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I. INTRODUCTION 

 

The dramatic increase in the applicable exclusion amount and GST exemption by the 2017 

Tax Act2 has caused income tax planning to surge past wealth transfer tax planning for a 

great many clients.  Clients with an estate significantly below the $11,400,000 applicable 

exclusion amount and GST exemption for 2019 ($22,800,000 for a married couple) now 

means that a great many clients have little to worry about with respect to the estate tax.  

Leaving the entire estate to a surviving spouse or a QTIP trust and relying on portability 

will be adequate estate tax planning for many clients.  It also has the advantage of assuring 

that the entire estate passing to the surviving spouse will receive an estate tax value basis 

under Section 1014 at the surviving spouse’s death.   

 

Some clients, however, are surviving spouses with a nonmarital trust already in existence.  

Others have created irrevocable trusts that are not expected to be included in their gross 

estates, wasting potential basis increases. 

 
1 Large portions of this outline are taken from Basis After the 2017 Tax Act -- Important Before, 

Crucial Now, written by Howard M. Zaritsky, Esq. and Lester B. Law and originally presented at 

the 53rd Annual Heckerling Institute on Estate Planning sponsored by the University of Miami 

School of Law. All rights reserved. This outline is not to be reprinted or reproduced without the 

written permission of the Heckerling Institute, Howard M. Zaritsky, or Lester B. Law. 

 
2 Pub. L. 115-97, 115th Cong., 1st Sess. (2017), 131 Stat. 2054.  The Senate Parliamentarian re-

quired that the short title of “The Tax Cuts and Jobs Act” be deleted from the final act, because it 

had no revenue effect and, as the bill was being passed under the budget reconciliation procedures 

(avoiding the Senate filibuster rules), it had to contain only revenue-related provisions.  The tech-

nical name of the bill is “An Act to provide for reconciliation pursuant to titles II and V of the 

concurrent resolution on the budget for fiscal year 2018.”  We shall refer to it as the 2017 Tax Act.  

So be it. 
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Still other clients will be looking for ways to get a full basis adjustment in the certain assets 

whenever the first spouse dies, whichever it may be, or even better, assets of both spouses 

when the first spouse dies. 

 

 

II. OBTAINING A BASIS ADJUSTMENT IN A NON-MARITAL TRUST AT THE 

SURVIVING SPOUSE’S DEATH3 

 

A. Generally 

 

One may draft a nonmarital trust expecting to desire that the assets all be excluded 

from the surviving spouse’s gross estate, but discover that the surviving spouse’s 

estate is significantly smaller than his or her available applicable exclusion amount.  

Whether initially drafting a nonmarital trust or deciding whether to modify an ex-

isting trust by decanting, judicial modification, or nonjudicial modification, the es-

tate planner should include in the trust instrument a device by which all or some of 

the trust’s appreciated assets may be rendered includible in the surviving spouse’s 

gross estate. 

 

There are four potential mechanisms to achieve the basis step-up:   

 

● Independent trustee power of distribution;  

 

● Contingent general power of appointment;  

 

● Trust protector with the ability to create a general power of appointment; 

and  

 

● Delaware Tax Trap. 

 

  

B. Independent Trustee Power of Distribution 

 

1. Generally 

 

The first alternative to achieve a basis step-up is to grant an independent 

trustee broad authority to make distributions to the surviving spouse (i.e., 

not limited to an ascertainable standard, as defined in the regulations under 

Section 2041).   

 

 
3 Part of this section was taken from Franklin and Law, Clinical Trials in Portability, 48th Heck-

erling Est. Pl. Inst. (2014).  Richard Franklin, Esq., was the primary contributor to that portion of 

Clinical Trials in Portability which discussed basis adjustment, any mistakes in this section are 

those of the authors; Mr. Franklin does not make mistakes herein. 
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Using such power, the independent trustee could make distributions to the 

surviving spouse of appreciated by-pass trust property.  If the amount dis-

tributed does not exceed the surviving spouse’s excess exclusion, federal 

estate taxes are not triggered.  Once the asset is distributed, the asset will be 

part of the surviving spouse’s gross estate for federal estate tax purposes. 

Section 2033.  The asset will be considered to have been acquired from the 

decedent (i.e., who is the second spouse to die) so that it is subject to the 

general basis adjustment rule. IRC § 1014(b)(1). 

 

2. Advantages  

 

a) Selection of Appreciated Assets 

 

 This method allows the independent trustee to pick and choose the 

appreciated assets to be distributed.   

 

b) Retention of Depreciated Assets 

 

 Depreciated assets can remain in the by-pass trust preserving the ex-

isting basis and preventing a step-down in basis to fair market value. 

 

c) Simplicity 

 

 This is a relatively simple arrangement, not based on a formula or 

involving complicated power of appointment issues.  It is likely that 

clients, accountants, and financial representatives could all under-

stand this approach.   

 

 Explaining formula or springing general powers of appointment or 

the Delaware Tax Trap will be more challenging.  Therefore, the 

simplicity of this approach should not be dismissed lightly. 

 

3. Disadvantages  

 

a) Requires a Bold Independent Trustee and they Are Rare 

 

 Of course, an independent trustee may be reluctant to exercise this 

authority and the surviving spouse’s death may occur unexpectedly, 

so that the distributions might not be made and the basis opportunity 

may be lost.   

 

b) Timing Problems 

 

The ideal time for distributing appreciated property is close to the 

death of the surviving spouse, so that any estimation of his or her 

potential taxable estate is more likely to be correct.  This means that 
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the independent trustee needs to have current information on the 

health and finances of the spouse.  This may not be easy to obtain in 

many cases, as elderly surviving spouses may not wish to share this 

information. 

 

c) Diversion Creditors 

 

 Another risk is that any distributed assets might be given by the 

spouse to persons other than those intended by the first spouse, such 

as a new spouse or the family of a new spouse or a charity with 

which the first spouse was not comfortable.  Similarly, the assets 

could be diverted to other persons by exposing them to the surviving 

spouse’s creditors. 

 

d) Irrevocability of Distribution 

 

 Once you distribute assets to the surviving spouse, they belong to 

the spouse.  There is no means of correcting this if the independent 

trustee later determines that the assets should not be held by the 

spouse, because of the possibility of diversion or creditor claims, or 

because the spouse’s estate grows faster than anticipated, cannot be 

remedied. 

 

 

C. Contingent Formula General Power of Appointment 

 

1. Generally 

 

 An alternative to the independent trustee’s distribution power is for the by-

pass trust to grant a contingent general power of appointment to the surviv-

ing spouse.  As explained below, this strategy has some gaps in the legal 

analysis, and is thus not without its risks. 

 

 If the surviving spouse is granted a general power of appointment over all, 

or a portion, of the by-pass trust the general power of appointment will 

cause inclusion in the estate of the surviving spouse for Federal estate tax 

purposes.  IRC § 2041.   

 

 If the surviving spouse exercises a testamentary general power of appoint-

ment, the property passing, without full and adequate consideration, as a 

result of the exercise is considered to have been acquired from or to have 

passed from the now deceased surviving spouse, and thereby the general 

basis adjustment rule will apply.  IRC § 1014(b)(4).   
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 If the surviving spouse does not exercise the general power of appointment, 

the property required to be included in determining the value of the surviv-

ing spouse’s gross estate is considered to have been acquired, or to have 

passed, from the now deceased surviving spouse, and thereby the general 

basis adjustment rule will also apply.  IRC § 1014(b)(9). 

 

 Granting the surviving spouse a general power of appointment over all, or 

a portion, of the by-pass trust is not abusive for purposes of the general basis 

adjustment rule.  The by-pass trust is funded upon the death of the deceased 

spouse.  The surviving spouse is granted a testamentary general power of 

appointment over that trust.  Even if the surviving spouse dies within one 

year of the deceased donor spouse’s death, the by-pass trust cannot ever 

pass assets back to the deceased donor spouse.  Therefore, Section 1014(e) 

(i.e., the one-year rule) is inapplicable.   

 

2. Is it Possible to Create a Contingent General Power of Appointment? 

 

a) Generally 

 

This section of the paper addresses whether it is possible to create a 

formula general power of appointment that is (i) contingent on the 

surviving spouse having any unused applicable exclusion amount, 

and (ii) structured to be applicable to particular assets in the by-pass 

trust that, without an automatic basis adjustment under Section 

1014, upon the surviving spouse’s death would have the potential of 

triggering an income tax liability upon disposition as a result of ap-

preciation in value or for other reasons such as having been depre-

ciated for income tax purposes.   

 

Also addressed is whether it is possible to structure the general 

power of appointment over the assets or classes of assets that (i) 

have the most significant appreciation, (ii) will be taxed at the high-

est rates (e.g., collectables at higher capital gains rates or depreci-

ated assets subject to recapture at ordinary rates), or (iii) will be sub-

ject to disposition at the earliest point in time. 

 

b) Limiting a Formula General Power of Appointment Based on 

the Surviving Spouse’s Unused Applicable Exclusion Amount 

 

(1) Private Rulings 

 

The Service has approved of formula general powers of ap-

pointment based on the remaining estate tax exclusion of the 

decedent spouse.  In PLRs 200403094 and 200604028, the 

decedent spouse was granted a formula general power of ap-

pointment over a share of the surviving spouse’s revocable 
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trust based on the amount of the decedent spouse’s applica-

ble exclusion amount that would otherwise be unused.  The 

power of appointment in PLR 200403094 is quoted in the 

ruling as follows: 

 

At my wife's death, if I am still living, I give 

to my wife a testamentary general power of 

appointment, exercisable alone and in all 

events to appoint part of the assets of the 

Trust Estate, having a value equal to (i) the 

amount of my wife's remaining applicable ex-

clusion amount less (ii) the value of my wife's 

taxable estate determined by excluding the 

amount of those assets subject to this power, 

free of trust to my deceased wife's estate or to 

or for the benefit of one or more persons or 

entities, in such proportions, outright, in 

trust, or otherwise as my wife may direct in 

her Will. 

 

The power of appointment in PLR 200604028 is described 

as follows: 

 

Trust 1 provides that if Wife is living at the 

time of Husband's death, Husband shall have 

a testamentary general power of appointment 

equal to the amount of Husband's remaining 

applicable exclusion amount set forth in 

§ 2010 of the Internal Revenue Code 

(“Code”) minus the value of Husband's tax-

able estate (determined by excluding the 

amount of those assets subject to this power). 

 

The strategy of the planning outlined in these PLRs allowed 

for the use of the lesser moneyed spouse’s applicable exclu-

sion amount if he or she died first by granting the lesser mon-

eyed spouse a general power of appointment over the mon-

eyed spouse’s revocable trust but only to the extent the lesser 

moneyed spouse had exclusion that would otherwise be un-

used.  This structure enables the moneyed spouse to retain 

control over his or her assets to be used for this purpose, un-

less and until the lesser moneyed spouse died first.   

 

These rulings raise many interesting tax questions that are 

not of concern for purposes of this discussion.  Importantly, 

however, no one questioned the scope of the formula general 
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power of appointment being defined by reference to the de-

ceased spouse’s remaining unused applicable exclusion 

amount, which by definition would not be determined until 

the deceased spouse died. 

 

(2) Regulations  

 

Similar formula structures are sanctioned in the contexts of 

disclaimers and partial QTIP elections.  For example, Reg. 

§ 25.2518-3(d), Ex. 20, allows a fractional formula dis-

claimer by reference to the smallest amount which would al-

low the decedent’s estate to pass free of Federal estate tax.   

 

Additionally, Reg. § 25.2523(f)-1(b)(3) provides that the 

taxpayer may make the gift tax QTIP election by means of a 

formula that relates to a fraction or percentage of the QTIP 

trust, but the gift tax regulations provide no examples of such 

an election.   

 

The estate tax QTIP regulations, however, are helpful in il-

lustrating such formula elections.  See, Examples 7 and 8 of 

Reg. § 20.2056(b)-7(h). 

 

The type of contingent general power of appointment con-

templated as a basis increase mechanism upon the surviving 

spouse’s death must be fixed and determinable upon the sur-

viving spouse’s date of death.  A power of appointment is 

considered to exist even when the time for the exercise of the 

power is determined by the date of the donee’s death.  

 

While the assets of the by-pass trust may fluctuate during the 

surviving spouse’s lifetime, the rights of the surviving 

spouse should not be considered a mere expectancy.  For ex-

ample, the Eighth Circuit Court of Appeals, in Estate of Mar-

grave v. Comm’r, 618 F.2d 34 (8th Cir. 1980), aff’g 71 T.C. 

13 (1978), considered a situation in which the wife owned a 

life insurance policy made payable by revocable beneficiary 

designation to trust over which the husband held an inter vi-

vos general power of appointment.  The court found that the 

husband had a mere expectancy in the policy because the 

designation could be revoked; additionally, it held that the 

policy was not includible under Sections 2041 or 2042 in 

husband’s estate.  This is distinguishable from a funded by-

pass trust subject to a testamentary general power of appoint-

ment.  The surviving spouse’s beneficial interests in and the 

testamentary general power of appointment over the by-pass 
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trust are generally considered vested.  Perhaps the testamen-

tary general power of appointment could be vested subject 

to divestment based on the trustee’s exercise of fiduciary dis-

cretion to make distributions. 

 

3. Advantages  

 

a) Power Only Over Appreciated Assets 

 

The regulations under Section 2041 do not directly address situa-

tions in which the power holder has a power over particular assets.  

The term power of appointment is defined as follows:  

 

The term “power of appointment” includes all pow-

ers which are in substance and effect powers of ap-

pointment regardless of the nomenclature used in 

creating the power and regardless of local property 

law connotations. For example, if a trust instrument 

provides that the beneficiary may appropriate or 

consume the principal of the trust, the power to con-

sume or appropriate is a power of appointment. Sim-

ilarly, a power given to a decedent to affect the ben-

eficial enjoyment of trust property or its income by 

altering, amending, or revoking the trust instrument 

or terminating the trust is a power of appointment. 

Treas. Reg. § 20.2041-1(b)(1). 

 

The regulations refer to powers over “part” of a trust or an interest 

in a trust: 

 

If a power of appointment exists as to part of an en-

tire group of assets or only over a limited interest in 

property, section 2041 applies only to such part or 

interest. For example, if a trust created by S provides 

for the payment of income to A for life, then to W for 

life, with power in A to appoint the remainder by will 

and in default of appointment for payment of the re-

mainder to B or his estate, and if A dies before W, 

section 2041 applies only to the value of the remain-

der interest excluding W's life estate. If A dies after 

W, section 2041 would apply to the value of the entire 

property. If the power were only over one-half the 

remainder interest, section 2041 would apply only to 

one-half the value of the amounts described above. 

Treas. Reg. § 20.2041-1(b)(3). 
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The following examples illuminate the issues presented in the regu-

lations:   

 

Example II-1 

 

The assets of Trust A consist of a tract of land and shares of 

a family company.  B, a beneficiary, is granted a power to 

appoint the land to the creditors of B’s estate.  There appear 

to be neither rulings nor cases in which a power was defined 

in terms of specific assets rather than a fraction or share of 

the trust, but the power should, by logic and the plain mean-

ing of the regulations, be a general power of appointment. 

 

Example II-2 

 

Assume the same facts as in Example II-1, except that B’s 

power to appoint the land is contingent on whether an in-

crease in basis would be possible if the land were considered 

to have passed from the surviving spouse as contemplated 

by Section 1014(b).   

There appears to be no impediment to this contingency or 

means of classification of assets over which the general 

power of appointment should be granted. 

 

b) Retention of Depreciated Assets 

 

 The power need not extend to depreciated assets, which can remain 

in the by-pass trust preserving the existing basis and preventing a 

step-down in basis to fair market value. 

 

c) Complexity 

 

 This is a far more complex strategy than an outright distribution of 

assets, but it is self-effectuating and, therefore, the surviving spouse 

need not understand it quite as well as he or she does an outright 

distribution. 

 

d) Self-Adjusting Power Removes Need for Data on Spouse’s 

Health and Finances  

 

 Unlike an outright distribution, the formula general power of ap-

pointment automatically adjusts to a change in the spouse’s estate.  

Furthermore, there is no need for the trustee to monitor the spouse’s 

health and finances, because the grant of the power adjusts itself.  
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e) No Bold Independent Trustee Required  

 

 The trustee does nothing to make this grant of a general power oc-

cur.  It is automatic, so the trustee need not be particularly bold or 

even attentive.  

 

4. Disadvantages  

 

a) Spouse’s Creditors 

 

 Some states provide that the creditors of a decedent can reach prop-

erty over which the decedent has a general power of appointment.  

It is unclear, however, how this interacts with a power that can be 

exercised only with the consent of a nonadverse party. 

 

b) Disclaimer Funded Nonmarital Trusts 

 

    Reg. § 25.2518-2(e)(1) states: 

 

    (1) In general. A disclaimer is not a qualified dis-

claimer unless the disclaimed interest passes without 

any direction on the part of the disclaimant to a per-

son other than the disclaimant . . . . If there is an ex-

press or implied agreement that the disclaimed inter-

est in property is to be given or bequeathed to a per-

son specified by the disclaimant, the disclaimant 

shall be treated as directing the transfer of the prop-

erty interest. The requirements of a qualified dis-

claimer under section 2518 are not satisfied if—  (i) 

The disclaimant, either alone or in conjunction with 

another, directs the redistribution or transfer of the 

property or interest in property to another person (or 

has the power to direct the redistribution or transfer 

of the property or interest in property to another per-

son unless such power is limited by an ascertainable 

standard); or (ii) The disclaimed property or interest 

in property passes to or for the benefit of the dis-

claimant as a result of the disclaimer . . . . 

 

 This appears to preclude a spouse who funds a nonmarital trust by 

disclaimer of all or part of the marital share, from retaining any form 

of power of appointment (other than a right to invade the trust lim-

ited by an ascertainable standard). 
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5. The Kurz Dilemma -- General Powers of Appointment Conditioned on 

Acts of Independent Significance  

 

a) Facts 

 

In Kurz v. Comm’r, 101 T.C. 44 (1993), aff’d, 68 F.3d 1027 (7th Cir. 

1995), the Tax Court and the Seventh Circuit decided whether the 

decedent’s 5% withdrawal right over a family trust would be in-

cluded in her gross estate, when its exercise was subject to a precon-

dition of the exhaustion of the marital trust, and the decedent had a 

unilateral right to withdraw all of the assets of the marital trust.   

 

The unremarkable facts are as follows:  The decedent, a surviving 

spouse, had a 5% withdrawal right over the family trust, but only 

after the marital trust was exhausted. The surviving spouse was en-

titled to withdraw as much of the principal of the marital trust as she 

wished; she had only to notify the trustee in writing. 

 

When the decedent died, the marital trust was worth about $3.5 mil-

lion and the family trust was worth about $3.4 million. 

 

The estate argued that, because the marital trust was not exhausted 

on the date of death, the contingency on the 5% withdrawal power 

was not satisfied and none of the family trust was includible in the 

decedent’s gross estate.  The Service argued that a power of appoint-

ment (or withdrawal) is exercisable even if there is an unsatisfied 

condition, if the holder of the power has the power to remove the 

condition.   

 

(1) Tax Court 

 

 The Tax Court held for the government.  The court examined 

the legislative history of Section 2041, and concluded that: 

 

 This legislative history clearly indicates that 

Congress intended to eliminate what it con-

sidered an abusive technique for avoiding the 

application of certain taxes; i.e., by the use of 

minor restrictions that did not affect the de-

cedent's "practical, if not technical, owner-

ship" of the property. However, we can find 

nothing in the legislative history, or the lan-

guage of the statute, that would indicate that 

Congress equated this precedent-notice or 
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period-of-delay language with a broad pro-

scription against all conditions precedent 

within the control of a decedent.  

 

 101 T.C. at 55. 

 

 With respect to the nature of a precondition to the exercise 

of a general power of appointment that will suffice to prevent 

its taxation, if the precondition is not met on the date of 

death.  The court added that: 

 

 . . . the condition does not have to be beyond 

the decedent's control, [but] it must have 

some significant non-tax consequence inde-

pendent of the decedent's power to appoint 

the property. [Taxpayer] has not demon-

strated that withdrawing principal from the 

Marital Trust Fund has any significant non-

tax consequence independent of decedent's 

power to withdraw principal from the Family 

Trust Fund. Such condition is illusory and, 

thus, is not an event or a contingency contem-

plated by the Reg. § 20.2041-3(b).  

 

101 T.C. at 55.  The court noted that Section 2038 is rendered 

inapplicable if the transferor retains a power that is subject 

to a precondition that is not beyond the power of the trans-

feror to satisfy.  The rule for powers of appointment, how-

ever, is different, focusing instead on whether the contin-

gency has a significant non-tax consequence. 

 

(2) Seventh Circuit 

 

     The Seventh Circuit affirmed, noting that: 

 

 The Tax Court was troubled by an implica-

tion of the Commissioner’s argument. Sup-

pose the Family Trust had provided that Kurz 

could reach 5% of the principal if and only if 

she lost 20 pounds, or achieved a chess rating 

of 1600, or survived all of her children. She 

could have gone on a crash diet, or studied 

the games of Gary Kasparov, or even mur-

dered her children. These are not financial 

decisions, however, and it would be absurd to 

have taxes measured by one’s ability to lose 
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weight, or lack of moral scruples. . . . The Tax 

Court accordingly rejected the Commis-

sioner’s principal argument, ruling that raw 

ability to satisfy a condition is insufficient to 

make a power of appointment “exercisable”. 

. . . 

 

* * * 

 

 No matter how the second sentence of 

§ 20.2041–3(b) should be applied to a con-

tingency like losing 20 pounds or achieving a 

chess rating of 1600, the regulation does not 

permit the beneficiary of multiple trusts to ex-

clude all but the first from the estate by the 

expedient of arranging the trusts in a se-

quence. No matter how long the sequence, the 

beneficiary exercises economic dominion 

over all funds that can be withdrawn at any 

given moment. The estate tax is a wealth tax, 

and dominion over property is wealth. Until 

her death, Ethel Kurz could have withdrawn 

all of the Marital Trust and 5% of the Family 

Trust by notifying the Trustee of her wish to 

do so. 

 

68 F.3d 1028, 1030. 

 

(3) Analysis 

 

The import of Kurz is that a precondition must have some 

real economic effect independent of taxes in order for it to 

prevent the taxation of a general power of appointment.   

 

With respect to a formula contingent general power of ap-

pointment for basis adjustment purposes, several issues 

arise.  First, if the holder of the power is also the trustee, he 

or she would have discretion over investments.  The trustee 

could sell appreciated assets or retain them.  Retaining the 

appreciated asset would potentially subject the asset to the 

surviving spouse’s formula general power of appointment.   

 

Arguably, the surviving spouse as trustee has a duty to invest 

the trust assets fairly and prudently for the benefit of all trust 

beneficiaries.  The principles governing the trustee’s fiduci-

ary obligations for investment are not illusory and should 
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have independent significance.  Thus, perhaps the surviving 

spouse could be trustee. 

 

Second, one must consider the extent to which the holder of 

the formula conditional general power of appointment has 

the power to alter the size of his or her potential taxable es-

tate and, thereby, the amount of the power of appointment, 

by acts that lack independent significance.  For example, a 

surviving spouse could enlarge the scope of the general 

power of appointment by making testamentary transfers that 

qualify for the unlimited estate tax marital or charitable de-

duction or by incurring deductible debts.   

 

Giving assets to a surviving spouse or to charity seems and 

incurring debt seem best characterized as acts of independ-

ent significance.  There are, however, few precedents regard-

ing the meaning of an act of independent significance with 

respect to estate tax inclusion provisions.  See, e.g.,  Rev. 

Rul. 80-255, 1980-2 C.B. 272 (power to bear or adopt chil-

dren involves act of independent significance, whose effect 

on a trust that included after-born and after-adopted children 

was “incidental and collateral”); Rev. Rul. 72-307, 1972-1 

C.B. 307 (power to cancel group term life insurance policy 

by terminating employment is not an incident of ownership, 

because it is exercisable only by performing an act of great 

independent significance); Estate of Tully v. United States, 

208 Ct. Cl. 596, 528 F.2d 1401, 1406 (1976) (“In reality, a 

man might divorce his wife, but to assume that he would 

fight through an entire divorce process merely to alter em-

ployee death benefits approaches the absurd.”); Ellis v. 

Comm’r, 51 T.C. 182 (1968), aff'd, 437 F.2d 442 (9th Cir. 

1971) (“For petitioner to cause a situation to occur which 

would compel the trustee to distribute the trust's income to 

Viola, petitioner would have to create a major domestic cri-

sis.”) 

 

One may, therefore, wish to use a formula that determines 

the powerholder’s taxable estate without considering any 

transfers by the surviving spouse that qualify for the estate 

tax charitable or marital deduction or any deductions for in-

debtedness.  This provides a safer formula, though if there 

are debts or dispositions to a surviving spouse or charity, it 

may create a general power of appointment that is much 

smaller than an optimal power. 
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 One may also give a nonadverse third-party, such as a trust 

protector, the power to increase the amount of property to 

which the formula power applies, thereby obtaining an auto-

matic modest amount of appointive property and a possible 

correct full amount of appointive property.  

 

6. Planning: Requiring Consent of a Non-Adverse Party 

 

 If the donor of the power is concerned with the surviving spouse actually 

exercising the power or exercising it in an undesirable manner, the contin-

gent general power of appointment could be designed with the requirement 

that the donee obtain the consent of a nonadverse person.  Caution is war-

ranted, however, because under Section 2041(b)(1)(C)(ii), a person is not 

treated as holding a general power of appointment if the power is not exer-

cisable except in conjunction with a person having a substantial interest, in 

the property subject to the power, which interest is adverse to exercise of 

the power in favor of the person who holds the power. A taker in default of 

the power’s exercise is adverse.  

 

7. Drafting 

 

a) Simple Formula General Power of Appointment over Share that 

Will Not Increase Federal Estate Tax 

 

Consider the following sample language in drafting a formula gen-

eral power of appointment attempting to take advantage of the basis 

adjustment rule for income tax purposes, while limiting any inclu-

sion in the donee spouse’s estate to the maximum amount that will 

not cause an estate tax liability.   

 

 [By-Pass Trust - Spousal Testamentary General 

Power of Appointment] 

 

 I give to my spouse4 a testamentary general 

power of appointment, exercisable alone and in all 

events to appoint a fractional share of the By-Pass 

Trust.  The fractional share and other terms applica-

ble to the power are as follows: 

 

 A.  Fractional Share.  The numerator of the 

fraction shall be the largest amount which, if added 

 
4 Drafting note: In the 21st century, a marriage is not necessarily between a man and a woman.  

Each spouse will usually want to be referred to in some specific way (“husband,” “wife,” 

“spouse”).  Ask the client for their preference and adjust the clause accordingly. 
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to my spouse’s taxable estate, will not result in or in-

crease the federal estate tax payable by reason of my 

spouse’s death.  The denominator of the fraction 

shall be the value of the By-Pass Trust as of my 

spouse’s death. 

 

 B.  How Exercised.  My spouse may exercise 

the power by appointing the said fractional share 

free of trust to my spouse’s estate or to or for the 

benefit of one or more persons or entities, in such 

proportions, outright, in trust, or otherwise as my 

spouse may direct in my spouse’s Will that specifi-

cally refers to this general power of appointment. 

 

b) Detailed Formula General Power of Appointment over Share 

that Will Not Increase Federal Estate Tax 

 

The language that one would have to consider is how to draft a 

clause that, on the one hand, will minimize and eliminate any federal 

(and possibly state) estate tax, and on the other hand provide the 

largest basis to an asset, which when sold would minimize income 

taxes.  This is perhaps the most difficult part of using this basis-

adjustment planning tool. 

 

To simply allocate basis across the board to all assets may not max-

imize the tax benefits.  One of the issues is some assets may not be 

sold in the foreseeable future (e.g., it may be a family heirloom or 

family business that will pass from generation to generation, accord-

ingly, the likelihood of triggering income tax is little or none).  An-

other issue is that of the assets may be taxed at higher rates than 

other assets (e.g., sale of bullion is taxed at a different rate than stock 

and bonds).  But, grouping the assets based on tax rates (when sold) 

may not be the best result, because they may have high enough basis, 

so that the tax liability when sold may be minimal, and you would 

have wasted the use of exemption on those assets.  Another issue is 

to segregate the assets with the largest difference between basis and 

fair market value at the date of death.  This again may not be bene-

ficial, since some assets may not be sold in the foreseeable future 

and some may have higher income tax rates.  It appears that the bet-

ter way to draft a clause may be to have a general power of appoint-

ment granted over those assets that would yield the lowest income 

tax burden when sold.  The problem with this is that when the asset 

will be sold is generally unknown to the drafter at the time of draft-

ing.  For a more detailed explanation of the issues and for sample 
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language that may be possible, see, Franklin and Law, Clinical Tri-

als with Portability, 48th U. Miami Heckerling Inst. on Est. Plan.  

___ (2014). 

 

c) Sample Language 

 

(1) Formula Automatic General Power of Appointment 

 

The following is sample language for a formula general 

power of appointment attempting to take advantage of the 

basis adjustment rule for income tax purposes, while limiting 

any inclusion in the donee spouse’s estate to the maximum 

amount that will not cause an estate tax liability.  It does not 

assure the avoidance of the Kurz arguments. 

 

Spousal Testamentary General Power of 

Appointment. 

 

  I give to my spouse a testamentary 

general power of appointment, exercisable 

alone and in all events to appoint a fractional 

share of the By-Pass Trust.  The fractional 

share and other terms applicable to the 

power are as follows: 

 

 A.  Fractional Share.  The numerator 

of the fraction shall be the largest amount 

which, if added to my spouse’s taxable estate 

(determined for this purpose without regard 

to any available charitable or marital deduc-

tion), will not result in or increase the federal 

estate tax [OPTION: or state, district, or lo-

cal estate tax] payable by reason of my 

spouse’s death.  The denominator of the frac-

tion shall be the value of the By-Pass Trust as 

of my spouse’s death. 

 

 B.  How Exercised.  My spouse may 

exercise the power by appointing the said 

fractional share free of trust to my spouse’s 

estate or to or for the benefit of one or more 

persons or entities, in such proportions, out-

right, in trust, or otherwise as my spouse may 

direct in my spouse’s Will that specifically re-

fers to this general power of appointment. 
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(2) Granting Power Over Appreciated Assets 

 

(a) Generally  

 

One could also attempt to grant this general power of 

appointment over specific trust assets that have most 

substantially appreciated.  There is no direct author-

ity for the ability to so direct a power of appointment, 

but the regulations do appear to acknowledge that a 

power of appointment may be limited to specific as-

sets within a trust.  See Reg. § 20.2041-1(b)(3). 

 

(b) Sample Language 

 

Spousal Testamentary General 

Power of Appointment. 

 

  I give to my spouse a testamen-

tary general power of appointment, ex-

ercisable alone and in all events to ap-

point a fractional share of the Appreci-

ated Assets (as such term is defined 

hereunder).  The fractional share and 

other terms applicable to the power are 

as follows: 

 

 A.  Fractional Share.  The nu-

merator of the fraction shall be the 

largest amount which, if added to my 

spouse’s taxable estate (determined for 

this purpose without regard to any 

available charitable or marital deduc-

tion), will not result in or increase the 

federal estate tax [OPTION: or state, 

district, or local estate tax] payable by 

reason of my spouse’s death.  The de-

nominator of the fraction shall be the 

value of the Appreciated Assets as of 

my spouse’s death.  

 

 B.  Appreciated Assets.  The 

Appreciated Assets shall mean those 

assets owned by the By-Pass Trust 

upon my spouse’s death the income tax 

basis of which may increase (and not 

decrease) pursuant to Code § 1014(a), 
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if such assets passed from my spouse 

within the meaning of Code § 1014(b). 

 

 C.  How Exercised.  My spouse 

may exercise the power by appointing 

the said fractional share of the Appre-

ciated Assets of the By-Pass Trust free 

of trust to my spouse’s estate or to or 

for the benefit of one or more persons 

or entities, in such proportions, out-

right, in trust, or otherwise as my 

spouse may direct in my spouse’s Will 

that specifically refers to this general 

power of appointment. 

 

(3) Tiered Formula General Powers of Appointment 

 

(a) Generally 

 

As discussed above, not all gains are taxed alike.  

Ideally, one would like to include in the power-

holder’s estate only those assets likely to produce the 

highest tax on sale or exchange.  One approach 

would be to have a tiered formula.  This tiered for-

mula would be a series of sequential contingent gen-

eral powers of appointment.   

 

(b) Tiered Classes of Assets 

 

(i) General 

 

One approach is to establish tiers by class of 

assets.  The first general power of appoint-

ment would be over a fractional share of the 

appreciated assets that would be exposed to 

the highest tax rate if sold by the by-pass trust 

immediately prior to the surviving spouse’s 

death.  The second power would be over a 

fractional share of the appreciated assets that 

would be exposed to the second highest tax 

rate if sold by the by-pass trust immediately 

prior to the surviving spouse’s death, and so 

on.   

 

(ii) Sample Language 
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Spousal Testamentary General 

Power of Appointment. 

  

 A.  General Power of Appoint-

ment Over Class #1 Appreciated As-

sets.  I give to my spouse a testamen-

tary general power of appointment, ex-

ercisable alone and in all events to ap-

point a fractional share of Class #1.  

The numerator of the fraction shall be 

the largest amount which, if added to 

my spouse’s taxable estate (determined 

for this purpose without regard to any 

available charitable or marital deduc-

tion), will not result in or increase the 

federal estate tax [OPTION: or state, 

district, or local estate tax] payable by 

reason of my spouse’s death.  The de-

nominator of the fraction shall be the 

value of Class #1 as of my spouse’s 

death.  Class #1 shall mean those Ap-

preciated Assets (as such term is de-

fined below), if any, that would be sub-

ject to the highest aggregate rate of 

federal and state income tax if sold by 

the By-Pass Trust immediately prior to 

my spouse’s death. 

 

 B.  General Power of Appoint-

ment Over Class #2 Appreciated As-

sets.  I give to my spouse a testamen-

tary general power of appointment, ex-

ercisable alone and in all events to ap-

point a fractional share of Class #2.  

The numerator of the fraction shall be 

the excess of (a) the largest amount 

which, if added to my spouse’s taxable 

estate (determined for this purpose 

without regard to any available chari-

table or marital deduction), will not re-

sult in or increase the federal estate tax 

[OPTION: or state, district, or local 

estate tax] payable by reason of my 

spouse’s death over (b) the denomina-

tor of the fraction in Paragraph A 
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above.  The denominator of the frac-

tion shall be the value of Class #2 as of 

my spouse’s death.  Class #2 shall 

mean those Appreciated Assets, if any, 

that would be subject to the second 

highest aggregate rate of federal and 

state income tax if sold by the By-Pass 

Trust immediately prior to my spouse’s 

death. 

  

 C.  General Power of Appoint-

ment Over Class #3 Appreciated As-

sets.  I give to my spouse a testamen-

tary general power of appointment, ex-

ercisable alone and in all events to ap-

point a fractional share of Class #3.  

The numerator of the fraction shall be 

the excess of (a) the largest amount 

which, if added to my spouse’s taxable 

estate (determined for this purpose 

without regard to any available chari-

table or marital deduction), will not re-

sult in or increase the federal estate tax 

[OPTION: or state, district, or local 

estate tax] payable by reason of my 

spouse’s death over (b) the sum of the 

denominators of the fractions in Para-

graphs A and B above. The denomina-

tor of the fraction shall be the value of 

Class #3 as of my spouse’s death.  

Class #3 shall mean those Appreciated 

Assets, if any, that would be subject to 

the third highest aggregate rate of fed-

eral and state income tax if sold by the 

By-Pass Trust immediately prior to my 

spouse’s death. 

  

 D.  Additional General Powers 

of Appointment Over Additional Clas-

ses of Appreciated Assets.  I give to my 

spouse additional testamentary gen-

eral powers of appointment following 

the pattern of Paragraphs A, B and C 

over additional Classes of Appreciated 

Assets, with each successive Class of 

Appreciated Assets being those assets 
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of the By-Pass Trust subject to the next 

highest aggregate rate of federal and 

state income tax if sold by the By-Pass 

Trust immediately prior to my spouse’s 

death.  The numerator of the fraction of 

each successive power of appointment 

shall be the excess of (a) the largest 

amount which, if added to my spouse’s 

taxable estate (determined for this pur-

pose without regard to any available 

charitable or marital deduction), will 

not result in or increase the federal es-

tate tax [OPTION: or state, district, or 

local estate tax] payable by reason of 

my spouse’s death over (b) the sum of 

the denominators of the fractions used 

in the prior powers of appointment. 

  

 E.  Last General Power of Ap-

pointment.  Notwithstanding the 

above, the last general power of ap-

pointment granted by this Section shall 

be the power whose fraction has a nu-

merator less than its denominator. 

  

 F.  Appreciated Assets of the 

By-Pass Trust. For purposes of this 

Section, the term “Appreciated Assets” 

shall mean those assets owned by the 

By-Pass Trust upon my spouse’s death 

the income tax basis of which may in-

crease (and not decrease) pursuant to 

Code § 1014(a) if such assets passed 

from my spouse within the meaning 

Code § 1014(b). 

  

 G.  How Exercised.  My spouse 

may exercise the powers granted by 

this section by appointing the said frac-

tional shares of the particular Class of 

Appreciated Assets free of trust to my 

spouse’s estate or to or for the benefit 

of one or more persons or entities, in 

such proportions, outright, in trust, or 

otherwise as my spouse may direct in 
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my spouse’s Will that specifically re-

fers to this general power of appoint-

ment. 

 

d) Tiered Individual Assets 

 

(1) Generally 

 

 This formula may not achieve the best results, because 

grouping the assets by classes having the highest to lowest 

rate of income tax applicable to a sale will not necessarily 

increase the basis of the assets that have the most potential 

gain subject to tax.   

 

Example II-3 

 Trust owns asset A, worth $1 million and with an ad-

justed basis of $900,000, and asset B, worth $1 mil-

lion and with an adjusted basis of $500,000.  The sur-

viving spouse has $1 million of available applicable 

exclusion amount.  If sold immediately prior to the 

surviving spouse’s death, the assume rate of tax ap-

plicable to asset A is 30% and asset B is 25%.  The 

formula recited above would grant a general power 

of appointment first over asset A, which would 

achieve a less favorable result than if it were granted 

over asset B, because granting it over asset B would 

save more total taxes, even though the rate of tax ap-

plicable to asset B is less than the rate that would be 

applicable to asset A. 

 

(2) A Better Approach 

 

     A better result might be achieved by restructuring the for-

mula to be based on each asset, such that the general power 

of appointment is first subject to the individual asset that 

would produce the most income tax liability if sold by the 

by-pass trust immediately prior to the surviving spouse’s 

death.  This approach will consider both the by-pass trust’s 

adjusted basis in each asset, as well as the rate of tax that 

would be applicable on a sale by the by-pass trust.    

 



 

Zaritsky & Law, Page 24 
 

(3) Sample Language 

 

Spousal Testamentary General Power of Ap-

pointment. 

  

 A.   General Power of Appointment 

Over Asset #1 of the Appreciated Assets.  I 

give to my spouse a testamentary general 

power of appointment, exercisable alone and 

in all events to appoint a fractional share of 

Asset #1.  The numerator of the fraction shall 

be the largest amount which, if added to my 

spouse’s taxable estate (determined for this 

purpose without regard to any available char-

itable or marital deduction), will not result in 

or increase the federal estate tax [OPTION: or 

state, district, or local estate tax]5 payable by 

reason of my spouse’s death.  The denomina-

tor of the fraction shall be the value of Asset 

#1 as of my spouse’s death.  Asset #1 shall 

mean that asset from among the Appreciated 

Assets (defined below), if any, that if sold by 

the By-Pass Trust immediately prior to my 

spouse’s death would generate the greatest ag-

gregate amount of federal and state income 

tax. 

