of the principal and/or
income of the Trust to such one
or more appointees (other than
directly or indirectly to the Pow-
erholder, the estate of the Pow-
erholder, the creditors of the
Powerholder, the creditors of
the estate of the Powerholder,
or any entity in which any of the
foregoing have a direct or indi-
rect interest) in such manner
and proportions, either outright
or in trust, to either a new or
existing trust, as the Power-
holder shall appoint during the
Powerholder’s life. The Power-
holder may, at any time and
from time to time during his/her
life, by written instrument deliv-
ered to the Trustee, release such
lifetime special power of
appointment with respect to
any or all of the property sub-
ject to such power or may fur-
ther limit the persons or enti-
ties in whose favor this power
may be exercised or the extent
to which this power may be
exercised. This power of
appointment may be exercised
from time to time by written
instructions signed by the Pow-
erholder and delivered to the
Trustee. Notwithstanding the
foregoing;:

1. No transfer shall be made to
anyone which has the effect of
discharging any legal obliga-
tion (including, but not limit-
ed to, the obligation to support
any person) of the Powerhold-
er, the spouse of the Power-
holder, the Settlor, or the Sert-

lor’s spouse.

2. The lifetime special power of
appointment granted hereun-
der shall not be effective to the
extent it could be considered a

general power of appointment
because it could be a recipro-
cal power with someone else
holding another power of
appointment or power of dis-
tribution in this Trust or any
other trust. By way of illustra-
tion and not limitation, the spe-
cial power of appointment may
not be exercised to appoint
assets, directly or indirectly,
to or for the benefit of any per-
son who holds a power of
appointment that may be exer-
cised to appoint assets to or for
the benefit of the Powerholder.

3. The lifetime special power

of appointment shall not apply
to any “incidents of owner-
ship” with respect to life insur-
ance policies insuring the life
of the Powerholder which are
owned by the Trust.

4. For purposes of this life-
time special power of appoint-
ment, the Powerholder shall not
be considered to have appoint-
ed trust property to himself or
herself if the trust property is
appointed to an irrevocable
trust that contains the follow-
ing provisions and limitations:
{1) no distributions may be
made to the Powerholder except
for health, education, mainte-
nance, and support; (2) no dis-
tributions may be made from

the trust to satisfy a support
obligation of the Powerholder
or the spouse of the Power-
holder; (3) the Powerholder
shall not have the power to
appoint the property directly
or indirectly to the Power-
holder, the estate of the Pow-
erholder, the creditors of the
Powerholder, the creditors of
the estate of the Powerholder,
or any entity in which any of
the foregoing have a direct or
indirect interest; and (4) upon
the death of the Powerholder,
the trust property shall not be
paid to the Powerholder, the
estate of the Powerholder, the
creditors of the Powerholder,
or the creditors of the estate
of the Powerholder.

Sample language—Power to cre-
ate LSPOA.

The trust protector shall have
the power to grant a lifetime spe-
cial power of appointment
(“LSPOA”) to a beneficiary of
the Trust. The LSPOA may per-
mit the trust assets to be appoint-
ed outright or in trust. The trust
protector shall have discretion
in structuring the grant of the
LSPOA provided that the power
granted is a special power of
appointment and not a general
power of appointment under
Section 2041 or 2514 of the
Internal Revenue Code.

Conclusion

An LSPOA is a complex estate plan-
ning device that can provide flex-
ibility to an irrevocable trust. An
LSPOA Trust can provide unique
creditor protection benefits but an
LSPOA should not be included in
an irrevocable trust unless the plan-
ner carefully considers both the tax
and non-tax implications. B

e
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KEY PROVISIONS OF THE PENSION PROTECTION

The Pension Protection Act of
2006, which was signed into law
on 8/17/06, contains liberalized
payout and rollover rules for retire-
ment plans, makes a host of other
changes relating to retirement
plans, revises certain charitable
giving rules, and makes a number
of charitable reforms. Articles on
the new rules pertaining to cor-
porate-owned life insurance
{(“COLY”) appear on pages 3 and
56 of this issue. The following
are some of the other key provi-
sions of the new law that are of
interest to estate planners,

Liberalized rules for plan and IRA
contributions, distributions, and
rollovers. For distributions after
2006, the Act permits rollovers of
distributions from an eligible
retirement plan of a deceased
employee to a non-spouse benefi-
ciary’s IRA. The rollover is treat-
ed as an eligible rollover distri-
bution, and distributions from the
beneficiary’s IRA are subject to the
RMD rules that apply to inherit-
ed IRAs of non-spouse benefici-
aries.

For tax years beginning after
2006, after-tax contributions can
be rolled over from a qualified
retirement plan to another quali-
fied retirement plan or a tax-shel-
tered annuity. The transfer must
be made via direct rollover.

For distributions after 2007, the
Act allows distributions from qual-
ified retirement plans, tax-shel-
tered annuities, and governmental
Section 457 plans to be rolled over
directly into a Roth IRA. For tax
years beginning after 2009, the
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$100,000 modified AGI limit on
conversions of traditional IRAs to
Roth IRAs is eliminated.

Some EGTRRA changes made per-
manent. A number of pension and
IRA changes made by EGTRRA
are now made permanent, such as:
(1) increases in the IRA contribu-
tion limits, including catch-up con-
tributions; (2) increases in the lim-
its on contributions, benefits, and
compensation under qualified
plans, tax-sheltered annuities, and
eligible deferred compensation
plans; (3) the option to treat elec-
tive deferrals as after-tax Roth con-
tributions; and (4) catch-up
401(k), SEP, and SIMPLE IRA con-
tributions.

EGTRRA provisions relating
to Section 529 qualified tuition
programs have been made per-
manent—for example, distribu-
tions from a 529 plan are exclud-
able from income to the extent
used to pay for qualified higher
education expenses. The Act also
authorizes the IRS to prescribe
any Regs., including estate, gift,
and GST tax Regs., that are nec-
essary or appropriate to carry
out the purposes of Section 529
and prevent abuse of those pur-
poses.

Charitable giving incentives. For
distributions in tax years begin-
ning in 2006 and 2007, the Act
provides an exclusion from gross
income, up to $100,000, for oth-
erwise taxable [RA distributions
from a traditional or Roth IRA that
are qualified charitable distribu-
tions. The distribution must be

made directly by the [RA trustee
to a charitable organization on
or after the date the IRA owner
attains age 70-1/2.

Charitable reform provisions.
For charitable contributions in
tax years beginning after the
enactment date, the Act disal-
lows a deduction for any con-
tribution of cash, check, or other
monetary gift unless the donor
maintains as a record of the con-
tribution a bank record or a writ-
ten communication from the
donee.

For contributions, bequests, and
gifts made after the enactment
date, charities receiving a frac-
tional interest in an item of tan-
gible personal property must,
among other requirements, take
complete ownership of the item
within ten years or the death of the
donor, whichever is first.

The Act directs the IRS to
undertake a study on the organi-
zation and operation of donor-
advised funds and supporting
organizations to determine if such
organizations are operating con-
sistently with the purposes that are
the basis for their tax-exempt sta-
tus. Contributions made after 180
days after the enactment date, to
certain sponsoring organizations
for maintenance in a donor-advised
fund, aren’t eligible for a charita-
ble deduction. The Act also
includes requirements for improved
accountability of donor-advised
funds.

ESTATE PLANNING will cover
these provisions of the new law
in detail in future issues. l
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