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In 2011, the New York legislature expanded a trustee's statutory power to appoint assets from an irrevocable trust into a new trust (or trusts) with different terms.1 As a result, the power to "decant" assets from one trust to another has become available to trustees of a much wider variety of New York trusts.

As with any new statute, there remains some uncertainty as to the best practices of how and when this new power can and should be exercised, particularly in light of the Internal Revenue Service's recent announcement that it is studying the tax implications of trust decanting.

With the passage of Estates, Powers and Trusts Law (EPTL) §10-6.6(b) in 1992, New York became the first state to affirm by statute that a trustee's absolute power to invade principal on behalf of a beneficiary from an "invaded trust" implied an attendant power to appoint principal to an "appointed trust" for that beneficiary's benefit. Since then, other states have passed more permissive decanting statutes, and the 2011 amendments to EPTL §10-6.6(b) were in part designed (as described in the memo accompanying the legislation) to return New York to the "vanguard" of trust decanting.

As amended, EPTL §10-6.62 creates two categories of decanting power, depending on whether the trustee has unlimited or limited discretion to invade principal on behalf of a beneficiary. In each case, in accordance with EPTL §10-6.6(n), decanting is not permissible if it reduces, limits or modifies a beneficiary's current mandatory right to receive or withdraw income or principal, unless the appointed trust is a supplemental needs trust that meets the criteria of EPTL §7-1.12 (which requires that the beneficiary have a severe disability).

Unlimited Discretion

Under EPTL §10-6.6(b), a trustee with absolute discretion to invade principal may decant if the appointed trust is solely for the benefit of any one or more of the current beneficiaries of the invaded trust. This clarifies that decanting cannot be used to create a beneficial interest in an entirely new beneficiary. Likewise, the successor and remote beneficiaries of the appointed trust "shall be one, more than one or all" of the successor and remainder beneficiaries of the invaded trust.

If a trustee can invade principal on behalf of a beneficiary under the invaded trust, EPTL §10-6.6(b)(1) allows the appointed trust to grant that beneficiary a testamentary or presently exercisable power of appointment, provided that the power may only exclude the beneficiary, the creator, the creator's spouse or any of their estates or creditors (or the creditors of their estates) as permissible appointees.3
However, if the invaded trust granted a beneficiary a limited power of appointment, the appointed trust may (but is not required to) likewise provide a power of appointment with the same limitations. A beneficiary of the invaded trust may be granted a power of appointment under the appointed trust, even if he or she is no longer a beneficiary of the appointed trust.4 A power may even be granted to an unborn beneficiary, as long as he or she is a future member of a class of beneficiaries defined in the invaded trust.5
The power to grant a power of appointment in an appointed trust effectively allows the trustee and the beneficiary, working together, to broadly expand the permissible beneficiaries of the invaded trust. For that reason, more settlors may desire to have the trust agreement affirmatively opt out of EPTL §10-6.6, which is permitted by EPTL §10-6.6(m). This potential expansion of permissible beneficiaries may be a particular concern in marital trusts, where a decedent may want to authorize invasion of principal for a surviving spouse but not grant the surviving spouse a testamentary power to appoint assets to anyone other than the decedents' descendants.

However, while an appointed marital trust can expand the permissible appointees of the surviving spouse's testamentary power of appointment, it cannot grant the surviving spouse a presently exercisable power of appointment, since EPTL §10-6.6(n)(5) prohibits any decanting that imperils a trust's marital deduction.

Limited Discretion

Prior to enactment of the 2011 amendments to EPTL §10-6.6, a trustee whose power to invade principal was limited in some manner (such as by an ascertainable standard) was unable to decant trust assets.

However, EPTL §10-6.6(c) now allows a trustee with a limited invasion power to decant to an appointed trust with the same current, successor and remainder beneficiaries as the invaded trust. The appointed trust must also maintain the same income distribution, principal invasion and power of appointment provisions as the invaded trust (i.e., no additional or modified powers of appointment may be granted). However, if the term of the appointed trust extends past the date on which the invaded trust would otherwise have terminated, as is permitted by EPTL §10-6.6(e), then the appointed trust may give the trustee the unlimited discretion to invade principal after that termination date.

While this new provision does not allow a trustee with limited invasion power to alter the beneficiaries or invasion standards of an invaded trust, it does provide a welcome opportunity to alter other trust provisions, such as changing successor trustees or eliminating principal distributions otherwise required once a beneficiary reaches a certain age. There are cases, however, where it is unclear precisely whether an undesirable provision is a constituent part of the invasion standard that must be preserved in the appointed trust (for instance, a requirement that the trustees, when making distributions, take into account any other resources available to the beneficiary).

Alteration of Withdrawal

Many irrevocable trusts grant to certain beneficiaries the power (known as a "Crummey" power) to withdraw portions of contributions made to the trust.6 The prohibition at EPTL §10-6.6(n) against modifying a current right to withdraw a specified dollar amount from the invaded trust was presumably not intended to prohibit the alteration of the terms of withdrawal rights over future contributions to the appointed trust, since, arguably, Crummey powers do not constitute a current right that has "come into effect" with respect to the beneficiary.