 

 B.  General Power of Appointment 

Over Asset #2 of the Appreciated Assets.  I 

give to my spouse a testamentary general 

power of appointment, exercisable alone and 

in all events to appoint a fractional share of 

Asset #2.  The numerator of the fraction shall 

be the excess of (a) the largest amount which, 

if added to my spouse’s taxable estate (deter-

mined for this purpose without regard to any 

available charitable or marital deduction), 

will not result in or increase the federal estate 

tax [OPTION: or state, district, or local estate 

tax] payable by reason of my spouse’s death 

over (b) the denominator of the fraction in 

Paragraph A above.  The denominator of the 

 
5 This clause may be desirable if the testator resides or owns substantial tangible property in a 

jurisdiction that imposes a significant state estate tax. 

 



 

Zaritsky & Law, Page 25 
 

fraction shall be the value of Asset #2 as of my 

spouse’s death.  Asset #2 shall mean that asset 

from among the Appreciated Assets, if any, 

that if sold by the By-Pass Trust immediately 

prior to my spouse’s death would generate the 

second greatest aggregate amount of federal 

and state income tax. 

 

  C.  General Power of Appointment 

Over Asset #3 of the Appreciated Assets.  I 

give to my spouse a testamentary general 

power of appointment, exercisable alone and 

in all events to appoint a fractional share of 

Asset #3.  The numerator of the fraction shall 

be the excess of (a) the largest amount which, 

if added to my spouse’s taxable estate (deter-

mined for this purpose without regard to any 

available charitable or marital deduction), 

will not result in or increase the federal estate 

tax [OPTION: or state, district, or local estate 

tax] payable by reason of my spouse’s death 

over (b) the sum of the denominators of the 

fractions in Paragraphs A and B above. The 

denominator of the fraction shall be the value 

of Asset #3 as of my spouse’s death.  The Asset 

#3 shall mean that asset from among the Ap-

preciated Assets, if any, that, if sold by the By-

Pass Trust immediately prior to my spouse’s 

death would generate the third greatest aggre-

gate amount of federal and state income tax. 

 

  D.  Additional General Powers of Ap-

pointment Over Additional Assets of the Ap-

preciated Assets.  I give to my spouse addi-

tional testamentary general powers of ap-

pointment following the pattern of Paragraphs 

A, B and C over additional assets of the Appre-

ciated Assets, with each successive asset of the 

Appreciated Assets being that asset of the By-

Pass Trust subject to the next highest aggre-

gate amount of federal and state income tax if 

sold by the By-Pass Trust immediately prior to 

my spouse’s death.  The numerator of the frac-

tion of each successive power of appointment 

shall be the excess of (a) the largest amount 

which, if added to my spouse’s taxable estate 
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(determined for this purpose without regard to 

any available charitable or marital deduc-

tion), will not result in or increase the federal 

estate tax [OPTION: or state, district, or local 

estate tax] payable by reason of my spouse’s 

death over (b) the sum of the denominators of 

the fractions used in the prior powers of ap-

pointment. 

 

  E.  Last General Power of Appoint-

ment.  Notwithstanding the above, the last 

general power of appointment granted by this 

Section shall be the power whose fraction has 

a numerator less than its denominator. 

 

  F.  Appreciated Assets of the By-Pass 

Trust. For purposes of this Section, the term 

“Appreciated Assets” shall mean those assets 

owned by the By-Pass Trust upon my spouse’s 

death the income tax basis of which may in-

crease (and not decrease) pursuant to Code § 

1014(a) 6 if such assets passed from my spouse 

within the meaning Code § 1014(b) [OP-

TIONAL PROVISION: ,provided, however, 

that any Family Assets shall be considered last 

(and then classed based on greatest aggregate 

amount of federal and state income tax in a 

similar manner as provided above)  For pur-

poses of this Section the term “Family Assets” 

means ______ (e.g., the family farm or private 

family company, which is unlikely to be sold in 

the near future, etc.)].  For this purpose, 

blocks of shares of the same stock in the same 

company and having the same basis shall be 

consider as a block as one asset. 

 

  G.  How Exercised.  My spouse may 

exercise the powers granted by this section by 

appointing the said fractional shares of the 

particular assets of Appreciated Assets free of 

trust to my spouse’s estate or to or for the ben-

efit of one or more persons or entities, in such 

 
6 The instrument must elsewhere define “Code” to mean the Internal Revenue Code of 1986, as 

amended from time to time. 
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proportions, outright, in trust, or otherwise as 

my spouse may direct in my spouse’s Will that 

specifically refers to this general power of ap-

pointment. 

 

e) Caveat 

 

This clause still does not take into account that some assets may be 

sold quickly, while others may never be sold.  Increasing the basis 

of heirloom assets that are unlikely ever to be sold is of little value.  

One may consider leaving such assets to a separate non-marital trust 

that does not include a contingent general power of appointment.  

 

 

D. Independent Power to Grant a General Power of Appointment 

 

1. Generally 

 

Another basis-adjustment alternative is to grant an independent trustee or 

trust protector broad authority to grant the surviving spouse a general power 

of appointment.  For the reasons discussed above, it appears that the inde-

pendent trustee or trust protector could grant the surviving spouse a general 

power of appointment over particular appreciated by-pass trust assets – e.g., 

the assets that are likely to generate the greatest aggregate income tax lia-

bility if they do not receive a basis adjustment – and/or those assets that are 

likely to be sold nearest in time following the surviving spouse’s death.   

 

If the value of the assets subject to the general power of appointment do not 

exceed the surviving spouse’s excess exclusion, federal estate taxes are not 

triggered, and yet there will be a basis adjustment under Section 1014.   

 

2. Advantages 

 

a) Selection of Appreciated Assets 

 

 This method allows the grant of a general power that applies only to 

those appreciated assets selected by the independent trustee or trust 

protector.   

 

b) Retention of Depreciated Assets 

 

 The independent trustee or trust protector need not grant a general 

power over depreciated assets, preserving the existing basis and pre-

venting a step-down in basis to fair market value. 
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c) Simplicity 

 

    This is a relatively simple arrangement, not based on a formula.  

 

d) Revocability of Distribution 

 

 The independent trustee or trust protector can revoke or modify the 

general power after it is granted, as long as it is done before the sur-

viving spouse’s death. 

 

3. Disadvantages  

 

a) Requires a Bold Independent Trustee and they Are Rare 

 

 The independent trustee or trust protector may be shy in exercising 

the authority and that the surviving spouse’s death may occur unex-

pectedly.  The result of which is that the power might not be granted 

and the basis opportunity is lost.   

 

b) Timing Problems 

 

 Again, the independent trustee or trust protector needs to have cur-

rent information on the health and finances of the spouse.  This may 

not be easy to obtain in many cases, as elderly surviving spouses 

may not wish freely to share this information. 

 

c) Creditors 

 

Some states provide that the creditors of a decedent can reach prop-

erty over which the decedent has a general power of appointment.  

It is unclear, however, how this interacts with a power that can be 

exercised only with the consent of a nonadverse party. 

 

d) Disclaimer Funded Nonmarital Trusts 

 

 Reg. § 25.2518-2(e)(1), as quoted above, provides that a spouse who 

disclaims a portion of the marital share in order to fund the nonmar-

ital share cannot, therefore, retain any power of appointment over 

the disclaimed portion, whether general or limited (other than a right 

to withdraw subject to an ascertainable standard).  The regulations, 

however, are not limited to retained powers to direct the beneficial 

enjoyment; they simply state that the property must pass "without 

any direction on the part of the disclaimant to a person other than 

the disclaimant."  While there is no case or ruling on point, it is in-
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advisably risky for a spouse who funds a nonmarital share by dis-

claimer later to be granted a general power of appointment over the 

disclaimed portion of the trust.   

 

 Of course, the penalty for violating the disclaimer rules would be 

that the spouse is deemed to have made a taxable gift of the dis-

claimed assets.  If the surviving spouse filed a gift tax return in the 

year in which the disclaimer was made and if the statute of limita-

tions on that return has expired, the spouse could accept the power 

of appointment with relative impunity. 

 

e) Is the Power Really General? 

 

One might argue that the independent person granting the power and 

the person to whom it would be granted can together exercise the 

power, which could make it a general power of appointment even if 

not granted.  This analysis seems strained.  While there appear to be 

no cases directly on point, see Johnstone v. Comm’r, 76 F.2d 55 (9th 

Cir. 1935), cert. denied, 296 U.S. 578 (1935), aff’g 29 B.T.A. 957 

(1934); Keeter v. United States, 461 F.2d 714 (5th Cir. 1972), rev’g 

323 F. Supp. 1093 (N.D. Fl. 1971); and GCM 37428 (1981), which 

take the position that a donor’s right to dispose of the property to 

which a power of appointment relates following the exercise of the 

power is not equivalent to requiring that the power be exercised 

jointly by the donor and donee of the power.   

 

4. Drafting -- Clause Allowing Disinterested Trustee to Grant Surviving 

Spouse General Power of Appointment Over Assets in Nonmarital 

Trust, to Take Advantage of Increased Applicable Exclusion Amount  

 

ARTICLE __.  Grant of a General Power of Appointment 

 

 A “disinterested trustee” (defined below) may at any 

time and from time to time grant to my *husband/wife*, if 

*he/she* survives me, a power to appoint at *his/her* death, 

all or a portion of the assets of the family trust. 

 

 A.  Granting the Power.  A disinterested trustee shall 

grant this power of appointment by an instrument in writing 

delivered to my *husband/wife*, designating the specific 

trust assets or fractional share of the trust, which may in-

clude the entire trust, over which my *husband/wife* shall 

hold this power of appointment. 

 

 B.  Changing or Rescinding a Granted Power.  A 

disinterested trustee may revoke any prior grant of a general 
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power of appointment under this article or change the prop-

erty to which such previously granted power shall be exer-

cisable, or the terms under which such previously granted 

power may be exercised. 

 

 C.  Permissible Appointees.  My *husband/wife* 

may exercise this power to appoint the subject trust assets to 

and among a class that includes the estate of my *hus-

band/wife* and the persons who are otherwise current or 

potential beneficiaries of this trust. 

 

  1.  Appointment Outright or in Further 

Trust.  My *husband/wife* may exercise this power to ap-

point the trust assets outright or in further trust, and if exer-

cised to appoint in further trust, may appoint on such terms 

and conditions as *he/she* shall select. 

 

  2.  Unequal Appointment.  My *hus-

band/wife* may appoint the trust assets among this class of 

appointees unequally and in such proportions as *he/she* 

deems appropriate for any purpose whatsoever.  

 

  3. Appointment to My *Husband/ Wife*’s 

Estate.  My *husband/wife* may appoint trust assets to 

*his/her* estate only with the express signed written consent 

of a “nonadverse person” (defined below) designated by the 

disinterested trustee in the instrument granting the power of 

appointment under this article. For this purpose, a “nonad-

verse person” is any person who has no substantial interest 

in the property subject to the power of appointment, which 

interest is adverse to the exercise of the power in favor of my 

*husband/wife*’s estate.  Any attempted appointment to my 

*husband/wife*’s estate without the express signed written 

consent of the nonadverse party designated by the disinter-

ested trustee who granted *him/her* this power of appoint-

ment shall be void and of no effect, and this power of ap-

pointment shall be deemed not to have been validly exer-

cised. 

 

 D.  Exercise of This Power.  My *husband/wife* 

may exercise this power of appointment by express reference 

to this power in *his/her* last will, or by express reference 

to this power in another dated and notarized writing signed 

by *him/her*, which writing shall be revocable and ineffec-

tive during *his/her* life and effective only upon the death 

of my *husband/wife*. 
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 E.  No Liability.  I recognize the difficulty attendant 

in the exercise of the power of the disinterested trustee to 

grant my *husband/wife* a general power of appointment in 

a manner that best reduces income taxes on the disposition 

of the distributed assets without also increasing the estate 

tax obligation of the estate of my *husband/wife*. I direct 

that the disinterested trustee shall have no liability to any 

beneficiary of this trust or to any other person for the disin-

terested trustee’s actions under this article. Without exclu-

sion, the disinterested trustee shall have no liability to any 

beneficiary or any other person for: (1) failing to grant my 

*husband/wife* a power of appointment; (2) granting my 

*husband/wife* a power of appointment that does not cause 

an amount of trust assets to be included in my *hus-

band/wife*’s gross estate for Federal estate tax purposes 

that will obtain the optimal income tax benefit for the trust; 

(3) granting a power of appointment to my *husband/wife* 

under this instrument, even if such granting causes adverse 

income or estate tax results; (4) granting a power of appoint-

ment to my *husband/wife* that causes more property to be 

included in *his/her* gross estate than can be sheltered from 

Federal or state estate taxes by my *husband/wife*’s avail-

able exemptions and deductions; and (5) the actions of any 

nonadverse party in consenting or refusing to consent to the 

exercise of a granted power of appointed in favor of the es-

tate of my *husband/wife*, or the action of the disinterested 

trustee in naming or refusing to name such a nonadverse 

party.  A nonadverse party named by the disinterested trus-

tee shall have no liability to any beneficiary of this trust or 

to any other person for consenting or refusing to consent to 

the exercise of any granted power of appointment in favor of 

the estate of my *husband/wife*. 

 

 F.  Disinterested Trustee” Defined.  A “disinter-

ested trustee” means a trustee who is not an interested trus-

tee. An “interested trustee” means a trustee who is also (1) 

a beneficiary of the trust of which he or she is the insured 

under a policy of insurance owned by a trust of which he or 

she is a trustee; (2) married to and living together with a 

beneficiary of the trust of which he or she is a trustee; (3) 

the father, mother, issue, brother or sister, of a beneficiary 

of the trust of which he or she is a trustee; (4) an employee 

of a beneficiary of the trust of which he or she is a trustee; 

(5) a corporation or any employee of a corporation in which 

the stock holdings of the trustee and the trust are significant 
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from the viewpoint of voting control; or (6) a subordinate 

employee of a corporation in which the trustee is an execu-

tive. 

 

 

E. The Delaware Tax Trap 

 

1. Generally 

 

Perhaps the most technical of the basis adjustment mechanisms is the so-

called “Delaware Tax Trap.”   

 

Section 2041(a)(3) states that a limited power of appointment is taxed as a 

general power, if it is exercised to create a new power of appointment and 

if doing so postpones the vesting or suspends the absolute ownership or 

power of alienation of the appointed property, for a period ascertainable 

without regard to the date of the creation of the first power.   
 

The planning idea is that the surviving spouse as a beneficiary of the by-

pass trust is granted a non-general power of appointment that can be exer-

cised to create another power of appointment in a potential appointee that 

can extend the trust beyond the rule against perpetuities originally applica-

ble when the trust was created at the first spouse’s death.  The surviving 

spouse then has the option of springing the trap by exercising the special 

power of appointment in such manner and subject assets of the by-pass trust 

to federal gift and estate taxes in the surviving spouse’s estate, and attaining 

a desired basis adjustment.  Thus, it is the surviving spouse who can spring 

the trap for the tax benefits it may provide. 

 

The by-pass trust needs to enable the trap to operate when and if the surviv-

ing spouse decides to spring it.  Some states have prophylactic statutes that 

are designed prevent a non-general power of appointment from operating in 

a manner that could postpone vesting, ownership, or alienation beyond the 

originally applicable rule against perpetuities.  Some trust forms also have 

provisions designed to do the same.  Thus, it may not be possible to use the 

trap in certain states. 

 

2. The History 

 

Just understanding the background of the Delaware Tax Trap – why it is 

called a trap – is complicated.  Historically, Delaware allowed successive 

exercises of non-general powers of appointment in favor of non-charitable 

beneficiaries, which could in effect extend the life of a trust indefinitely 

without running afoul of the rule against perpetuities.  Thus, assets that 

would otherwise have to be distributed and vest in a non-charitable benefi-

ciary within the rule against perpetuities could be held in trust for a longer 
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period of time (or indefinitely) simply by exercising the power and creating 

another non-general power of appointment.  Historically, since donees of 

non-general power of appointments were not subject to gift and estate taxes 

at that time, not only could the assets be held in trust indefinitely, but estate 

and gift taxes could also be avoided indefinitely.   

 

Note, however, that in states other than Delaware, at common law one starts 

a new perpetuities period by exercising a limited power in further trust and 

giving the beneficiary a presently exercisable general power of appoint-

ment.   

 

Congress responded by amending Sections 2514 and 2041 so that exercises 

of the non-general powers of appointment in those cases would be consid-

ered the exercise of a general power of appointment and thus be subject to 

gift and estate taxes, respectively.  Thus, if the non-general power of ap-

pointment was exercised, the exercise would be a taxable gift (if exercised 

during life) or included in the donee’s estate (if exercised in the donee’s 

testamentary instrument).  Causing the donee of the non-general power to 

be taxed on the exercise (where the holder was a beneficiary and did not 

have the assets of the trust to pay the tax) was viewed as a tax trap – hence 

the “Delaware Tax Trap”.  Delaware amended its law to eliminate the trap. 

 

On the Delaware tax trap generally, see Blattmachr, Kamin & Bergman, 

Estate Planning’s Most Powerful Tool: Powers of Appointment Refreshed, 

Redefined, and Reexamined, 47 Real Prop., Tr. & Est. LJ 529 (Winter 

2013); Blattmachr & Pennell, Using ‘Delaware Tax Trap’ to Avoid Gener-

ation-Skipping Taxes, 68 J. Tax’n 242 (1988); Blattmachr & Pennell, Ad-

ventures in Generation-Skipping or How We Learned to Love the ‘Dela-

ware Tax Trap, 24 Real Prop., Prob. & Tr. J. 75 (1989); Bloom, Transfer 

Tax Avoidance: The Impact of Perpetuities Restrictions Before and After 

Generation-Skipping Taxation, 45 Albany L. Rev. 261 (1981); Greer, The 

Delaware Tax Trap and the Abolition of the Rule Against Perpetuities, 28 

Est. Plan. 68 (Feb. 2001); Nenno, To Bridge or Not to Bridge the Genera-

tion-Skipping Transfer Gap: Dynasty Trusts From the Client’s Perspective, 

33 U. Miami Philip E. Heckerling Inst. on Est. Plan. (1999); Raatz, “Dela-

ware Tax Trap” Opens Door to Higher Basis for Trust Assets, 41 Est. Plan. 

3 (Feb. 2014); Spica, A Practical Look at Springing the Delaware Tax Trap 

to Avert Generation-Skipping Transfer Tax, 41 Real Prop., Prob. & Tr. J. 

165 (Spring 2006). 
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3. Advantages 

 
a) It Places the Entire Responsibility on the Surviving Spouse – It 

Does Not Require Action by the Fiduciary or Attorney  

 
One does not want to assume too much responsibility for the ulti-

mate execution of the details of an estate plan that are required to 

occur after the client leaves your office.  This puts the onus on the 

surviving spouse, rather than the trustee or the attorney, to spring the 

trap.  The attorney can in advance draft a codicil or trust amendment 

springing it, but it is still the spouse’s responsibility for springing it.   
 

b) The Fiduciary Need Not Obtain Personal Information About the 

Surviving Spouse  

     

Unlike most of the other techniques, the fiduciary does not spring 

the Delaware Tax Trap – the surviving spouse does.  Therefore, the 

fiduciary does not need personal information about the spouse’s 

health or assets.  

 

c) Less Diversion Risk 

 

The surviving spouse has a more difficult time diverting assets away 

from he intended beneficiaries.  The spouse only is given a limited 

power of appointment, making diversion to a new spouse or charity 

or other persons virtually impossible.   

 

d) Superior Creditor Protection 

 

As discussed in detail below, the surviving spouse’s limited power 

of appointment means that his or her creditors are less likely to be 

able to access the assets. 

 

e) Useful When There Was No Advanced Planning 

 

The Delaware Tax Trap can be used even when there was no ad-

vanced planning for basis, as long as the surviving spouse already 

has or can be given a limited testamentary power of appointment.  If 

one was not granted, in many states the trust may be modified to 

grant one, sometimes without a court order. 

f) Jonathan Blattmachr Loves It 

 

This is one of the favorite estate planning techniques of Jonathan G. 

Blattmachr, one of the nation’s leading estate planners.  Sometimes 

a testimonial helps.  See Blattmachr, Kamin & Bergman, Estate 
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Planning’s Most Powerful Tool: Powers of Appointment Refreshed, 

Redefined, and Reexamined, 47 Real Prop., Tr. & Est. LJ 529 (Win-

ter 2013); Blattmachr & Pennell, Using ‘Delaware Tax Trap’ to 

Avoid Generation-Skipping Taxes, 68 J. Tax’n 242 (1988); Blatt-

machr & Pennell, Adventures in Generation-Skipping or How We 

Learned to Love the ‘Delaware Tax Trap, 24 Real Prop., Prob. & 

Tr. J. 75 (1989). 

 

4. Disadvantages 

 
a) It Is Really, Really Complicated 

 
 The operation of the Delaware Tax Trap is complex and almost un-

fathomable to anyone other than a certifiable estate tax geek.  The 

attorney preparing the document should understand it – and how 

many of us can honestly say that we do?  The concept will be chal-

lenging to explain to the couple when implementing the estate plan 

and when the surviving spouse springs the trap.  Moreover, it will 

be challenging for rest of the estate planning team to understand, the 

trust officers, accountants and financial advisors.  How likely is it 

that anyone other than the drafting attorney could spot the language 

and understand the potential planning possibilities?   

 

b) It is Not Automatic 

 

Exercising the Delaware Tax Trap requires an affirmative act by the 

surviving spouse.  You can in advance draft the will codicil or trust 

amendment exercising the power, but the surviving spouse still has 

to execute it at an appropriate time. 

 

c) Difficulty of Exercise in a Non-RAP State 

 

As discussed below, it may be difficult to exercise in a state that 

does not have the rule against perpetuities, or that permits an elec-

tion out of the rule. 

 

d) Presently Exercisable General Power of Appointment and 

Creditors of the Beneficiary 

 

You can trigger the Delaware Tax Trap by exercising a limited 

power of appointment in further trust and giving a beneficiary a 

presently-exercisable general power of invasion.  (Example: I ap-

point the trust fund to my child’s revocable trust, dated [date], to be 

held as part of that trust fund and subject to my child’s power to 

revoke.  This will cause that trust fund both to be included in the 
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child’s gross estate, however, and to be available to the child’s cred-

itors, in most states. 
 

5. The Delaware Tax Trap in States That Have No Rule Against Perpetu-

ities 

 

a) Generally 

 

 Springing the Delaware Tax Trap is particularly complicated if the 

exercise of the power is governed by law of a state that has abolished 

the rule against perpetuities, whether for all trusts or for those for 

which abolition is elected.  See 25 Del. Code § 503(a) (repealed for 

personal property interests held in trust); Ky. Rev. Stat. § 381.224; 

NJ Stat. §§ 46:2F-9, 46:2F-10; 20 Pa. Con. Stat. §§ 6104, 6107.1; 

Gen. Laws R.I. § 34-11-38; S.D. Cod. Laws §§ 43-5-1, 43-5-8, 55-

1-20.  More states, including Virginia, allow an election not to have 

the rule against perpetuities apply to the trust: Ariz. Rev. Stat. § 14-

2901(A)(3); D.C. Code § 19-904(a)(10); 765 Ill. Comp. Stat. §§ 

305/3(9-5), 305/4; 33 Me. Rev. Stat. § 101-A; Md. Est. & Tr. Code 

§ 11-102(b)(5); Mo. Ann. § 456.025; Neb. Rev. Stat. § 76-2005(9); 

N.H. Rev. Stat. §§ 564:24, 547:3-K; N.C. Gen. Stat. § 41-23(d); 

N.D. Cent. Code § 47-02-27.4; Ohio Rev. Code § 2131.09(B)(2) 

(this does not apply to trusts created by the exercise of a non-general 

power of appointment); Ohio Rev. Code § 2131.09(B)(4)); Va. 

Code § 55-12.4(A)(8). 

 

 It is unclear how the Delaware tax trap applies when there is no ap-

plicable rule against perpetuities.  Absent a restriction on vesting, 

ownership, or alienation, it is unclear that a non-general power of 

appointment can create a second power that springs the Delaware 

tax trap.  

 

 One can reasonably argue that: (1) the Delaware tax trap can never 

be executed in such states because the date on which the first power 

is created is irrelevant in determining the date on which vesting, 

ownership, or alienation can be postponed; (2) every new power 

postpones the vesting, ownership, or alienation, and because the date 

on which the first power was created is ignored in determining when 

such periods must end, the new power always executes the Delaware 

tax trap; or (3) the Delaware tax trap should operate the same in 

states that lack a rule against perpetuities as it does in those that have 

such a rule.  

 

The correct analysis depends on the details of the state statute, in 

light of the Tax Court’s analysis in Murphy v. Comm’r, 71 T.C. 671 
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(1979), acq. recommended A.O.D. 1979-87, 1979 WL 53162 (May 

30, 1979), acq. 1979-2 C.B. 1.   

 

(1) Murphy v. Comm’r 

 

(a) Facts 

 

Mary Margaret was one of three beneficiaries of the 

Harris Trust, created by her late father, which pro-

vided for payment of income in equal shares to Mary, 

her sister, and their mother, until the death of Mary’s 

mother. Upon the death of Mary’s mother, the trust 

would terminate and its principal would be distrib-

uted in equal shares to the two sisters, if both were 

then living. A sister who predeceased their mother 

could appoint her share of the trust to anyone she 

chose, other than to her own estate, her creditors, or 

the creditors of her estate. Mary predeceased her 

mother and appointed her share of the trust to a new 

trust created under her will—the MMM Family 

Trust.  

 

The MMM Family Trust provided for distribution of 

income to Mary’s husband and issue, for the lifetime 

of Mary’s husband and thereafter until her youngest 

child reached 35 years of age, at which time the trust 

fund would be distributed to Mary’s children or lin-

eal issue.  Mary’s will also gave her husband a non-

general testamentary power of appointment. 

 

Mary thus exercised her limited power by creating in 

her husband a power that he could exercise to place 

the appointive property in a perpetual trust. She also 

gave the trustee of the newly created trust a power of 

sale over the corpus. 

 

Wisconsin law at that time had a statutory rule 

against perpetuities concerned only with the suspen-

sion of the power of alienation. Wis. Stat. § 700.16, 

as then in force.  Under this statute, an interest was 

void only if it suspended the power of alienation for 

a period longer than a life or lives in being, plus 30 

years. The Wisconsin statute also stated that there 

was no suspension of the power of alienation when 

the property interest is held in a trust and the trustee 

has the power to sell the assets of the trust. Thus, the 
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unlimited postponement of vesting and ownership 

was permitted, as long as there was a current power 

of sale.  In re Walker's Will, 258 Wis. 65, 45 N.W.2d 

94 (1950).  

 

Under the Wisconsin rule against perpetuities, the 

rule was not violated by Mary’s exercise of her lim-

ited power of appointment to create a trust for longer 

than the rule against perpetuities. 

 

(b) Estate’s Argument 

 

Mary’s estate argued that, because Wisconsin law 

“expresses its rule against perpetuities in terms of a 

prohibition on the suspension of the power of alien-

ation, and because the perpetuities period is meas-

ured from the date the first power is created, section 

2041(a)(3) is not violated.” Murphy v. Comm’r, 71 

T.C. 671 at 677 (1979).  Basically, because the ap-

pointed trust gave the trustee a power of sale, there 

was no creation of a new perpetuities period. 

 

(c) IRS Argument 

 

 The IRS argued that Section 2041(a)(3) functioned 

independently of state law and that the Code states 

that if a power violates any one of three conditions of 

title (postponement of vesting, suspension of the 

powers of alienation, or suspension of absolute own-

ership), then the property subject to the power must 

be included in the gross estate.   

 
(d) Tax Court Holds for Estate 

 

 The Tax Court admitted that the IRS argument was 

consistent with a literal reading of Section 2041(a)(3) 

but stated that the legislative history and the regula-

tions showed that applicable state law dictated how 

and whether the trap could be triggered.   

 

 The court noted that in 1951, when the predecessor 

to Section 2041(a)(3) was adopted, there were two 

prevailing types of perpetuities statutes. The New 

York approach prohibited unlimited suspension of 

the power of alienation or absolute ownership.  The 
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other view prohibited unlimited suspension of vest-

ing. The Code refers to a power of appointment that 

is exercised by creating a second power which “un-

der the applicable local law” can be exercised so as 

to postpone vesting, ownership, or alienation.  Thus, 

local law is critical in determining how this trap is 

applied and sprung. 

 

 If the local rule is expressed in terms of remoteness 

of vesting, the court stated, the IRS must determine 

if vesting of appointed property may be postponed 

for a period ascertainable without regard to the date 

of the creation of the first power.  Similarly, if the 

local rule is expressed in terms of suspension of the 

power of alienation or absolute ownership, a deter-

mination must be made as to whether the prohibited 

condition may exist for longer than the permissible 

period.   

 

 The court noted that the regulations actually sup-

ported the estate’s position.  The regulations indicate 

that postponing of vesting and suspension of owner-

ship or alienation are mutually exclusive conditions 

of includibility, and the correct test is governed by 

applicable state law.  Reg. § 20.2041-3(e)(1)(ii). 

 

 Under Wisconsin law, one could suspend vesting and 

ownership with virtual impunity, as long as the trus-

tee was given the power to sell trust assets.  There-

fore, the exercise of the power in this case did not 

extend the rule against perpetuities. 

 

(e) Acquiescence 

 

 The IRS acquiesced, noting in its Action on Decision 

that “the Tax Court’s holding is reasonable, and an 

appeal, (while possibly warranted based on the legis-

lative history), would be inappropriate in light of the 

specific wording of the regulation and the last portion 

of section 2041(a)(3).”  A.O.D. 1979-87, 1979 WL 

53162 (May 30, 1979).   

 

 In light of Murphy and the IRS’s acquiescence, one 

must consider carefully the operation of the state rule 

against perpetuities in order to determine whether the 
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particular exercise of a power of appointment exe-

cutes the Delaware tax trap.  See Greer, The Dela-

ware Tax Trap and the Abolition of the Rule Against 

Perpetuities, 28 Est. Plan. 68 (Feb. 2001). 

 

(2) Planning Under Murphy 

 

Where state law imposes limitations on alienation, but not 

on vesting or ownership, as in Murphy, the execution of the 

Delaware tax trap is based on how the grant of a new power 

of appointment affects the right to alienate.  All but one of 

the states that permit a waiver of the rule against perpetuities 

with respect to a trust require that the trustee have the power 

to sell the trust assets.  (Virginia does not.)  Thus, in those 

states, as long as the trustee has a power of alienation, the 

trap is not sprung because the period of the rule is not ex-

tended.  If, on the other hand, the trustee has no power of 

alienation, and the power created by the decedent can post-

pone the duration of the trust beyond the period of the rule, 

the trap can be sprung. 

 

The IRS argument in Murphy that the Delaware tax trap ap-

plies to the creation of all new powers of appointment in a 

state that lacks a rule against perpetuities also would result 

in far more executions of the Delaware tax trap than the leg-

islation appears to anticipate. This seems an unreasonable 

and unintended result.  If the law of the state that controls 

the construction of a decedent’s non-general power of ap-

pointment permits any fixed limit (even if a very long one) 

on vesting, alienation, or ownership, the Delaware tax trap 

should be sprung if the first power of appointment creates a 

presently exercisable general power of appointment.  

 

If the state does not limit vesting or ownership, but does limit 

alienation (like Wisconsin in Murphy), the Delaware tax trap 

can be sprung if the first power creates an interest in trust in 

which the trustee lacks the power of sale within the period 

of the rule against perpetuities. This may also occur if a ben-

eficiary is given a presently exercisable general power of ap-

pointment.   

 

If state law imposes no limitation on vesting, ownership, or 

alienation, as when a Virginia trust elects out of the rule 

against perpetuities, the result is simply unclear. The best 

analysis in such cases is that the exercise of a non-general 

power of appointment to create a new presently exercisable 
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general power of appointment cannot spring the Delaware 

tax trap in such cases, but it is unclear whether this position 

will actually be approved by the IRS and the courts. 

 

(3) Drafting Sample Language 

 

Below is a rule against perpetuities clause under Missouri 

law that contemplates the possibility of springing the Trap, 

complements of Steven B. Gorin.  It appears that, to accom-

plish the basis adjustment mechanism goal, the design of the 

by-pass trust could be structured to grant the surviving 

spouse a non-general power of appointment that could be ex-

ercised to create in a possible appointee a presently exercis-

able general power of appointment.  Under this structure, the 

second power of appointment is a general power of appoint-

ment and as such it would trigger the Trap by creating a tax-

able power in the object of power, and this structure should 

not be caught by the prophylactic statutes. 

 

Drafting Suggestion for Provision in Will Exercising Non-

General Power of Appointment to Give Appointees a Pres-

ently Exercisable General Power of Appointment and Sus-

pending Trustee’s Power of Sale, to Trigger Delaware Tax 

Trap 

 

ARTICLE ___ 

Exercise of Power of Appointment 

 

 I am granted a power of appointment 

under Article .............., Paragraph .............. 

of the trust created under the law will of 

*grantor*. I am, under that instrument, au-

thorized to appoint the trust held for my ben-

efit to and among the descendants of *gran-

tor*, outright or in further trust and on such 

terms as I select.  I hereby exercise that non-

general power to appoint the said trust share 

as follows: 

 

 A. Existence of Non-General Power 

of Appointment. The trustee shall divide the 

appointed trust fund into as many separate 

equal shares as shall be required to provide 

one (1) separate equal share for each of 

*grantor*’s children who survives me, and 
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one (1) separate equal share for the then-liv-

ing descendants, per stirpes, of each of 

*grantor*’s children who does not survive 

me but who is survived by then-living de-

scendants. 

 

 B. Creation of Presently Exercisable 

General Power of Appointment.  The trustee 

shall hold the share for each child or other 

descendant of *grantor* in trust as follows: 

 

  1. Until the termination date, 

defined below, the trustee shall distribute to 

or for the benefit of each such child or de-

scendant (1) all of the net income of the trust, 

not less often than annually; (2) so much of 

the principal of the trust as is appropriate for 

such child or descendant’s health, education, 

support, or maintenance, taking into account 

other income available to such child or de-

scendant from any source; and (3) so much 

of the trust fund (including all or none) held 

for such child or descendant as such child or 

descendant shall direct by specific exercise of 

this presently exercisable general power of 

appointment.  Commencing twenty (20) years 

after the date of my death and continuing un-

til the termination date, the trustee shall also 

have no authority to sell assets of this trust 

fund. 

 

  2. Upon the termination date, 

the trustee shall distribute the remaining 

trust fund as follows: 

 

   a. The trustee shall 

distribute the remaining assets of a child’s or 

descendant’s separate trust under this article 

as such child or descendant may direct, by 

specific reference to this non-general power 

of appointment in his or her last will or in a 

signed, dated, and written instrument deliv-

ered to a trustee. This power may be exer-

cised to appoint a child’s or descendant’s 

separate trust fund, either outright or in fur-
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ther trust, to or among any of my descend-

ants, excluding the person holding the power 

of appointment, his or her creditors, his or 

her estate, and the creditors of his or her es-

tate. 

 

   b. The trustee shall 

distribute the unappointed assets of such 

child’s or descendant’s separate trust to the 

child’s or descendant’s then-living descend-

ants, per stirpes. If there are no such then-

living descendants, the trustee shall distrib-

ute the unappointed assets of such child’s or 

descendant’s separate trust to my then-living 

children and other then-living descendants, 

per stirpes, except that the share for any child 

or other descendant of mine who has not then 

reached the age of *Termination-Age* years 

shall be added to the trust for that child or 

descendant under this article. 

 

 C. “Termination Date” Defined. The 

termination date is the date on which the 

child or descendant dies. 

 

 

F. Asset Protection Concerns for Basis Adjustment Mechanisms 

 

1. Generally 

 

Initially, when designing the estate plans, compare the asset protection is-

sues involved with a traditional by-pass trust to that involved with a porta-

bility plan, such as the QTIP trust portability plan.  Implementing traditional 

by-pass trust plans frequently involve transferring assets out of tenancy by 

the entirety into the spouses' separate ownership to enable the by-pass trust 

funding.  This destroys asset protection.  It is important to evaluate asset 

protection issues in three phases: when both spouses are alive, after the first 

spouse's death and after both spouses' deaths. For example, with portability 

planning, assets may remain in tenancy by the entirety when both spouses 

are alive.  Moreover, many assets, such as retirement accounts, homestead 

property and insurance policies, already offer some creditor protection fea-

tures depending on applicable state and federal law.  

  

A discretionary by-pass trust with spendthrift provisions likely offers cred-

itor protection for its beneficiaries.  The QTIP trust in the portability plan 
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would likely provide creditor protection as to the trust principal, but credi-

tors may be able to reach the income of the trust once distributed to the 

surviving spouse.  Also, in a portability plan, a disclaimer by the surviving 

spouse to enable the funding of the back-up disclaimer by-pass trust might 

be problematic if the surviving spouse has creditor problems at the time of 

the first spouse's death.  Some states require that the disclaimant be solvent 

or provide that a disclaimer by an insolvent person is treated as a fraudulent 

transfer, and a disclaimer may create a new period of ineligibility for Med-

icaid benefits. 

 

The asset protection overlay to the approaches for applicable exclusion use 

is more complicated than it at first appears.  If one of the basis adjustment 

mechanisms is used with the by-pass trust to soak-up any of the surviving 

spouse’s excess applicable exclusion, the asset protection features of the 

mechanism should also be considered. 

 

2. Independent Power to Distribute 

 

 If an independent trustee actually distributes appreciated assets out of the 

by-pass trust to the surviving spouse to soak-up any of the surviving 

spouse’s excess applicable exclusion, then in most cases the spendthrift 

trust protection of the by-pass trust is lost and the distributed assets are ex-

posed to the surviving spouse’s creditors.  If the surviving spouse has cred-

itor problems, this method of achieving a basis adjustment seems unsatis-

factory. 

 

3. General Power of Appointment 

 

 The rights of the creditors of the holder of a general testamentary power of 

appointment to reach the subject property depends on state law. 

 

a) Uniform Trust Code 

 

 The Uniform Trust Code does not address creditor issues with re-

spect to property subject to a testamentary general power of appoint-

ment.  The comments to Uniform Trust Code § 505 refer to Restate-

ment (Second) of Property: Donative Transfers §§ 13.1 to 13.7 

(1986), discussed below. 

 

b) Restatement (Second) of Property: Donative Transfers 

 

 Traditionally, property subject to an exercised general testamentary 

power of appointment could be subjected to the payment of claims 

against the powerholder’s estate.  Restatement (Second) of Property 

§ 13.4 (1986).  The idea is that until the powerholder exercises the 
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power, he or she has not accepted sufficient control over the subject 

property to be treated as if it were owned outright.   

 

c) Restatement (Third) of Property: Donative Transfers 

 

 The more modern rule is reflected in Restatement (Third) of Trusts 

§ 56, Comments (2007), which states that property subject to a tes-

tamentary general power of appointment is subject to the claims of 

the creditors of the powerholder’s estate, whether or not the power 

is exercised, because the power alone is equivalent to outright own-

ership.  The subject property is subject to the claims of the power-

holder’s creditors to the extent the powerholder’s estate is insuffi-

cient satisfy the claims of those creditors.  Property subject to a gen-

eral testamentary power of appointment does not enable the power-

holder’s creditors to reach the trust assets during his or her lifetime.  

California, Michigan and New York all have specific statutory pro-

visions following the pattern of the Restatement (Third) Trusts.  

 

d) Uniform Power of Appointment Act 

 

 Section 502 of the Uniform Power of Appointment Act (2013) fol-

lows Restatement (Third) Trusts and permits the creditors of the es-

tate of the powerholder to reach the subject property, to the extent 

the estate’s other property is insufficient to meet all claims.  See, 

however, Va. Code § 64.2-2736(B), adopting this Restatement (Sec-

ond) Trusts position. 

