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The Role of Powers of Appointment in Trusts

Our typical approach is to design trusts to last for a beneficiary’s lifetime (as opposed to terminating
upon a selected age at which it is hoped financial maturity would have been attained), while
permitting discretionary distributions to a beneficiary to the extent that a beneficiary may need to
access the trust funds.

By Amy Neifeld Shkedy and Rebecca Rosenberger Smolen | June 29, 2020

Rebecca Rosenberger Smolen, left, and Amy Neifeld Shkedy, right, of Bala Law Group.

In our articles, we often highlight the importance of incorporating trusts into estate plans. We have found that
more and more clients seek to leave their assets (whether at a client's death or through lifetime gifting) in
trusts for their children (or other intended beneficiaries) for numerous reasons, whether it be for tax planning,
creditor protection, spendthrift protection or all of the above. Our typical approach is to design trusts to last
for a beneficiary's lifetime (as opposed to terminating upon a selected age at which it is hoped financial
maturity would have been attained), while permitting discretionary distributions to a beneficiary to the extent
that a beneficiary may need to access the trust funds.

For those trusts that will remain in existence at the time of a beneficiary's death, there are default provisions,
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as designed by the client, directing the disposition of the remaining trust funds at the beneficiary’s death. In
the case of a trust for a child, clients generally choose to provide that the remaining trust assets would pass to
or in continuing trusts for that child’s children (i.e., the client's grandchildren), or if a beneficiary dies without
any children, for the beneficiary’s siblings. Of course, this varies depending on the structure of a particular
client's family tree, but the key concept is that the creator of the trust sets forth who the remainder
beneficiaries will be.

Because the creator of the trust has no ability to foresee the future, it is often the case that elements of the
default provisions for the trust remainder become undesirable over time for one reason or another. This is
where a power of appointment can play a beneficial role. Having a power of appointment in a trust document
enables the initial beneficiary to adjust the default remainder provisions of the trust after the beneficiary’'s
death, with the benefit of 20/20 hindsight (relative to the client's outlook). This is a great way to add flexibility
to trusts to account for changes based on future circumstances for clients who are willing to cede authority on
the identity of the ultimate remainder beneficiaries, or the terms on which such beneficiaries will receive the
trust assets.

A testamentary power of appointment is a special provision in a trust document which is granted to a
powerholder (usually to the beneficiary of a trust) to allow the powerholder to appoint the remaining trust
assets at his or her death to such appointees and on such terms as the powerholder specifies. Powers of
appointment must be exercised in writing (often under the provisions of a will). To the extent that a power of
appointment is not exercised, then the default provisions of the trust document would dictate how the
remaining trust assets pass.

The power of appointment just gives an individual the right to make modifications if it is desirable to do so.
Depending on how the provision is drafted, a power of appointment may be broad and allow a powerholder
to essentially appoint the trust assets to any individuals and/or organizations (typically charitable
organizations) of his or her choosing at his or her death, or it may be limited to a certain class of appointees,
such as the powerholder’s descendants and/or spouse. Further limitations may also be placed on a
powerholder’s ability to appoint the trust assets. For example, the power of appointment may provide that any
exercise in favor of a spouse be limited to an income interest only during the spouse’s lifetime, or it may be
limited to only a certain percentage of the remaining trust assets.

It is rare that we do not suggest that clients include a power of appointment in trust documents for added
flexibility. A common exception would be in the case of trusts where the beneficiary and the creator of the
trust have different “objects of their bounty.” For example, when the settlor of a trust creates a trust for his or
her surviving spouse who is not the parent of the settlor’s children, it is common to not provide the surviving
spouse power over the disposition of the trust remainder through a power of appointment.

Powers of appointment not only allow a powerholder to modify the “who,” but also allow the powerholder to
modify the “when” and “how.” That is, a power of appointment may be exercised to allow changes to the terms
of the continuing trusts for the remainder beneficiaries. For example, if the default provisions created a trust
for a certain beneficiary, the powerholder may exercise his or her power of appointment to provide for an
outright distribution to the beneficiary, or on the other hand, in the event that the default provision had
already provided for a outright distribution, a power of appointment might be exercised to create a lifetime
trust if that would make more sense.

In addition to the flexibility of the “who,” “when” and ‘how,” powers of appointment are also a useful tool for
tax planning. Powers of appointment may be drafted as “limited” or “general” powers of appointment. A
limited power of appointment means that the power itself will not cause the trust assets to be included in the
powerholder’s taxable estate for federal estate tax purposes. A general power of appointment, on the other
hand, will cause estate tax inclusion. Inclusion in a powerholder's taxable estate makes sense if it results in a
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net savings of federal and state transfer and capital gains taxes. For a trust that may have significant built in
capital gains, including it in a beneficiary’s taxable estate, if the beneficiary’'s taxable estate is below the federal
estate tax exemption amount, would cause the assets to obtain a step up in tax basis, and thereby may
eliminate or reduce capital gains taxes when the assets are later sold. Also, to the extent that a trust becomes
subject to a generation-skipping transfer tax when the beneficiary dies, inclusion in a beneficiary’s estate
would eliminate such tax.

With very limited exceptions, powers of appointment should be included in most trust planning to achieve
flexibility, both in terms of asset disposition and tax planning. These powers can be carefully tailored to fit the
needs of each family situation, and can be as limited or broad as may be desirable. When powers of
appointment are not included in trust documents, there may be undesired consequences that cannot be
avoided.

As a bottom-line matter, what a power of appointment does, in many cases, is to give the trust beneficiary
much of the control that would have been available had the inheritance been received outright, while still
providing the protections of a trust structure. Practitioners often joke that the power to appoint really is a
“power to disappoint” because it empowers a beneficiary to prevent (or minimize) the automatic transfer of
family wealth to a child who becomes estranged from the family. We all hope it won't be necessary to use it for
this purpose, but, we also all know that it is a very real possibility. In those circumstances, the ability to
“repurpose” the funds can be a crucial trust feature.

Rebecca Rosenberger Smolen and Amy Neifeld Shkedy are members and co-founders of Bala Law Group.
They focus their practices on tax and estate planning.
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