Frequently, an appointed trust will include modernized withdrawal powers that substantially differ from the invaded trust. For instance, the settlor may be granted a new power, exercisable from time to time, to limit a beneficiary's power to withdraw any portion of the settlor's future contributions. Or a group of beneficiaries who had equal withdrawal powers under the invaded trust may be granted hierarchical withdrawal powers under the appointed trust (for instance, the settlor's children might be permitted to withdraw assets before grandchildren or more remote descendants).

Although such alterations to the beneficiaries' withdrawal rights are likely permissible, it is inadvisable to grant present rights of withdrawal in the appointed trust to individuals who were not current beneficiaries of the invaded trust (i.e., "naked" Crummey beneficiaries), since EPTL §§10-6.6(b) and (c) prohibit the addition of new current beneficiaries.

Care must be taken to ensure that any "hanging" withdrawal powers held by beneficiaries in connection with previous contributions to the invaded trust are preserved after the decanting, since these powers, presumably, have "come into effect" under EPTL §10-6.6(n), and the lapse of these powers may constitute a taxable gift on the part of the beneficiaries. These powers may be specifically preserved in the terms of the appointed trust, or, if the appointed trust grants a contributor the power to specify what withdrawal rights should apply to a particular contribution, the trustees of the invaded trust, as contributors to the appointed trust, may be able to preserve these hanging powers by stating in writing that the decanted assets are contributed subject to any preexisting withdrawal rights held by the beneficiaries of the invaded trust.

Authorized Trustees

Only an "authorized trustee" who has authority to pay trust principal under the invaded trust may decant trust assets. Under EPTL §10-6.6(f), if one trustee has the unlimited discretion to invade principal and another does not (which is common, since a beneficiary is often permitted to act as a co-trustee, albeit with limited or no power to authorize distributions to himself or herself), the trustee with unlimited power (i.e., the authorized trustee) may unilaterally exercise the decanting power.

Although EPTL §10-6.6 frequently refers to "an" authorized trustee, EPTL §10-6.6(s)(2) clarifies that there can be more than one authorized trustee. Presumably, then, any decision to decant must be approved by the number of authorized trustees who would be required to make joint decisions in accordance with the terms of the invaded trust. If the invaded trust is silent, it appears that decanting requires the unanimous vote of all authorized trustees, since EPTL §10-10.7, which allows fiduciaries to exercise joint powers by majority, does not apply to powers of appointment.7
EPTL §10-6.6(s)(2) also prohibits the settlor and certain beneficiaries from acting as authorized trustees. These beneficiaries include (1) any to whom income or principal "must" be paid currently or in the future, or (2) any who are "or will become" eligible to receive income or principal at the discretion of the trustees. Taken at face value, this definition may permit contingent beneficiaries to act as authorized trustees, since there is no guarantee they actually "will become" eligible to receive income or principal.

Other Clarifications

The new amendments clarify when a trustee's invasion power is unlimited, noting that such a power can be stated in the context of a beneficiary's "best interests," "welfare," "comfort" or "happiness."8 Further, the amendments now confirm that a spendthrift provision or a clause prohibiting amendment or revocation does not limit an invasion power for decanting purposes, and that assets can be decanted even where there is no current need to invade principal under the terms of the invaded trust.9
EPTL §10-6.6(i) also clarifies that when the entirety of the assets of an invaded trust are decanted, any subsequently discovered assets of the invaded trust are to be paid to the appointed trust, including assets that would otherwise be paid to the invaded trust from a pour-over will.10 Where only a portion of the invaded trust's corpus is decanted, any subsequently discovered assets remain the property of the invaded trust.

Procedural Changes

EPTL §10-6.6(j)(6), to the delight of attorneys and court clerks alike, eliminates the requirement that every decanting be filed with the court. Now, filing is only required for testamentary trusts and for inter vivos trusts that have been subject to prior proceedings in the Surrogate's Court (i.e., trusts that already have index numbers).

The elimination of a filing requirement comes hand-in-hand with a new requirement under EPTL §10-6.6(j) that no assets can be decanted until 30 days after notice has been given to all interested parties (discussed below), unless those interested parties consent to waive this notice period. During this period, any interested party may object to the decanting by serving a written notice of objection on the trustee (although nothing in the statute requires the trustee to inform an interested party of this 30-day window).

If all interested parties agree to waive the 30-day notice period, EPTL §10-6.6(j) makes clear that the beneficiaries are merely consenting "to a sooner effective date" and are not thereby consenting to the decanting itself. The language is intended to avoid any argument that a beneficiary who consents to an immediate effective date (particularly a beneficiary under the invaded trust who is not a beneficiary under the appointed trust) is thereby making a constructive gift to the new trust.