 

e) Bankruptcy Act 

 

 The U.S. Bankruptcy Code states that the trustee in bankruptcy 

“stands in the shoes” of the debtor and so may be able to exercise 

the general power on behalf of the debtor/powerholder and in favor 

of the bankrupt estate.  11 U.S.C. § 541(b)(1); In re Behan, 506 B.R. 

8 (Bankr. D. Mass. 2014); In re Gilroy, 235 B.R. 512 (Bankr. D. 

Kan. 2006); Bove, Using the Power of Appointment to Protect As-

sets – More Power than You Ever Imagined, 346 ACTEC L. J. 333, 

338 (Fall 2010). 

 

4. Creditors and a Presently Exercisable General Power of Appointment 

 

 Use of a Delaware Tax Trap may not cause an asset protection issue for the 

surviving spouse but may create an issue for the object of the power in 

whose favor it is exercised.  If the powerholder is granted a presently exer-

cisable general power of appointment, the assets subject to the power are 

likely exposed to the powerholder’s creditors. 
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III. THE UPSTREAM POWER OF APPOINTMENT TRUST -- TAX SHELTER LEAS-

ING OF THE ELDERLY?  

 

A. Generally 

 

At the risk of being tactless, the death of a parent, grandparent, or other older rela-

tion or friend is a sad enough event without also wasting the opportunity for a sig-

nificant basis increase.  If such an older person (an “upstream person”) has an ex-

cess of applicable exclusion amount, his or her death will be a wasted opportunity 

to obtain additional basis increase. 

 

 

B. Outright Upstream Gifts 

 

One can, of course, give an upstream person sufficient appreciated assets to take 

advantage of his or her unused applicable exclusion amount.  This is a relatively 

simple approach, but it presents several important problems. 

 

1. Poor Use of Donor’s Applicable Exclusion Amount 

 

The donor of an upstream gift will be subject to gift tax on the fair market 

value of the gift, to the extent that it exceeds the donor’s available gift tax 

annual exclusion.  This can be offset by the donor’s applicable exclusion 

amount but using the donor’s applicable exclusion amount to move assets 

to a higher generation is contrary to most estate planning wisdom. 

 

2. Diversion by Donee 

 

The upstream gift allows the donee to give or leave the property to someone 

other than the donor or the natural objects of the donor’s bounty.  This may 

be intentional – a gift or bequest – or unintentional – an elective share, 

forced share, or claim of a creditor. 

 

3. Risk of Access by Donee’s Creditors and Spouse 

 

A subset of the risk of diversion is the risk that the donee’s creditors and 

spouse may have claims against the assets given to the donee.  This risk can 

be reduced by only making transfers to donees who have few or no creditors 

and who are unmarried or married with a very well drafted premarital agree-

ment, but this eliminates an entire category of individuals who are likely to 

have a significant excess of unused applicable exclusion amount.  Also, 

creditors can be created at any time, and the elderly are susceptible to in-

curring large medical expenses and to making poor investments. 
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4. Gift Back to Donor or Donor’s Spouse within One Year 

 

Section 1014(e) states that there is no basis adjustment at a decedent’s death 

with respect to assets given to the decedent within one year of the date of 

death by the person to whom the asset passes at the decedent’s death.  There-

fore, if one makes a gift to an upstream person who dies within one year 

and leaves the asset back to the donor, there is no basis increase. 

 

  

C. The Upstream Power of Appointment Trust – A Death is a Terrible Thing to 

Waste 

 

The upstream power of appointment trust involves a transfer of property to an ir-

revocable trust for one or more donees, who may include (or even be limited to) the 

donor’s spouse, but which gives a general power of appointment over appreciated 

trust assets to one or more upstream persons.  See Austin, Beaudry and Law, The 

Power of Appointment Support Trust, 154 Trusts & Est. 55 (Dec. 2015); Morrow, 

Morrow and the Upstream Optimal Basis Increase Trust, LISI Estate Planning 

Newsletter #2635 (April 17, 2018) at http://www.leimbergservices.com; and Mor-

row, Morrow and the Optimal Basis Increase Trust (OBIT), LISI Estate Planning 

Newsletter #2080 (March 20, 2013), updated as of late 2017 and available for 

download at www.ssrn.com. 

 

1. Transfer Must be a Completed Gift 

 

The transfer must be a completed gift that is not otherwise includible in the 

donor’s gross estate.  The trust must be irrevocable and the donor cannot 

retain the power to alter beneficial enjoyment.  Otherwise, the IRS will as-

sert that the grant of a general power of appointment is completed only upon 

the death of the donee of the power, and that no basis increase is available 

under Section 1014(e). 

  

2. Granting a General Power of Appointment is Not Itself a Taxable Gift 

 

The gift tax law treats the exercise or lapse of a general power of appoint-

ment as a taxable gift, but the granting of a general power is not itself a 

taxable gift.  Section 2501(a)(1) states that the gift tax is imposed on “the 

transfer of property by gift.” It does not apply to the grant of powers to 

appoint property, whether they are general or special powers.  Merely grant-

ing someone a general power of appointment is not itself a taxable gift, be-

cause it does not involve the transfer of property.  See also S. Rep. No. 665, 

72nd Cong., 1st Sess. (1932), reprinted in 1939-1 (Part 2) C.B. 496, 524 

(“property” for this purpose is to be construed broadly and include “the 

broadest and most comprehensive sense” to reach “every species of right or 

interest protected by law and having an exchangeable value.”  Nonetheless, 

it still does not include a power to appoint property.) 
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3. Holder of a General Power May be (Figuratively) Naked 

 

a) Generally 

 

 A general power of appointment causes the subject property to be 

included in the holder’s gross estate even if the holder has only a 

naked power of appointment and no beneficial interest in the trust.  

The power will still be taxable for estate tax purposes and its pos-

session will still cause the subject assets to have their basis adjusted 

under Section 1014.  See, e.g., PLR (TAM) 200907025 (“the fact 

that the Decedent could receive only income at the discretion of the 

trustee and could not receive distributions of corpus during life, is 

in no way indicative of the Settlors' intent to restrict Decedent's 

power to appoint the property at his death. A right to receive trust 

income and a power of appointment are separate interests among the 

possible interests that a beneficiary may have in a trust. It is the 

province of a settlor to control the rights and interests set forth in a 

trust according to the settlor's own wishes.”) 

 

b) Why Give Powerholder a Beneficial Interest 

 

 One possible reason to give the upstream powerholder at least a con-

tingent beneficial interest in the trust assets is to avoid the analysis 

proposed by the IRS in Cristofani v. Comm’r, 97 T.C. 74 (1991), 

acq. in result only 1992-1 C.B. 1, acq. in result only 1996-2 C.B. 1, 

that a naked power of appointment should be ignored for tax pur-

poses.  Cristofani involved the grant of Crummey withdrawal pow-

ers (which are themselves general powers of appointment) to per-

sons who had little or no fixed beneficial interest in the trust. The 

IRS took the position that these grants were illusory; the beneficiar-

ies would refrain from exercising these powers only if they had 

agreed in advance not to do so.  The Tax Court disagreed and stated 

that no other beneficial interest was required to create a present in-

terest.  Even with this precedent, it may be practical to name the 

upstream person a contingent beneficiary in order to deter the IRS 

from disputing the validity of the grant of a general power.  See also 

reliance on Cristofani in Estate of Kohlsaat v. Comm’r, T.C. Memo. 

1997-212; and Morrow & Gassman, Ed Morrow and Alan Gassman 

on Mikel v. Commissioner: Tax Court Approves the Mother of All 

Crummey Trusts with 60 Beneficiaries, LISI Estate Planning News-

letter #2309 (May 14, 2015). 

 

 An important distinction between the situation in Cristofani and that 

in the upstream basis increase trust is that the IRS, in the latter situ-

ation, may not want to be recorded having argued that a general 
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power of appointment is not taxable unless the powerholder has a 

beneficial interest in the trust.  This argument may be utile to it in 

this particular context, but one can imagine many situations in which 

it would result in a substantial decline in estate tax revenues.  

 

4. Using a “Support” Trust 

 

In light of the issues with giving a naked general power of appointment, 

consider allowing the Trustee to make discretionary distributions of income 

and/or principal for the benefit of the upstream beneficiary.  Thus, the up-

stream beneficiary may be given both a power of appointment and the abil-

ity to receive support.  Such a trust is sometimes called a “Power of Ap-

pointment Support Trust.” 

 

5. Decedent Need Not be Competent to Exercise the Power 

 

A testamentary power to appoint the subject property to one’s estate or its 

creditors is taxed as a general power of appointment, even if the individual 

is, on the date of death and at all times when he or she held the power, 

legally incompetent to exercise it.  The law taxes a powerholder on the prop-

erty subject to a general power if he or she “possessed” the power on or 

before the date of death, not whether he or she could legally exercise it.  

Fish v. United States, 432 F.2d. 1278 (9th Cir 1970); Estate of Alperstein v. 

Comm’r, 613 F.2d 1213 (2nd Cir 1979), cert. denied sub nom. Greenberg 

v. Comm’r, 446 U.S. 918 (1980); Williams v. United States, 634 F.2d. 894 

(5th Cir. 1981); Boeving v. United States, 650 F.2d. 493 (8th Cir. 1981), rev’g 

493 F. Supp. 665 (E.D. Mo. 1980); Estate of Gilchrist v. Comm’r, 630 F.2d 

340 (5th Cir. 1980), rev’g 69 T.C. 5 (1977), acq. 1978-2 C.B. 1 (adjudication 

of incompetency of holder of a general power of appointment is irrelevant 

to estate tax treatment, unless all exercise of the power on holder's behalf, 

by any person or in any capacity, is barred by the adjudication under state 

law); Doyle v. United States, 358 F. Supp. 300 (E.D. Pa 1973); Pennsylva-

nia Bank & Trust Co. v. United States, 451 F. Supp. 1296 (W.D. Pa. 1978), 

aff’d 597 F.2d 382 (3rd Cir. 1979); Rev. Rul. 75-350, 1975-2 C.B. 366 (mar-

ital deduction allowed for power of appointment marital trust, even though 

surviving spouse was mentally ill from the time of first spouse’s death until 

time of surviving spouse’s death, and under applicable state law, incapable 

of exercising the power); Rev. Rul.75-351, 1975-2 C.B. 368 (minor had a 

general testamentary power of appointment even though, under applicable 

state law, minor was legally incompetent to execute a will at the time of 

death).  But, see also Finley v. United States, 404 F. Supp. 200 (S.D. Fla., 

1975) vacated on jurisdictional grounds, 612 F.2d 166 (5th Cir. 1980) (de-

cedent, from time of devise of general power of appointment until her death 

lacked legal capacity to exercise general testamentary power of appoint-

ment, and so did not “possess” a general power of appointment for estate 

tax purposes). 



 

Zaritsky & Law, Page 50 
 

 

6. Decedent Need not Know of Power’s Existence 

 

a) Generally 

 

 There appear to be no cases directly on point, but as a decedent who 

lacks the legal ability to understand the power of appointment is 

deemed to possess it for estate tax purposes, then a competent dece-

dent who simply is unaware of the power’s existence should be 

deemed to possess it.   

 

 See, however, Estate of Freeman v. Comm’r, 67 T.C. 202 (1976), in 

which a general power of appointment was given to a beneficiary 

who never saw the trust instrument and never knew he had the 

power.  The court stated that the beneficiary still had a general power 

of appointment for tax purposes but noted that the beneficiary knew 

that the trust existed and that he was a beneficiary, and he could have 

asked the trustee for a copy of the instrument.  This suggests that 

one cannot entirely hide the existence of the power from the power-

holder. 

 

 The IRS may not want to argue that a general power of appointment 

is not taxable unless the powerholder knows of its existence.  This 

argument could be turned against the IRS in many cases in which a 

holder of a power of appointment wishes not to have the subject 

property included in his or her gross estate; the lack of knowledge 

is easy to assert and often difficult to disprove.  Thus, it is uncertain 

whether the IRS would want to raise it. 

 

b) Trustee’s Obligation to Inform Powerholder  

 

(1) The Uniform Trust Code 

 

 The trustee may not be required to inform a competent adult 

powerholder of the power’s existence in a state in which the 

Uniform Trust Code has been adopted.   

 

(a) Duty to Inform 

 

 Uniform Trust Code § 813(a) requires a trustee to 

“keep the qualified beneficiaries of the trust reason-

ably informed about the administration of the trust 

and of the material facts necessary for them to protect 

their interests.” 
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(b) Powerholders are Beneficiaries 

 

 Uniform Trust Code § 103(3) states that a benefi-

ciary is any person who has either has a present or 

future beneficial interest in a trust, or a power of ap-

pointment over trust property.  The Comments to this 

section explain that: 

 

While the holder of a power of ap-

pointment is not considered a trust 

beneficiary under the common law of 

trusts, holders of powers are classi-

fied as beneficiaries under the Uni-

form Trust Code. Holders of powers 

are included on the assumption that 

their interests are significant enough 

that they should be afforded the rights 

of beneficiaries. 

 

(c) Powerholders May be Qualified Beneficiaries 

 

 Qualified beneficiaries include “a distributee or per-

missible distributee of trust income or principal,” 

someone who would be such a distributee “if the in-

terests of the distributees . . . terminated on that date 

without causing the trust to terminate,” and someone 

who “would be a distributee or permissible distribu-

tee of trust income or principal if the trust terminated 

on that date.” Uniform Trust Code § 103(13). Under 

the Uniform Trust Code, therefore, a powerholder 

who is a discretionary beneficiary is clearly a quali-

fied beneficiary entitled to notice of the trust’s terms, 

while one who has no beneficial interest is not a qual-

ified beneficiary and the trustee has no obligation to 

give him or her notice of the trust and its terms. 

 

(d) Waiver of Notice by the Trust Instrument 

 

 Uniform Trust Code § 105(b)(8) states that the duty 

of the trustee to notify qualified beneficiaries of an 

irrevocable trust who have reached 25 years of age 

of the trust’s existence, the identity of the trustee, and 

of their right to request trustee’s reports, cannot be 

waived by the trust instrument.  Va. Code § 64.2-703, 

allowing waiver of this requirement. 
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(2) Common Law 

 

 The trustee is less likely to be required to inform a competent 

adult powerholder of the power’s existence in a state in 

which the Uniform Trust Code has not been adopted.  The 

comments to Uniform Trust Code § 103 note that treating 

holders of powers of appointment as beneficiaries is a depar-

ture from the common law of trusts, but that the Uniform 

Trust Code changes this rule.     

 

 Restatement (Third) of Trusts § 82 (2007) provides that the 

trustee of an irrevocable trust, unless the instrument provides 

otherwise, must inform fairly representative beneficiaries of 

the trust’s existence, their status as beneficiaries, and their 

right to obtain other information regarding the trust and the 

trustee, and under this section “[o]ccasionally . . . the trus-

tee's duty to provide information about a trust will extend 

also to a donee of a power of appointment . . .”  Oddly, the 

Restatement (Third) of Trusts does not state what those con-

ditions might be, but the fact that a power would cause assets 

to be included in the gross estate of the powerholder would 

seem a compelling reason to require a trustee to inform the 

powerholder of its existence.  See also George G. Bogert & 

George T. Bogert, The Law of Trusts and Trustees § 961 

(rev. 2d ed. 1983) (“the trustee must inform the beneficiary 

of all material facts affecting the beneficiary's interest that 

the trustee knows the beneficiary does not know, but that the 

beneficiary needs to know to protect the beneficiary's inter-

est in dealing with a third party.”) 

 

(3) Possible Analogy to Crummey Powers 

 

(a) Rev. Rul. 81-7 Requires Notice -- Sort Of 

 

 In Rev. Rul. 81-7, 1981-1 C.B. 474, the IRS stated 

that a withdrawal power does not create a present in-

terest unless the beneficiary is aware of its existence 

and of any gift against which it may be exer-

cised.  Absent such knowledge, the IRS views such a 

withdrawal power as illusory and inadequate to cre-

ate a present interest.  In that ruling, however, G cre-

ated a trust giving to A, the beneficiary, a Crummey 

power that lapsed at the end of the year. G made a 

gift to the trust on December 29. No notice was given 
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to A. The IRS stated that the gift tax annual exclusion 

was not available for these gifts, because  

 

 [i]n failing to communicate the exist-

ence of the demand right and in nar-

rowly restricting the time for its exer-

cise, G did not give A a reasonable 

opportunity to learn of and to exer-

cise the demand right before it 

lapsed. G's conduct made the demand 

right illusory and effectively de-

prived A of the power. 

 

 The use of the conjunctive “and” in the quoted mate-

rial, however, suggests that only the combination of 

(1) the failure to give notice and (2) the lack of a rea-

sonable amount of time within which to exercise the 

withdrawal rights justified denial of the annual ex-

clusion. This interpretation suggests that failure to 

give notice, alone, does not deprive the donor of the 

annual exclusion and, by analogy, and does not im-

pair the effectiveness of a power of appointment to 

produce a basis adjustment at the powerholder’s 

death. 

 

(b) IRS Requires Notice; Tax Court Does Not 

 

 The Tax Court has repeatedly rejected the require-

ment of notice for a Crummey power. Estate of 

Turner v. Comm’r, T.C. Memo. 2011-209; Estate of 

Cristofani v. Comm’r, supra.   In fact, notice was not 

given to the beneficiary in Crummey v. Comm’r, 397 

F.2d 82, 86–87 (9th Cir. 1968), aff'g in part and rev'g 

in part T.C. Memo. 1966-144, but in that case the 

beneficiary was a minor.  Thus, the IRS view that no-

tice of a power to appoint to oneself or, by extension, 

to others, is required in order to make the power ef-

fective for income and transfer tax purposes is with-

out much legal support.  

 

(4) Practical Planning 

 

 Nonetheless, a practical practitioner may deem it appropriate 

to give the powerholder notice of the power and his or her 

right to exercise it, to minimize the chances of a challenge to 

the validity of the power as a tool for increasing the basis of 
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the subject property.  Of course, this brings one back to the 

most difficult issue – finding an upstream powerholder who 

will not, either voluntarily or involuntarily, divert the funds 

from the natural objects of the donor’s affection, and mini-

mizing the risk that one’s choice turns out to be less reliable 

than one hoped.  

   

7. Avoiding Voluntary Diversion by the Exercise of the Power 

 

One can minimize the risk of diversion of the subject property by requiring 

that the power be exercised only with the consent of a nonadverse party.  

Reg. § 20.2041-3(c).   

 

a) “Nonadverse party” defined 

 

(1) Generally 

 

Reg. § 20.2041-3(c) does not refer to a “nonadverse party, 

but states that a power of appointment is not a general power 

if it is exercisable only in conjunction with the creator or 

“with the consent or joinder of a person having a substantial 

interest in the property subject to the power which is adverse 

to the exercise of the power in favor of the decedent, his es-

tate, his creditors, or the creditors of his estate.”  Thus, a 

nonadverse party is anyone who does not have a substantial 

interest in the subject property and whose interest in the sub-

ject property is not adverse to the exercise of the power in 

favor of the powerholder, his or her estate, the powerholder’s 

creditors, or the creditors of the powerholder’s estate.   

 

(2) Substantiality of the Interest 

 

Reg. § 20.2041-3(c) states that an interest is substantial if its 

value in relation to the total value of the property subject to 

the power is not insignificant.  For this purpose, these inter-

ests are to be valued actuarially.  Unfortunately, the regula-

tions do not define “insignificant.” 

 

(3) Adverse Nature of the Interest 

 

 Reg. § 20.2041-3(c) states also that a taker in default has an 

adverse interest, but a coholder of the power does not, unless 

the coholder obtains the power after the holder’s death and 

can then exercise it in favor of himself or herself, his or her 

estate, his or her creditors, or the creditors of his or her es-
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tate.  One example in the regulations states that a sole re-

mainder beneficiary who is entitled to the subject property 

after the death of both the powerholder and another person 

has a substantial adverse interest.  Reg. § 20.2041-3(c), Ex. 

1.  Another example demonstrates that a discretionary bene-

ficiary to whom the trust principal may be distributed has a 

substantial adverse interest.  Reg. § 20.2041-3(c), Ex. 2.  On 

the other hand, a third example shows that a beneficiary who 

is entitled to trust income during his or her lifetime does not 

have an interest adverse to a power to appoint the trust funds 

at the beneficiary’s death.  Reg. § 20.2041-3(c), Ex. 3.   

 

(4) Drafting 

 

One of the more difficult problems is finding a nonadverse 

party who is willing to risk being sued by the unhappy holder 

of a power of appointment.  There are several ways to ap-

proach this. 

 

First, one could name an independent trustee as the nonad-

verse party.  The trustee has a fiduciary duty to protect the 

interests of the beneficiaries named in the instrument, and so 

is less likely to consent to a different exercise of the power 

than would be an uninvolved person.  The trustee’s fiduciary 

duty also gives the trustee a better litigating position if the 

powerholder does sue.  Also, the trust can provide that the 

cost of the defense of such a suit should be borne by the trust 

assets, rather than the trustee’s personal resources. 

 

Second, one could seek out that family member who exists 

in most families, who never agrees with anyone on anything.  

Such persons are uniquely well-suited to the role as consent-

ing nonadverse person, and they are used to having disputes 

with family members.  Again, however, the trust should pro-

vide that the cost of defense of any such suit will be borne 

by the trust assets. 

 

Third, one could require that the local court serve as the non-

adverse party.  A local court has no financial interest in the 

trust and is clearly a nonadverse party.  The time required to 

obtain the consent of the court means that the powerholder 

cannot effective act rashly, and the local court is likely to 

require that all financially-interested persons be notified of 

the suit and have an opportunity to make their views known.  

This protects the trustee and slows down the process to min-

imize the risk of a rash exercise of the power of appointment. 
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Also, the required consent of a nonadverse party could be 

imposed in all cases or only where the holder attempts to ex-

ercise the power in favor of someone other than the donor or 

the natural objects of the donor’s bounty.  The latter group 

could be described, for example, as “the descendants of the 

donor’s grandparents, and all charitable organizations”.  A 

key difficulty with this approach is finding a nonadverse 

party whom the donor trusts implicitly and who is willing to 

be the possible target of abuse from the holder of the power 

or his or her intended appointees who disagree with the de-

cision of the nonadverse party to reject the proposed appoint-

ment. 

 

b) Limit Appointees to Powerholder’s Creditors 

 

Some practitioners believe that allowing the powerholder to appoint 

only to his or her creditors will be inhibit diversion, while still cre-

ating a general power of appointment.  In reality, it does not restrain 

the powerholder very much, because he or she can merely borrow 

money to spend or give away, and then appoint the trust assets to the 

lender in satisfaction of the debt.  It does force the powerholder to 

take this additional step, rather than just to appoint the property to 

his or her estate, but it is hardly a significant restraint on diversion. 

Also, while the authors disagree, some practitioners are concerned 

that a power exercisable in favor of one’s creditors (or the creditors 

of one’s estate) could be interpreted as general only to the extent that 

there are actual creditors.  This seems inconsistent with the point 

just made, that the holder of the power has the ability to borrow 

money and thus expand the appointive property. 

 

8. Rights of the Powerholder’s Creditors  

 

a) Generally 

 

 Property subject to a nongeneral power of appointment is not usually 

subject to the claims of the donee’s creditors, but property subject 

to a general testamentary power of appointment may be subject to 

the claims of the creditors of the powerholder’s estate.  

 

b) Uniform Trust Code 

 

 The Uniform Trust Code does not address creditor issues with re-

spect to property subject to a testamentary general power of appoint-
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ment.  The comments to Uniform Trust Code § 505 refer to Restate-

ment (Second) of Property: Donative Transfers §§ 13.1 to 13.7 

(1986), discussed below. 

 

c) Restatement (Second) of Property: Donative Transfers 

 

 Traditionally, property subject to an exercised general testamentary 

power of appointment could be subjected to the payment of claims 

against the powerholder’s estate.  Restatement (Second) of Property 

§ 13.4 (1986).  The idea is that until the powerholder exercises the 

power, he or she has not accepted sufficient control over the subject 

property to be treated as if it were owned outright.   

 

d) Restatement (Third) of Property: Donative Transfers 

 

 The more modern rule is reflected in Restatement (Third) of Trusts 

§ 56, Comments (2007), which states that property subject to a tes-

tamentary general power of appointment is subject to the claims of 

the creditors of the powerholder’s estate, whether or not the power 

is exercised, because the power alone is equivalent to outright own-

ership.  The subject property is subject to the claims of the power-

holder’s creditors to the extent the powerholder’s estate is insuffi-

cient satisfy the claims of those creditors.  Property subject to a gen-

eral testamentary power of appointment does not enable the power-

holder’s creditors to reach the trust assets during his or her lifetime.  

California, Michigan and New York all have specific statutory pro-

visions following the pattern of the Restatement (Third).  

 

e) Uniform Power of Appointment Act 

 

 Section 502 of the Uniform Power of Appointment Act (2013) fol-

lows Restatement (Third) Trusts and permits the creditors of the es-

tate of the powerholder to reach the subject property, to the extent 

the estate’s other property is insufficient to meet all claims.  This 

right is subject to the powerholder’s right to direct the source from 

which liabilities are paid. 

 

f) Bankruptcy Act 

 

 The U.S. Bankruptcy Code states that the trustee in bankruptcy 

“stands in the shoes” of the debtor and so may be able to exercise 

the general power on behalf of the debtor/powerholder and in favor 

of the bankrupt estate.  11 U.S.C. § 541(b)(1); In re Behan, 506 B.R. 

8 (Bankr. D. Mass. 2014); In re Gilroy, 235 B.R. 512 (Bankr. D. 

Mass. 1999); see also Bove, Using the Power of Appointment to 
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Protect Assets – More Power than You Ever Imagined, 346 ACTEC 

L. J. 333, 338 (Fall 2010). 

 

g) Planning Considerations 

 

(1) Requiring Solvency 

 

One could precondition the valid exercise of the power in 

favor of the powerholder’s estate upon the solvency of the 

powerholder’s estate.  Reg. § 20.2041-3(b), while not ex-

pressly authorizing such conditions, seems to presume their 

viability, when it provides that “a power which by its terms 

is exercisable only upon the occurrence during the dece-

dent's lifetime of an event or a contingency which did not in 

fact take place or occur during such time is not a power in 

existence on the date of the decedent's death.”  Kurz v. 

Comm’r, supra., could pose a problem, but incurring a debt 

seems likely to be an act of independent significance.  Kurz 

was a tax case, but a state court could apply this same anal-

ysis to the rights of the powerholder’s creditors, and permit 

creditors of an insolvent powerholder’s estate to reach the 

power, even though it was not, by its terms, exercisable. 

 

(2) Careful Selection of Powerholder 

 

 The best solution to the risk that the powerholder’s creditors 

may seek to attach the trust assets that are subject to the pow-

erholder’s general power of appointment is to grant such 

powers only to persons who have no significant debts and 

who are unlikely to incur significant debts.  This sounds eas-

ier than it is, of course, because the fortunes of an individual 

can change.  One way to minimize the risk is to grant the 

power of appointment only to individuals who are quite el-

derly and, therefore, unlikely to live long enough to create 

substantial new debts.  Unfortunately, most people do not 

come with a “use by” date tattooed on their forehead, so that 

one must rely upon an educated guess as to the donee’s life 

expectancy. 

 

(3) Use a Limited Power of Appointment 

 

 One could give the powerholder only a limited power of ap-

pointment, which could then be exercised to trigger the Del-

aware Tax Trap under Section 2041(a)(3), by appointing the 

property in trust for the benefit of the desired beneficiaries, 
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giving them a currently exercisable general power of ap-

pointment.  In states that permit one to trigger the Delaware 

Tax Trap, this should result in inclusion of the subject prop-

erty in the upstream powerholder’s gross estate, with the de-

sired income tax basis adjustment, without subjecting the as-

sets to the claims of the creditors of the powerholder.  Of 

course, the Delaware Tax Trap does cause the assets to be-

come subject to the claims of the appointees’ beneficiaries, 

because a presently exercisable power to appoint trust assets 

to oneself is treated as equivalent to outright ownership for 

most state law purposes, including creditors’ rights.  

 

(4) Requiring Consent of Nonadverse Party 

 

 Generally, property subject to a general power of appoint-

ment that is exercisable only after a condition is met is not 

subject to the claims of the powerholder’s creditors until that 

condition has been met, because the powerholder’s creditors 

cannot reach assets that the powerholder cannot personally 

appoint. Peter Spero, Asset Protection: Legal Planning, 

Strategies and Forms ¶ 13.10 (Thomson Reuters/Tax & Ac-

counting, 2001 & Supp. 2018-2); Bove, Using the Power of 

Appointment to Protect Assets – More Power than You Ever 

Imagined, 346 ACTEC L. J. 333, 337-338 (Fall 2010).   

Thus, creditors ought not to be able to reach assets that can 

be appointed only with the consent of a nonadverse party, 

unless they can prove that there was a prearrangement under 

which the nonadverse party would always consent to what-

ever appointment the powerholder made.   

 

(5) Amount of the Power  

 

The power granted could be tied directly to the older gener-

ation powerholder’s available applicable exclusion amount, 

though it would be appropriate to set it at the lower of the 

available applicable exclusion amount and the available 

GST exemption, since GST exemption will need to be allo-

cated to the transfer occurring upon the lapse or exercise of 

the power of appointment.   

 

To avoid forcing the older generation powerholder to file an 

estate tax return, one might set the appointable amount at 

$10,000 or $20,000 less than the available applicable exclu-

sion amount or GST exemption.  
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9. GST Tax Issues  

 

a) Generally 

 

An upstream general power of appointment should not cause GST 

tax problems, but it does effect a series of changes in the GST status 

of the trust and it does require that the upstream person holding the 

general power of appointment allocate or be deemed to have allo-

cated GST exemption to the trust at his or her death. 

 

b) New Transferor 

 

 If property is subject to estate tax in a decedent's estate, the decedent 

becomes the transferor of that property for GST tax purposes. Reg. 

§ 26.2652-1(a)(2).  Thus, the death of the upstream powerholder 

causes the powerholder to be substituted as the transferor of the 

property that was the subject of the power of appointment, whether 

it was exercised or lapsed.  This is particularly problematic because 

the upstream powerholder is, by definition, likely to be assigned to 

an even higher generation than the original transferor, so that indi-

viduals who were previously not skip-persons may become skip-

persons with respect to this portion of the trust. 

 

c) Loss of Original GST Exemption Allocation 

 

 The change in the identity of the transferor, because the trust is sub-

ject to estate taxation in the upstream person’s estate, results in a 

determination of a new inclusion ratio.  Thus, a new transferor for a 

trust results in the loss of any further benefit from the GST exemp-

tion previously allocated to the trust. This is not stated directly in 

the statute. This result follows from the rule in Section 2631(a) that 

only the transferor can allocate the GST exemption to a trust or 

transfer.  See C. Harrington, L.L. Plaine, J. Miraglia Kwon, & H. 

Zaritsky, Generation-Skipping Transfer Tax ¶ 4.06[4][g] (Thomson 

Reuters/Tax & Accounting, 2d ed. 2001 & 2018 Cum. Supp. No. 2).  

 

d) New Allocation of GST Exemption Required 

 

(1) Generally 

 

 It is easy to use up one’s applicable exclusion amount with-

out using an equal amount of GST exemption, merely by 

making gifts to nonskip persons.  Large generation-skipping 

transfers, however, always utilize applicable exclusion 

amount.  (Annual exclusion gifts, however, may require 
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GST exemption allocation but not exhaust the donor’s appli-

cable exclusion amount.) taxable gifts Thus, the upstream 

person should usually have at least as much unused GST ex-

emption as his or her unused applicable exclusion amount.  

The upstream person should then allocate (or be deemed to 

have allocated) his or her GST exemption to the trust, pre-

serving or creating a zero inclusion ratio.   

 

(2) Automatic Trust Division 

 

 When different persons make transfers to the same trust, the 

trust must recalculate its inclusion ratio, and the trust is au-

tomatically treated like two separate trusts for GST tax pur-

poses.  IRC § 2654(b); Reg. § 26.2654-1(a)(2)(i).  Treatment 

of a single trust as separate trusts under this rule is solely for 

purposes of calculating the GST tax; it does not mean that 

the trust files two income tax returns.  Reg. § 26.2654-

1(a)(2)(i). Because the two trusts should both have zero in-

clusion ratios (one based on the allocation of GST exemption 

by the original transferor and the other based on the alloca-

tion of GST exemption by the upstream person). 

 

(3) Automatic Deemed Allocations 

 

 Obviously, the estate of the upstream person can file an es-

tate tax return and allocate GST exemption to the trust.  IRC 

§ 2632(a).  The unused GST exemption of a deceased up-

stream person will be automatically allocated to the trust, af-

ter allocation to any direct skip transfers, because the up-

stream individual is a transferor and a taxable distribution or 

a taxable termination might occur from the trust at or after 

his or her death.  IRC § 2632(e). 

 

e) Don’t Allocate GST Exemption – Wait for Upstream Power-

holder to Pass 

 

One way to avoid the issue of wasting the original donor’s GST ex-

emption is simply for the original donor to opt-out of being his/her 

GST exemption.  Thus, when the upstream powerholder dies, such 

upstream powerholder’s GST exemption is allocated to the trust.  

However, care must be given when giving the upstream power-

holder an unlimited general power of appointment, because if the 

assets to which the power is given exceeds the donee/upstream ben-

eficiary’s unused lifetime exclusion amount or GST exemption, 

there could be estate or GST tax implications. 
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10. Limiting the Power of Appointment 

 

If the upstream beneficiary is given a testamentary general power of ap-

pointment, the entire value of the trust fund would be included in his/her 

gross estate.  This could cause unintended consequences (i.e., it may cause 

a Federal estate tax, where one was not anticipated). 

 

To eliminate this contingency, the upstream beneficiary’s testamentary gen-

eral power of appointment should be structured as a contingent testamentary 

general power of appointment.  Using a contingent general power of ap-

pointment is not a new concept.  It has been used for over 30 years (i.e., 

since the inception of the 1986 version of the GST tax) to minimize the 

impact of such tax.  The drafter should be careful in structuring the contin-

gent general power of appointment to minimize risking the IRS raising the 

step transaction / implied agreement doctrine, however. 

 

a) Limiting to the Upstream Beneficiary’s Otherwise Unused Ap-

plicable Exclusion Amount 

 

Limiting the contingent general power of appointment to the up-

stream beneficiary’s otherwise unused applicable exclusion amount 

avoids the imposition of any estate tax when the upstream benefi-

ciary dies.  If the trust assets exceed the upstream beneficiary’s oth-

erwise unused applicable exclusion amount, and there is no limit on 

the general power of appointment, then the upstream beneficiary 

would have a taxable estate with an estate tax liability. 

 

For example, if the upstream beneficiary, G1, never made taxable 

gifts in his lifetime and had a gross estate of $2.18 million, and the 

trust had assets of $10 million, the basic exclusion amount at the 

time of death was $11.18 million, and G1 has an unlimited general 

power of appointment, then there would be an estate tax due on $1 

million (i.e., $2.18 million + $10 million - $11.18 million = $1 mil-

lion).  Thus, even though there would be a basis adjustment on all 

of the assets, there would now be an estate tax of $400,000 (assum-

ing a 40% estate tax rate). 

 

Thus, the contingent general power of appointment should be lim-

ited to the upstream beneficiary’s otherwise unused applicable ex-

clusion amount. 

 

From a planning perspective, we suggest that the contingent general 

power of appointment should be limited to an amount equal to the 

upstream beneficiary’s otherwise unused applicable exclusion 

amount less $10,000.  The reason for this is that the gross estate of 

the upstream beneficiary will be less than the threshold for filing an 
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estate tax return.  Thus, you get all of the benefits of a basis adjust-

ment without having to file an estate tax return! 

 

b) Limiting to the Upstream Beneficiary’s Otherwise Unused GST 

Exemption 

 

The upstream beneficiary’s contingent general power of appoint-

ment should also be limited to his/her otherwise unused GST Ex-

emption, because if it is not, then it is entirely possible that there 

could be a taxable termination at the upstream beneficiary’s death, 

which would cause a GST tax to be imposed. 

 

Example III-1 

 

 Assume that the upstream beneficiary (G1) made significant 

annual exclusion gifts to GST trusts where he used $5.18 

million of his GST exemption, but had never used any of his 

applicable exclusion amount.  At the time of death G1 had a 

gross estate of $1.18 million and had an unlimited general 

power of appointment over a trust worth $10 million at the 

time of his death.  G1 dies in 2018 when the basic exclusion 

amount and GST exemption is $11.18 million.  The trust was 

created by upstream beneficiary’s son, G2, where G1 had a 

discretionary income interest for support and G2’s children 

(i.e., G1’s grandchildren) were also discretionary beneficiar-

ies.  And upon G1’s death, the trust is for G3 (i.e., G1’s 

grandchildren) and their descendants. 

 

 As a result of G1’s death, there will be no estate tax, because 

the gross estate (i.e., $1.18 million + $10 million = $11.18 

million) is equal to G1’s applicable exclusion amount (of 

$11.18 million), thus, there is no estate tax.  However, be-

cause G1 only had $6 million of GST Exemption remaining 

(having used $5.18 million of his $11.18 million during his 

life), $4 million of the trust will not be GST exempt.  And, 

because G1 becomes the ‘transferor’ for GST tax purposes 

as a result of including the trust in G1’s estate for estate tax 

purposes, and because the only beneficiaries are G3 and their 

descendants, who are skip persons as to G1, there is now a 

taxable termination and $1.6 million of GST tax due (assum-

ing a 40% GST tax rate). 

 

 To avoid the unintended incursion of estate tax or GST tax 

liability, the upstream beneficiary should be given a contin-

gent general power of appointment limited to the lesser of 

(a) the upstream beneficiary’s otherwise unused applicable 
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exclusion amount (reduced by $10,000), or (b) the upstream 

beneficiary’s otherwise unused GST Exemption (reduced by 

$10,000). 

 

By limiting the general power of appointment, you not only avoid 

the possibility of the imposition of the estate and/or GST tax liabil-

ity, but also eliminate the need to file an estate tax return for the 

upstream beneficiary, while at the same time obtaining a basis ad-

justment for the assets. 

 

11. Interaction of an Upstream General Power of Appointment and a 

Crummey Power 

 

 There is no case or ruling on point, but a testamentary general power that 

gives the upstream person the power to appoint all or some part of a gift that 

is still subject to the donee’s Crummey withdrawal power could disqualify 

the gift for the annual exclusion, because the beneficiary’s withdrawal right 

is not absolute.  Furthermore, a testamentary general power that gives the 

upstream person the power to appoint all or some part of a gift that is still 

subject to the donee’s hanging Crummey withdrawal rights could be deemed 

to cause those rights to lapse in excess of the 5% or $5,000 limitation, 

thereby causing a taxable gift.  To avoid this, the upstream power of ap-

pointment should expressly not apply to any portion of the trust that is sub-

ject to a beneficiary’s Crummey withdrawal right.   

 

One astute author has noted that:   

 

Ironically, any power to appoint trust assets that can only be 

made to a trust which keeps the existing Crummey with-

drawal right intact is not a general power as to that portion 

(as it cannot be appointed to the power holder, his/her cred-

itors, estate, or creditors of estate). [citation omitted] How-

ever, because any such appointive trust would have a pres-

ently exercisable general power of appointment (a Crummey 

power is a presently exercisable power of appointment), the 

exercise of the limited power of appointment would trigger 

the Delaware Tax Trap under most every state law. [citation 

omitted] Thus, the appointment of any portion subject to 

Crummey rights would trigger inclusion under §2041(a)(3) 

and the appointment of the remaining portion would trigger 

inclusion under §2041(a)(2). 

