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Trust Protector Powers: Tax Implications of the

Fiduciary-Duty Issue
By Mitchell M. Gans

Much has been written recently about the use of
trust protectors.! Broadly defined, a trust protector is
a person appointed by the settlor to direct the actions
of the trustee with respect to specified functions. For
example, the settlor might provide in the trust instru-
ment that the trustee must follow the directions of a
trust protector regarding investments. The treatment of
trust protectors and trustees who follow directions pro-
vided by the trust protector is the subject of statutes in
some states? and may be addressed in case law in other
states.3 The Uniform Trust Code deals with what it calls
“directed trusts” in section 808.*

A critical question about the treatment of trust pro-
tectors is whether the protector is subject to a fiduciary
duty. Under some statutes, it is clear that the settlor
can in the trust instrument negate any such fiduciary
duty’® The commentary under section 808 of the Uni-
form Trust Code makes clear that the settlor can negate
the protector’s fiduciary duty®—an approach that is
consistent with the overall structure of the Code.” On

" the other hand, in some states a protector is in effect
treated as a co-trustee whose fiduciary duty cannot be
waived by the settlor.8 This fiduciary-duty question,
obviously a matter of state law, can have important tax
implications.

Consider two examples. First, assume the settlor
wants to create a trust that will be treated as a so-
called grantor trust for tax purposes, appreciating that
transactions between the settlor and the trust will be
ignored for tax purposes.” Many settlors have created
such trusts by inserting a provision in the instrument
giving the settlor a substitution power, i.e., a power to
convey assets to the trust in exchange for trust assets of
equal value. Under section 675 of the Internal Revenue
Code, the existence of such a power is sufficient to con-
fer grantor-trust status on the trust provided that the
settlor’s substitution power is held in a non-fiduciary
capacity. To the extent that such a substitution power
is treated as a trust-protector power that is fiduciary in
nature, the trust is not a grantor trust, and the tax ad-
vantages sought by the settlor are unavailable. Thus, in
a state where a protector is subject to a fiduciary duty
that cannot be waived in the instrument, this kind of
planning is not feasible. It may be appropriate, there-
fore, for states that impose a non-waivable fiduciary
duty on protectors to consider creating a specific excep-
tion for this kind of planning.

Consider as a second example an amendment
power. It has become somewhat common for settlors
to grant the right in the instrument to a third party to

amend the trust’s substantive and /or administrative
provisions.'” The amendment power makes irrevocable
trusts more flexible, permitting alterations from time
to time where necessary to accomplish tax or other ad-
vantages.'! Where such an amendment power is used
to enhance the interest of one beneficiary and to con-
comitantly diminish the interest of another beneficiary,
the question arises whether a taxable gift is made by
the beneficiary whose interest is diminished. If the ben-
eficiary’s interest were diminished by a third party’s
exercise of a power of appointment, it clearly would
not be treated as a taxable gift. But if the third party is
a trust protector subject to a fiduciary duty under state
law—as distinguished from the donee of a power of
appointment, who is not subject to such a duty—the
IRS could well argue that a taxable gift is made by the
diminished beneficiary when he or she consents to the
amendment or otherwise acquiesces to its implementa-
tion.'? This, of course, raises several issues: whether
states that are inclined to make a trust protector’s
power subject to a fiduciary duty should create an
exception for amendment powers; whether settlors
who want to create such amendment powers should
locate their trust in a state that permits the waiver of
the protector’s fiduciary duty; whether this will result
in another iteration of competition among the states to
provide a settlor-friendly environment;'® and whether
settlors can accomplish their objective by drafting the
amendment power as a power of appointment instead
of a trust-protector power.!4

' In sum, trust-protector provisions are becom-

ing increasingly common. The fiduciary-duty issue is
likely to become an important one as a matter of state
?aw. The resolution of this issue will, in turn, implicate
important tax considerations. States considering trust-
protector legislation will need to consider the fiduciary-
duty issue from both the tax and non-tax perspectives.
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98 Nw. U. L. Rev. 1105 (2004), suggesting that the distinction
between a power of appointment and a provision exonerating
a fiduciary duty can be justified on a truth-in-labeling ground,
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