Since a trustee may decant without the consent of any interested party, an objection by itself cannot compel a trustee to abandon the proposed decanting. Further, a failure to object does not constitute consent and does not foreclose an interested party's ability to compel a trustee to account. All an objection appears to do is caution the trustee that he may be called to account for the decision to decant, which may result in the trustee voluntarily seeking court approval for the proposed decanting.

The prior version of EPTL §10-6.6(d) required that notice be provided to "all persons interested in the trust," defined as all persons on whom service of process would be required in a trust accounting. EPTL §10-6.6(j)(2) maintains this requirement, but, in addition, notice (including copies of the invaded and appointed trusts) now also must be provided to the settlors of the invaded trust and any persons authorized to remove or replace the authorized trustee of the invaded trust,11 perhaps so that such persons have the opportunity to remove the authorized trustee and replace them with trustees who will terminate the decanting (although EPTL §10-6.6 does not provide any mechanism for such a termination).

Fiduciary Duties

Under EPTL §10-6.6(h), a decanting power may only be exercised if a prudent person would consider it in the best interests, under the prevailing circumstances, of one or more (but not necessarily all) of the objects of the exercise of the power. Decanting is not allowed if there is substantial evidence (other than the terms of the invaded trust, unless such terms affirmatively prohibit decanting) that doing so would be contrary to the settlor's intent and it cannot be established that the settlor would have changed his or her intent given current circumstances. The trustee also has an affirmative duty under EPTL §10-6.6(o) to consider the tax implications of any decanting.

Notably, under EPTL §10-6.6(l), a trustee has no affirmative duty to exercise a power to decant a trust, even if doing so would be in the best interests of the beneficiaries.

As in the prior version of EPTL §10-6.6, a trustee cannot decant to prolong a perpetuities period, to exonerate the trustee of liability or to conclusively fix the value of any asset held by the trust. In addition, EPTL §10-6.6(q) provides that the appointed trust cannot alter the provisions regarding the compensation of any trustee. Further, EPTL §10-6.6(n) provides that decanting cannot be used to eliminate (without court approval) any person's power to remove or replace the authorized trustee, and that decanting cannot jeopardize any deduction or other tax benefit to which a trust is otherwise entitled. This tax benefit provision is not intended to prevent decanting from a grantor trust to a non-grantor trust, or vice versa.12
In order to comply with the above the restrictions, it may be prudent for the trustee compensation, trustee liability and perpetuities provisions of the invaded trust to be ported over wholesale into the appointed trust. These restrictions also mean that it is sometimes impossible for the assets of one preexisting trust to be statutorily decanted directly into another (as opposed to into a trust custom tailored to hold decanted assets), since the trustees cannot adjust the relevant provisions of the appointed trust to meet the requirements of EPTL §10-6.6. For this reason, where the assets of two trusts are to be combined by decanting, the practitioner will likely opt to draft an entirely new appointed trust, with provisions that attempt to satisfy the statutory requirements with respect to each of the invaded trusts.

IRS Takes an Interest

In December, the IRS issued Notice 2011-101, announcing that it was studying and soliciting comments as to the tax implications of trust decanting. The Notice also states that, during this period of study, the IRS will not issue private letter rulings with respect to decantings that result in a change of beneficial interests or an extension of the applicable perpetuities period.

The Notice also includes a list of facts and circumstances that may potentially result in tax consequences, including the addition of new beneficiaries (which, while not permitted under EPTL §10-6.6, could result from a decanting authorized by the terms of the invaded trust), decanting from a non-grantor trust to a grantor trust (or vice versa), decanting with the consent of the beneficiaries (even if such consent is not required under local law) and the inclusion in a trust agreement of a power to decant in the future.

The IRS may conclude that, in some cases, a trust decanting constitutes a recognition event with respect to income, gift, estate or generation-skipping transfer taxation. Until the announced study period is over, practitioners will be working in the dark and can only guess at the ultimate tax consequences of their actions. Given the Notice's emphasis on the actual or constructive consent of the beneficiaries to the decanting, New York practitioners may wish to err on the side of caution and forgo obtaining the consent of the beneficiaries to the effective date of the decanting. Likewise, when decanting in accordance with a provision in the invaded trust, the cautious practitioner may nevertheless wish to take pains that doing so does not violate any of the restrictions that would otherwise be imposed by EPTL §10-6.6, particularly its prohibition on the creation of entirely new beneficial interests in the appointed trust.

Looking to the Future

EPTL §10-6.6, as amended, authorizes for the first time the decanting of trusts in New York with a limited principal invasion standard and clarifies several ambiguities in the old statute. However, because statutory decanting still requires several procedural hurdles (notice to interested persons, a 30-day waiting period), more and more trust agreements will likely contain provisions granting the trustee an independent power to distribute principal to a trust for the benefit of a beneficiary (including a trust created by the trustee), rather than rely solely on the statute.13 Regardless of whether a decanting is statutory or in accordance with the provisions of the invaded trust, practitioners should be aware of the IRS' increased interest in decanting and the attendant risk that a decanting may later be considered a recognition event.
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