 

 See Morrow, Morrow and the Upstream Optimal Basis Increase Trust, LISI 

Estate Planning Newsletter #2635 (April 17, 2018). 
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12. Death of Upstream Powerholder within One Year of Gift to Trust – 

Section 1014(e) 

 

a) Generally 

 

 If the powerholder dies within one year of the gift funding the trust, 

a step up in basis should not be denied under Section 1014(e), even 

if the same assets return to the donor by appointment or in default 

of a valid appointment.  Section 1014(e)(1) denies a basis adjust-

ment only for “appreciated property . . . acquired by the decedent by 

gift during the 1-year period ending on the date of the decedent’s 

death. . . .”  This rule requires a transfer of property, and the grant 

of a general power of appointment is not a transfer of property; it is 

a transfer of the ability to dispose of property that the transferee 

(powerholder) does not possess. There are no cases or rulings on this 

point, and the IRS may take a different position.  One should caution 

the client that there is always a chance that this type of trust will not 

provide the desired basis adjustment unless the powerholder lives 

for at least one year.   

 

b) The Gift and Sale Approach 

  

(1) Generally 

 

 Some practitioners suggest that the trust be funded with cash 

or unappreciated assets, and that the grantor then sell appre-

ciated property to the trust for a promissory note.  The theory 

is that the sale is not a gift for purposes of Section 1014(e), 

and the original gift was not of appreciated property, so that 

this rule should not apply.   

 

(2) The Step Transaction Doctrine Rears its Ugly Head  

 

 The problem with this analysis is that the step transaction 

doctrine is likely to cause the gift and sale to be treated as 

part of an integrated transaction, to which Section 1014(e) 

may apply.   

 

(a) Using Older Powerholders Increases Step Trans-

action Problems 

 

 This is particularly true because one tends to use the 

upstream power of appointment with an elderly pow-

erholder, so that there may be relatively little time 

between the grant of the power and its lapse or exer-

cise.  The proximity of the two steps is, admittedly, 
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only one factor in determining the application of the 

step transaction doctrine, but it is one of the most im-

portant.   

 

(b) Planning to Avoid the Step Transaction Doctrine 

on a Gift and Sale Transaction   

 

The planner must take steps to treat the initial gift as 

transaction from the later sale to the trust.   

 

(i) Time is Not on Your Side 

 

This may be as simple as waiting a substan-

tial time between the initial gift and the sale, 

but as noted above, one may not have a long 

time to wait between the transactions.   Also, 

there is no bright line test for time.  The 

longer the time between steps, the less likely 

it is that the steps will be treated as part of a 

single integrated transaction.  Compare, how-

ever, Henricksen v. Braicks, 137 F.2d 632 (9th 

Cir. 1943) (transactions one-half hour apart 

were independent); and Comm’r v. Ashland 

Oil & Refining Co., 99 F.2d 588 (6th Cir. 

1938), cert. denied, 306 U.S. 661 (1939) 

(steps six years apart were part of a single in-

tegrated transaction). 

 

(ii) Do Not Document the Multiple Steps  

 

The planner should not explain in writing that 

the gift of cash or unappreciated assets will 

be followed by a sale for appreciated assets.  

Even privileged communications have a 

nasty habit of turning up in IRS files.  Instead, 

the planning memo should describe the crea-

tion of the trust and the cash or unappreciated 

property gift.  The trustee should then invest 

the cash, rather than keeping it in its present 

form.  The memo should also state that, after 

a reasonable time, the grantor and the trustee 

should meet with the planner to discuss fur-

ther investment options for the trust.  After 

that meeting, the planner can document the 

sale to the trust.  
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13. Grantor Trust Status After the Powerholder’s Death 

 

 A trust is a grantor trust if the grantor retains (or a nonadverse person holds) 

the delineated powers and interests described in Sections 673-677.  The 

grantor does not own any portion of the trust attributable to a transfer by 

someone else, unless the grantor holds a withdrawal power described in 

Section 678.  The death of the powerholder constitutes a constructive addi-

tion to the trust for grantor trust purposes only if the powerholder exercises 

the power in favor of the trust; the lapse of the power does not constitute a 

constructive addition to the trust.  See Reg. §§ 1.671-2(e)(5), 167.1-2(e)(6), 

Ex. 9.   

 

 This may (or may not) be tied to the clear property law in most states that 

allows the creditors of the holder of an exercised general power of appoint-

ment to reach the appointive assets, while denying such access to the cred-

itors of the holder of a lapsed general power of appointment.   

 

 Thus, if the trust is a grantor trust and the grantor wants it to remain a grantor 

trust, the powerholder should allow the general power of appointment to 

lapse, rather than exercise it.   

 

14. Exercising an Upstream General Power to Appoint Assets in Trust for 

the Grantor’s Benefit 

 

a) Generally 

 

A grantor who retains beneficial enjoyment or the power to alter 

beneficial enjoyment of a trust fund may have the trust assets in-

cluded in his or her gross estate under Sections 2036 or 2038.  The 

law is unclear, but there is a good chance that the same result may 

occur if an upstream powerholder exercises his or her general power 

of appointment in further trust for the benefit of the grantor.  

 

b) Does the General Power of Appointment Negate the Original 

Transfer by the Grantor for Estate Tax Purposes? 

 

(1) Section 2036 – Not Usually a Problem  

 

Section 2036(a) includes in a decedent’s gross estate prop-

erty transferred by the decedent during his or her lifetime 

(except for a bona fide sale for an adequate and full consid-

eration in money or money's worth), and as to which the de-

cedent retains a lifetime right to income or enjoyment of the 

property or a right to designate who shall enjoy the beneficial 

enjoyment of the property.  The requirement that the interest 
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or power be “retained” renders it difficult to apply Section 

2036(a) to an interest that is granted the donor by the exer-

cise of an upstream testamentary power of appointment.   

Section 2036(a) could apply, however, if there is an under-

standing or agreement between the donor and the upstream 

powerholder that the latter will exercise the power in a man-

ner that bestows an interest or power to the former.  In such 

a situation, the interest could be deemed retained.  For this 

reason, the upstream powerholder should have separate 

counsel draft the will that exercises his or her power of ap-

pointment; use of the same counsel who prepared the trust 

instrument could raise a suggestion that there was an under-

standing or agreement to benefit the donor. 

(2) Section 2038, However, is Another Matter Entirely 

 

(a) Generally 

 

Section 2038(a)(1) includes in a decedent’s gross es-

tate property transferred by the decedent during his 

or her lifetime (except for a bona fide sale for an ad-

equate and full consideration in money or money's 

worth), and the decedent possessed on the date of 

death a power to alter, amend, revoke, or terminate.  

Section 2038(a)(1) does not require that the decedent 

have retained this power; it requires only that it exist 

on the date of the decedent’s death.  See Rev. Rul. 

70-348, 1970-2 C.B. 193 (property included in estate 

of decedent who became custodian of gift to minor 

on death of original custodian).   

 

Therefore, on its face, Section 2038(a)(1) should ap-

ply if the upstream powerholder exercises a general 

power to appoint the subject assets in further trust, 

either for the beneficial enjoyment of the original 

grantor (such as a right to invade principal or in-

come) or for the beneficial enjoyment of others in the 

discretion of the original grantor.  See Seasongood v. 

United States, 331 F. Supp. 486 (S.D. Ohio 1971).  A 

grantor’s right to distribute trust assets subject to an 

external ascertainable standard, however, does not 

fall under Section 2038(a)(1).  Estate of Ford v. 

Comm’r, 53 T.C. 114 (1969), acq. in part, nonacq. 

in part recommended, AOD, 1970 WL 22802 (May 

13, 1970), 1978 WL 194691 (Dec. 31, 1978), aff’d 

per curiam, 450 F.2d 878 (2nd Cir. 1971). 
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(b) Is the Upstream Powerholder the True Trans-

feror? 

 

 Most practitioners would treat the inclusion of the 

subject assets in the powerholder’s gross estate under 

Section 2041 as rendering the powerholder the new 

transferor in lieu of the original grantor, for purposes 

of Section 2038.  Unfortunately, there appears to be 

no authority to support this analysis and one could as 

easily argue that the original grantor remains a trans-

feror for this purpose. 

 

(i) Point Against 

  

 Section 2038(a)(1) states that it applies 

"without regard to when or from what source 

the decedent acquired such power."  This 

would appear to undercut the argument that 

the upstream powerholder should supplant 

the original grantor for purposes of Section 

2038. 

 

(ii) Comparison with Section 2044 

 

A contrary rule applies where property is in-

cluded in the gross estate of a donee-spouse 

under Section 2044.  In such cases, the donee-

spouse is treated as the transferor for estate 

and GST tax purposes and can create a trust 

for the original grantor without the applica-

tion of Sections 2036 or 2038.  This, how-

ever, is because of a specific statutory direc-

tion that a deceased spouse be treated as the 

transferor of any property includible in his or 

her gross estate because of a lifetime QTIP 

election.  IRC § 2044(c). 

 

(iii) Comparison with Grantor Trust Rules 

     

In determining who is the grantor of a trust 

for grantor trust purposes, Reg. § 1.671-

2(e)(5) states that: 

 

If a trust makes a gratuitous 

transfer of property to an-

other trust, the grantor of the 
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transferor trust generally will 

be treated as the grantor of 

the transferee trust. However, 

if a person with a gen-

eral power of appoint-

ment over the transferor 

trust  exercises that power in 

favor of another trust, then 

such person will be treated as 

the grantor of the transferee 

trust, even if the grantor of the 

transferor trust is treated as 

the owner of the transferor 

trust under subpart E of part 

I, subchapter J, chapter 1 of 

the Internal Revenue Code. 

 

This, however, is an income tax rule, and 

there is no authority for adopting a similar 

rule for estate tax purposes. 

 

15. The Upstream Domestic Asset Protection Trust 

 

 The only reason why a general power of appointment might not be appro-

priately granted to an upstream person with respect to a trust created for the 

grantor’s lifetime benefit under a domestic asset protection trust statute, 

would be that it could expose the trust assets to the claims of the power-

holder’s creditors.   There appears to be no inconsistency between the rules 

for an upstream general power of appointment and those for a domestic as-

set protection trust. 

 

16. Other Innovative Planning Opportunities with Upstream Trusts 

 

One of the major goals of the upstream trust is to utilize the upstream ben-

eficiary’s otherwise unused applicable exclusion amount and GST exemp-

tion, by causing part or all of the assets in the trust to be included in G1’s 

gross estate.  A goal, not explicitly stated before, is to try to fund the trust 
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with assets, but to do so without using too much of the donor’s (i.e., the 

lower generation’s) applicable exclusion amount. 

 

For purposes of this section, we call the upstream beneficiary, G1, the do-

nor, G2 and the donor’s other beneficiaries (e.g., his descendants), G3. 

 

Funding by using G2’s annual exclusion amounts accomplishes that goal; 

however, it is limited to the amount of G1s and G3s.  But, there are other 

ways to fund the trust. 

 

a) The Pour-Over GRAT Approach 

 

Using zeroed-out GRATs are generally a good planning tool in low 

interest rate environments, because they are very little of G2’s ap-

plicable exclusion amount.  However, they are not good tools from 

a GST tax perspective (because of the so-called “ETIP” rules).  With 

successful GRATs, assets remaining in the GRAT could pour-over 

into the upstream trust. 

 

Remember, we do not suggest allocating G2’s GST exemption to 

the trust.  We wait until G1 dies and uses his otherwise unused GST 

exemption and allocates it to the trust.  This way, you get the benefit 

of the GRAT (i.e., passing assets gift/estate tax free) as to G2, and 

the allocation of G1’s GST exemption, and a basis adjustment at 

G1’s death. 

 

b) The Pour-Over CLAT Approach 

 

CLATs, like GRATs, are also good, low-interest rate estate planning 

tools.  Like GRATs, if the CLAT is successful, the remainder gen-

erally passes to non-charitable beneficiaries.  And, like GRATs, the 

ETIP rules apply.  To get the same benefits as using a “pour-over 

GRAT”, if there is an upstream trust, consider leaving the remainder 

of the CLAT to the trust. 

 

c) The Convertible Upstream Trust 

 

Consider converting an otherwise irrevocable, dynastic trust to an 

upstream trust.  Many irrevocable, dynastic grantor trusts have trust 

protectors with the power to add a beneficiary (i.e., often to achieve 

grantor trust status under Section 674(c)).  If the trust has such a 

provision, simply add G1 as a beneficiary and give G1 a contingent 

testamentary general power of appointment. 

 

If there is no trust protector, consider judicial modification.  For in-

stance, the grantor, beneficiaries and trustee could petition a count 
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to add G1 as a discretionary income and principal beneficiary, and 

also provide G1 with a contingent testamentary general power of 

appointment. 

 

Alternatively, if the state law permits, it may be possible to accom-

plish the same (i.e., adding G1 as a beneficiary with a contingent 

testamentary general power of appointment) through non-judicial 

modification. 

 

d) Insuring G1’s Life 

 

Another efficient way to leverage the upstream trust is to buy life 

insurance on upstream person’s life, if it is financially feasible. 

 

e) The Sale to an Upstream Trust 

 

To add value to the upstream trust, consider the “sale to the inten-

tionally defective grantor trust” approach.  Since the trust is struc-

tured as a grantor trust for income tax purposes, consider the sale of 

discounted assets to the trust, where G2 would take back a promis-

sory note with a favorable interest rate.  If the assets outperform the 

interest rate on the promissory note, the appreciation will increase 

the net value of the trust. 

 

17. Premature Death of the Donor 

 

It is entirely possible that the donor (G2) predeceases the upstream benefi-

ciary (G1).  If this is the case, the basis of the transferred assets into the 

upstream trust will not get a basis adjustment at G2’s premature death (i.e., 

the opposite result had G2 done nothing).  So, one may think that the plan-

ning did not succeed.  That is not accurate.  Let’s put things into perspective. 

 

If G2’s death was foreseeable (i.e., G2 was ill at the time of the planning), 

the trust should not have been a suggested planning tool.  Conversely, if 

death was not foreseeable, the statistical likelihood of G2 predeceasing G1 

would have been small, and thus likely ignored. 

 

Remember, premature death simply delays the income tax benefit of the 

basis adjustment (unless you take the position that the basis can be adjusted 

at G1’s death). 

 

However, because the trust was a grantor trust, it is likely that there would 

be a ‘swap power’ under Section 675(4)(C), which could have allowed G2 

to swap some higher basis assets into the trust and lower basis assets back 

into G2’s estate before death to reduce the impact of waiting for the lower-

basis assets to be adjusted when G1 dies. 
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Finally, it is important to remember the income tax benefit (i.e., basis ad-

justment) is only one of the benefits, the other benefits include the allocation 

of G1’s otherwise unused GST exemption, the basis adjustment when G1 

dies, and the ability to care financially for G1, should the need arise. 

 

18. The Upstream SLAT 

 

The so-called, Spousal Lifetime Access Trust, or SLAT, became a highly-

touted estate planning tool in the early 2000s.  The idea behind the SLAT 

was to create a trust for the benefit of one’s spouse and descendants, and, 

assuming a happy marriage (or a relatively happy marriage, or a so-so mar-

riage, but one that will likely end with death of one spouse), the donor and 

spouse get to effectively use the assets for their benefit, even though the 

assets have been moved out of the donor’s estate for estate tax purposes. 

 

The SLAT can be structured as an upstream trust.  In other words, if the 

donor is (happily, relatively happily, etc.) married, he/she could consider 

creating a SLAT, and adding an upstream beneficiary as a discretionary 

beneficiary (for support) and giving the upstream beneficiary a contingent 

testamentary general power of appointment.   

 

 

IV. POST-FORMATION TECHNIQUES TO CREATE BASIS IN AN IRREVOCABLE 

TRUST AT THE GRANTOR’S DEATH  

 

A. The Problem Explained 

 

The recent significant increases in the applicable exclusion amount mean that many 

grantors now have more applicable exclusion amount than they require, and that 

their prior gifts to irrevocable trusts will now provide no estate tax savings.  Yet, 

these gifts did remove property from the grantor’s gross estate and so will deprive 

those assets of a basis adjustment at the grantor’s death.  The grantor has, in es-

sence, foregone a basis increase at death in exchange for no actual estate tax sav-

ings.  Such grantors will often wish to cause their irrevocable trusts to be included 

in the grantor’s gross estate, either entirely or in part.   

 

 

B. Give the Grantor a General Power of Appointment 

 

The regulations state that an individual cannot retain to himself or herself a general 

power of appointment, for estate tax purposes.  Reg. § 20.2041-1(a)(2) (“For pur-

poses of §§20.2041-1 to 20.2041-3, the term ‘power of appointment’ does not in-

clude powers reserved by the decedent to himself within the concept of sections 

2036 through 2038.”)  Where such a power was not “reserved” by the decedent, 
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however, one could arguably be granted later.  Nonetheless, there is no real prece-

dent on this issue, and one might find it useful to evaluate the addition of a power 

in the grantor to appoint the trust assets under Sections 2036 and 2038, rather than 

under Section 2041. 

 

 

C. Gross Estate Inclusion under Section 2036  

 

1. Generally 

 

 It is difficult to cause the grantor’s estate to include trust assets under Sec-

tion 2036, because that section applies only to interests and powers that are 

retained by the grantor.  One could, perhaps, argue that the grantor retained 

this interest or power by not expressly negating the power of the trustee and 

beneficiaries to decant or reform the trust, though there is no authority in 

support of this analysis.  See, e.g., Va. Code §§ 64.2-729 (modification of 

noncharitable irrevocable trust by court order upon consent of grantor and 

beneficiaries, even if modification is inconsistent with a material purpose 

of the trust); 64.2-730 (modification of a noncharitable irrevocable trust by 

court order upon finding that, because of circumstances not anticipated by 

the grantor, modification will further the trust purposes or prevent the trust 

from being impracticable or wasteful or impair the trust administration); 

64.2-733 (judicial modification to conform the terms of the trust to the gran-

tor’s intentions, upon proof by clear and convincing evidence that both the 

grantor’s intent and the terms of the trust were affected by a mistake of fact 

or law, whether in expression or inducement); 64.2-734 (judicial modifica-

tion to achieve the grantor’s tax objectives in a manner that is not contrary 

to the grantor’s probable effect); 64.2-779.8(D) (power to create and modify 

powers of appointment in new trust decanted under expanded distributive 

discretion ( discretion that is not limited by an ascertainable standard or a 

reasonably definite standard).  

 

2. When Grantor Can Assert Substance Over Form 

  

a) Section 2036 and Substance Over Form 

 

 Section 2036 applies to a power or interest in a trust that is retained 

by an express or implied agreement or understanding, even if it is 

not expressed in the trust instrument.  Skinner v. United States, 316 

F.2d 517 (3rd Cir. 1963); Estate of Linderme v. Comm’r, 52 T.C. 305 

(1969); Estate of Kerdolff v. Comm’r, 57 T.C. 643 (1972); Rev. Rul. 

70-155, 1970-1 C.B. 189; Rev. Rul. 78-409, 1978-2 CB 234. 

 

 A grantor may, therefore, assert that such an interest or power was 

retained by an agreement with the trustees that was not expressed in 

the trust instrument.  For example, a grantor who creates a QPRT 

https://checkpoint.riag.com/app/main/docLinkNew?DocID=ia0bfef3832ac11dd877bc7f8ee2eaa77&SrcDocId=T0SM%3A1580.1-1&feature=tcheckpoint&lastCpReqId=192e070
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and outlives the reserved use term could then continue to use the 

residence without paying adequate rent.  Such continued use of the 

property would normally be deemed a retained beneficial enjoy-

ment, if it were anticipated from the creation of the trust. 

 

b) The Supreme Court’s “Nondisavowal Principle”  

  

 In Comm’r v. Nat'l Alfalfa Dehydrating & Milling Co., 417 U.S. 134 

(1974), the Supreme Court stated what is sometimes referred to as 

the "nondisavowal principle".   

 

 [W]hile a taxpayer is free to organize his affairs as 

he chooses, nevertheless, once having done so, he 

must accept the tax consequences of his choice, 

whether contemplated or not, * * * and may not en-

joy the benefit of some other route he might 

have chosen to follow but did not. 

 

 This has been relied upon by several courts to deny a taxpayer the 

ability to raise the argument of substance over form.  See, e.g., 

Comm’r v. Danielson, 378 F.2d 771 (3d Cir. 1967), vac’g & 

rem’g 44 T.C. 549 (1965); Makric Enters., Inc. v. Comm’r, T.C. 

Memo. 2016-44, aff'd, 683 F. App'x 282 (5th Cir. 2017); Tseytin v. 

Comm’r, T.C. Memo. 2015-247, aff'd in part, remanded in part, 698 

F. App'x 720 (3d Cir. 2017); City of New York v. Comm’r, 103 T.C. 

481 (1994), aff’d, 70 F.3d 142 (D.C. Cir. 1995) (“To freely allow 

taxpayers to argue for alternative tax treatment of a transaction upon 

the examination of the returns would be tantamount to administering 

the tax laws based on a policy that tax consequences flow from 

the ‘transaction taxpayers have chosen or from any other form [of 

transaction] they might have chosen, whichever is … [more favora-

ble]’”); Estate of Durkin v. Comm’r, 99 T.C. 561, 571-573 (1992); 

Coleman v. Comm’r, 87 T.C. 178 (1986), aff’d without op. 833 F.2d 

303 (3rd Cir. 1987); See also, CCA 201121020; FSAs 199921002, 

199909018, 200004011, and 200242004; and TAMs 9515003, 

200334001, and 200418008.. 

 

c) Comm’r v. Danielson 

  

 The Third Circuit’s statement in Comm’r v. Danielson is also often 

quoted by the IRS and some courts, to wit: 

 
 [A] party can challenge the tax consequences of his 

agreement as  construed by the Commissioner only 

by adducing proof which in an action between the 

parties to the agreement would be admissible to alter 
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that construction or to show its unenforceability be-

cause of mistake, undue influence, fraud, du-

ress, etc.  

 
  Comm’r v. Danielson, 378 F.2d at 775. 

 

d) Strong Proof  

 

 Several courts have stated that a taxpayer can overcome this rule but 

that the taxpayer must provide “strong proof” of the original intent 

of the transaction.  Muskat v. United States, 554 F.3d 183 (1st Cir. 

2009), aff’g 2008 WL 1733598, 101 A.F.T.R. 2d 2008-1606 

(D.N.H. 2008); Ullman v. Comm’r, 264 F.2d 305 (2d Cir. 

1959), aff'g 29 T.C. 129 (1957). Ullman, like Danielson, involved 

an allocation of purchase price between stock and covenants not to 

compete executed between selling shareholders and the purchaser. 

In Ullman, the Second Circuit stated:  

 

 when the parties to a transaction such as this one 

have specifically set out the covenants in the contract 

and have there given them an assigned value, strong 

proof must be adduced by them in order to overcome 

that declaration.  

  

 Ullman, 264 F.2d at 308. 

 

e) Tax Court’s Unlevel Two-Way Street 

 

 In Complex Media Inc. v. Comm’r, T.C. Memo. 2021-14, the Tax 

Court (Judge Halpern) concluded that, in the Tax Court, a taxpayer 

may assert substance over form, unless the case is appealable to the 

Third Circuit or to circuits like the Fifth Circuit that have clearly 

adopted the Danielson rationale.  The Tax Court stated that:  

 

Granted, Nat'l Alfalfa's oft-quoted articulation of the 

nondisavowal principle would, if read in isolation, 

suggest an absolute prohibition. But, read in the con-

text of the Court's entire opinion, the familiar quota-

tion should be interpreted to mean only that a tax-

payer's ability to identify an alternative path to a 

given end result that provides more favorable 

tax consequences than the path actually taken is not 

enough to entitle the taxpayer to the desired tax 

treatment.  
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The court admitted that while either party can assert substance over 

form: 

the so-called 'two-way street' seems to run downhill 

for the Commissioner and uphill for the tax-

payer." [citing Estate of Rogers v. Comm’r, T.C. 

Memo. 1970-192, aff'd, 445 F.2d 1020 (2d Cir. 

1971)]. "The Commissioner must be permitted to go 

beyond mere form to substance in order to protect 

the revenue", we explained," but taxpayers have the 

opportunity at the outset to choose the most advan-

tageous arrangement. [Id.] 

 

Complex Media Inc., T.C. Memo. 2021-14 at *57-*58.  The court 

explained that: 

 

 [t]he Commissioner can succeed in disregarding the 

form of a transaction by showing that the form in 

which the taxpayer cast the transaction does not re-

flect its economic substance. For the taxpayer to dis-

avow the form it chose (or at least acquiesced to), it 

must make that showing and more. In particular, the 

taxpayer must establish that the form of the transac-

tion was not chosen for the purpose of obtaining tax 

benefits (to either the taxpayer itself, as in Estate of 

Durkin, or to a counterparty, as in Coleman) that are 

inconsistent with those the taxpayer seeks through 

disregarding that form. When the form that the tax-

payer seeks to disavow was chosen for reasons other 

than providing tax benefits inconsistent with those 

the taxpayer seeks, the policy concerns articu-

lated in Danielson will not be present. 

 

Complex Media Inc., T.C. Memo. 2021-14 at *57-*58.  The court 

also noted the following factors that can work against a taxpayer’s 

assertion of substance over form: (i) a failure to respect consistently 

the substance of the transaction; (ii) an attempt to recast the transac-

tion only after it has been challenged; (iii) a disavowal that will un-

justly enrich the taxpayer, particularly if the taxpayer acted on tax 

advice); or (iv) the government will be whipsawed by the applica-

tion of substance-over-form.  See also Estate of Rogers v. Comm’r, 

T.C. Memo. 1970-192, aff'd, 445 F.2d 1020 (2d Cir. 1971); Dyess 

v. Comm’r, T.C. Memo. 1993-219, 1993 WL 170147, aff'd without 

pub’d op., 26 F.3d 1119 (5th Cir. 1994); Glacier State Elec. Supply 

Co. v. Comm’r, 80 T.C. 1047 (1983); and Estate of Durkin v. 

Comm’r, 99 T.C. 561 (1992). 
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f) Conclusion 

 

 Even under the Tax Court’s more lenient approach, a taxpayer can 

win a claim of substance-over-form only upon good evidence that 

the form was selected for significant nontax purposes, that the sub-

stance being claimed has been followed consistently, that the sub-

stance being claimed was not previously considered and rejected, 

and that the taxpayer will not be unfairly benefitted by this claim.  

This will be difficult to show in the typical Section 2036 situation, 

where the form was designed specifically to avoid gross estate in-

clusion.  It may, however, be possible to show that the form that 

denies an agreed-to retention of beneficial enjoyment or control may 

be justified as a means of limiting or avoiding the rights of a spouse 

in a genuinely-anticipated divorce or the rights of known or actually-

anticipated creditors. 

 

 

D. Gross Estate Inclusion under Section 2038  

 

1. Generally 

 

 A grantor may be able to cause trust assets to be included in his or her gross 

estate by obtaining a power to alter, amend, revoke, or terminate the bene-

ficial enjoyment of those assets.  Section 2038(a)(1) applies to such a power 

as long as it is held by the grantor on the date of his or her death (or released 

within three years of the date of his or her death) "without regard to when 

or from what source the decedent acquired such power."  This suggests that 

gross estate inclusion should be possible by granting the grantor a power to 

control the beneficial enjoyment of all or specific trust assets, whether the 

grantor obtains this power by decanting, judicial reformation, or nonjudicial 

reformation.  Unfortunately, the law is not quite that simple. 

 

2. Skifter and the Origin of the Power  

 

Under a line of cases, a Section 2038(a)(1) power cannot exist unless its 

creation was reasonably anticipated by the grantor when the trust was cre-

ated.  

 

a) Estate of Skifter 

 

(1) Facts  

 

 In Estate of Skifter v. Comm’r, 468 F.2d 699 (2nd Cir. 1972), 

aff’g 56 T.C. 1190 (1971), nonacq. recommended AOD 

(Dec. 22, 1971), acq. 1978-2 C.B. 1, Hector Skifter gave his 

wife an insurance policy he owned on his own life.  Hector 
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lived more than three years, but unfortunately, his wife pre-

deceased him, leaving the policy to a trust of which he was 

trustee.  As trustee, Hector had the right to change the policy 

beneficiaries, though he could not benefit himself by so do-

ing.  

 

(2) Government Argument 

 

The IRS contended that Hector held incidents of ownership 

over the policy, notwithstanding that his exercise of those 

incidents was circumscribed by his fiduciary duties. 

 

(3) Courts Treat Life Insurance Policy Like Other Assets are 

Treated Under Sections 2036 - 2038 and 2041 

  

 The Tax Court and the Second Circuit both held for Hector’s 

estate, that he might have incidents of ownership, but that he 

should not be taxed on the policy proceeds under Sec-

tion 2042.  The courts stated that life insurance is supposed 

to be treated under Section 2042 like other property is treated 

under Sections 2036 and 2038.  In this situation, the courts 

held, Hector had obtained the power to control the policy’s 

beneficial enjoyment from an unexpected and uncontrolled 

source – his late wife’s death.  The Second Circuit explained: 

 

This type of power would fall under 

both § 2036 and § 2038. The former provi-

sion is clearly not triggered in this case be-

cause it only applies to a power retained by 

the grantor over the income from property 

when he transferred it to another. Thus, for 

purposes of § 2036, it would not matter that 

the decedent effectively had the power to de-

prive later income beneficiaries of the in-

come from the corpus in favor of an earlier 

income beneficiary. However, the latter pro-

vision, § 2038, would apply because dece-

dent had the power “to alter, amend . . ., or 

terminate” the trust. The Commissioner has 

pointed to many cases holding that such a 

power would result in the property interest 

over which the power could be exercised be-

ing included in the estate of the holder of the 

power. [citations omitted] Therefore, he ar-

gues, this power must be an incident of own-

ership for § 2042 purposes also. 
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 But the Commissioner's reliance 

on § 2038 cases exposes the fatal flaw in his 

position. The cases he cites dealt with powers 

that were retained by the transferor or settlor 

of a trust. That is not what we have here; the 

power the decedent had was given to him 

long after he had divested himself of all inter-

est in the policies-it was not reserved by him 

at the time of the transfer. This difference be-

tween powers retained by a decedent and 

powers that devolved upon him at a time sub-

sequent to the assignment is not merely for-

mal, but has considerable substance. A tax-

payer planning the disposition of his estate 

can select the powers that he reserves and 

those that he transfers in order to implement 

an overall scheme of testamentary disposi-

tion; however, a trustee, unless there is 

agreement by the settlor and/or beneficiar-

ies, can only act within the powers he is 

granted. When the decedent is the transferee 

of such a power and holds it in a fiduciary 

capacity, with no beneficial interest therein, 

it is difficult to construe this arrangement as 

a substitute for a testamentary disposition by 

the decedent. [citations omitted] 

 

 468 F.2d 699, at 703-704.  

 

b) Split in the Circuits 

 

The Sixth and Eighth Circuits followed Skifter.  See Hunter v. 

United States, 474 F. Supp. 763, 764-65 (W.D.Mo.1979), aff’d, 624 

F.2d 833 (8th Cir. 1980); and Estate of Fruehauf v. Comm’r, 427 

F.2d 80 (6th Cir. 1970).  See also Estate of Reed v. United States, 36 

AFTR 75-6413 (S.D. Fl. 1974), stating that Section 2038 applies 

only  

 

where the transferor-decedent himself sets the ma-

chinery in motion that purposefully allows fiduciary 

powers over the property interest to subsequently re-

turn to him. 

 

The Fifth Circuit, however, twice rejected the Second Circuit’s anal-

ysis, because it did not believe that the legislative history of Sec-

tion 2038 was relevant to analysis of life insurance policies under 
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Section 2042. Terriberry v. United States, 517 F.2d 286 (5th Cir. 

1975), cert. denied, 424 U.S. 977 (1976); and Rose v. United States, 

511 F.2d 259 (5th Cir. 1975).  

 

c) IRS Fudges and then Acquiesces -- Rev. Rul. 84-179 

  

 The IRS nonacquiesced in Skifter, but then acquiesced and adopted 

its analysis in Rev. Rul. 84-179, 1984-2 C.B. 195, in which it ex-

cluded the proceeds of a life insurance policy from an insured dece-

dent’s gross estate, if the policy was held in a fiduciary capacity, the 

incidents could not be exercised for the decedent’s personal benefit, 

and: 

 

 the decedent did not transfer the policy or any of the 

consideration for purchasing or maintaining the pol-

icy to the trust from personal assets, and the devolu-

tion of the powers on decedent was not part of a pre-

arranged plan involving the participation of dece-

dent.   

 

 See Folk, Fiduciary Powers and Life Insurance: Putting Rev. Rul. 

84-179 Into Perspective, 63 Taxes 417 (1985).  This, albeit indi-

rectly, appears to accept the concept that Section 2041 and, by anal-

ogy, Section 2038, cannot apply unless the grantor initiates the 

transfer that results in his or her possession of a power to alter, 

amend, revoke, or terminate beneficial enjoyment. 

 

a) Analysis 

 

(1) Skifter Seems Correct 

 

 Skifter poses a distinct obstacle in using Section 2038 to 

cause an irrevocable trust to be included in a grantor’s gross 

estate.  The legislative history of various tax acts suggests 

that the court in Skifter was correct, and that Section 2038 

requires that the grantor’s actions ultimately produce the 

right to alter, amend, revoke, or terminate.  See discussion in 

Blattmachr, Zeydel, and Gans, The World’s Greatest Gift 

Tax Mystery, Solved, Tax Notes 61 (April 27, 2007).  Thus, 

one may reasonably expect the IRS to contest the use of a 

trust reformation or decanting to give the grantor a Section 

2038 power over an extant irrevocable trust.   

 

(2) Level of Grantor Involvement Required 
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 It is not clear what Skifter actually requires in the way of 

grantor initiation of the power.  It ought not to require that 

the power be retained by the grantor, because the Code was 

quite clear in imposing this requirement in Section 2036(a) 

and the plain language that was used there is missing from 

Section 2038.  This may be a logical inference, but it is not 

necessarily legally required.  See Kirtsaeng v. John Wiley & 

Sons, Inc., 568 U.S. 519 (2013) (No canon of interpretation 

forbids interpreting different words used in different parts of 

the same statute to mean roughly the same thing.)   

 

 The Skifter analysis appears to require that the grantor take 

some affirmative action to obtain the power in question, and 

that he or she not merely sit passively while the power is 

granted to him or her.  Thus, a decanting by the trustee that 

gives the grantor a power to appoint the trust assets would 

not seem to satisfy the Skifter requirements, possibly unless 

if the trustee’s decision to decant was prompted by a letter 

from the grantor stating that the grantor had unused applica-

ble exclusion amount and that the trustee ought to take steps 

to cause the assets to be included in the grantor’s gross es-

tate.   

 

 A trust reformation initiated by the grantor, either alone or 

together with the trustee, the beneficiaries, or both, to give 

the grantor such a power would certainly seem to satisfy the 

Skifter requirements.   Uniform Trust Code § 411(a) states, 

in part, that: 

 

(a) [A noncharitable irrevocable trust may be 

modified or terminated upon consent of the 

settlor and all beneficiaries, even if the mod-

ification or termination is inconsistent with a 

material purpose of the trust.] [If, upon peti-

tion, the court finds that the settlor and all 

beneficiaries consent to the modification or 

termination of a noncharitable irrevocable 

trust, the court shall approve the modifica-

tion or termination even if the modification or 

termination is inconsistent with a material 

purpose of the trust.] A settlor’s power to 

consent to a trust’s modification or termina-

tion may be exercised by an agent under a 

power of attorney only to the extent expressly 

authorized by the power of attorney or the 
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terms of the trust; by the settlor’s [conserva-

tor] with the approval of the court supervis-

ing the [conservatorship] if an agent is not so 

authorized; or by the settlor’s [guardian] 

with the approval of the court supervising the 

[guardianship] if an agent is not so author-

ized and a conservator has not been ap-

pointed.  

 

 See, Ar. Stat. § 28-73-411; D.C. Code § 19-1304.11; Kan. 

Stat. 58a-411; K.Y. Stat. § 386B.4-110; 18-B Me Stat. § 411; 

Mo. Stat. 456.4-411A; Minn. Stat. § 501C.0411; N.M. Stat. 

§ 46A-4-411; N.C. Stat. § 36C-4-411; 20 Pa. C.S.A. § 

7740.1; S.C. Stat. § 62-7-411; Utah Stat. § 75-7-411; Va. 

Code § 64.2-729; 14A Vt. Stat. § 411; Wis. Stat. 701.0411; 

Wy. Stat. § 4-10-412.  The grantor can initiate the suit and 

join the beneficiaries as petitioners.  This should satisfy the 

requirement of Skifter. 

 

For those states that did not adopt UTC’s version of section 

411, such as Florida, perhaps using non-judicial modifica-

tion provisions under UTC section 411 (Fl. Stat. § 736.0111) 

or using the modification to achieve the settlor’s tax objec-

tives under UTC 416 (Fl. Stat. § 736.0416) may be another 

way to accomplish this.  Note, however, the settlor would 

have to be a party to the non-judicial modification under sec-

tion 111 and/or join in the court proceeding under section 

416. 

 

 States that permit a reformation but have not adopted the 

Uniform Trust Code may still permit the grantor to file the 

petition for reformation. 

 

The courts have not provided details on what actions by a 

grantor are sufficient to cause gross estate inclusion under 

Section 2038 after the trust has been created, but it seems 

reasonable that such a suit to reform would suffice.  In any 

event, this is the most promising avenue for causing Sec-

tion 2038 to apply to an irrevocable trust in which the gran-

tor originally retained no power to alter, amend, revoke or 

terminate. 

 

 

E. Boxing in the IRS 
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The best approach may be to have a trust protector grant the grantor a general power 

of appointment.  The regulations state that Section 2041 does not apply to a power 

of appointment retained by the grantor.  If the IRS argues that the power is not a 

Section 2038 power under Skifter, then the grantor should be able to contend that it 

is a Section 2041 power, because it has not been retained.  Skifter requires some-

thing akin to retention, and if you fail to satisfy Skifter, then logically, you cannot 

have retained the power. 
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V. DOUBLE BASIS INCREASE -- THE TAX BASIS REVOCABLE TRUST, THE 

JEST, AND THE OPT-IN COMMUNITY PROPERTY TRUST 

 

A. The Tax Basis Revocable Trust  

 

1. Using a General Power of Appointment to Obtain a Basis Increase 

 

 Property subject to a general power of appointment held by a decedent is 

included in his or her gross estate for federal estate tax purposes under Sec-

tion 2041, and that property included in a decedent’s gross estate for federal 

estate tax purposes obtains a new basis equal to its estate tax value.  In a 

technical advice memorandum and several private letter rulings, the IRS has 

taken the position that the mere fact that property is subject to a deceased 

spouse’s general power of appointment does not assure that it will receive 

a basis step-up, and that Section 1014(e) will avoid such a step-up if the 

surviving spouse who granted the power of appointment had the right to 

revoke the transfers to the trust during the year prior to the first deceased 

spouse’s death.  These rulings form the basic authority on so-called “tax 

basis revocable trusts” and “joint estate step-up trusts (JESTs).”  

 

2. TAM 9308002 and the Tax Basis Revocable Trust 

 

 This technique, its rejection, and the possibility that the IRS is incorrect, can 

best be understood in the context of the various rulings on this transaction, 

now known as the tax basis revocable trust.  The first such ruling was TAM 

9308002.   

 

a) Community Property Tax Treatment in a Common Law State? 

 

H and W, U.S. citizens living in Oregon (a non-community property 

state), created a joint revocable trust that they funded with substan-

tially all of their assets, most of which had been held as joint tenants, 

into the trust.  The trustees were directed to distribute the net income 

from the trust property to or for the benefit of the grantors in quarter-

annual or more frequent installments, and to distribute as much of 

the principal of the trust property as the trustees determined neces-

sary for the grantors' health, education, support, and maintenance so 

that the grantors could continue their accustomed manner of living.  

  

Either grantor, acting alone and without the consent of the other 

grantor, could revoke the trust during their joint lifetimes, in which 

case an undivided one-half interest in the trust property would be 

distributed free of the trust to each grantor.  Neither grantor exer-

cised the power to revoke the trust. 
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At the date of death of the first grantor to die, the decedent's one-

half interest in the property would pass to the surviving grantor out-

right and free of trust. 

 

Each grantor had the power to compel the trustee by an inter vivos 

instrument to pay from the trust funds the taxes, debts, and expenses 

of that grantor.  The other grantor's right to revoke the trust was not 

affected during the lifetime of the grantor making the request, but if 

a grantor made the request and the other grantor had not elected to 

revoke the trust prior to the requesting grantor's death, then at the 

time of the requesting grantor’s death, the surviving grantor's pow-

ers to amend, revoke and withdraw would be subordinate to the trus-

tee's duty to pay the taxes, debts, and expenses of the deceased gran-

tor.   

 

W died one month after the trust was funded.  At W’s death, neither 

grantor had notified the trustee that the trustee was to pay the noti-

fying grantor’s taxes, debts, and expenses. 

 

W’s personal representative included the entire trust fund in her 

gross estate, including one-half of the trust fund under Section 2038, 

because of the right to revoke, and the other half under Section 2041, 

because of the power of appointment. 

 

b) IRS Analysis and Conclusions 

 

 The IRS concluded that the entire trust fund was includible in W’s 

gross estate, as reported on the estate tax return, but that under Sec-

tion 1014(e), no basis step-up was available for H’s one-half of the 

trust assets included in W’s gross estate under Section 2041.  The 

IRS explained that the legislative history of Section 1014(e) ex-

presses Congress' concern that under the pre-1982 rules, an individ-

ual could transfer appreciated property to a family member immedi-

ately prior to the family member's death, anticipating that on the 

family member's death the individual would receive the property 

back (through bequest or devise) and obtain a step-up in basis.  Un-

der such circumstances, there is little substance to the initial transfer 

to the decedent, because of the short period of time between the two 

transfers.   

 

 Further, the IRS stated, Congress recognized that the allowance of 

an unlimited marital deduction and the increase in the unified credit 

provided an even greater incentive for persons to plan such death-

time transfers of appreciated property, since in many cases, the pro-

visions eliminated any estate and gift tax consequences with respect 

to the transfers. See H. Rep. No. 201, 97th Cong. 1st Sess. 188 
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(1981), characterizing the step-up in basis in such circumstances as 

“unintended and inappropriate.”  Section 1014(e) applies, the IRS 

stated, unless the deceased donor relinquished actual dominion and 

control over the property for a full year prior to death.   

 

 The IRS explained that 

 

 In the instant case, the surviving spouse (i.e., donor) 

held dominion and control over the property 

throughout the year prior to the decedent's death, 

since he could revoke the trust at any time.  It was 

only at the decedent's death that the power to revoke 

the trust became ineffective.  Because the donor 

never relinquished dominion and control over the 

property (and the property reverted back to the do-

nor at the spouse's death) the property was not ac-

quired from the decedent under section 1014(a) and 

(e), notwithstanding that it is includible in the dece-

dent's gross estate. Taxpayer's position in this case 

would produce the “unintended and inappropriate” 

tax benefit Congress expressly eliminated in enact-

ing section 1014(e). 

 

3. Later Private Rulings 

 

 The IRS has issued several other private rulings involving similar transac-

tions.  Each one concluded that the portion of the trust contributed by the 

surviving spouse was includible in the deceased spouse’s gross estate under 

Section 2041, but that no basis adjustment was allowed for that portion of 

the trust fund under Section 1014(e).   

 

a) PLR 200101021 

 

(1) Facts 

 

 In PLR 200101021, the grantors, a married couple, proposed 

to create a joint trust and fund it with assets that they owned 

as tenants by the entirety.  The trustee would apply trust in-

come and principal as the trustee deemed advisable for the 

comfort, support, maintenance, health, and general welfare 

of the grantors.  Either grantor could terminate the trust by 

notice to the other grantor.  The trustee would, upon termi-

nation of the trust, deliver the trust property to the grantors 

in their joint names as tenants in common. 
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Either grantor also could amend the trust while both grantors 

were living, by delivering to the other grantor the amend-

ment in writing at least 90 days before the effective date of 

the amendment.   

 

The trust also granted the first grantor to die a testamentary 

general power of appointment, exercisable alone and in all 

events, to appoint part or all of the assets of the trust to the 

deceased grantor’s estate or any other person.   

 

In default of the valid exercise of this power of appointment, 

the trust fund to which the power relates would be divided 

into marital and nonmarital shares.  The marital share would 

be paid outright to the surviving spouse, and the nonmarital 

share held in a trust for the benefit of the surviving spouse, 

for his or her support and maintenance, and to the couple’s 

descendants, for their maintenance, support, and education.   

 

(2) IRS Conclusions 

 

    The IRS ruled, without significant analysis, that: 

 

● The transfer of joint property to the trust would not 

be a completed gift for gift tax purposes, because 

each grantor would retain the power to terminate the 

trust by written notice to the other grantor, and upon 

such termination, the trustee would deliver the trust 

property to the grantors in both their names as tenants 

in common; 

 

● Distributions of trust property to either of the gran-

tors during their joint lives would constitute a gift by 

the other grantor to the extent of one half of the value 

of the trust assets distributed, but the gift would qual-

ify for the gift tax marital deduction under Section 

2523; 

 

● The first grantor to die would possess a general 

power of appointment over the portion of the trust 

fund contributed by the other grantor and a power to 

revoke the trust over the portion of the trust he or she 

had personally contributed, causing the entire trust 

fund to be included in the deceased grantor’s gross 

estate; 
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● On the death of the first grantor to die, the surviving 

grantor would be treated as relinquishing his or her 

dominion and control over the surviving grantor’s 

one-half interest in the trust, and the surviving gran-

tor would make a completed gift for gift tax purposes 

of the surviving grantor’s entire interest in the trust, 

and this gift will qualify for the marital deduction un-

der Section 2523; and 

 

● Section 1014(e) would apply to any trust property in-

cludible in the estate of the first grantor to die that is 

attributable to the surviving grantor’s contribution to 

the trust and that is acquired by the surviving grantor, 

either directly or indirectly, pursuant to the deceased 

grantor’s exercise, or failure to exercise, the general 

power of appointment.  

 

b) Other Rulings 

 

See also PLR 200403094 and PLR 200604028, reaffirming the same 

points as PLR 200101021, but not addressing Section 1014(e).  

 

 

B. The Joint Estate Step-Up Trust (JEST) 

 

An effective variation on the tax-basis revocable trust is the joint estate step-up 

trust, or JEST.  See, Gassman, Denicolo, & Hohnadell, JEST Offers Serious Estate 

Planning Plus for Spouses – Parts 1 and 2, 40 Est. Plan. 3, 14 (Oct., Nov. 2013). 

 

1. Structure of the JEST 

 

A JEST is a joint revocable trust created by a married couple residing in a 

non-community property state.  Each spouse has the power to terminate the 

trust during their joint lives.  If the trust is so terminated, each spouse’s one-

half share will be distributed to him or her individually.  The JEST becomes 

irrevocable when the first spouse dies.   

 

The first spouse to die is given a testamentary general power to appoint the 

entire trust fund, including the share contributed by the surviving spouse.  

On the first spouse’s death, the assets of his or her share of the trust are 

divided into a credit shelter trust A, for the benefit of the surviving spouse 

and descendants, and if this share exceeds the first spouse’s applicable ex-

clusion amount, a QTIP marital trust for the excess.   

 

If the trust share of the first spouse to die is less than his or her applicable 

exclusion amount, then the difference between the first spouse’s share and 
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his or her applicable exclusion amount is appointed to credit shelter trust B.  

Credit shelter trust B is held for the benefit of other family members; the 

surviving spouse is not a beneficiary of credit shelter trust B.   

 

The surviving spouse may be added as a beneficiary of credit shelter trust 

B by a trust protector at some later date, if the trust protector determines it 

desirable to do so.   

 

2. Analysis of the JEST 

 

The JEST has one noteworthy advantage over the tax-basis revocable trust 

-- the assets contributed by the surviving spouse and appointed by the first 

spouse to die do not pass to the surviving spouse.  They are held by a trust 

of which the surviving spouse is not a beneficiary.  This should make appli-

cation of Section 1014(e) extremely difficult. 

 

The IRS could attempt to apply Section 1014(e) is the trust protector later 

adds the surviving spouse, though this likely would require the IRS to prove 

that there was an existing agreement or understanding that the trust protec-

tor would do so.  This can be made more difficult if there is no trust protector 

appointed until after the first spouse’s death, because without the existence 

of a trust protector at the first spouse’s death, an agreement between the 

trust protector and the surviving spouse seems impossible. 

 

 

C. Analysis of the IRS Position on the Tax Basis Revocable Trust (and, by Exten-

sion, on the JEST) 

 

1. Gift at Moment Before Death 

 

a) Generally 

 

 TAM 9308002 states that Section 1014(e) applies to property ac-

quired by the decedent by gift unless, at least one year before death, 

the donor relinquishes “actual dominion and control over the prop-

erty.”  Property is “acquired from the decedent by gift” under Sec-

tion 1014(a) only upon such cessation of dominion and control.  

This is a reasonable interpretation of the requirement of Sec-

tion 1014(e) that the property be acquired by gift within one year of 

death. 

 

b) Moment Before Death and Basis 

 

The concept is that the surviving spouse made a revocable gift to the 

first spouse to die that became a completed gift at the moment before 

the first spouse’s death.  This presupposes that the completion of the 
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gift occurs before the first spouse dies.  An interpretation that the 

gift was completed after death would mean that no transfer was 

made before the first spouse’s death.  

 

c) Moment Before Death and Marital Deduction 

 

PLR 200101021 states that on the death of the first grantor to die, 

the surviving grantor would be treated as relinquishing his or her 

dominion and control over the surviving grantor’s one-half interest 

in the trust, and the surviving grantor would make a completed gift 

for gift tax purposes of the surviving grantor’s entire interest in the 

trust, and this gift will qualify for the marital deduction under Sec-

tion 2523.  If the gift were deemed to have been made at the moment 

after the spouse’s death, which seems equally tenable in theory, the 

gift could not be made to the spouse while he or she was married to 

the transferor; it would be made to the beneficiaries of the deceased 

spouse’s estate, and it would not qualify for the estate tax marital 

deduction.  Some commentators believe that this interpretation is at 

least as valid as the one adopted by the IRS.  See Blattmachr, Bram-

well & Gans, Estate Tax Exemption Portability: What Should the 

IRS Do? And What Should Planners Do In The Interim?, 42 Real 

Prop. Prob. & Tr. J. 413 (Fall, 2007).  If the IRS took this position, 

however, the basis adjustment would have to be allowed, because 

the property would not pass back to the donor spouse. 

 

d) What Was Transferred within One Year of Death? 

 

(1) The Surviving Spouse’s Contributed Property 

 

TAM 9308002 and the various private rulings do not actu-

ally state whether, within one year of death the surviving 

spouse transferred to the deceased spouse the assets contrib-

uted by the surviving spouse or the power of appointment 

over those assets. TAM 9308002 speaks of relinquishing do-

minion and control “over the property” within one year of 

death.  PLR 200101021 refers to the release of dominion and 

control over “the Trust property.”   

 

(2) The Power of Appointment 

 

 Several commentators have interpreted the IRS as having 

treated the power of appointment as having been transferred 

within one year of death.  See, e.g., Blattmachr, Bramwell & 

Gans, Estate Tax Exemption Portability: What Should the 

IRS Do? And What Should Planners Do In The Interim?, 42 

Real Prop. Prob. & Tr. J. 413, 421 (Fall, 2007); and Fletcher, 
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Drafting Revocable Trusts to Facilitate a Stepped-Up Basis, 

22 Est. Plan. 100, 105 (March/April 1995).  This would seem 

to stretch Section 1014(e) well beyond its statutory lan-

guage, because the power of appointment is not itself prop-

erty, but rather a power to control the disposition of property.  

A more careful reading of the rulings, however, shows that 

the IRS treated the funding of the trust as a transfer that was 

incomplete until the moment immediately before the first 

spouse’s death, when the power to revoke terminated.  Thus, 

the death of the first spouse completed the transfer and trig-

gered the one-year period under Section 1014(e).    

 

2. Existence of a General Power of Appointment 

 

 The use of a tax-basis revocable trust or JEST to make the surviving 

spouse’s assets available to take advantage of the first spouse’s applicable 

exclusion amount depends upon the existence of a general power of appoint-

ment.  The IRS did not raise in the various rulings the question of whether 

the power of appointment was actually a general power, though it is under-

stood that the IRS addressed this issue in the negotiations over TAM 

9308002.  

 

a) Exercise with Consent of the Creator 

 

 The IRS estate tax examiner in TAM 9308002 argued that the power 

of appointment was a limited power because it was exercisable 

solely in conjunction with its creator.  The agent noted that W could 

exercise the power only by giving notice to the trustees (including 

H) and that H would then be able to revoke the trust and withdraw 

his share of the trust assets.  This, the agent argued, had the effect of 

requiring W to exercise the power together with its creator.  The IRS 

National Office determined that W’s power of appointment was a 

general power of appointment.   

 

 This is consistent with several cases which have held that a donor’s 

right to dispose of the property to which a power of appointment 

relates after the exercise of that power is not equivalent to a require-

ment that the power be exercised jointly with the creator.  Johnstone 

v. Comm’r, 76 F.2d 55 (9th Cir. 1935), cert. denied, 296 U.S. 578 

(1935), aff’g 29 B.T.A. 957 (1934); Keeter v. United States, 461 

F.2d 714 (5th Cir. 1972), rev’g 323 F. Supp. 1093 (N.D. Fl. 1971); 

GCM 37428 (1981).  See discussion in Fletcher, Drafting Revocable 

Trusts to Facilitate a Stepped-Up Basis, 22 Est. Plan. 100, 105 

(March/April 1995).   
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b) Requirement of Notice 

 

The requirement that notice must be given to the other spouse before 

exercise of an inter vivos power of appointment is insufficient to 

preclude the existence of the general power of appointment even if 

notice must be given to the creator of the power, acting as trustee. 

IRC § 2041(a)(2); Reg. § 20.2041-3(b). 

 

3. Exclusion of Property from Surviving Spouse’s Gross Estate 

 

 One article suggests that the weakest element in the IRS analysis is that, any 

portion of the assets contributed by the surviving spouse that are included 

in the first spouse’s gross estate under Section 2041 and that pass to a non-

marital trust of which the surviving spouse is a beneficiary, could be includ-

ible in the surviving spouse’s gross estate.  This article suggests that, under 

the step transaction doctrine, the transfer of property to the revocable trust 

by the surviving spouse could be combined with their passage to a nonmar-

ital trust, to cause the nonmarital trust to be treated as self-settled by the 

surviving spouse for estate tax purposes.  Blattmachr, Bramwell & Gans, 

Estate Tax Exemption Portability: What Should the IRS Do? And What 

Should Planners Do In the Interim?, 42 Real Prop. Prob. & Tr. J. 413, 430-

434 (Fall, 2007).  This argument is very fact-sensitive; the longer the prop-

erty remains in trust before the first spouse’s death, and the broader the 

powers granted the first spouse to appoint the trust to someone other than 

the surviving spouse, the less appropriate it would be to apply the step trans-

action doctrine. 

 

 

D. Opt-in Community Property Trusts 

 

1. Generally 

 

Alaska, Florida, Kentucky, South Dakota, and Tennessee currently provide 

that property acquired by a married couple is separate property, unless the 

couple elect to treat it as community property, in contrast with the general 

rule in most community property states that all property acquired by a mar-

ried couple is presumed to be community property, unless they have clearly 

provided to the contrary.  Alaska permits the creation of a trust to hold prop-

erty as community property and treat the assets of such trusts as community 

property, even if the couple creating the trust do not reside within the state. 

AS §§ 34.77.010 to 34.77.995.  The other states provide that holding prop-

erty in trust is the only way in which to create community property in those 

states.  S.D. Cent. Code §§ 55-17-1 to 55-17-14; Tenn. Code §§ 35-17-101 

to 35-17-108.  In effect, all three are opt-in states, because the creation of a 

trust constitutes an election to adopt community property.  See Asher, Blatt-

machr & Zaritsky, Tax Planning with Consensual Community Property: 
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Alaska’s New Community Property Law, 33 Real Prop. Prob. & Tr. J. 615 

(Winter 1999); Shaftel & Greer, Alaska Enacts an Optional Community 

Property System Which Can Be Elected by Both Residents and Nonresi-

dents, SD 36 ALI-ABA 1, 12–13 (1999); Singleton, Yes, Virginia, Tax 

Loopholes Still Exist: An Examination of the Tennessee Community Prop-

erty Trust Act of 2010, 42 U. Mem. L. Rev. 369 (Winter 2011); Ware, Sec-

tion 1014(b)(6) and the Boundaries of Community Property, 5 Nev. L.J. 704 

(Spring 2005).  

 

2. Early Opt-In State 

 

 Oklahoma enacted an opt-in community property system in 1939 and Ore-

gon enacted one in 1943.  32 Ok. Stat. of 1941, §§ 51 et seq.; Ore. Laws of 

1943, ch. 440. 

 

3. Modern Opt-In States 

 

 Alaska enacted an opt-in community property system in 1998.  Tennessee 

enacted its opt-in community property in trust system in 2010.  South Da-

kota enacted its opt-in community property in trust system in 2016.  Ken-

tucky enacted its opt-in community property in trust system in 2020.  Flor-

ida enacted its opt-in community property in trust system in 2021. 

 

4. State Requirements for a Community Property Trust 

 

 All of the states permit residents and nonresidents to create trusts with their 

situs in the opt-in state, and to have in-state trustees hold those assets for 

the grantors as community property.  

 

a) Alaska 

 

(1) Mandatory Requirements of an Alaska Community 

Property Trust 

 

 The Alaska Community Property Act states that property 

held in a trust is community property if: 

 

● One or both spouses transfer property to the trust. AS 

§ 34.77.100(a); 

 

● The trust expressly declares that some or all the prop-

erty transferred is community property under Title 

34, Chapter 77 of the Alaska Statutes.  AS 

§ 34.77.100(a); 
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● At least one trustee is a “qualified person,” defined 

as (a) an individual who, except for brief intervals, 

military service, attendance at an educational or 

training institution, or absences for good cause 

shown, resides in Alaska, whose true and permanent 

home is in Alaska, who does not have a present in-

tention of moving from Alaska, and who intends to 

return to Alaska when away; (b) a trust company that 

is organized under Alaska law and that has its prin-

cipal place of business in Alaska; or (c) a bank that 

is organized under Alaska law or a national banking 

association that is organized under federal banking 

law, if the bank or national banking association pos-

sesses and exercises trust powers and has its princi-

pal place of business in Alaska.  AS § 34.77.100(a); 

 

● The powers of the qualified person who is a trustee 

include or are limited to (a) maintaining records for 

the trust on an exclusive or a nonexclusive basis; and 

(b) preparing or arranging for the preparation of, on 

an exclusive or a nonexclusive basis, any income tax 

returns that must be filed by the trust.  AS 

§ 34.77.100(a); 

 

● The trust is signed by both spouses.  AS 

§ 34.77.100(a); and 

 

● The trust contains, at the beginning of the trust and 

in capital letters, the following declaration: 

 

THE CONSEQUENCES OF THIS 

TRUST MAY BE VERY EXTENSIVE, 

INCLUDING, BUT NOT LIMITED 

TO, YOUR RIGHTS WITH RESPECT 

TO CREDITORS AND OTHER 

THIRD PARTIES, AND YOUR 

RIGHTS WITH YOUR SPOUSE 

BOTH DURING THE COURSE OF 

YOUR MARRIAGE AND AT THE 

TIME OF A DIVORCE. ACCORD-

INGLY, THIS AGREEMENT 

SHOULD ONLY BE SIGNED AFTER 

CAREFUL CONSIDERATION. IF 

YOU HAVE ANY QUESTIONS 

ABOUT THIS AGREEMENT, YOU 
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SHOULD SEEK COMPETENT AD-

VICE. 

 

      AS § 34.77.100(b). 

 

(2) Optional Features of an Alaska Community Property 

Trust 

 

 The statute states that an Alaska community property trust 

may also include the following provisions: 

 

● The rights and obligations in the property transferred 

to the trust, regardless of when and where the prop-

erty was acquired or located.  AS § 34.77.100(d)(1); 

 

● The management and control of the property trans-

ferred to the trust.  AS § 34.77.100(d)(2); 

 

● The disposition of the property transferred to the trust 

on dissolution, death, or the occurrence or nonoccur-

rence of another event.  AS § 34.77.100(d)(3); 

  

● The choice of law governing the interpretation of the 

trust.  AS § 34.77.100(d)(4); 

  

● Any other matter affecting the property transferred to 

the trust and does not violate public policy or a stat-

ute imposing a criminal penalty.  AS 

§ 34.77.100(d)(5); 

 

● Provisions respecting the right to amend or revoke.  

AS § 34.77.100(e).  An Alaska community property 

trust may not be amended or revoked unless the 

agreement itself provides for amendment or revoca-

tion, or unless amended or revoked by a later com-

munity property trust (which need not actually de-

clare that it holds any community property).  An 

amended trust or the revocation of a trust is enforce-

able without consideration. Unless a community 

property trust expressly provides otherwise, at any 

time after the death of the first spouse the surviving 

spouse may amend the community property trust 

with regard to the surviving spouse's property to be 

disposed of at the surviving spouse's death. In this 

subsection, "surviving spouse's property" means the 
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property that consists of the surviving spouse's sepa-

rate property and the surviving spouse's share of the 

community property determined as of the date of the 

first spouse's death.  Id. 

 

(3) Trustees 

 

 The Alaska statute also provides that either or both spouses 

may be trustees, but it does not require that either spouse be 

a trustee. AS § 34.77.100(a).  Thus, the management rights 

of the spouses over community property owned outright can 

be changed by the transfer of that property to an Alaska com-

munity property trust.  The trustee of a community property 

trust shall maintain records that identify which property held 

by the trust is community property and which property held 

by the trust is not community property.  AS § 34.77.100(h). 

 

(4) Conditions of Enforcement 

 

An Alaska community property trust is not enforceable if the 

spouse against whom enforcement is sought proves that: 

 

● The trust was unconscionable when made.  AS 

§ 34.77.100(f).  Whether or not a community prop-

erty trust is unconscionable is determined by a court 

as a matter of law.  AS § 34.77.100(g);  

 

● The spouse against whom enforcement is sought did 

not execute the community property trust agreement 

voluntarily; or 

 

● Before execution of the community property trust 

agreement, the spouse against whom enforcement is 

sought (a) was not given a fair and reasonable disclo-

sure of the property and financial obligations of the 

other spouse; (b) did not voluntarily sign a written 

waiver expressly waiving right to disclosure of the 

property and financial obligations of the other spouse 

beyond the disclosure provided; and (c) did not have 

notice of the property or financial obligations of the 

other spouse. 
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b) Florida 

 

(1) Mandatory Requirements of a Florida Community 

Property Trust 

 

Property held in a Florida Community Property trust is com-

munity property for Florida state law purposes, if:  

 

● The trust is created on or after July 1, 2021. Fl. Stat. 

§ 736.1502(2). The statute expressly states that the 

trust must be “created” on or after this date, suggest-

ing that an existing trust cannot become a Florida 

Community Property Trust by amendment or decant-

ing on or after July 1, 2021.  See Gassman & 

Denicolo, “The Florida Community Property Trust: 

Rethinking Client Trust Logistics with a New Pow-

erful Catalyst,” LISI Estate Planning Newsletter 

#2893 (July 8, 2021) at www.leimbergservices.com;   

 

● One or both spouses transfer property to the trust. Fl. 

Stat. § 736.1503; 

 

● The trust expressly declares that it is a community 

property trust within the meaning of Part XV, of 

Chapter 736 of the Florida Statutes, which is the 

Community Property Trust Act. Fl. Stat. § 

736.1503(1).  See also Fl. Stat. § 736.1505(1); 

 

● The trust has at least one trustee who is a “qualified 

trustee.”  Fl. Stat. § 736.1503(2).  A qualified trustee 

is: (a) a natural person who is a resident of Florida or 

a company authorized to act as trustee under Florida 

law; and (b) who has at least the power to maintain 

records for the trust on an exclusive or nonexclusive 

basis, to prepare or arrange for the preparation of any 

income tax returns that are required to be filed by the 

trust, on an exclusive or nonexclusive basis.  Fl. Stat. 

§ 736.1501; 

 

● The trust is signed by both spouses consistent with 

the formalities required for the execution of a trust 

under Florida law.  Fl. Stat. § 736.1503(3).  Florida 

law states that the testamentary aspects of a revoca-

ble trust are enforceable only if the trust is executed 

with the same formalities as a will.  Fl. Stat. 

§ 736.0403(2)(b).The formalities required of a will 
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are: (a) it must be in writing; (b) signed by the testa-

tor (grantor for a trust); (c) signed at the end of the 

instrument; (d) subscribed at the end of the instru-

ment by some other person in the testator’s presence 

and at the his or her direction, who witnesses the tes-

tator’s signing or acknowledgement that he or she 

previously signed the instrument or that another per-

son has subscribed the testator’s name to the instru-

ment; (e) the testator must sign in the presence of at 

least two attesting witnesses who sign in the presence 

of the testator and of each other. Fl. Stat. § 736.502.  

There appears to be no requirement that a revocable 

or other trust instrument be notarized. 

 

● The trust contains, at the beginning and in capital 

letters, the following declaration: 

 

THE CONSEQUENCES OF THIS 

COMMUNITY PROPERTY TRUST 

MAY BE VERY EXTENSIVE, IN-

CLUDING, BUT NOT LIMITED 

TO, YOUR RIGHTS WITH RE-

SPECT TO CREDITORS AND 

OTHER THIRD PARTIES, AND 

YOUR RIGHTS WITH YOUR 

SPOUSE DURING THE COURSE 

OF YOUR MARRIAGE, AT THE 

TIME OF A DIVORCE, AND UPON 

THE DEATH OF YOU OR YOUR 

SPOUSE. ACCORDINGLY, THIS 

TRUST AGREEMENT SHOULD 

BE SIGNED ONLY AFTER CARE-

FUL CONSIDERATION. IF YOU 

HAVE ANY QUESTIONS ABOUT 

THIS TRUST AGREEMENT, YOU 

SHOULD SEEK COMPETENT 

AND INDEPENDENT LEGAL AD-

VICE.  ALTHOUGH NOT A RE-

QUIREMENT, IT IS STRONGLY 

ADVISABLE THAT EACH 

SPOUSE OBTAIN THEIR OWN 

SEPARATE LEGL COUNSEL 

PRIOR TO THE EXECUTION OF 

THIS TRUST.  

 

Fl. Stat. § 736.1503(4). 
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(2) Optional Features of a Florida Community Property 

Trust 

 

A Florida Community Property Trust agreement may also 

include provisions regarding: 

 

● The rights and obligations in the trust property, re-

gardless of when and where the property is acquired 

and located.  Fl. Stat. § 736.1504(1)(a);  

 

● The management and control of the property trans-

ferred to the trust.  Fl. Stat. § 736.1504(1)(b).  The 

Florida Community Property Trust Act also states 

that the right to manage and control the trust property 

is determined under the terms of the trust agreement.  

Fl. Stat. § 736.1505(4); 

 

● The disposition of the property transferred to the trust 

on the dissolution, death, or the occurrence or non-

occurrence of another event.  Fl. Stat. § 

736.1504(1)(c).  This authorization, however, is sub-

ject to the provisions discussed below regarding the 

death of a spouse or the dissolution of the spouses’ 

marriage.  See Fla. Stat.  §§ 736.1507, 736.15408; 

  

● Whether the trust is revocable or irrevocable. Fl. Stat. 

§ 736.1504(1)(d). A Florida community property 

trust is, however, amendable or revocable by the 

spouses unless it expressly provides otherwise. Fl. 

Stat. § 736.1504(3). A Florida community property 

trust may be either revocable or irrevocable, but a 

revocable trust seems to be far more appropriate, be-

cause the reserved interests of the grantors would 

cause inclusion of the trust assets in the grantors’ 

gross estates, thus rendering the permanence of an ir-

revocable trust unnecessary; 

 

● Any other matter that affects the trust property and 

that does not violate public policy or general law im-

posing a criminal penalty or result in the property not 

being treated as community property under the laws 

of a relevant jurisdiction. Fl. Stat. § 736.1504(1)(e). 
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(3) Trustees 

 

Either or both spouses may be a trustee.  Fl. Stat. 

§ 736.1503(2).  If they are Florida residents, they may also 

be a qualified trustee, if they have at least the power to main-

tain records for the trust on an exclusive or nonexclusive ba-

sis, to prepare or arrange for the preparation of any income 

tax returns that are required to be filed by the trust, on an 

exclusive or nonexclusive basis.  Fl. Stat. § 736.1501. There 

is no requirement that a qualified trustee be in any way inde-

pendent of the grantors. 

 

(4) Conditions of Enforcement 

 

A Florida Community Property Trust that is executed during 

the spouses’ marriage is not enforceable if the spouse against 

whom enforcement is sought can prove that: 

 

● The trust was unconscionable when made.  Fl. Stat. 

§ 736.1512(1)(a). Whether a trust is unconscionable 

shall be determined by a court as a matter of law. Fl. 

Stat. § 736.1512(2); 

 

● The spouse against whom enforcement is sought did 

not execute the trust agreement voluntarily.  Fl. Stat. 

§ 736.1512(1)(b); 

 

● The trust agreement is the product of fraud, duress, 

coercion, or overreaching.  Fl. Stat. 

§ 736.1512(1)(d); or  

 

● Before execution of the trust agreement, the spouse 

against whom enforcement is sought (i) was not 

given a fair and reasonable disclosure of the property 

and financial obligations of the other spouse; (ii) did 

not voluntarily sign a writing expressly waiving right 

to disclosure of the property and financial obligations 

of the other spouse beyond the disclosure provided; 

or (iii) did not have notice of the property or financial 

obligations of the other spouse.  Fl. Stat. 

§ 736.1512(1)(a); 

 

 ● A Florida Community Property Trust is not unen-

forceable solely because the spouses did not have 

separate legal representation when executing the 

trust agreement.  Fl. Stat. § 736.1512(3).  This does 
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not change the fact that counsel should advise each 

spouse of the possible conflicts in interest that may 

exist with a community property trust, and that each 

spouse ought to consider seriously having separate 

representation. See Gassman & Denicolo, “The Flor-

ida Community Property Trust: Rethinking Client 

Trust Logistics with a New Powerful Catalyst,” LISI 

Estate Planning Newsletter #2893 (July 8, 2021) at 

www.leim-bergservices.com. 

 

c) Kentucky 

 

(1) Mandatory Requirements of a Kentucky Community 

Property Trust 

 

 Kentucky provides for the ownership of community property 

in Kentucky only if it is held in a Kentucky Community 

Property Trust and: 

 

● One or both spouses must transfer property to the 

trust.  KRS § 386.620(1); 
 

● The trust instrument must expressly declare that the 

trust is a Kentucky Community Property Trust that 

meets the requirements of the Kentucky Community 

Property Trust Act. KRS § 386.622(1)(a); 

 

● The trust must have at least one trustee who is a qual-

ified trustee, which means either (a) a natural person 

who is a resident of Kentucky; or (b) a bank or trust 

company authorized to act as a trustee in Kentucky.  

KRS §§ 386.620(6), and 386.622(1)(b); 

 

 ● A qualified trustee must also have powers that in-

clude or are limited to maintaining records for the 

trust, on an exclusive or a nonexclusive basis, and 

preparing or arranging for the preparation of, on an 

exclusive or a nonexclusive basis, any income tax re-

turns that must be filed by the trust. KRS 

§ 386.622(1)(b); 

 

● The trust must be signed by both spouses. KRS § 

386.622(1)(c).  There is no specific requirement that 

the trust instrument be witnessed or notarized; and 
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● The trust instrument must contain the following lan-

guage in capital letters at the beginning of the trust: 

 

THE CONSEQUENCES OF THIS 

TRUST MAY BE VERY EXTENSIVE, 

INCLUDING BUT NOT LIMITED 

TO YOUR RIGHTS WITH YOUR 

SPOUSE BOTH DURING THE 

COURSE OF YOUR MARRIAGE 

AND AT THE TIME OF A DIVORCE. 

ACCORDINGLY, THIS AGREE-

MENT SHOULD ONLY BE SIGNED 

AFTER CAREFUL CONSIDERA-

TION. IF YOU HAVE ANY QUES-

TIONS ABOUT THIS AGREEMENT, 

YOU SHOULD SEEK COMPETENT 

ADVICE. 

 

  KRS § 386.622(1)(d). 

(2) Optional Features of a Kentucky Community Property 

Trust 

 

 A Kentucky Community Property Trust agreement may also 

include provisions regarding: 

● The rights and obligations in the trust property, re-

gardless of when and where the property is acquired 

or located. KRS § 386.622(2)(a); 

 

● The management and control of the trust property; 

KRS § 386.622(2)(b); 

 

● The disposition of the property transferred to the trust 

on dissolution, death, or the occurrence or nonoccur-

rence of another event. KRS § 386.622(2)(c); 

 

● The choice of law governing the interpretation of the 

trust. KRS § 386.622(2)(d); 

 

● Whether the trust can be amended or revoked.  A 

Kentucky Community Property Trust cannot be 

amended or revoked unless the agreement itself pro-
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vides for such actions. KRS § 386.622(4).  Regard-

less of the terms of the trust instrument, however, ei-

ther spouse may amend the trust regarding the dispo-

sition of his or her one-half share of the community 

property in the event of that spouse’s death. KRS 

§ 386.622(3); 

 

● Any other matter that affects the property transferred 

to the trust and does not violate public policy or any 

statute imposing a criminal penalty. KRS 

§ 386.622(2)(e).  The right to manage and control the 

community property trust assets is specifically deter-

mined by the terms of the trust instrument. KRS § 

386.622(7). 

 

(3) Trustees 

 

 The Kentucky statute also provides that either or both 

spouses may be trustees.  KRS § 386.622(1)(b).  

 

d) South Dakota 

 

(1) Mandatory Requirements of an South Dakota Special 

Spousal (Community Property) Trust 

 

 The South Dakota Special Spousal Trust permits the use of 

a trust to opt in to a community property system.  S.D. Cent. 

Code § 55-17-1.   Property held in a trust is South Dakota 

Special Spousal Trust if: 

 

● One or both spouses transfer property to a trust.  S.D. 

Cent. Code § 55-17-1;  

 

● The trust expressly declares that some or all the prop-

erty transferred is South Dakota special spousal 

property as provided in S.D. Cent. Code §§ 55-17-1 

to 55-17-14; 

 

● At least one trustee is a “qualified person.” S.D. 

Cent. Code § 55-17-1.  A “qualified person” means 

 

□ An individual who, except for brief intervals, 

military service, attendance at an educational 

or training institution, or for absences for 

good cause shown, resides in South Dakota, 

whose true and permanent home is in South 
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Dakota, who does not have a present inten-

tion of moving from South Dakota, and who 

has the intention of returning to South Dakota 

when away. S.D. Cent. Code §§ 55-3-41(1) 

and 55-16-3;  

  

□ A trust company that is organized under 

South Dakota or federal law and that has its 

principal place of business in South Dakota. 

S.D. Cent. Code §§ 55-3-41(2) and 55-16-3; 

or 

 

□ A bank or savings association that possesses 

and exercises trust powers, has its principal 

place of business in South Dakota, and the 

deposits of which are insured by the Federal 

Deposit Insurance Corporation. S.D. Cent. 

Code §§ 55-3-41(3) and 55-16-3;   

 

□ Some or all of the trust assets are deposited in 

South Dakota or physical evidence of such 

assets is held in the state and the trust is being 

administered by a qualified person S.D. Cent. 

Code §§ 55-3-39(1) and 55-16-3;  

 

□ The qualified person must be designated as a 

trustee under the governing instrument, a suc-

cessor trusteeship, or designated by a court 

having jurisdiction over the trust. S.D. Cent. 

Code §§ 55-3-39(2) and 55-16-3; 

 

□ The administration of the trust must be 

wholly or partly in South Dakota. S.D. Cent. 

Code §§ 55-3-39(3) and 55-16-3; 

 

● The instrument expressly declares that the property 

is community property.  S.D. Cent. Code § 55-17-3; 

and 

 

● The trust contains, at the beginning and in capital let-

ters, the following declaration: 

 

THE CONSEQUENCES OF THIS 

TRUST MAY BE VERY EXTENSIVE, 

INCLUDING YOUR RIGHTS WITH 

RESPECT TO CREDITORS AND 
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OTHER THIRD PARTIES, AND 

YOUR RIGHTS WITH YOUR 

SPOUSE BOTH DURING THE 

COURSE OF YOUR MARRIAGE, AT 

THE TIME OF A DIVORCE, AND AT 

THE DEATH OF YOU OR YOUR 

SPOUSE. ACCORDINGLY, THIS 

TRUST AGREEMENT SHOULD 

ONLY BE SIGNED AFTER CARE-

FUL CONSIDERATION. IF YOU 

HAVE ANY QUESTIONS ABOUT 

THIS TRUST AGREEMENT, YOU 

SHOULD SEEK INDEPENDENT 

LEGAL ADVICE. 

 

 S.D. Cent. Code § 55-17-2. 

 

(2) Optional Features of an South Dakota Special Spousal 

(Community Property) Trust 

 

● A South Dakota Special Spousal Trust is enforceable 

without consideration.  S.D. Cent. Code § 55-17-1; 

 

● The trust may be revocable or irrevocable.  S.D. 

Cent. Code § 55-17-1; 

 

● A South Dakota Special Spousal Trust may not be 

amended or revoked unless the trust agreement pro-

vides for amendment or revocation, or unless the 

trust agreement is amended or revoked by a later 

South Dakota Special Spousal Trust.  S.D. Cent. 

Code § 55-17-4;  

 

● To amend or revoke the trust, a later South Dakota 

Special Spousal Trust need not declare any property 

held by the trustee as special spousal property (com-

munity property). The amended trust or the revoca-

tion is enforceable without consideration. S.D. Cent. 

Code § 55-17-4;  

 

● Unless a South Dakota Special Spousal Trust ex-

pressly provides otherwise, after the first spouse's 

death, the surviving spouse can amend the trust with 

regard to his or her property to be disposed of at his 

or her death. S.D. Cent. Code § 55-17-4;  
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● The spouses may also include in a South Dakota Spe-

cial Spousal Trust their agreements on the following: 

 

□ The rights and obligations in the property 

transferred to the trust, notwithstanding when 

and where the property is acquired or located; 

 

□ The management and control of the property 

transferred to the trust; 

 

□ The disposition of the property transferred to 

the trust on dissolution, death, or the occur-

rence or nonoccurrence of another event; 

 

□ The choice of law governing the interpreta-

tion of the trust; and 

 

□  Any other matter that affects the property 

transferred to the trust and does not violate 

public policy or a statute imposing a criminal 

penalty.  S.D. Cent. Code § 55-17-9;  

 

● A South Dakota Special Spousal Trust can also be a 

self-settled spendthrift trust, which South Dakota law 

refers to as a qualified disposition in trust.  S.D. Cent. 

Code § 55-17-11(1).  Nonetheless, a South Dakota 

Special Spousal Trust may not adversely affect the 

right of a child to support.  S.D. Cent. Code § 55-17-

10;  

 

● No provision of a revocable South Dakota Special 

Spousal Property Trust can adversely affect the in-

terest of a creditor unless the creditor has actual 

knowledge of the trust when the obligation to the 

creditor is incurred. S.D. Cent. Code § 55-17-11(1);  

 

● The South Dakota law also expressly permits the cre-

ation of community property by a transfer at death. It 

states that, in addition to other transfers of property 

to a South Dakota Special Spousal Trust, property is 

considered transferred to such a trust if it is subject 

to a nonprobate transfer on death under an insurance 

policy, contract of employment, bond, mortgage, 

promissory note, certificated or uncertificated secu-

rity, account agreement, custodial agreement, de-

posit agreement, compensation plan, pension plan, 



 

Zaritsky & Law, Page 108 
 

individual retirement plan, employee benefit plan, 

trust, conveyance, deed of gift, marital property 

agreement, or other written instrument of a similar 

nature and the South Dakota special spousal trust is 

designated as a beneficiary to receive the property 

under the transfer. The property is considered the 

surviving spouse's property that is not South Dakota 

special spousal property. S.D. Cent. Code § 55-17-7;  

 

● A spouse is required to act in good faith with respect 

to the other spouse in matters involving South Da-

kota special spousal property. This is one of the pro-

visions that cannot be varied by the express terms of 

a South Dakota Special Spousal Property Trust. S.D. 

Cent. Code § 55-17-11; 

 

● The South Dakota statute also provides protections 

for a bona fide purchaser who buys property from a 

South Dakota Special Spousal Property Trust. First, 

it provides that notice of the existence of a South Da-

kota Special Spousal Property Trust, a marriage, or 

the termination of a marriage does not affect the sta-

tus of a purchaser as a bona fide purchaser. S.D. 

Cent. Code § 55-17-12(1).  Second, it provides that 

community property bought by a bona fide purchaser 

from a spouse having the right to manage and control 

the property is acquired free of any claim of the other 

spouse. The effect of this subsection may not be var-

ied by a South Dakota Special Spousal Property 

Trust. S.D. Cent. Code § 55-17-12(2); 

 

● A South Dakota Special Spousal Trust executed dur-

ing marriage is not enforceable if the spouse against 

whom enforcement is sought proves the following: 

 

 □ The trust was unconscionable when made; 

 

□ The spouse against whom enforcement is 

sought did not execute the trust agreement 

voluntarily; or 

 

□ Before execution of the trust, the spouse 

against whom enforcement is sought: 
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° Was not given a fair and reasonable 

disclosure of the property and finan-

cial obligations of the other spouse; 

 

° Did not voluntarily sign a written 

waiver expressly waiving right to dis-

closure of the property and financial 

obligations of the other spouse be-

yond the disclosure provided; and 

 

° Did not have notice of the property or 

financial obligations of the other 

spouse. 

 

    S.D. Cent. Code § 55-17-14. 

 

e) Tennessee  

 

Tennessee provides for the ownership of community property in 

Tennessee, but only if the property is held in a Tennessee Commu-

nity Property Trust.  Tenn. Code § 37-15-105(a).   

 

(1) Mandatory Requirements of a Tennessee Community 

Property Trust 

 

Property held in a trust is Tennessee community property is 

community property, if: 

 

● One or both spouses transfer property to the trust. 

Tenn. Code § 37-15-103; 

 

● At least one trustee is a “qualified trustee,” defined 

as (a) a natural person who is a resident of Tennessee; 

or (b) a company authorized to act as a fiduciary in 

Tennessee. Tenn. Code §§ 37-15-103(2), 37-15-

102(6); 

 

● The powers of the qualified trustee include or are 

limited to (a) maintaining records for the trust on an 

exclusive or a nonexclusive basis; and (b) preparing 

or arranging for the preparation of, on an exclusive 

or a nonexclusive basis, any income tax returns that 

must be filed by the trust.  Tenn. Code § 37-15-

103(2); 
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● The trust is signed by both spouses.  Tenn. Code 

§ 37-15-103(2); and 

 

● The trust contains, at the beginning of the trust and 

in capital letters, the following declaration: 

 

THE CONSEQUENCES OF THIS 

TRUST MAY BE VERY EXTENSIVE, 

INCLUDING, BUT NOT LIMITED 

TO, YOUR RIGHTS WITH YOUR 

SPOUSE BOTH DURING THE 

COURSE OF YOUR MARRIAGE 

AND AT THE TIME OF A DIVORCE. 

ACCORDINGLY, THIS AGREE-

MENT SHOULD ONLY BE SIGNED 

AFTER CAREFUL CONSIDERA-

TION. IF YOU HAVE ANY QUES-

TIONS ABOUT THIS AGREEMENT, 

YOU SHOULD SEEK COMPETENT 

ADVICE. 

 

 Tenn. Code § 37-15-103(4). 

 

(2) Optional Features of a Tennessee Community Property 

Trust 

 

A Tennessee community property trust may also include the 

following provisions 

 

● The rights and obligations in the property transferred 

to the trust, notwithstanding when and where the 

property is acquired or located.  Tenn. Code § 37-15-

104(a)(1);   

 

● The management and control of the property trans-

ferred to the trust.  Tenn. Code § 37-15-104(a)(2);   

 

● The disposition of the property transferred to the trust 

on dissolution, death, or the occurrence or nonoccur-

rence of another event.  Tenn. Code § 37-15-

104(a)(3);   

 

● The choice of law governing the interpretation of the 

trust.  Tenn. Code § 37-15-104(a)(4);   
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● Any other matter that affects the property transferred 

to the trust and does not violate public policy or a 

statute imposing a criminal penalty.  Tenn. Code 

§ 37-15-104(a)(5);   

 

● The right to manage and control the trust property.  

Tenn. Code § 37-15-104(d); 

 

● Either spouse may amend a Tennessee community 

property trust regarding the disposition of that 

spouse's one-half share of the community property in 

the occurrence of that spouse's death.  Except as pro-

vided in such a provision, a Tennessee community 

property trust may not be amended or revoked unless 

the agreement itself provides for amendment or rev-

ocation. Tenn. Code § 37-15-104(b). 

 

(3) Character of Property 

 

(a) Distributed Property 

 

 Property distributed from a Tennessee community 

property trust ceases to be community property. 

Tenn. Code § 37-15-105(e).   

 

(b) Death of First Spouse 

 

 On the death of a spouse, one-half of the property 

owned by a Tennessee community property trust is 

treated as the surviving spouse’s community prop-

erty interest.  Tenn. Code § 35-17-107.  

 

(4) Distributions in Kind 

 

Unless the trust agreement provides to the contrary, the trus-

tee can distribute trust assets in divided or undivided inter-

ests and adjust resulting differences in valuation.  A distri-

bution in kind may be made on the basis of a non-pro rata 

division of the aggregate value of the trust assets, on the ba-

sis of a pro rata division of each individual asset, or by using 

both methods. Tenn. Code § 35-17-107. 

 

(5) Divorce 

 

The trust terminates upon the dissolution of the grantors’ 

marriage.  On termination, the trustee distributes one-half of 
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the trust assets to each spouse, unless otherwise agreed to in 

writing by both spouses.  Tenn. Code § 35-17-108. 

 

5. Legal Efficacy of the Opt-in Community Property Trust 

 

a) Community Property is Statutory 

 

The interest of one spouse in the property brought to the marriage or 

acquired during marriage by the other spouse, absent agreement be-

tween them, is generally determined by the laws of their domi-

cile. Westerdahl v. Comm’r, 82 T.C. 83, 86 (1984); Rosenkranz v. 

Comm’r, 65 T.C. 993, 996 (1976); Zaffaroni v. Comm’r, 65 T.C. 

982, 986-987 (1976).   

 

Community property did not exist at common law and exists in the 

United States solely by statute in specific states.  Therefore, the sta-

tus of property as community property should initially be deter-

mined the statute of the state in which the property is acquired. 

 

b) Changing Residency 

 

When spouses change their domicile or residency from a community 

property state to a non-community property state, or vice versa, the 

change of domicile or residency does not change the status of the 

property as separate or community; the property retains its original 

status in the new jurisdiction, unless thereafter modified.  See, e.g., 

Johnson v. Comm’r, 88 F.2d 952 (8th Cir 1937), later app., 105 F.2d 

454 (8th Cir. 1939), cert. denied, 308 U.S. 625 (1940) (husband and 

wife moved from Texas to Missouri; Texas community property 

continued to be community property in Missouri); Commonwealth 

v Terjen, 197 Va. 596, 90 S.E.2d 801 (1956) (husband bought Vir-

ginia realty and took title in name of wife, paying for it with $19,000 

he had acquired as California community property; community 

property retained its status when the owners moved to Virginia).  

See also Nationwide Resources Corp. v. Massabni, 143 Aris. 460, 

694 P.2d 290 (Ariz. App. 1984); Ladd v Ladd, 580 S.W.2d 696 (Ark. 

1962); Kraemer v Kraemer, 52 Cal 302 (1877); Paley v Bank of 

America Nat. Trust & Sav. Asso., 159 Cal.App.2d 500, 324 P2d 35 

(1958); Lane-Burslem v. Comm’r, 659 F.2d 209 (D.C. Cir. 1981); 

Quintana v Ordono (Fla App) 195 So.2d 577 (Fla. App. 1967), cert 

discharged, 202 So. 2d 178 (1967) (assets acquired by husband in 

Florida transaction, after he and wife had moved to Florida, involv-

ing stock bought by him in Cuba with community property funds 

under laws of that country, were community property for purposes 

of administration of husband's estate in Florida; domicile of parties 

at time of purchase of Cuban assets being controlling factor); Tanner 
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v. Robert, 5 Mart. NS 255 (La. 1826); Mahmud v Mahmud, (1984, 

La App) 444 So.2d 774 (La. App. 1984); Hughes v. Hughes, 91 

N.M. 399, 573 P.2d 1194 (1978) (the character of property as com-

munity or separate property is determined under the law of the state 

in which the couple is domiciled at the time of its acquisition); Karp 

v Karp, 109 App.Div. 2d 661, 486 N.Y.S.2d 249 (1st Dept 1985); 

Re Estate of Warburg, 38 Misc. 2d 997, 237 N.Y.S.2d 557 (1963); 

Re Estate of Kessler, 177 Ohio St 136, 29 Ohio Ops 2d 348, 203 

N.E.2d 221 (1964) (the character of community property, even per-

sonal property, does not change where the married couple owning it 

removes from a community property state to a common-law state; 

the converse is also true); Bosma v. Harder, 94 Or. 219, 185 P.741 

(1919); Parson v. United States, 460 F.2d 228 (5th Cir. 1972); Oliver 

v. Robertson, 41 Tex. 422 (1874); Re Gulstine's Estate, 166 Wash 

325, 6 P.2d 628 (1932); Devine v. Devine, 42 Wash.App. 740, 711 

P.2d 1034 (1985). 

 
c) Property Held in Trust 

 

The cases noted above, however, do not address property held in 

trust.  Should the community character of property owned by a trus-

tee of a trust domiciled in one state be dictated by the law of the state 

of the trust’s situs or that of its grantors or beneficiaries?  

 

(1) Generally 

 

The rules by which a state that should assume jurisdiction 

over various aspects of trust administration, construction, 

and the rights of beneficiaries, depend upon whether the trust 

corpus is real or personal property.  Generally, the intent of 

the grantor determines the jurisdiction for a trust holding 

personal property, while the sites of the real property is de-

terminative with respect to a trust on real property.  Issues of 

the administration of a trust holding personal property 

(whether tangible or intangible) are determined under the ju-

risdiction in which the trust is otherwise administered, which 

itself is determined on the basis of the intent of the grantor, 

as disclosed in the governing instrument.  Absent an express 

declaration in the instrument as to the place of administra-

tion, the grantor’s intent is usually assumed to be that the 

trustee shall administer the trust at the trustee’s principal 

place of business or domicile. A grantor who names two or 

more trustees who are domiciled in different states may man-

ifest an intention that the trust should be administered at the 

domicile or place of business of one of them.  Therefore, if 

the grantor names one or more trustees situated in Alaska or 
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Tennessee, as is required by the two state statutes, it may be 

assumed that the trust should be administered in the state of 

the trustee and that it should be supervised by the courts of 

that state. 

 

(2) Application of Choice of Law Rules to Alaska, South Da-

kota, and Tennessee Community Property Trusts 

 

 The requirements for an Alaska Community Property Trust, 

a South Dakota Special Spousal Trust, or a Tennessee Com-

munity Property Trust include the designation of at least one 

in-state trustee and refer repeatedly to the construction of the 

rights of the parties in the property under that state’s law.   

Under the general rule, therefore, the courts of the state in 

which the trusts are created should have jurisdiction over 

matters involving the administration of the trust even though 

they might lack jurisdiction over some or all of the benefi-

ciaries. See Mullane v. Central Hanover Bank & Trust Co., 

339 U.S. 306 (1950). 

 

(a) Personal Property 

 

(i) Situs for Construction 

 

 Questions relating to the construction of an 

inter vivos trust holding personal property 

and the rights of the various beneficiaries will 

be based on the law of the state designated in 

the instrument, or in the absence of such a 

designation, the law of the place of admin-

istration, if the issue relates to trust admin-

istration, or otherwise the jurisdiction that the 

grantor would probably have desired to ap-

ply.  Restatement (Second) Conflicts of Law 

§ 268.  A state need have no connection with 

the trust in order to use its law in construing 

the trust instrument, if the grantor has se-

lected that particular state’s law.  Hughes v. 

Comm’r, 104 F.2d 144 (9th Cir. 1939); Noble 

v. Rogan, 49 F. Supp. 370 (S.D.Cal.1943); 

Application of Eyre, 133 N.Y.S.2d 511 

(1954); Matter of Grant- Suttie, 205 Misc. 

940, 129 N.Y.S.2d 572 (1954); Matter of 

Carter, 13 Misc.2d 1040, 178 N.Y.S.2d 569 

(1958). 
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(ii) Situs for Validity  

 

A similar rule applies in determining the 

overall validity of a trust of personal prop-

erty.  The validity of the trust is determined 

under the law of the state designated by the 

grantor, as long as that state has a substantial 

relation to the trust and that the application of 

its law does not violate a strong public policy 

of the state with which the trust has its most 

significant relationship.  Restatement (Sec-

ond) Conflicts of Law § 270.  A state has a 

substantial relation to a trust if the grantor 

designates that the trust is to be administered 

there, or if any trustee has its principal place 

of business or domicile in that state when the 

trust is created, or if the trust is administered 

in that state, or if it is the domicile of the ben-

eficiaries.  

 

(b) Real Property 

 

(i) Generally 

 

As to trusts of interests in land, however, the 

law of the situs of the land becomes more im-

portant.  

 

(ii) Situs for Administration and Validity 

 

The administration and validity of a trust in 

land is determined according to the law of the 

state in which the land is situated, even if the 

trustees are situated elsewhere. Restatement 

(Second) Conflicts of Law § 276.  A court of 

a state other than that in which the property is 

situated may still exercise jurisdiction over 

the administration of the trust, if this does not 

unduly interfere with the control by the courts 

of the situs.  Fuller v. McKim, 187 Mich. 667, 

154 N.W. 55 (1915); Knox v. Jones, 47 N.Y. 

389 (1872); Matter of Osborn, 151 Misc. 52, 

270 N.Y.S. 616 (1934); In re Sandford's Will, 

81 N.Y.S.2d 377 (1948); In re Fagan's Es-

tate, 84 N.Y.S.2d 558 (1948); In re Piazza's 
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Estate, 130 N.Y.S.2d 244 (1954); In re Mas-

ter's Will, 136 N.Y.S.2d 907 (1954); In re 

Warburg's Estate, 237 N.Y.S.2d 557 (1963). 

 

(iii) Situs for Construction 

 

Issues of construction of the trust instrument, 

however, have not always been construed ac-

cording to the situs.  Some courts apply the 

law of the situs. Bowen v. Frank, 179 Ark. 

1004, 18 S.W.2d 1037 (1929); Veach v. 

Veach, 205 Ga. 185, 53 S.E.2d 98 (1949); 

Peet v. Peet, 229 Ill. 341, 82 N.E. 376 (1907); 

Scofield v. Hadden, 206 Iowa 597, 220 N.W. 

1 (1928); Thompson v. Penn, 149 Ky. 158, 

148 S.W. 33 (1912); In re Estate of Hencke, 

220 Minn. 414, 19 N.W.2d 718 (1945); Minot 

v. Minot, 17 App.Div. 521, 45 N.Y.S. 554 

(1st Dep't 1897); Matter of Good, 304 N.Y. 

110, 106 N.E.2d 36 (1952), aff'g 278 

App.Div. 806, 927, 104 N.Y.S.2d 804 (1st 

Dep't 1951), aff'g 278 App.Div. 806, 927, 

104 N.Y.S.2d 804 (1st Dep't 1951), aff'g 96 

N.Y.S.2d 798 (1950).  A few others have ap-

plied the law designated by the grantor in 

construing a trust on real estate.  Greenwood 

v. Page, 138 F.2d 921 (D.C.Cir.1943); 

Guerard v. Guerard, 73 Ga. 506 (1884); 

Brown v. Ramsey, 74 Ga. 210 (1884); Keith 

v. Eaton, 58 Kan. 732, 51 P. 271 (1897); 

Houghton v. Hughes, 108 Me. 233, 79 A. 909 

(1911); Martin v. Eslick, 229 Miss. 234, 90 

So.2d 635 (1956); Zombro v. Moffett, 329 

Mo. 137, 44 S.W.2d 149 (1931); Applegate v. 

Brown, 344 S.W.2d 13 (Mo. 1961); Cary v. 

Carman, 116 Misc. 463, 190 N.Y.S. 193 

(1921).  The law of the situs almost certainly 

controls issues of construction only in the ab-

sence of a designation in the instrument of the 

governing law.  

 

(iv) Enforceability in Domicile State 

 

Generally, the couple can select the law to 

govern particular property.  In Stein-Sapir v. 

Stein-Sapir, 382 N.Y.S.2d 799 (N.Y. App. 
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Div. 1976), for example, a couple domiciled 

in New York married in Mexico, and elected 

under Mexican law to have their future assets 

be held as community property.  They later 

divorced in New York and the New York 

court held that the community property elec-

tion was valid, and that the wife owned one-

half of the property earned by the husband. 

Restatement (Second) of Conflicts of Laws 

§ 258, cmt. (b) states that a couple can choose 

the law of a state other than their domicile to 

govern their property, and such a choice will 

apply unless it is “outweighed . . . by the in-

tensity of the interest of another state . . . in 

having its own rules applied.” 

 

(c) Caveat: Huber v. Huber 

 

Despite the rules set out in the Restatement (Second) 

Conflicts of Law and various cases, the courts some-

times look at things in a different manner.  In re Hu-

ber v. Huber, 493 B.R. 798 (Bankr. W.D. Wash. 

2013), a U.S. district court applied the law of the 

state in which the settlor and his creditors resided and 

refused to apply the law of the state under whose law 

a domestic asset protection trust was allegedly cre-

ated and permitted a trustee in bankruptcy to set aside 

transfers made to the trust as both actually and con-

structively fraudulent.  

 

(i) Facts 

 

Donald Huber was a real estate developer and 

manager and a lifelong resident of the state of 

Washington. When Donald realized that 

many of his real estate projects were about to 

fail and be foreclosed upon, that he would be-

come personally liable as guarantor on sev-

eral loans, and that he would be sued, he 

transferred substantially all of his assets to 

the Donald Huber Family Trust, an irrevoca-

ble trust, for his own benefit and that of his 

descendants and stepchildren.  

 

The trust was prepared by a Washington at-

torney, and the trust instrument stated that 
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Alaska law would apply. An Alaska corpora-

tion was the trustee.  

 

It was shown that Donald created the trust for 

both estate planning purposes and to protect 

at least part of his assets from the claims of 

his creditors.  

 

The trust was funded with interests in an 

Alaska limited liability company established 

for that purpose, and to which Donald had 

transferred substantially all of his assets. 

These assets were all situated in Washington, 

except for one $10,000 certificate of deposit 

that was situated in Alaska. 

 

Donald did not expressly retain the right to 

direct how or if distributions were made from 

the trust, but substantially all of his requests 

for distributions were granted and there was 

a record of only one refusal. The only party 

to review the requests was Donald's son, with 

whom he was in business. 

 

(ii) Bankruptcy 

 

Donald filed for Chapter 11 bankruptcy pro-

tection in 2011. The trustee in bankruptcy 

moved for summary judgment that the trans-

fers to the trust were void under applicable 

state law and should be set aside for purposes 

of the bankruptcy action. The trustee con-

tended that the trust should be invalidated un-

der Washington state law and federal bank-

ruptcy law, despite the trust instrument's own 

designation of itself as an Alaska trust.  

 

(iii) Held: Trust Controlled by Washington 

Law, Not Alaska Law 

 

(a) Generally 

 

 The bankruptcy judge (Judge Snyder) 

for the Western District of Washing-

ton granted a summary judgment to 

the trustee, finding that the trust did 
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not protect its assets from the claims 

of Donald’s creditors and should be 

set aside on three separate bases. 

 

(b) Conflict Between Two State Laws 

 

 The court held that the trust was not 

protected from the claims of the set-

tlor’s creditors by the provisions of 

Alaska law that expressly recognize 

the validity of self-settled asset pro-

tection trusts, but instead were invalid 

under the provisions of Washington 

state law that reject self-settled spend-

thrift trusts. Compare AS 

§ 34.40.110 and Rev. Codes of Wash. 

§ 19.36.020.  The court stated that the 

conflict between the laws of the two 

states must be settled under federal 

choice of law rules, rather than state 

choice of law rules.  Citing Lindsay v. 

Beneficial Reinsurance Co. (In re 

Lindsay), 59 F.3d 942, 948 (9th Cir. 

1995).   

 

(c) Ninth Circuit Applies Restatement 

(Second) Conflicts  

  

 The Ninth Circuit, to which the case 

would be appealed, applies the choice 

of law rules set forth in of the Restate-

ment (Second) of Conflict of Laws 

(1971), which states at section 270, 

that a provision in the instrument gov-

erning an inter vivos trust of personal 

property that declares the validity of 

the trust will be controlled by the law 

of a specific state, will be followed 

only if: 

 

● the state declared in the instru-

ment as controlling has a sub-

stantial relation to the trust, 

and  
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● the application of its local law 

does not violate a strong pub-

lic policy of the state with 

which as to the matter at issue 

the trust has its most signifi-

cant relationship.  Liberty 

Tool & Mfg. v. Vortex Fishing 

Sys., Inc. (In re Vortex Fish-

ing Sys., Inc.), 277 F.3d 1057, 

1069 (9th Cir. 2002). 

 

(d) Most Significant Relationship 

Comment 6 to this section of the Re-

statement (Second) of Conflict of 

Laws also states that the state with the 

most significant relationship is deter-

mined by the following factors:  

 

● the needs of the interstate and 

international systems;  

 

● the relevant policies of the fo-

rum; 

 

● the relevant policies of other 

interested states and the rela-

tive interests of those states in 

the determination of the par-

ticular issue;  

 

● the protection of justified ex-

pectations;  

 

● the basic policies underlying 

the particular field of law;  

 

● certainty, predictability and 

uniformity of result; and  

 

● ease in the determination and 

application of the law to be 

applied.   
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(e) Substantial State Relation to the 

Trust 

 

The comment also provides that a 

state has a substantial relation to a 

trust if 

 

● The settlor designated it as the 

state in which the trust is to be 

administered; 

 

● It is the trustee’s place of busi-

ness or domicile at the time of 

the trust’s creation; 

 

● It is the trust assets’ location 

at the time of the trust’s crea-

tion; 

 

● It is the settlor’s domicile at 

the time of the trust’s creation; 

or 

 

● It is the beneficiaries’ domi-

cile at the time of the trust’s 

creation.  

 

The court stated that Alaska law 

would apply only if Alaska had a sub-

stantial relation to the trust.  Restate-

ment (Second) of Conflict of Laws 

§ 270, cmt. b (1971).   

 

(f) Searching for a Substantial Rela-

tionship 

 

When Donald created his trust, nei-

ther he nor the beneficiaries were 

domiciled in Alaska and the trust as-

sets were not located in Alaska. The 

trust's only connection with Alaska 

was the location of the trustee and the 

administration of the trust in Alaska. 
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 On the other hand, at that time, Don-

ald and the trust beneficiaries all re-

sided in Washington, the trust assets 

(other than a certificate of deposit) 

were transferred from Washington, 

Donald's creditors were located in 

Washington, and the drafting attorney 

was located in Washington. When the 

trust was created, therefore, Alaska 

had only a minimal relation to the 

trust, but Washington had a substan-

tial relation to the trust. 

 

(g) Strong Washington Public Policy 

 

Washington, however, had a strong 

public policy against self-settled asset 

protection trusts; its statutes declare 

them void against both existing and 

future creditors.  Revenue Codes of 

Wash., § 19.36.020; Carroll v. Car-

roll, 18 Wash. 2d 171, 175, 138 P.2d 

653 (1943); Rigby v. Mastro (In re 

Mastro), 465 B.R. 576, 611 (Bankr. 

W.D. Wash. 2011).  Therefore, as the 

trust was a self-settled trust, Donald's 

transfers of assets into the trust were 

void, and the trustee was entitled to 

summary judgment voiding the trans-

fers. 

 

(h) Fraudulent Transfer 

 

 The court also held that the transfers 

to the trust were fraudulent under 

Section 548(e)(1) of the Bankruptcy 

Code.  

 

(3) Analysis 

 

The strongest argument appears to be that the situs of a trust 

determines the nature of the property interests it acquires, 

and where statutory rules are imposed to determine this char-

acter, particularly with respect to community property, 

which is itself solely statutory, this rule seems stronger. 
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d) Application of Community Property Basis Rules  

 

The major tax advantage of creating an Alaska, South Dakota, or 

Tennessee community property trust is to enable residents of non-

community property states to take advantage of Section 1014(b)(6), 

which states that, upon the death of either spouse, the basis of the 

entire community property asset (and not just one-half of the asset) 

becomes equal to the estate tax value of the asset.  Section 

1014(b)(6) does not distinguish between property that is held as 

community property under automatic (opt out) state laws or under 

elective (opt in) state laws.  Furthermore, significant authority 

strongly suggests that community property under an (opt in) law, 

such as that adopted in Alaska, South Dakota, or Tennessee, would 

be eligible for the basis adjustment at death under Section 

1014(b)(6), as long as the state statute created property rights that 

are generally the same as those created by other state community 

property laws. 

 

(1) Poe v. Seaborne 

 

In Poe v. Seaborne, 282 U.S. 101 (1930), the Supreme Court 

held that income from community property might, or might 

not, be taxable in equal shares to the two spouses.  The Court 

stated that, where community property law created a vested 

interest in each spouse, each spouse received one-half of the 

income from the community property for federal income tax 

purposes.  The Court distinguished the community property 

laws of Washington, Arizona, and Texas, in which the law 

vested an equal interest in each spouse with respect to all 

community property, from the law of California, which gave 

each spouse a mere expectancy in the income from commu-

nity property.  Therefore, in California, community property 

did not result in a valid assignment of income, but in the 

other three states, it did.  

 

(2) Harmon 

 

In Comm’r v. Harmon, 323 U.S. 44 (1944), the U.S. Su-

preme Court held that the taxpayers in an opt-in community 

property state could not split their community property in-

come for U.S. income tax purposes.  The case arose out of 

Oklahoma, which in 1939 enacted a community property 

system that applied only if married Oklahoma residents 

opted into the system.  32 Ok. Stat. of 1941 §§ 51 et seq.  The 

Harmons opted into the community property system, and 
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then each reported one-half of the community property in-

come for federal income tax purposes.  

 

(a) Supreme Court Recognizes Two Styles of Com-

munity Property 

 

The Court stated that community property systems 

 

are of two sorts--consensual and le-

gal.  A consensual community arises 

out of contract.  It does not signifi-

cantly differ in origin or nature from 

such a status as was in question in Lu-

cas v. Earl, where by contract future 

income of the spouses was to vest in 

them as joint tenants.  In Poe v. Sea-

born, supra., the court was not deal-

ing with a consensual community but 

one made an incident of marriage by 

the inveterate policy of the State.  

 

323 U.S. 44, at 46 (1944). 

 

(b) Opt-In Community Property Cannot Assign Inci-

dence of Income Tax 

 

The Court held that the Oklahoma community prop-

erty "does not significantly differ in origin or nature 

from such a status as was in question in Lucas v. 

Earl, where by contract future income of the spouses 

was to vest in them as joint tenants."  323 U.S. 44, at 

46 (1944).”  The Court noted that, under Lucas v. 

Earl, 281 U.S. 111 (1930), the spouses could not use 

community property to split income, under the antic-

ipatory assignment of income doctrine.   

 

(c) Analysis of Harmon 

 

(i) One View 

 

 Some commentators focus on this holding to 

conclude that the modern opt-in community 

property cannot qualify for the basis adjust-

ment under Section 1014(b)(6).  D. Westfall 

& G. P. Mair, Estate Planning Law & Taxa-

tion, § 4.01(1) (4th ed. 2001 & Supp. 2017) 
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(arguing that an elective community property 

system such as adopted by Alaska will not be 

effective under Harmon); and Roberts, A 

Cautionary Tale -- Community Property 

Trusts, 47 Tenn. Bar J. 24 (July 2011). 

 

(ii) A Better View 

 

 The Court in Harmon stated that it assumed 

“that, once established, the community prop-

erty status of Oklahoma spouses is at least 

equal to that of man and wife in any commu-

nity property State . . . ." 323 U.S. 44, at 47 

(1944).  Thus, the Court recognized that the 

property was community property, but deter-

mined that the spouse who earned Oklahoma 

consensual community property income must 

report it under the assignment of income doc-

trine.  Cf. United States v. Robbins, 269 U.S. 

315 (1926) (couple's income was community 

property, but wife could not report any part 

of it for federal income tax purposes because 

her interest had not vested).  In discussing the 

history of the case, the Court stated: 

 

[The lower courts] overruled 

the [Commissioner's] conten-

tion that, as the [Oklahoma] 

statute permits voluntary ac-

tion which effects a transfer of 

rights of the husband and 

wife, the case is governed by 

Lucas v. Earl and other deci-

sions of like import. We hold 

that the [Commissioner's] 

view is the right one. 

 

323 U.S. 44, at 45-46 (1944). 

 

Harmon, therefore, actually says that consen-

sual or opt-in community property is commu-

nity property under the community property 

laws of a state, and therefore, Section 

1014(b)(6) should determine the basis of the 

surviving spouse's one-half interest.  Harmon 
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predates Section 1014(b)(6), however, and 

thus may not be controlling. 

 

(d) Justice Douglas’ Dissent 

 

Justice Douglas (joined by Justice Black) dissented 

in Harmon, noting that  

 

One dubious decision does not of 

course justify another. But if Texas 

can reduce the husband's income tax 

by creating in his wife a ‘vested’ in-

terest in half his salary and other in-

come, I fail to see why its neighbor, 

Oklahoma, may not do the same 

thing. The Court now concedes that 

once established, the community 

property status of Oklahoma spouses 

is at least equal to that of man and 

wife in any community property state. 

How then can Oklahoma be denied 

the same privilege which other com-

munity property states enjoy?  

 

* * * 

 

 But it is said that the filing of 

a written election under the Okla-

homa statute is an ‘anticipatory ar-

rangement’ for the disposition of in-

come under the rule of Lucas v. Earl; 

that a ‘consensual’ community will 

not be recognized for federal income 

tax purposes but that a ‘legal’ com-

munity will. As the Tax Court, how-

ever, pointed out (1 T.C. 40, 49) such 

a distinction will not stand scrutiny. 

Community property created by mar-

riage is the effect of a contract. [foot-

note omitted] It is the result of a con-

sensual act. The same is true where 

husband and wife agree to leave Ok-

lahoma and establish their domicile 

in Texas so as to gain the advantages 

of a community property system. I can 

see no difference in substance 
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whether the state puts its community 

property system in effect by one kind 

of contract or another. One is as 

much ‘legal’ as another. The agree-

ment to marry or the agreement to 

move from Oklahoma to Texas is as 

‘consensual’ as the act of filing a 

written election under the Oklahoma 

statute.   

 

323 U.S. 44, at 51-53. 

 

The dissent also stated that maintaining any mean-

ingful distinction between consensual community 

property under a mandatory community property 

system and consensual community property under a 

consensual community property system may be im-

practicable. 

 

(3) McCollum 

 

 A lower court decision in McCollum v. United States, 1958 

WL 10206 (N.D. Okla. 1958), is also instructive. The couple 

in McCollum elected to treat their assets as community prop-

erty under Oklahoma’s opt-in statute.  In 1945, after Har-

mon, Oklahoma adopted a mandatory community property 

regime, under which all property that a husband and wife ac-

quired after enactment of the 1945 law would be community 

property.  See Kane v. Comm’r, 11 T.C. 74 (1948) (provid-

ing a brief history of Oklahoma's experiment with commu-

nity property).  The 1945 law also declared that assets des-

ignated by couples as community property under its 1939 

opt-in law were community property.  Mr. McCollum died 

after the predecessor to Section 1014(b)(6) became effec-

tive.  His wife succeeded to his community property interest 

in a particular piece of land they acquired after electing the 

Oklahoma community property regime.  Mrs. McCollum 

took the position that the basis of her one-half interest in the 

property changed upon his death under the predecessor to 

Section 1014(b)(6).  

 

The U.S. District Court agreed that the predecessor to Sec-

tion 1014(b)(6) applied.  While Oklahoma had a mandatory 

community property system when Mr. McCollum died, he 

had acquired the property when it still had an opt-in system.   
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(4) Angerhofer   

 

Angerhofer v. Comm’r, 87 T.C. 814 (1984) provides a slight 

twist on the classification of community property.  The case 

involved several married couples, all of whom were German 

citizens and domiciliaries.  All of the husbands were em-

ployed by IBM or a related corporation.  All of the couples 

held property under one of three community property sys-

tems available in Germany at that time.  The husbands 

claimed that they were taxable in the U.S. on only one-half 

of their community property income.   

 

(a) German Law Had Three Choices for Marital Re-

gime 

 

 German law provided for three alternative marital re-

gimes: gutertrennung, gutergemeinschaft, and 

zugewinngemeinschaft. The first two were elective; 

in the absence of a proper election under one of the 

first two regimes, the third, zugewinngemeinschaft, 

also known as the statutory marital regime, automat-

ically applied.  None of the taxpayers elected into ei-

ther of the first two regimes. 

 

Gutertrennung.  Under gutertrennung, absent a con-

trary marriage contract, each spouse acquires and 

maintains his or her own separate property, with no 

ownership interest in property acquired by the other 

spouse. A spouse may freely manage his or her in-

come or property without restriction. 

 

Gutergemeinschaft.  Under gutergemeinschaft, there 

is a joint pot of marital property, known as the 

gesamtgut, which both spouses own equally. The 

management of the gesamtgut is therefore subject to 

restrictions intended to assure the protection of each 

spouse's share of the marital property.  Also, under 

gutergemeinschaft, the property of the husband and 

the property of the wife become the joint (common) 

property of both spouses.  Property which comes into 

the ownership of either spouse during the application 

of this regime is common property.  Property owned 

by either spouse before the marriage can remain sep-

arate property, along with its appreciation. The com-

mon property is managed by both spouses jointly, in 

the absence of an agreement providing otherwise.  
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Upon termination of the marriage, the common prop-

erty is divided equally between the spouses.  If the 

marriage terminates at death, the share of the de-

ceased spouse in the common property belongs to his 

or her estate and thus passes to his or her beneficiar-

ies or legal heirs.   

 

Zugewinnegemeinschaft.  Under zugewin-

ngemeinschaft, there was ownership and mainte-

nance of separate property by husband and wife, with 

an “equalization of gains” upon termination of the 

marriage.  Equalization occurs in different ways, de-

pending on whether the marriage terminates by death 

or during life. Where the marriage ends by divorce, 

each spouse's share of the gain is calculated and the 

two figures are compared. The difference is divided 

in half and this amount becomes a monetary claim of 

the spouse with the smaller share.  Gifts or inher-

itances received by a spouse during the marriage are 

included in his or her beginning property. Where a 

spouse's beginning property has appreciated during 

the marriage, the appreciation is included in accrued 

gains; however, there is an adjustment to account for 

inflationary gains. The procedure for partitioning the 

“community of accrued gains” is thus one of valua-

tion, computation, and payment of a monetary 

amount to the spouse with the smaller zugewinn.  

 

(b) Tax Court Held that Zugewinngemeinschaft Was 

Not Community Property. 

 

The Tax Court explained that  Community property, 

as understood in the United States, involved  protec-

tion of the interest of each spouse (1) by legally as-

suring its testamentary disposition or its passage to 

the decedent's issue rather than to the surviving 

spouse, and (2) by limiting the managing spouse's 

powers of management and control so that detriment 

to the nonmanaging spouse from fraud or misman-

agement will be minimized.  See Westerdahl v. 

Comm’r, 82 T.C. 83, 91 (1984).  The court stated 

that: 

 

In reviewing the statutes of the eight 

American community property States, 
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we are aware of the presence or lack 

of presence of rules that— 

 (1) Make the community prop-

erty liable for the managing spouse's 

separate torts; 

 (2) Prevent the nonmanaging 

spouse from obligating by contract 

the community property; 

 (3) Require, except in extraor-

dinary circumstances, equal division 

of the community property upon its 

partition at divorce; 

 (4) Allow the managing 

spouse to discharge his separate 

debts from community; and 

 (5) Require the managing 

spouse to make an accounting of all 

community property, including 

wages, when partitioned at the time of 

divorce. 

 

No one factor is determinative of the 

issue at hand.   

 

87 T.C. 814 at 826. 

 

 While zugewinngemeinschaft was similar to Ameri-

can community property law with respect to re-

strictions on management, liability of the prop-

erty for debts and torts of each spouse, and division 

of the property upon lifetime termination of the mar-

riage or marital regime, it lacked the essential auto-

matic passage of a decedent-spouse's share of the 

community property (or, in this case, equalization 

claim) to his or her heirs at death.  The spouses' ina-

bility to transfer or oblige their equalization claims 

showed that those claims are not present vested in-

terests. To be recognized as community property, the 

court held, a state’s law must assure its testamentary 

disposition or its passage to the decedent's issue ra-

ther than to the surviving spouse and limit the man-

aging spouse's powers of management and control so 

that detriment to the nonmanaging spouse from fraud 

or mismanagement will be minimized. 
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(5) Santiago 

 

In Santiago v. Comm’r, 61 T.C. 53 (1973), aff’d per curiam, 

510 F.2d 223 (D.C. Cir. 1975), the taxpayer was a U.S. citi-

zen employed by the U.S. Air Force in Spain as a civilian.  

The taxpayer was a resident of Spain and married to a Span-

ish citizen who had no United States residence.  The mar-

riage ceremony took place outside Spain.  Under Spanish 

community property law, the court held, the community 

property rules did not apply to couples like the taxpayers.  

Thus, none of the husband’s earnings belonged to the wife 

under Spanish law.   

 

The important feature of Santiago is one statement by the 

court, that: 

 

Petitioner was a citizen of the United States 

and not of Spain, and there is, of course, no 

Federal community property law in this 

country (nor is there any in New York State, 

where petitioner was born and with which he 

appears to have been more closely identified 

than with any other State).  (emphasis sup-

plied) 

 

61 T.C. at 59.  Therefore, when analyzing the nature of the 

property interests of a decedent and a surviving spouse must 

focus on the law of the state that governs that property, rather 

than on any federal definition of community property.  (It is 

hard to reconcile this with the analysis in Angerhofer, which 

appeared to turn on just such a federal notion of what consti-

tutes community property.) 

 

(6) Rev. Rul. 77-359 

 

 Rev. Rul. 77-359, 1977-2 C.B. 24 also supports the notion 

that the basis of opt-in community property should be deter-

mined under Section 1014(b)(6).    In Rev. Rul. 77-359, Hus-

band and Wife were residents of Washington state.  In 1975, 

the taxpayers agreed in writing that all presently-owned sep-

arate property and all thereafter acquired property would be 

community property. 

 

(a) Conversion of Property Recognized 
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 The Service stated that such an agreement changes 

the status of presently owned separate property and 

subsequently acquired separate property into com-

munity property under applicable state law, and 

should, therefore, be respected for federal tax pur-

poses. 

 

(b) State Law Allows Contractual Creation of Com-

munity Property 

 

 The Service noted that the Washington Supreme 

Court had held that a written agreement between 

spouses that property then-owned and thereafter ac-

quired would be community property was legally ef-

fective under applicable state law.  Volz v. Zang, 113 

Wash. 378, 194 P. 409 (1920).  The court held that 

the agreement was a valid contract and operated con-

verted separate real property into community prop-

erty, because state law gave spouses the right to deal 

in every possible manner with their property, and that 

the couple could change the status of separate prop-

erty to community property.  See also Estate of Shea, 

60 Wash. 2d 810, 376 P.2d 147 (1962); Neeley v. 

Lockton, 63 Wash. 2d 929, 389 P.2d 909 (1964); Es-

tate of Verbeek, 2 Wash. App. 144, 467 P.2d 178 

(1970); and Merriman v. Curl, 8 Wash. App. 894, 

509 F.2d 765 (1973). 

 

To the extent that the agreement affects the income 

from separate property and not the separate property 

itself, the Service stated that it would not permit the 

spouses to split that income for Federal income tax 

purposes where they file separate income tax returns. 

Citing Comm’r v. Harmon, supra.  Thus, the IRS 

stated that the property was community property, but 

that it did not split income because it was created by 

an election.  The clear implication is that property 

that becomes community by election may still be 

community property, even if it does not, under Har-

mon, shift the incidence of taxable income.  
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(7) PLR 199917025 

 

 See also PLR 199917025, in which separate property that 

was converted into community property by an agreement be-

tween the spouses, which agreement was enforceable under 

applicable state law, became community property for tax 

purposes.  See, also Randall, Estate Planning and Commu-

nity Property, 28 Idaho L. Rev. 807, 815 (1991/1992); Ras-

mussen, Divorce Provisions in Opt-In Marital Property 

Agreements, 67 Wis. Law. 15 (April 1994); Smith, The 

Unique Agreements: Premarital and Marital Agreements, 

Their Impact Upon Estate Planning, and Proposed Solutions 

to Problems Arising at Death, 28 Idaho L. Rev. 833, 873-74 

(1991/1992); Treacy, Jr., Planning to Preserve the Ad-

vantages of Community Property, 23 Est. Plan. 24, 26, 29 

(1996). 

 

(8) Rev. Rul. 66-283 

 

In Rev. Rul. 66-283, 1966-1966-2 C.B. 297, California gran-

tors transferred community property to a California revoca-

ble trust.  Each spouse reserved a lifetime income interest in 

his or her share of the trust, and upon the death of one of the 

spouses, one-half of the value of the community interest in 

the property held in the trust was includible in his or her 

gross estate under Sections 2033, 2036(a)(1), and 

2038(a)(1).  The trust included language that any community 

property transferred to the trust would retain its status as 

community property, even though owned by the trustees. 

The IRS concluded that the property representing the surviv-

ing spouse's one-half interest in the community property 

held in the revocable trust was deemed to have passed from 

the decedent and its basis would be determined in accord-

ance with the provisions of Section 1014(a), so that both 

halves of the community property received a basis adjust-

ment at the first spouse’s death.  See similar conclusions in 

PLRs 201852009, 2018500001, 6603075360A, 

6601074700A.   

 

(9) DING Rulings 

 

 Several rulings that involved non-grantor trusts created to 

shift the incidence of state income taxes from the grantor to 

the trust and its beneficiaries, also involved taxpayers who 

resided in a community property state.  In these rulings, the 
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trust had a situs in another state, and provided that all trans-

ferred property to the trust is community property or is being 

transmuted into community property.  Upon the death of 

each grantor, his or her respective interest in the trust will be 

includible in his or her respective gross estate for federal es-

tate tax purposes.  The IRS concluded that the basis of all 

community property in the trust on the date of death of the 

first grantor will receive an adjustment in basis to the fair 

market value of such property at the date of death of the first 

grantor to die. See PLRs 201850001 – 201850006, 

201852009, and 201852018. 

 

(10) The Specific Language of Section 1014(b)(6)  

 

 Section 1014(b)(6) requires that the property be community 

property under the laws of any State (or possession or for-

eign country).  If nonresident married persons transfer prop-

erty to an Alaska, South Dakota, or Tennessee Community 

Property Trust, and there are sufficient contacts of the prop-

erty with the trust such that that state’s law should control, 

the property should be community property under the law of 

that state, and so should literally fall under the basis adjust-

ment rules of Section 1014(b)(6). 
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(11) Caveat: Alaska vs. All the Others 

 

The Alaska Community Property Act closely mirrors the 

Uniform Marital Property Act, which Wisconsin adopted 

and which the IRS has ruled creates valid community prop-

erty. Rev. Rul. 87-13, 1987-1 CB 20.  The only significant 

difference is that the Alaska rules are opt in, rather than de-

fault.  In particular, the Uniform Marital Property Act details 

the rights of the parties to manage and control the property 

and to dispose of it at death.  South Dakota’s community 

property statute merely states that assets in a South Dakota 

Special Spousal Trust are community property.  It does not 

address management, control, or disposition at death. Ten-

nessee’s statute addresses dispositions at death and some is-

sues of rights during lifetime, but it does not address man-

agement and control.  These distinctions between the Ten-

nessee and South Dakota statutes and both the common law 

rules and the Uniform Marital Property Act may give the IRS 

a basis for denying a basis adjustment for the entire property 

held in such state community property trusts.   

 

6. Drafting and Planning 

 

a) Generally 

 

 The Alaska, South Dakota, and Tennessee community property 

trusts have not been tested in any court opinion, but as discussed 

above, at least the Alaska trusts should work well under the existing 

law, and the South Dakota and Tennessee trusts have a good argu-

ment for working well under existing law. 

 

b) Situs Issues 

 

All three states make it quite easy for a trust to adopt those states as 

the relevant situs, but the importance of assuring that the chosen 

state’s laws apply suggests that practitioners should urge their cli-

ents to do more than the minimum required to create an Alaska, 

South Dakota, or Tennessee community property trust.  In particu-

lar, it is suggested that taxpayers do the following: 

 

● Give the situs (Alaska, South Dakota, or Tennessee) trustee 

actual possession and control over the trust assets, rather 

than over a portion of the trust assets.  If securities are held 

in certificate form, the trustee should hold the certificate.  

Otherwise, the brokerage account should be opened with a 

brokerage that has an office in the situs state.  Tangible assets 
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should be held in the situs state or held by an LLC or corpo-

ration created under the laws of the situs state. 

 

● The situs trustee should have all duties with respect to man-

agement and administration of the trust assets.  Distribution 

authority may be held by a co-trustee. 

 

● The governing instrument should not only declare that the 

situs law applies but should prevent the trustee from chang-

ing the trust’s situs until the first spouse has died. 

 

c) Integrating the Community Property Trust into the Estate Plan 

 

 The easiest way to integrate the community property trust into the 

parties’ estate plan is to provide that, when the first spouse dies or, 

if earlier, the §share to the husband’s separate revocable trust (or, if 

there is none, to the husband or the personal representative of his 

estate), and one share to the wife’s separate revocable trust (or to her 

or the personal representative of her estate).  See Zaritsky, Tax Plan-

ning for Family Wealth Transfers at Death, ¶¶ 4.08[11] and 4.08[12] 

(Thomson-Reuters/WG&L, 2014, Supp. 2018-2), for sample forms 

for Alaska, Tennessee, and South Dakota community property 

trusts. 

 

d) Notes on the Uniform Disposition of Community Property 

Rights at Death Act (UDCPRDA) and the Basis Adjustment 

Rules 

 

(1) General Overview 

 

 The Uniform Disposition of Community Property Rights at 

Death Act (“UDCPRDA”) was drafted by the National Con-

ference of Commissioners of Uniform State Law in 1971 and 

sent to the American Bar Association, who approved it on 

February 7, 1972.   

 

 Sixteen non-community property states have adopted the 

statute.  AS §§ 13-41-5 et seq.;  Ark. Code Ann. §§ 28-12-

101 et seq.; Conn. Gen. Stat. §§ 45-298a et seq.;  Fl. Stat. §§ 

732.216 et seq.; HRS §§ 510-23 et seq.; KRS §§ 391.210 et 

seq.; MCLS Ch. 557, §§ 261 et seq.; Minn. Stat §§ 591A.01 

et seq.; MCA §§72-9-107 et seq., N.C Gen. Stat. § 31C-1 et 

seq., NY CLS EPTL, Art. 6, §§ 6.1 et seq.; ORS §§ 112.705 

et seq.; Utah Code Ann. § 75-2b-101 et seq.; Va. Code Ann. 

§§ 64.2-315 et seq.; and Wyo. Stat. §§ 2-7-720 et seq. 
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(2) NCCUSL’s Explanation of the Proposed Statute 

 

 In most cases when uniform laws are promulgated, there are 

prefatory notes, which generally gives the purpose and intent 

of the proposed law.  UDCPRDA is no exception; its prefa-

tory note states as follows: 

 

 Frequently spouses, who have been domi-

ciled in a jurisdiction which has a type of 

community property regime, move to a juris-

diction which has no such system of marital 

rights. As a matter of policy, and probably as 

a matter of constitutional law, the move 

should not be deemed (in and of itself) to de-

prive the spouses of any preexisting property 

rights. A common law state may, of course, 

prescribe the dispositive rights of its domicil-

iaries both as to personal property and real 

property located in the state. California’s de-

velopment of its “quasicommunity property” 

laws illustrates the distinction. 

 

 The common law states, as contrasted 

to California, have not developed a statutory 

pattern for disposition of estates consisting of 

both separate property of spouses and prop-

erty which was community property (or de-

rived from community property) in which 

both spouses have an interest. In these states 

there have been relatively few reported cases 

(although the number has been increasing in 

recent years); the decisions to date show no 

consistent pattern and the increasing im-

portance of the questions posed suggests the 

desirability of uniform legislation to mini-

mize potential litigation and to facilitate the 

planning of estates.  

 

 This Act has a very limited scope. If 

enacted by a common law state, it will only 

define the dispositive rights, at death, of a 

married person as to his interests at death in 

property “subject to the Act” and is limited 

to real property, located in the enacting state, 

and personal property of a person domiciled 

in the enacting state. The purpose of the Act 
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is to preserve the rights of each spouse in 

property which was community property 

prior to change of domicile, as well as in 

property substituted therefor where the 

spouses have not indicated an intention to 

sever or alter their “community” rights. It 

thus follows the typical pattern of community 

property which permits the deceased spouse 

to dispose of “his half” of the community 

property, while confirming the title of the sur-

viving spouse in “her half.”  

 

 It is intended to have no effect on the 

rights of creditors who became such before 

the death of a spouse; neither does it affect 

the rights of spouses or other persons prior 

to the death of a spouse. While problems may 

arise prior to the death of a spouse they are 

believed to be of relatively less importance 

than the delineation of dispositive rights (and 

the correlative effect on planning of estates). 

The prescription of uniform treatment in 

other contexts poses somewhat greater diffi-

culties; thus this act is designed solely to 

cover dispositive rights at death, as an initial 

step. 

 

 The key operative section of the Act is 

Section 3 which sets forth the dispositive 

rights in that property defined in Section 1, 

which is subject to the Act. Section 2 follows 

Section 1’s definition of covered property 

and is designed to provide aid, through a lim-

ited number of rebuttable presumptions in 

determining whether property is subject to 

the Act. 

 

 No negative implications were in-

tended to be raised by lack of inclusion of 

other presumptions in Section 2; areas not 

covered were simply left to the normal pro-

cess of ascertainment of rights in property.  

 

 The first three sections form the heart 

of the Act; the succeeding sections might al-

most be described as precatory and have 
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been added to clarify situations which would 

probably follow from the first three sections 

but which might raise questions. Thus, Sec-

tion 8 makes it clear that nothing in the Act 

prevents the spouses from severing any inter-

est in community property or creating any 

other form of ownership of property during 

their joint lives; and, such action on their 

part will effectively remove any property 

from classification as property subject to this 

Act. Similarly, Section 9 makes it clear that 

the Act confers no rights upon a spouse 

where, by virtue of the property interests ex-

isting during the joint lives of the spouses, 

that spouse had no right to dispose of such 

property at death. By way of illustration, in 

at least one community property jurisdiction, 

the wife has no right to dispose of any part of 

the community property if she predeceases 

her husband. If the law of that jurisdiction is 

construed so as to treat this as a rule of prop-

erty, then the move to the common law state 

should not alter the “property interest” of the 

spouses by conferring a right on the wife 

which she did not previously possess. On the 

other hand, if the provision is treated as 

simply establishing a pattern of dispositive 

rights on death of a wife who predeceases her 

husband, rather than a property right, the 

common law state of new domicile could pre-

scribe an alternative pattern of dispositive 

rights. The Act does not resolve this question; 

rather it simply makes clear that it does not 

affect existing “property rights,” leaving to 

the courts the interpretation of the effect of 

the community property state’s law.  

 

(a) Observations on NCCUSL’s Comments 

 

In reviewing the prefatory note, it is interesting that 

nowhere does it mention that a purpose of this provi-

sion had anything to do with income taxes, tax basis 

or any similar provision.  Rather, the purpose of this 

law was to provide upon the death of the first spouse 

to die of a couple who once lived in a community 
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property state and owned community property, as-

suming that the couple did nothing to affirmatively 

destroy any property rights that they may have had in 

their “community property”, that the surviving 

spouse will have certain community property 

“rights” with respect to such property.  What is more 

interesting is that the uniform law does not state that 

the property continues to be community property (the 

act is silent), rather the uniform act focuses on the 

surviving spouse’s “rights” in the property.  The goal 

of the statute is to provide certain rights to the sur-

viving spouse in the property that such would be akin 

to what the survivor would have received had the 

property been community property.  Thus, the sub-

tlety of the statute is the focus on the survivor’s 

rights, and not defining the property as “community 

property” or some other type of property. 

  

(b) States Implementing UDCPRDA 

 

 There are sixteen common law states that have 

adopted UDCPRDA.   Interestingly, even though 

Alaska has the Community Property Trust act, they 

have also kept their version of UDCPRDA.  With re-

spect to opt-in community property states, keeping 

the UDCPRDA would be relevant for those who 

choose not to opt into the community property sys-

tem. 

 

(3) Does the Survivor’s Interest in Property Covered Under 

UDCPRDA obtain a Date of Death Basis Adjustment Un-

der Section 1014(b)(6)? 

 

(a) Careful Reading of Section1014(b)(6) 

 

Section 1014(b)(6) states: 

 

   (6) In the case of decedents dying 

after December 31, 1947, property 

which represents the surviving 

spouse’s one-half share of community 

property held by the decedent and the 

surviving spouse under the community 

property laws of any State, or posses-

sion of the United States or any foreign 

country, if at least one-half of the 
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whole of the community interest in such 

property was includible in determining 

the value of the decedent’s gross estate 

under chapter 11 of subtitle B (section 

2001 and following, relating to estate 

tax) or section 811 of the Internal Rev-

enue Code of 1939 …  

 

(b) Analysis of Section 1014(b)(6) 

 

This statue applies only to “community property held 

by the decedent and the surviving spouse under the 

community property laws of any State, or possession 

of the United States or any foreign country.”   

 

The question then becomes, if a decedent dies a res-

ident of a non-community property state, can that de-

cedent own “community property”?  This situation 

arises where a couple live in a community property 

state, acquire community property assets, move to a 

non-community property state and one spouse dies 

while a resident of the non-community property 

state. 

 

The key question is whether the state in which the 

decedent spouse was a resident at the time of death 

recognized the property as “community property” at 

the time of the decedent’s death.  One could initially 

say that those states that adopted UDCPRDA appear 

to categorize property as community property, but 

this is not necessarily the case.   

 

The title to the statute gives the reader a key to this.  

The statute is called the Uniform Disposition of 

Community Property Rights at Death Act (emphasis 

supplied). The statute is not a uniform statute on the 

disposition of community property; it is a statute that 

is designed to address community property rights.   

Nowhere in the statute does it say that the property is 

community property, it simply provides certain pre-

sumptions, how the property will be distributed at 

death, how title is perfected by the surviving spouse 

and the decedent’s fiduciary, heirs, or devisee, how 

to deal with purchasers for value and creditors and 

certain other aspects and rights with respect to the 
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property that was once community property when the 

decedent lived in a community property state. 

 

 

VI. THE GRANTOR RETAINED INTEREST STEP-UP TRUST (“GRISUT”) 

 

A. Generally 

 

 In an article in Journal of Taxation, Austin W. Bramwell, Brad Dillon, and Leah 

Socash described a series of ingenious trusts that seek to adjust the traditional qual-

ified personal residence trust (QPRT), grantor retained annuity trust (GRAT), or 

grantor retained unitrust (GRUT), in order to assure that there is a basis adjustment 

for the trust assets when the first spouse dies, regardless of which spouse dies first 

or how title to the property is held before it is transferred to the trust.  Austin W. 

Bramwell, Brad Dillon, and Leah Socash, The New Estate Planning Lexicon: 

Sugrits and Other Grantor-Retained Interest Step-Up Trusts, 123 J. Tax’n 196 

(Nov. 2015).  The following is an explanation of these techniques.7 

 

 

B. The Step-Up Personal Residence Trust (“SUPRT”) 

 

1. Generally 

 

 Clients who have an appreciated personal residence and who no longer need 

significant estate tax savings can modify the traditional qualified personal 

residence trust to provide a basis step-up for the residence at the death of 

whichever spouse dies first.  This basis step-up would not be available 

merely by holding the property as joint tenants, tenants in common, or ten-

ants by the entirety.  IRC § 2040. 

 

2. Structure of the SUPRT 

 

A SUPRT is a qualified personal residence trust (QPRT) created by one 

spouse (the donor-spouse), that provides a reserved use period that contin-

ues until the death of the first to die of the donor-spouse and the other spouse 

(the donee-spouse).  If the donor-spouse dies first, the trust assets pass to 

the donee-spouse or his or her estate.  If the donee-spouse dies first, his or 

her will or revocable trust disposes of the assets of the trust.  It is presumed 

that the donee-spouse leaves these assets to or in trust for the donor-spouse, 

though there should be no clear prearrangement for a retransfer.  For more 

on the rules for an ordinary QPRT, see R. Aucutt & H. Zaritsky, Structuring 

Estate Freezes After Chapter 14, ¶ 3.04, ¶ 10.05 (Thomson Reuters/Tax & 

Accounting, 2d ed.1997 & Supp. 2018-2); H. Zaritsky, Tax Planning for 

 
7 Any errors are solely our responsibility.  Messrs. Bramwell and Dillon and Ms. Socash share 

none of the responsibility for our mistakes.  Their work was excellent.  Ours is yet to be judged. 
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Family Wealth Transfers During Life, ¶ 10.09 (Thomson Reuters/Tax & 

Accounting, 5th ed. 2013 & Supp. 2018-3). 

 

3. Tax Results of the SUPRT 

 

a) Residence Included in First Deceased Spouse’s Gross Estate 

 

 If the donor-spouse dies first, the trust assets are included in his or 

her gross estate under Section 2036(a), because the donor-spouse 

will have retained the rent-free use of the property for a term that 

does not end before his or her death. 

 

 If the donee-spouse dies first, the trust ends and the residence passes 

to the donee-spouse’s estate.  Thus, the value of the residence will 

be included in his or her gross estate under Section 2033. 

 

(1) No Estate Tax Savings 

 

 There is no estate tax savings from the SUPRT, because the 

property merely passes from one spouse to the other.  The 

point of this trust is to assure a full basis adjustment up to 

the fair market value of the residence at the first spouse’s 

death, regardless of which spouse dies first. 

 

(2) Estate Tax Marital Deduction 

 

 When the first spouse dies and the property is included in his 

or her gross estate under Section 2033 (donee-spouse dies 

first) or Section 2036 (donor-spouse dies first), the property 

passing outright to the surviving spouse should qualify for 

the estate tax marital deduction.   

 

b) No Taxable Gift 

 

(1) Completed Gift to Donee-Spouse 

 

 The donor-spouse’s gift on the creation of the trust is the 

value of the donee-spouse’s remainder interest, which is pos-

sessory upon the death of the earlier of the two spouses to 

die.  This can be determined under the standard IRS actuarial 

tables.  See Publication 1457, Actuarial Values, Book Aleph, 

at p.8, https://www.irs.gov/pub/irs-pdf/p1457_99.pdf.  The 

present value of the donee-spouse’s remainder interest is the 

value of the trust assets, less the value of the grantor’s life-

time reserved interest.  Section 2702 permits the subtraction 

https://www.irs.gov/pub/irs-pdf/p1457_99.pdf
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of the value of the donor-spouse’s lifetime personal use in-

terest in the trust because the trust holds only an interest in a 

personal residence and meets the other requirements of a 

QPRT.  The fact that the reserved use term is not a fixed 

number of years does not disqualify the trust as a QPRT – it 

merely changes the value of the remainder interest.   

 

(2) Gift Qualifies for the Gift Tax Marital Deduction 

 

 The taxable gift, however, is zero, because the gift of the re-

mainder interest to the donee-spouse or his or her estate qual-

ifies for the gift tax marital deduction.  See Rev. Rul. 54-470, 

1954-2 C.B. 320 (A gift of a vested indefeasible remainder 

interest such as would be includible in the gross estate of the 

donee spouse at death under the 1939 predecessor to Sec-

tion 2033 qualifies for the gift tax marital deduction.) 

 

c) Probable Basis Adjustment at Each Spouse’s Death under Sec-

tion 1014 

 

(1) Generally 

 

 The value of the residence and other assets of the SUPRT 

should receive a basis adjustment up to the fair market value 

of the property on the date of the first spouse’s death, under 

Sections 1014(a), 1014(b)(1), and 1014(b)(9).  The trust as-

sets then pass to the surviving spouse, either under the trust 

instrument or the first spouse’s will, so they should, if re-

tained by the surviving spouse until his or her later death, 

receive another basis adjustment at that time. 

 

(2) Basis Adjustment May be Lost if Donee-Spouse Dies 

Within One Year of Gift of Remainder Interest 

 

 If the donee-spouse dies within one year of the gift of the 

remainder interest to him or her, Section 1014(e) should ap-

ply and deny the basis increase.  This rule should not apply, 

however, if the donor-spouse dies within one year of having 

given the spouse the remainder interest, because there is no 

gift from the surviving spouse to the first deceased spouse, 

as required under Section 1014(e).   

 

Section 1014(e) applies, however, only if the donee-spouse 

leaves the property to the donor-spouse. Leaving the prop-

erty in trust for the donor-spouse, however, even if there are 
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other beneficiaries, may result in the loss of all or part of the 

basis increase.  

 

 

C. The Step-Up Grantor Retained Income Trust (“SUGRIT”) 

 

1. Generally 

 

 A donor who has sufficient applicable exclusion amount to assure that cur-

rent gifts and the assets of his or her estate will not be subject to gift or estate 

taxes may want to consider a variation on the SUPRT that may hold diverse 

investment assets, rather than being restricted to holding the grantor’s per-

sonal residence.  Such a variation is the step-up grantor retained income 

trust, or SUGRIT, which resembles the SUPRT except that; (a) it is not re-

stricted to a personal residence – it may hold various types of investment or 

tangible assets; and (b) the gift of the remainder interest is likely to be a 

taxable gift. 

 

2. Structure of the SUGRIT 

 

A SUGRIT is an irrevocable trust created by the donor-spouse that provides 

a reserved income interest for a period that continues until the first spouse’s 

death.  If the donor-spouse dies first, the trust assets pass to the surviving 

donee-spouse or his or her estate.  If the donee-spouse dies first, his or her 

last will leaves his or her interest in the trust to or in trust for the donor-

spouse. 

 

3. Tax Results of the SUGRIT 

 

a) Assets Included in First Deceased Spouse’s Gross Estate 

 

 As with a SUPRT, if the donor-spouse dies first, the trust assets are 

included in his or her gross estate under Section 2036(a), because 

the donor-spouse will have retained the right to the income from the 

trust assets for a term that does not end before his or her death.  

 

 If the donee-spouse dies first, the trust ends and the assets pass to 

the donee-spouse’s estate.  Thus, the value of the assets will be in-

cluded in his or her gross estate under Section 2033. 

 

(1) No Estate Tax Savings 

 

 There is no estate tax savings from the SUGRIT, because the 

trust assets merely pass from one spouse to the other.  The 

point of this trust, like the SUPRT, is to assure a full basis 



 

Zaritsky & Law, Page 146 
 

adjustment up to the fair market value of the trust assets at 

the first spouse’s death, regardless of which spouse dies first. 

 

(2) Estate Tax Marital Deduction 

 

 When the first spouse dies and the property is included in his 

or her gross estate under Section 2033 (donee-spouse dies 

first) or Section 2036 (donor-spouse dies first), the property 

passing outright to the surviving spouse should qualify for 

the estate tax marital deduction.   

 

b) Substantial Taxable Gift under Section 2702  

 

(1) Gift to Donee-Spouse Enlarged Under Section 2702 

 

 The donor-spouse’s gift on the creation of the trust is the 

value of the donee-spouse’s remainder interest, which is pos-

sessory upon the death of the earlier of the two spouses to 

die.  Under Section 2702(a), however, the gift tax value of 

this transfer must be determined without subtracting the pre-

sent value of the donor-spouse’s reserved income interest.  

The exceptions for trusts holding only a personal residence 

and for reserved qualified interests (annuities and unitrust 

interest) do not apply.  The value of the gift, therefore, is the 

entire value of the transferred assets. 

 

(2) Not All of the Gift Qualifies for the Gift Tax Marital De-

duction 

 

 Section 2702(a)(1) applies “[s]olely for purposes of deter-

mining whether a transfer of an interest in trust to (or for the 

benefit of) a member of the transferor's family is a gift (and 

the value of such transfer), . . .”  The increase in the value of 

the gift appears not to be reflected in the calculation of the 

gift tax marital deduction.  Therefore, the taxable gift is the 

full value of the transferred assets, reduced only by the actu-

arial value of the donee-spouse’s remainder interest.  

 

(3) Gift Tax Limits, But Does Not Eliminate, the Appeal of 

the SUGRIT 

 

The fact that Section 2702 produces a taxable gift on the cre-

ation of a SUGRIT only means that this technique should be 

reserved to couples who are unlikely to utilize all of their 

applicable exclusion amount.  The goal of the SUGRIT is to 
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obtain a full basis adjustment on the trust assets at the death 

of each spouse; it is not to reduce wealth transfer taxes. 

 

Note, however, that if the donor-spouse dies first, his or her 

gift to the SUGRIT is not part of his or her lifetime adjusted 

taxable gifts, and so his or her applicable exclusion amount 

is adjusted for estate tax purposes, to recover the prior taxa-

ble gift.  Section 2001(b) defines “adjusted taxable gifts” for 

estate tax purposes as “the total amount of the taxable gifts 

(within the meaning of section 2503) made by the decedent 

after December 31, 1976, other than gifts which are includi-

ble in the gross estate of the decedent.”  This clearly excludes 

from the adjusted taxable gifts the donor-spouse’s transfers 

to the SUGRIT.  The real cost of the additional taxable gift 

under Section 2702, therefore, occurs only if the donee-

spouse dies first. 

 

There is also a fair argument that the donor-spouse’s appli-

cable exclusion amount should be restored even if the donee-

spouse dies first, if the donee-spouse transfers the trust assets 

to the donor-spouse.  The above-quoted portion of Sec-

tion 2001(b) excludes from a decedent’s “adjusted taxable 

gifts” transfers that are “includible in the gross estate of the 

decedent.”  One could construe this as including the transfer 

to the SUGRIT if it is returned to the donor-spouse’s gross 

estate by a subsequent transfer from the donee-spouse’s es-

tate.  There is, however, no authority supporting this inter-

pretation at this time. 

 

c) Probable Basis Adjustment at Each Spouse’s Death under Sec-

tion 1014 

 

(1) Generally 

 

 The value of the assets of the SUGRIT should receive a basis 

adjustment up to their fair market value on the date of the 

first spouse’s death, under Sections 1014(a), 1014(b)(1), and 

1014(b)(9).  The trust assets then pass to the surviving 

spouse, either under the trust instrument or the first spouse’s 

will, so they should, if retained by the surviving spouse until 

his or her later death, receive another basis adjustment at that 

time. 
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(2) Basis Adjustment May be Lost if Donee-Spouse Dies 

Within One Year of Gift of Remainder Interest 

 

 As with the SUPRT, if the donee-spouse dies within one year 

of the gift of the remainder interest to him or her, Sec-

tion 1014(e) should apply and deny the basis increase.  

Again, this rule should not apply if the donor-spouse dies 

within one year of having given the spouse the remainder 

interest, because there is no gift from the surviving spouse to 

the first deceased spouse, as required under Section 1014(e).  

Leaving the property in trust for the donor-spouse, however, 

even if there are other beneficiaries, may result in the loss of 

all or part of the basis increase.  

 

 

D. The Tangibles SUGRIT 

 

1. Generally 

 

Yet another possibility is to create a SUGRIT and fund it entirely with non-

depreciable tangible property.  This transaction has the potential of achiev-

ing both income and wealth transfer tax benefits. 

 

2. Structure 

 

A Tangibles SUGRIT, like a regular SUGRIT, is an irrevocable trust cre-

ated by the grantor-spouse that provides a reserved income interest for a 

period that continues until the first spouse’s death.  If the donor-spouse dies 

first, the trust assets pass to the surviving donee-spouse or his or her estate.  

If the donee-spouse dies first, his or her last will leaves his or her interest in 

the trust to or in trust for the donor-spouse.  The Tangibles SUGRIT differs 

from the regular SUGRIT in that; (a) it holds only non-depreciable tangible 

property; and (b) the gift of the remainder interest should not be a taxable 

gift. 

 

3. Regulations’ Exception for Tangibles Trusts 

 

a) Generally 

 

Reg. § 25.2702-2(c)(2)(i) states, in part, that the valuation rules of 

Section 2702 does not apply to a transfer in trust of tangible prop-

erty: 

 



 

Zaritsky & Law, Page 149 
 

   (A) For which no deduction for depreciation or de-

pletion would be allowable if the property were used 

in a trade or business or held for the production of 

income; and 

   (B) As to which the failure to exercise any rights 

under the term interest would not increase the value 

of the property passing at the end of the term interest. 

 

Non-depreciable tangible property could include artwork, antiques, 

jewelry, or unimproved land. 

 

b) Establishing Gift Tax Value 

 

Section 2702 does not apply to a transfer in trust of tangible prop-

erty, so the value of the gift is determined by conventional gift tax 

rules.  Reg. § 25.2702-2(c)(2)(ii), however, states that the best evi-

dence of the value of a transfer to a Tangibles SUGRIT:  

 

is actual sales or rentals that are comparable both 

as to the nature and character of the property and 

the duration of the term interest. Little weight is ac-

corded appraisals in the absence of such evidence. 

Amounts determined under section 7520 are not evi-

dence of what a willing buyer would pay a willing 

seller for the interest. 

 

As with other assets for which there is no established market, the 

practitioner will need to secure expert appraisals to establish the fair 

rental value of assets transferred to a Tangibles SUGRIT.  

 

The regulations recognize that it is often impractical to transfer such 

nondepreciable assets without also transferring a small amount of 

depreciable property that has been added as an improvement. This 

is particularly true of ranch or farm land, which will almost always 

include a certain amount of fencing and other minor improvements. 

Thus, the regulations provide that a Tangibles SUGRIT will not be 

disqualified merely because there is also held by the trust deprecia-

ble improvements on otherwise acceptable nondepreciable tangible 

property, as long as the improvements do not increase the fair mar-

ket value of the nondepreciable property by more than 5%.  Reg. 

§ 25.2702-2(c)(2)(ii). 

 

For more on the requirements for a valid tangibles GRIT under the 

regulations, see also R. Aucutt & H. Zaritsky, Structuring Estate 

Freezes After Chapter 14 ¶ 3.05, ¶ 10.06 (Thomson Reuters/Tax & 
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Accounting, 2d ed.1997 & Supp. 2018-2); H. Zaritsky, Tax Plan-

ning for Family Wealth Transfers During Life, ¶ 10.10 (Thomson 

Reuters/Tax & Accounting, 5th ed. 2013 & Supp. 2018-3). 

 

4. Tax Results of the Tangibles SUGRIT 

 

a) Assets Included in First Deceased Spouse’s Gross Estate 

 

 As with a SUGRIT or SUPRT, if the donor-spouse dies first, the 

assets of a Tangibles SUGRIT are included in his or her gross estate 

under Section 2036(a), because the donor-spouse will have retained 

the right to the income from the trust assets for a term that does not 

end before his or her death.  

 

 If the donee-spouse dies first, the trust ends and the assets pass to 

the donee-spouse’s estate.  Thus, the value of the assets of the Tan-

gibles SUGRIT will be included in his or her gross estate under Sec-

tion 2033. 

 

(1) No Estate Tax Savings 

 

 There is no estate tax savings from the Tangibles SUGRIT, 

because the tangibles merely pass from one spouse to the 

other.  The point of this trust is to assure a full basis adjust-

ment up to the fair market value of the trust assets at the first 

spouse’s death, regardless of which spouse dies first. 

 

(2) Estate Tax Marital Deduction 

 

 When the first spouse dies and the property of the Tangibles 

SUGRIT is included in his or her gross estate under Sec-

tion 2033 (donee-spouse dies first) or Section 2036 (donor-

spouse dies first), the property passing outright to the surviv-

ing spouse should qualify for the estate tax marital deduc-

tion, as with a SUPRT or a SUGRIT. 

 

b) No Taxable Gift 

 

(1) Completed Gift to Donee-Spouse 

 

 The donor-spouse’s gift on the creation of a Tangibles 

SUGRIT is the value of the donee-spouse’s remainder inter-

est, which is possessory upon the death of the earlier of the 

two spouses to die.  Unlike a SUPRT, however, the value of 
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the reserved use interest in a Tangibles SUGRIT is not de-

termined under the IRS actuarial tables.  Reg. § 25.2702-

2(c)(1). 

 

 The regulations state that the best evidence of the value of a 

term interest in a Tangibles SUGRIT is actual sales or rent-

als of property that is comparable “both as to the nature and 

character of the property and the duration of the term inter-

est” and that little weight will be given to appraisals that do 

not include evidence of actual comparable sales or rent-

als.  Reg. § 25.2702-2(c)(3).  This means that the grantor 

must search for rentals of comparable property, consider the 

length of the lease, and determine whether the lessee is re-

quired to pay the maintenance expenses on such leases. 

Then, the overall value of the leased property can be com-

pared with the rents to determine the actual return on invest-

ment from the use of such assets. 

 

 Then, the present value of the donee-spouse’s remainder in-

terest, after subtracting the value of the grantor’s lifetime re-

served interest.  Section 2702 permits the subtraction of the 

value of the donor-spouse’s lifetime personal use interest in 

the trust because the trust holds only an interest in a personal 

residence and meets the other requirements of a Tangibles 

GRIT under the regulations.  The fact that the reserved use 

term is not a fixed number of years does not disqualify the 

trust as a Tangibles GRIT – it merely changes the value of 

the remainder interest.   

 

(2) Gift Qualifies for the Gift Tax Marital Deduction – But 

at What Value? 

 

 As with a SUPRT or SUGRIT, the value of the remainder 

interest given to the donee-spouse or his or her estate quali-

fies for the gift tax marital deduction.  See Rev. Rul. 54-470, 

1954-2 C.B. 320.  As with a SUGRIT, however, there ap-

pears to be a difference between the gift tax value of the re-

mainder interest (based on comparable rentals) and the mar-

ital deduction value (based on the actuarial tables under Sec-

tion 7520.  For a Tangibles SUGRIT, however, it is not clear 

whether the remainder interest under the actuarial tables will 

be worth more or less than that valued on the basis of com-

parable rentals.  If the comparable rentals value is at equal to 

or greater than the value based on the IRS actuarial tables, 

there should be no taxable gift. 

 



 

Zaritsky & Law, Page 152 
 

c) Probable Basis Adjustment at Each Spouse’s Death under Sec-

tion 1014 

 

(1) Generally 

 

 The value of the assets of a Tangibles SUGRIT should re-

ceive a basis adjustment up to the fair market value of the 

property on the date of the first spouse’s death, under Sec-

tions 1014(a), 1014(b)(1), and 1014(b)(9).  The trust assets 

then pass to the surviving spouse, either under the trust in-

strument or the first spouse’s will, so they should, if retained 

by the surviving spouse until his or her later death, receive 

another basis adjustment at that time. 

 

(2) Basis Adjustment May be Lost if Donee-Spouse Dies 

Within One Year of Gift of Remainder Interest 

 

 As with a SUPRT or SUGRIT, if the donee-spouse dies 

within one year of the gift of the remainder interest to him or 

her, Section 1014(e) should apply and deny the basis in-

crease.  This rule should not apply, however, if the donor-

spouse dies within one year of having given the spouse the 

remainder interest, because there is no gift from the surviv-

ing spouse to the first deceased spouse, as required under 

Section 1014(e).   

 

Section 1014(e) would not apply, however, if the donee-

spouse leaves the property to someone other than the donor-

spouse, at the former’s death within one year of the funding 

of the trust.  Leaving the property in trust for the donor-

spouse, however, even if there are other beneficiaries, may 

result in the loss of all or part of the basis increase.   

 

 

E. Step-Up Grantor Retained Annuity Trust (“SUGRAT”) or Unitrust (“SU-

GRUT”) 

 

1. Generally 

 

A SUGRAT or SUGRUT is a qualified grantor retained annuity or unitrust 

created by the donor-spouse, that provides a reserved annuity or unitrust 

interest use period that continues until the death of the first to die of the 

donor spouse and the donee-spouse.  If the donor-spouse dies first, the trust 

assets pass to the surviving donee-spouse or his or her estate.  If the donee-

spouse dies first, his or her last will leaves his or her interest in the trust to 

or in trust for the donor-spouse.  For more on the rules for GRATs and 
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GRUTs generally, see also R. Aucutt & H. Zaritsky, Structuring Estate 

Freezes After Chapter 14, ¶ 3.03, ch. 11 (Thomson Reuters/Tax & Account-

ing, 2d ed.1997 & Supp. 2018-2); H. Zaritsky, Tax Planning for Family 

Wealth Transfers During Life, ¶ 12.06 (Thomson Reuters/Tax & Account-

ing, 5th ed. 2013 & Supp. 2018-3). 

 

The rules and treatment of a SUGRAT or SUGRUT would be similar to that 

of a SUPRT, except that: (a) there would be no restriction on the type of 

assets that a SUGRAT or SUGRUT may hold; and (b) the interest retained 

by the donor-spouse would be either an annuity or unitrust interest, rather 

than the personal use of the asset; and (c) in some situations, the entire trust 

fund might not be included in the donor-grantor’s gross estate if he or she 

dies first.  

 

Unfortunately, the SUGRAT or SUGRUT does not appear to work under 

the present regulations, though some believe that there are legitimate argu-

ments in their favor.  The key problem is that Regulation Section 25.2702-

3(d)(4) states: 

 

(4) Term of the annuity or unitrust interest. The governing 

instrument must fix the term of the annuity or unitrust and 

the term of the interest must be fixed and ascertainable at the 

creation of the trust. The term must be for the life of 

the holder, for a specified term of years, or for the shorter 

(but not the longer) of those periods. Successive term inter-

ests for the benefit of the same individual are treated as the 

same term interest.  (emphasis supplied) 

 

Clearly, a SUGRAT or SUGRUT uses a term that is not the life of the 

holder, a specified term of years, or the shorter of the two.  It is, rather, the 

shorter of the lives of the holder and the holder’s spouse.  Reading the reg-

ulations literally, they unambiguously appear to preclude this approach. 

 

There is no logical policy reason why the regulations would not permit a 

SUGRAT or SUGRUT.  The retained interest in a SUGRAT or SUGRUT 

would certainly are fixed and ascertainable at the time the trust is created.  

Nonetheless, there appears to be no logical way to construe the regulations 

as permitting a SUGRAT or SUGRUT.  

 

 

F. Reciprocal GRISUTS 

 

1. Generally 

 

 Spouses may each own assets that they desire to have included in the estate 

of the first spouse to die, in order to obtain a basis adjustment.  This, of 
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course, raises questions under the reciprocal trust doctrine, in which the Su-

preme Court stated that reciprocal trusts would be treated as created by their 

respective beneficiaries, rather than their respective settlors, “if they are in-

terrelated, and that the arrangement, to the extent of mutual value, leaves 

the settlors in approximately the same economic position as they would 

have been in had they created trusts naming themselves as life beneficiar-

ies.”  United States v. Estate of Grace, 395 U.S. 316, 324 (1969).   

 

2. The Reciprocal Trust Doctrine 

 

 The Supreme Court’s decision in Estate of Grace involved estate taxation, 

which would seem to render it applicable to determining what portion of the 

trust assets are includible in the gross estate of the first spouse to die.  For 

those who would argue that the real issue is income taxation, rather than 

estate taxation, it is noteworthy that the Tax Court and the Sixth Circuit 

have applied the reciprocal trust doctrine for income tax purposes, as well.  

See Krause v. Comm’r, 57 T.C. 890 (1973), aff'd, 497 F.2d 1109 (6th Cir. 

1974), cert. denied, 419 U.S. 1108 (1975).  Other courts applied the pre–

Estate of Grace version of the doctrine to income tax cases, as well.  See 

Estate of Newberry v. Comm'r, 17 T.C. 597 (1951), rev'd, 201 F.2d 874 (3rd 

Cir. 1953); Tobin v. Comm'r, 11 T.C. 928 (1948), rev'd in part, 183 F.2d 

919 (5th Cir. 1950); Haldeman v. Comm'r, 6 T.C. 345 (1946); Wieboldt v. 

Comm'r, 5 T.C. 946 (1945); Whiteley v. Comm'r, 42 BTA 316 (1940), aff'd, 

120 F.2d 782 (3rd Cir. 1941), cert. denied, 314 U.S. 657 (1941).  

 

3. Results of Reciprocal Trust Doctrine Application to GRISUTs 

 

 If spouses create reciprocal GRISUTs, the doctrine could result in the in-

clusion of the trust fund only in the gross estate of the donor-spouse, be-

cause the donor would be treated as if he or she had retained the remainder 

interest in his or her own trust. 

 

 It should be noted, however, that while the reciprocal trust doctrine has been 

used to cause inclusion of a trust in an individual’s gross estate, it has never 

been used to cause exclusion of a trust fund from an individual’s gross es-

tate.  Nonetheless, there is no reason why it could not be so used.  See also 

See Slade, The Evolution of the Reciprocal Trust Doctrine Since Grace and 

Its Current Application in Estate Planning, 17 Tax Mgmt. Est. Gifts & Tr. 

J. 71 (1992). 

 

4. Avoiding the Reciprocal Trust Doctrine 

 

There is no bright-line test for what makes trusts reciprocal.  The standard 

established in Estate of Grace is merely that the reciprocity “leaves the set-

tlors in approximately the same economic position as they would have been 

in had they created trusts naming themselves as life beneficiaries.”  United 
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States v. Estate of Grace, 395 U.S. 316, 324 (1969).  Thus, one must take 

as many steps as possible to avoid leaving the two spouses in such recipro-

cal situations.  The following steps are suggested: 

 

● Different retained interests.  Spouses should attempt not to create 

the same types of trusts for each other.  For example, one spouse 

could create a SUPRT for the other spouse, and the other spouse 

could create a Tangible SUGRIT for the first spouse.  This leaves 

each with reciprocal value (to the extent of equivalent value), but 

arguably not comparable economic positions. 

 

● Different creation dates.  It is helpful if the trusts are not created 

within a relatively close period of time.  In Estate of Lueders v. 

Comm’r, 164 F.2d 128 (3rd Cir. 1947), for example, the court held 

that the doctrine did not apply to similar trusts established by a 

spouse under instruments created 15 months apart. The court noted 

there was no evidence of any agreement, express or implied, or even 

an “understanding” to make reciprocal transfers of property at the 

time the husband's trust was created.  See also PLR 9735025 (recip-

rocal trust doctrine does not apply when one trust was modified to 

become reciprocal 26 years after the other was created, and then 

only because the taxpayer's brother resigned as trustee. 

 

● Different trustees.  The trusts should have different trustees.  This 

may not avoid having equivalent economic benefits, but it does 

avoid the argument that there are reciprocal powers.  Compare Bis-

choff v. Comm’r, 69 T.C. 32 (1977) (reciprocal powers created estate 

taxation); with Estate of Green v. United States, 68 F.3d 151 (6th Cir. 

1995) (reciprocal trust doctrine does not apply to reciprocal powers, 

because they do not create an identical economic interest). 

   

● Different wills. One element of differentiation may be for the donee-

spouses to make different dispositions of the trust funds if the donee-

spouse dies first.  One spouse could leave assets outright to the other, 

and the other spouse leave assets to a QTIP or other marital trust.  

This can be further enhanced if one spouse leaves his or her GRI-

SUT assets to other family members, which will eliminate the estate 

tax marital deduction for this disposition but will also negate the 

possible application of Section 1015(e). 

 

 

VII. BASIS AND GRANTOR TRUSTS – LOTS OF QUESTIONS, NOT MANY AN-

SWERS 

 

A. Sale to an Intentional Grantor Trust 
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1. Generally 

 

The assets of a grantor trust are deemed to be owned directly by the grantor 

(or other deemed owner), which makes a determination of the basis of the 

assets dependent upon what that basis would have been had the grantor, 

rather than the trustee, owned the asset directly.  Treating the grantor as the 

owner of the underlying assets of the trust is at the heart of determining the 

adjusted basis of the assets of the trust and of any debt obligations issued 

by the trust. 

 

2. Background   

 

A full understanding of the background of this principle is essential to de-

termining the basis of the assets held by a grantor trust and the basis of debt 

instruments issued by the trust. 

 

a) Rothstein   

 

The nature of the grantor’s relationship with the grantor trust was 

first seriously considered in Rothstein v. United States, 735 F.2d 704 

(2nd Cir. 1984), rev’g 574 F.Supp. 19 (D. Conn. 1983), nonacq. Rev. 

Rul. 1985-13, 1985-1 C.B. 184. 

 

(1) Facts   

 

Alexander Rothstein created an irrevocable trust for his three 

children, naming his wife Reba as the trustee.  He funded the 

trust with shares in a closely held corporation.  Seven years 

later, Alexander bought some of the shares back from the 

trust for an installment note bearing an adequate rate of in-

terest but no security.  This caused the trust to be a grantor 

trust under Section 675(3).  The stock was later transferred 

back to the corporation as part of a liquidation following sev-

eral years of business reversals.  The amount paid to Alex-

ander for the stock was less than he had paid the trust for the 

shares. 

 

(a) Interest and Loss Deductions Claimed   

 

Alexander claimed an income tax deduction for the 

interest he paid on the installment note and for the 

loss he recognized on the sale of the stock to the cor-

poration.  He asserted that he was entitled to a new 

cost basis when he bought shares of stock from the 

trusts, and that he was entitled to a deduction for in-

terest paid to the trustee on the promissory note used 
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to purchase the stock.  The Commissioner contended 

that the step-up in basis and the interest deduction 

should be disallowed because the grantor had, in ef-

fect, bought the stock from himself and had paid in-

terest to himself. 

 

(b) Deductions Disallowed   

 

The IRS disallowed both deductions. 

 

(2) District Court  

 

The District Court held for the Commissioner. 

 

(3) Second Circuit Reverses and Holds for Taxpayer  

 

The Second Circuit disagreed with the IRS.  Judge Friendly, 

writing for the court, stated that the trust was a grantor trust, 

but disagreed with the IRS regarding disallowance of the in-

terest deductions and the basis of the stock in the hands of 

Alexander.  The court stated that the grantor trust rules re-

quire only that the grantor who is treated as the owner of the 

trust include the trust's "items of income, deduction, and 

credits" in his or her own computation of taxable income.  

The rules do not, the court stated, require that the grantor's 

basis in property bought from the trust be computed under 

rules different from those applicable to transactions between 

unrelated parties.  Under the majority opinion, therefore, Al-

exander received a step-up in basis and a capital loss on an 

exchange of assets with the trust. 

 

(4) Dissent   

 

Judge Oakes dissented from the majority.  He agreed that the 

trust was a grantor trust, but stated that Alexander was enti-

tled to neither an interest deduction nor an increased adjusted 

basis in the purchased stock.  Judge Oakes argued that treat-

ing Alexander as the owner of the trust under Section 671 

meant that there was never a genuine installment sale. 

 

b) Rev. Rul. 85-13   

 

The IRS nonacquiesced in Rothstein in Rev. Rul. 85-13, 1985-1 

C.B. 184. 
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(1) Facts   

 

The IRS posited a grantor who created a nongrantor irrevo-

cable trust, and then bought the corpus of the trust in ex-

change for the grantor's unsecured, interest-bearing promis-

sory note. 

 

(2) Grantor Trust Status   

 

The ruling agreed with the Second Circuit that the grantor 

was considered to have borrowed the corpus of the trust and, 

as a result, owns the trust under Section 675(3).  The ruling 

disagreed, however, regarding the effect of grantor trust sta-

tus. 

 

(3) Result of Trust Ownership   

 

The IRS stated that, because the grantor is treated as the 

owner of the trust, the grantor is deemed the owner of the 

trust assets for federal income tax purposes. 

 

(a) Rationale 

 

The IRS stated: 

 

[i]t is anomalous to suggest that Con-

gress, in enacting the grantor trust 

provisions of the Code, intended that 

the existence of the trust would be ig-

nored for purposes of attribution of 

income, deduction, and credit, and 

yet, retain its vitality as a separate en-

tity capable of entering into a sales 

transaction with the grantor. 

 

(b) No Gain Realized   

 

In addition, because the grantor is considered to own 

the purported consideration both before and after the 

transaction, the exchange of a promissory note for 

the trust assets is not recognized as a sale for federal 

income tax purposes. 
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(c) No True Debt Created for Income Tax Purposes 

 

The grantor owns the trust assets and thus cannot 

have a sale to himself or herself; nor can there be a 

valid debt obligation running between the grantor 

and himself or herself. 

 

(4) IRS Reaffirms This Position   

 

After intentional grantor trusts became popular, there was 

concern that the IRS might change its mind and revoke Rev. 

Rul. 85-13.  The IRS has made the principles of Rev. Rul. 

85-13 the foundation upon which it has built its approach to 

all grantor trusts, and it now appears virtually impossible for 

the IRS to revoke Rev. Rul. 85-13. 

 

(a) How Deep is the IRS Hole?   

 

The IRS has relied on this ruling as the basis for no 

fewer than five other revenue rulings, two notices, 

and over 125 private letter rulings, chief counsel ad-

visories, field service advice and technical advice 

memoranda.  See Rev. Rul. 2007-13, 2007-11 I.R.B. 

684 (Feb. 16, 2007); Rev. Rul. 2004-86, 2004-2 C.B. 

191; Rev. Rul. 90-7, 1990-1 C.B. 153; Rev. Rul. 88-

103, 1988-2 C.B. 304; Rev. Rul. 87-61, 1987-2 C.B. 

219; Notice 97-34, 1997-1 C.B. 422; Notice 97-24, 

1997-1 C.B. 409; Notice 90-1, 1990-2 C.B. 297. 

 

(b) A Sobering Thought   

 

As one of the leading practitioners pointed out in an 

article about installment sales to intentional grantor 

trusts: 

 

The fountainhead of modern grantor 

trust law is Rev. Rul. 85-13. Neverthe-

less, lest it be thought that the tech-

nique addressed in this article is iron-

clad, it is good for one's perspective 

to be reminded from time to time that 

the most serious authority in this area 

is an IRS ruling that defies the hold-

ing of a respected U.S. Court of Ap-

peals. 

 



 

Zaritsky & Law, Page 160 
 

Aucutt, Installment Sales to Grantor Trusts, 2 Bus. 

Entities 28 (April/May 2002). 

 

 

B. Initial Basis in Typical Grantor Trust Arrangements 

 

The IRS has not actually addressed directly the question of the basis either of the 

assets given or sold by a grantor to a wholly-owned grantor trust, or the basis of 

any debt instrument issued by the trustee in satisfaction of such a transfer, but a 

reasonable analysis of Rev. Rul. 85-13 can reveal the correct answer to at least some 

of these questions. 

 

1. Assets Given to the Trust 

 

a) Generally – Carryover Basis 

 

A gift by the grantor to the trustee of a wholly-owned grantor trust 

is not a gift for income tax purposes, because there is no change in 

the owner for income tax purposes.  The grantor owned the asset 

before the transfer, and the grantor owns the asset after the transfer.  

Clearly, therefore, the grantor’s adjusted basis in the asset before the 

transfer becomes the trustee’s adjusted basis in the asset after the 

transfer.  

 

b) Depreciated Property 

 

The grantor, for income tax purposes, continues to own the assets of 

the grantor trust.  The trustee, therefore, does not actually have a 

carryover basis; rather, the trustee continues to represent the grantor 

as owner of the property.  This can be important if the assets are 

thereafter sold at a loss, because the loss should still be realized by 

the grantor.  

 

2. Basis Adjustment for Gift Tax Paid 

 

It is difficult to determine whether there is a basis adjustment under Section 

1015(d) for the gift tax paid by the grantor on the net appreciation in the 

value of a gift to a grantor trust.   

 

a) What the Code and Rulings Suggest  

 

The transaction is not a gift at all for income tax purposes, and basis 

is strictly an income tax concept.  The transfer is, however, a gift for 

gift tax purposes, and a gift tax may be imposed and paid on the net 

appreciation.   

 



 

Zaritsky & Law, Page 161 
 

b) PLR 9109027 – Basis Increased by Gift Tax 

 

The only ruling on point appears to be PLR 9109027, in which the 

donor made gifts to two grantor trusts. The trusts would be grantor 

trusts for 10 years less one day.  The IRS expressly considered 

whether the gift tax on the net appreciation was added to basis, and 

it concluded that the basis increase was allowed.   

 

The IRS discussed Post v. Comm’r, 26 T.C. 1055 (1956), acq., 

1958-1 C.B. 5, in which the Tax court held that the date of the gift 

to beneficiaries was the date that the grantor transferred the property 

into the trust under the predecessor of Section 1015(a), despite the 

grantor’s retained powers over and interests in the trust.  On the rul-

ing facts, the IRS stated that when the grantor transfers property to 

a grantor trust, the trust initially takes the grantor’s basis.  The ruling 

is not clear, but it appears that the basis at that point is not increased 

by the gift taxes paid.  When the trust ceases to be a grantor trust, 

the basis is increased by the gift tax paid on the net appreciation.  

The IRS stated: 

 

In general, under section 1015(a), the basis of the 

stock transferred by gift in the hands of the donee, 

here the children, is the basis in the hands of the do-

nor, here Settlor adjusted by any gain or loss result-

ing from the transfer since the gift occurred after De-

cember 31, 1920. However, since the transfer also 

occurred after December 31, 1976, the basis in the 

hands of the donee is the basis in the hands of the 

donor under section 1015(a) of the Code but in-

creased not by the entire amount of gift tax paid to 

the extent of the fair market value of the stock as re-

quired in section 1015(d)(1)(A) of the Code, but in-

stead the basis is increased by a percentage of the 

gift tax paid as it relates to the net appreciation of 

the property as defined by section 1015(d)(6)(B) of 

the Code. See, section 1015(d)(6)(A) of the Code.  

 

3. Debt Assumed or Taken Subject to by the Trustee 

 

Again, there is no real authority on point, but because the trustee and the 

grantor are deemed to be a single taxpayer for income tax purposes, and 

neither gain nor loss is realized on a transfer of encumbered property to a 

wholly-owned grantor trust, there ought to be no basis adjustment for any 

debt assumed by the trustee or to which the transferred property is received 

subject.  The debt should increase basis if it still exceeds basis when the 
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trust ceases to be a grantor trust during the grantor’s lifetime, because gain 

is then recognized. 

 

4. Promissory Note Given by the Trustee 

 

The trustee of a wholly-owned grantor trust may buy assets from the grantor 

in exchange for an installment obligation.  The IRS views this obligation as 

nonexistent, because it is, in effect and for income tax purposes (though not 

wealth transfer tax purposes), an obligation of the grantor to pay money to 

himself or herself.  Thus, there can be no basis in the promissory note given 

to the grantor.  This could be significant if the grantor sells the note to a 

third-party, because the entire amount paid by the transferee would appear 

to be taxable as a gain. 

 

 

C. Effect on Basis of Termination of Grantor Trust Status During Grantor’s Life-

time 

  

1. Generally 

 

The mere termination of grantor trust status does not, in itself, constitute a 

taxable event for income tax purposes.  See discussion in CCA 200937028.  

Termination of grantor trust status during the grantor’s lifetime, however, 

can result in the recognition of gain and, logically, the increase in the basis 

of assets held by the now-nongrantor trust.  See, Rev. Rul, 77-402, 1977-2 

C.B. 222 (discussed below). 

 

2. Encumbered Assets 

 

The termination of grantor trust status during the grantor’s lifetime is a con-

structive transfer of the property from one taxpayer to another, and if the 

property is subject to debt in excess of its basis, gain may be realized.  This 

has been addressed in a key ruling, regulation, and case, and there appears 

to be little doubt about the validity of these consistent precedents. 

 

a) Rev. Rul. 77-402 

 

In Rev. Rul. 77-402, G established a grantor trust funded with a con-

tribution of money that the trustees used to acquire a limited part-

nership interest in a real estate investment partnership.  During the 

first few years of the trust, the partnership generated losses and G, 

as owner of the entire trust, deducted the distributive share of part-

nership losses attributable to the partnership interest held by the 

trust.  When the basis of the partnership interest had been signifi-

cantly reduced, G renounced the powers that caused the grantor to 

be treated as the owner of the trust.  
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(1) Analysis   

 

The IRS ruled that G recognized gain upon the renunciation 

of powers to the extent that the share of partnership liabilities 

attributable to the partnership interest exceeded the adjusted 

basis of that interest.  The ruling explains that during the pe-

riod that G was treated as the owner of the trust, G was con-

sidered to be the owner of all the trust property for federal 

income tax purposes, including the partnership interest.  

Consequently, when G renounced the grantor trust powers, 

G was considered to have transferred the partnership interest 

to the trust. 

 

(2) GCM  

 

See also GCM 37228, discussing in greater detail the reason-

ing behind this ruling. 

 

b) Reg. § 1.1001-2(c)  

 

(1) Generally 

 

Example 5 of Reg. § 1.1001-2(c) closely parallels the facts 

and holding of Rev. Rul. 77-402.   

 

(2) Facts 

 

In that Example, C, an individual, creates an irrevocable 

wholly-owned grantor trust.  The trustee bought an interest 

in a partnership.  C deducted the distributive share of part-

nership losses attributable to the partnership interest held by 

the trust.  In 1978, when the adjusted basis of the partnership 

interest held by the trust was $1,200, C renounced the gran-

tor trust powers.  The trust then ceased to be a grantor trust 

and C ceased to be the owner of the trust.  At the time of the 

renunciation all of the partnership’s liabilities are nonre-

course liabilities on which none of the partners have as-

sumed any personal liability.  The trust’s proportionate share 

of the partnership liabilities was $11,000.   

 

(3) Conclusion 

 

The regulations explain that, since prior to the renunciation 

of the grantor trust powers, C was the owner of the entire 

trust, C was considered the owner of all the trust property 
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(including the partnership interest) for Federal income tax 

purposes.  C, and not the trust, was considered to be the part-

ner in the partnership during the time the trust was a "grantor 

trust," because C was considered to be the owner of the part-

nership interest.  When C renounced the grantor trust pow-

ers, the trust no longer qualified as a grantor trust, with the 

result that C was no longer considered to be the owner of the 

trust and trust property for Federal income tax purposes.  

Consequently, at that time, C was considered to have trans-

ferred ownership of the partnership interest to the trust, 

which was now a separate taxable entity, independent of C.  

On the transfer, C's share of partnership liabilities ($11,000) 

was treated as money received; C’s amount realized was 

$11,000; C's gain realized was $9,800 ($11,000 - $1,200) 

. 

c) Madorin   

 

The Tax Court followed Reg. § 1.1001-2(c), Ex. 5 in Madorin v. 

Comm’r, 84 T.C. 667 (1985). 

 

(1) Facts   

 

Bernard Madorin was the grantor of four trusts.  The trustee 

of each of the four trusts had the power to sprinkle income 

and principal among a class of beneficiaries, and the power 

to add charitable beneficiaries.  The four trusts were, there-

fore, grantor trusts pursuant to Section 674(a).  The trusts 

bought limited partnership interests in Metro Investment 

Co., a limited partnership, which in turn purchased a part-

nership interest in Saintly Associates.  Bernard recognized 

on his joint income tax return the losses generated by Saintly 

Associates.  When Saintly Associates began generating in-

come, the trustee renounced his power to add beneficiaries 

and the trusts ceased to be grantor trusts.  The grantor argued 

that he should be treated as the owner of the trust only to 

attribute to him items of income, deductions, and credits – 

the Rothstein position. 

 

(2) IRS Position   

 

The IRS disagreed with the taxpayer and assessed a defi-

ciency.  The IRS based its position on Reg. § 1.1001-2(c), 

Ex. 5, contending that the grantor was the owner of the part-

nership interests and when the trusts ceased to be grantor 

trusts there was a disposition of the trusts’ assets (the part-

nership interests) on which gain would be recognized to the 
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extent that the underlying debt from which the trust was re-

leased exceeded the taxpayer’s basis in the partnership inter-

ests. 

 

(3) Tax Court Holds for IRS 

 

The Tax Court rejected the Rothstein rationale and upheld 

the validity of the regulations.  The court stated that defining 

the “owner * * * of a trust” under Section 671 as the owner 

of the trust's assets was consistent with the usual, ordinary 

and everyday meaning of the word “owner.” 84 T.C. at 671. 

 

(a) Code Requires Deemed Ownership of Assets 

 

The taxpayer argued that the legislative history of the 

1954 codification showed that the grantor trust rules 

were designed only to cause the grantor to include in 

income the trust’s items of income, deduction, credit, 

gain and loss.  The Tax Court found no such require-

ment in the legislative history and noted that the 

grantor trust rules treat the grantor as if he or she 

were the owner in cases where the grantor has re-

served some of the powers normally attendant to out-

right ownership. 84 T.C. at 674-675. 

 

(b) Code Also Requires Recognition of Gain   

 

The taxpayer argued that the plain language of Sec-

tion 671 limited the attributes of ownership to the im-

putation of income, deductions, and credits only, but 

the Tax Court agreed with the IRS that this list was 

not necessarily exclusive.  84 T.C. at 672.  The court 

stated that the combination of Section 671 and the 

partnership provisions of subchapter K, along with 

the recognition of gain or loss provisions of Section 

1001, required the recognition of gain upon the sale 

or disposition of a partnership interest where the 

amount realized exceeds the adjusted basis of the 

partnership interest, and that the basis of a partner-

ship interest includes the partner's share of partner-

ship liabilities.  The partner’s share of the liabilities 

is also included in the amount realized if the assets 

are transferred.  Crane v. Comm’r, 331 U.S. 1 (1947). 
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(4) Effects on Basis 

 

Logically, the grantor realizes gain equal to the excess of the 

indebtedness to which the property is subject over the car-

ryover adjusted basis, so the trustee should increase its basis 

in the encumbered assets by the amount of the realized gain.  

In effect, the termination of the grantor trust status has 

caused the debt to become a bona fide indebtedness between 

two different taxpayers, and basis in the trustee’s assets 

should be increased to reflect this change. 

 

 

D. Effect on Basis of Termination of Grantor Trust Status at Grantor’s Death 

 

1. Generally 

 

There is no case, regulation or ruling that directly addresses the income tax 

treatment of the termination of grantor trust status at the grantor’s death, but 

the IRS’s own rulings suggest that the grantor’s death should not be a recog-

nition event for income tax purposes, even when the trust holds encumbered 

property with a debt in excess of its adjusted basis.  Although this conclu-

sion seems correct, there are several practitioners who take a different view. 

 

2. Why Gain Should Not be Recognized 

 

a) Generally 

 

The income tax law has long viewed death as not a recognition 

event. 

 

(1) Crane  

 

The Supreme Court held in Crane v. Comm’r, supra., that 

the assumption of a mortgage, or taking property subject to 

a mortgage, in connection with the acquisition of property to 

which the mortgage relates, is treated for purposes of deter-

mining the basis of such property as though the purchaser 

had paid cash in the amount of the mortgage.  The taxpayer 

had inherited property that was encumbered by a liability ex-

actly equal to its fair market value, but in excess of the dece-

dent’s basis in the property on the date of death.  The court 

treated the transaction as one in which the basis in the assets 

was increased under the predecessor to Section 1014.  Thus, 

it treated the transaction as a devise, rather than a sale. 
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(2) Rev. Rul. 73-183  

 

In Rev. Rul. 73-183, 1973-1 C.B. 364, updating and restating 

O.D. 219, 1 C.B. 180 (1918), the IRS stated that no loss is 

recognized on the decedent's final income tax return as a re-

sult of the transfer of the stock to the executor of the dece-

dent's estate, even though the stock had an adjusted basis in 

excess of its fair market value at the date of the decedent's 

death.  The IRS stated that, if the fair market value of the 

stock at the date of the decedent's death was in excess of the 

adjusted basis of the stock, no gain is recognized on the de-

cedent's final income tax return as a result of the transfer of 

such stock to the executor of the decedent's estate. 

 

(3) 1954 Legislative History   

 

The House and Senate committee reports on the re-codifica-

tion of the tax law in 1954 also stated: 

 

The mere passing of property to an executor or 

administrator on the death of the decedent does 

not constitute a taxable realization of income even 

though the property may have appreciated in 

value since the decedent acquired it. 

 

See also H. Rep. No. 1337, 83rd Cong., 2d Sess., 1954 

U.S.C.A.N. 4017, 4331 (1954) and S. Rep. No. 1622, 83rd 

Cong., 2d Sess., 1954 U.S.C.A.N. 4621, 4981 (1954). 

 

(4) Legislative History of 2001 Act   

 

In the Conference Committee negotiations on the Economic 

Growth and Tax Relief Reconciliation Act of 2001, Pub. L. 

107-16 § 542(a),107th Cong., 1st Sess., 115 Stat. 38 (2001), 

a proposal was made and rejected to impose gain at death in 

situations where debt exceeded basis.  The Conference Com-

mittee Report states: 

 

The bill clarifies that gain is not recognized 

at the time of death when the estate or heir 

acquires from the decedent property subject 

to a liability that is greater than the dece-

dent’s basis in the property. 
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H. R. Rep. No. 107-84, 107th Cong., 1st Sess. 113 (2001).  

See also F. L. Boyle & J. G. Blattmachr, Blattmachr on In-

come Taxation of Estates and Trusts § 4:8.2 (PLI 15th ed.); 

and Blattmachr, Gans & Jacobson, Income Tax Effects of 

Termination of Grantor Trust Status by Reason of the Gran-

tor’s Death, 96 J. Tax’n 149 (Sept. 2002). 

 

b) No Gain Under Rev. Rul. 85-13  

 

Rev. Rul. 85-13 and Madorin treat the grantor as the owner of the 

grantor trust’s assets for income tax purposes, as if the trust did not 

exist.  The death of an individual is not itself a recognition event, 

and testamentary transfers of encumbered assets do not themselves 

result in recognition of gain, so the grantor’s death should be treated 

for income tax purposes as if the grantor owned the encumbered as-

sets and disposed of them by traditional testamentary transfer at 

death.  See, Aucutt, Installment Sales to Grantor Trusts, 2 Bus. En-

tities 28 (April/May 2002); F. L. Boyle & J. G. Blattmachr, Blatt-

machr on Income Taxation of Estates and Trusts § 4:8.2 (PLI 15th 

ed.); Blattmachr, Gans & Jacobson, Income Tax Effects of Termina-

tion of Grantor Trust Status by Reason of the Grantor’s Death, 96 

J. Tax’n 149 (Sept. 2002); Hatcher, Buffaloed by Bongard? Strug-

gling with Strangi? Tormented by Turner/Thompson? Confused by 

Kimbell? Reeling from Rosen? Freezing and Bridging the Increas-

ingly Troubled Waters of FLPs, SM093 ALI-ABA 95 (2007); Man-

ning & Hesch, Deferred Payment Sales to Grantor Trusts, GRATs 

and Net Gifts: Income and Transfer Tax Elements, 24 Tax Mgmt. 

Estates, Gifts & Tr. J. 3 (1999). 

 

c) Basis of Installment Obligation  

 

The promissory note should take a basis in the hands of the grantor’s 

estate equal to its fair market value on the date of death.  The grantor 

is deemed to own the installment obligation on the date of death, 

even though the note is not actually a debt obligation under Rev. 

Rul. 85-13.  Therefore, the note should receive a basis adjustment 

under Sections 1014(b)(1) and 1014(b)(9).   

 

The only applicable exception to this rule might be if the note is an 

item of income in respect of a decedent (“IRD”) under Section 691, 

which would not receive a basis adjustment under Section 1014(c). 

 

(1) Definition of IRD   

 



 

Zaritsky & Law, Page 169 
 

IRD is defined as amounts of gross income that were not 

properly includible in computing the decedent’s taxable in-

come for the taxable year ending with the date of his death 

(or a previous taxable year), under the decedent’s accounting 

method.  Reg. § 1.691-1(b). 

 

(2) Character of IRD   

 

The fact of an item of IRD and the amount and character of 

the IRD are all determined as if "the decedent had lived and 

received such amount."  IRC § 691(a)(3).  As the decedent 

would not have realized any income had he received the note 

payments during life under Rev. Rul. 85-13, there is argua-

bly no IRD associated with the note.  Thus, the note receives 

a stepped-up basis and the subsequent principal payments on 

the note are not taxed.  See Aucutt, Installment Sales to 

Grantor Trusts, 2 Bus. Entities 28 (April/May 2002); Man-

ning & Hesch, Deferred Payment Sales to Grantor Trusts, 

GRATs and Net Gifts: Income and Transfer Tax Elements, 

24 Tax Mgmt. Estates, Gifts & Tr. J. 3 (1999). 

 

d) Basis of Trust Assets  

 

The trust assets are not included in the grantor’s gross estate for es-

tate tax purposes, and thus do not appear to receive a basis adjust-

ment under Section 1014(b)(9).  In CCA 200937028, an e-mail re-

sponse, an attorney in the IRS Chief Counsel’s Office stated: 

 

In this case, the taxpayer transferred assets into a 

trust and reserved the power to substitute assets. Sec-

tion 1014(b)(1)-(10) describes the circumstances un-

der which property is treated as having been ac-

quired from the decedent for purposes of the section 

1014 step-up basis rule. Since the decedent trans-

ferred the property into trust, section 1014(b)(1) 

does not apply. Sections 1014(b)(2) and (b)(3) apply 

to transfers in trust, but do not apply here, because 

the decedent did not reserve the right to revoke or 

amend the trust. None of the other provisions appear 

to apply at all in this case. 

 

Quoting from Reg. § 1.1014-1(a):  

 

The purpose of section 1014 is, in general, to provide 

a basis for property acquired from a decedent which 

is equal to the value placed upon such property for 
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purposes of the Federal estate tax. Accordingly, the 

general rule is that the basis of property acquired 

from a decedent is the fair market value of such prop-

erty at the date of the decedent's death. . . . Property 

acquired from the decedent includes, principally . . .   

property required to be included in determining the 

value of the decedent's gross estate under any provi-

sion of the [Internal Revenue Code.] 

 

Based on a literal reading of the statute and the regulations, the gen-

eral rule appears to be that property transferred prior to death, even 

to a grantor trust, would not have its basis adjusted under Section 

1014, unless it is included in the gross estate for federal estate tax 

purposes. 

 

It may be argued, however, that the assets of a grantor trust receive 

a date-of-death value basis adjustment under Section 1014(b)(1), as 

property “in the hands of a person [the trust] acquiring the property 

from a decedent or to whom the property passed from a decedent.”  

This would be the analysis most consistent with Rev. Rul. 85-13 and 

Madorin, which say that the grantor is deemed to own the trust as-

sets for all income tax purposes, which should include determination 

of basis.  See, Blattmachr, Gans & Jacobson, Income Tax Effects of 

Termination of Grantor Trust Status by Reason of the Grantor’s 

Death, 96 J. Tax’n 149 ‘sept. 2002).  Unfortunately, a court may be 

reluctant to give a basis increase without a concomitant estate or in-

come tax, and a practitioner must ponder whether the basis increase 

is a position on which the practitioner may reasonably believe there 

to be a more-than-50% chance of success. 

 

3. Possible Contrary Views  

 

The IRS may well argue that the same rule that applied to the termination 

of grantor trust status during the grantor’s lifetime in Reg. § 1.1001-2(c), 

Ex. 5, Rev. Rul. 77-402, and Madorin, should apply equally to termination 

of grantor trust status on account of the grantor’s death.  Of course, there 

are no cases, regulations or rulings that directly support (or directly contra-

dict) this point.  See, Aucutt, Installment Sales to Grantor Trusts, 2 Bus. 

Entities 28 (April/May 2002); Cantrell, Gain Is Realized at Death, 149 Tr. 

& Est. 20 (Feb. 2010); Hodge, On the Death of Dr. Jekyll -- the Disposition 

of Mr. Hyde: the Proper Treatment of an Intentionally Defective Grantor 

Trust at the Grantor's Death, 29 Est., Gifts & Tr. J. 275 (Nov. 11, 2004). 
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a) IRS Precedents Are Not on Point  

 

The IRS will likely rely on Reg. § 1.1001-2(c), Ex. 5, Rev. Rul. 77-

402, and Madorin for the proposition that the termination of the 

grantor trust status of a trust that holds encumbered assets is a recog-

nition event, but all of these precedents involved a lifetime termina-

tion of grantor trust status.  Lifetime transfers of encumbered assets, 

even between unrelated individuals, are taxable events, but there is 

no reason why the same rule must apply to testamentary transfers.  

See also, CCA 200923024 (“Regulation 1.1001-2(c), Ex. 5, Ma-

dorin, and Rev. Rul. 77-402 are silent regarding the income tax con-

sequences to the party who receives trust assets (the ‘transferee’). . 

. . [T]he rule set forth in these authorities is narrow, insofar as it only 

affects inter vivos lapses of grantor trust status, not that caused by 

the death of the owner which is generally not treated as an income 

tax event.”) and Blattmachr & Gans, No Gain at Death, 149 Tr. & 

Est. 34 (Feb. 2010). 

 

b) When Gain Recognized Under IRS Argument  

 

A specific critique of the IRS argument will depend upon when the 

IRS deems the constructive transfer of the installment obligation to 

have occurred.  There is a significant difference in tax results be-

tween an analysis that (a) perceives a transfer to have occurred at 

the moment before death, and (b) one that perceives it to have oc-

curred at the moment after death. 

 

(1) Moment-Before Analysis  

 

The IRS seems likely to adopt the analysis that results in gain 

recognized at the moment before the grantor’s death, be-

cause this analysis is closer to that of Rev. Rul. 77-402 and 

because it results in a more certain recognition of gain. 

 

(a) Gain Recognized on Grantor’s Final Income Tax 

Return  

 

The grantor would recognize the difference between 

the adjusted basis in the assets on the date of death 

(before adjustments under Section 1014) and the out-

standing balance on the note.  This gain would be re-

ported on the grantor’s final income tax return, be-

cause the deemed disposition of the encumbered as-

sets occurred before the grantor’s death.  See also, 

Reg. § 1.684-2(e), Ex. 2 (the termination of grantor 
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trust status at the death of the U.S. grantor of a for-

eign trust is treated as if the grantor had transferred 

the assets to the trust at the moment before death). 

 

(b) Decedent’s Basis in the Assets   

 

The grantor’s adjusted basis in the assets would be 

their adjusted basis on the moment before death.  

 

(2) Part Gift/Part Sale? 

 

The transfer of property deemed to occur would likely be a 

part-sale/part-gift.  It would be a sale to the extent that the 

remaining balance on the note exceeds the grantor’s adjusted 

basis in the transferred assets, and a gift to the extent that the 

value of the property on the date of death exceeds the out-

standing balance on the note. 

 

In a noncharitable part-sale/part-gift, the grantor is not re-

quired to allocate any portion of the basis to the gift compo-

nent.  Cf. IRC § 1011(b) (in a charitable part-sale/part-gift, 

basis must be apportioned between the sale and gift compo-

nents).  Therefore, all of the grantor’s adjusted basis would 

be allocated to the sale portion of the transfer.   

 

(a) Installment Reporting   

 

The grantor’s executor should be able either to report 

any recognized gain under the installment sales rules 

of Section 453 or elect out of installment reporting 

under Section 453(d).  The entire gain would not 

have to be recognized immediately. 

 

(b) IRD 

 

If gain is recognized as if the property were sold at 

the moment before death in exchange for an install-

ment obligation, and if the personal representative of 

the decedent’s estate does not elect out of installment 

reporting, the promissory note should be an item of 

IRD under Section 691(a)(4). 

 

IRD means gross income that was not properly in-

cludible in the decedent’s taxable income for the tax-

able year ending with the date of his or her death un-

der the decedent’s accounting method.  Reg. § 1.691-
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1(b).  Rev. Rul. 85-13 states that there would have 

been no amount includible in gross income had the 

decedent not died, suggesting that there was no IRD.  

If sale is deemed to occur immediately before death, 

however, the application of Rev. Rul. 85-13 would 

have to be deemed terminated immediately before 

death, too.  This means that the grantor trust would 

be entitled to an income tax deduction for any federal 

(but not state) estate taxes attributable to the net ap-

preciation in the note on the date of death.  IRC 

§ 691(c). 

 

(c) Trust’s Basis in Its Assets  

 

Under the moment-before analysis, the trust should 

take an adjusted basis in the property it bought equal 

to the amount of the debt on the date of the grantor’s 

death. IRC § 1012.  The trust assets would not be en-

titled to a basis adjustment under Section 1014. 

 

(3) Moment-After Analysis  

 

It seems more logical that, if gain must be recognized, it 

should be deemed to occur at the moment after death, be-

cause the trust remains a grantor trust until the grantor’s 

death and not until the moment before the grantor’s death.   

 

If the IRS deems a transfer to have occurred on the moment 

after the date of death, the grantor would not report any gain 

on the grantor’s final income tax return; the trust would re-

port any gain on its own income tax return.  See Hodge, On 

the Death of Dr. Jekyll -- the Disposition of Mr. Hyde: the 

Proper Treatment of an Intentionally Defective Grantor 

Trust at the Grantor's Death, 29 Est., Gifts & Tr. J. 275 

(Nov. 11, 2004). 

 

(a) Frane Analogy  

 

One should consider the relevance, by analogy, of 

Frane v. Comm’r, 998 F.2d 567 (8th Cir. 1993), aff’g 

in part, rev’g in part 98 T.C. 341 (1992), in which 

the decedent sold assets for a self-canceling install-

ment obligation and died while the debt was out-

standing. 
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The Tax Court held that the decedent’s gross estate 

included no portion of the note, and that gain was 

recognized by the decedent immediately before 

death. 

 

The Eighth Circuit affirmed in part and reversed in 

part, holding that the decedent’s death effected a can-

cellation of installment obligation under Sections 

453B and 691(a)(5), and that gain was recognized 

immediately after death. 

 

The IRS might cite the appellate opinion in Frane for 

the proposition that the grantor’s death should cause 

recognition of gain, but Frane is really inapplicable.  

The Frane analysis is based on Section 453B, which 

applies only if there is a sale in exchange for an in-

stallment obligation.  Rev. Rul. 85-13 negates the ex-

istence of either a sale or an installment obligation, 

and no election could be made under Section 453 in 

the absence of a sale. 

 

(b) Basis in Assets   

 

In a moment-after analysis, the decedent is deemed 

to have owned the underlying assets on the date of 

death.  The property seems clearly to be “property 

acquired by . . . the decedent's estate from the dece-

dent,” and so it should take a basis increase to its fair 

market value on the date of death.  IRC § 1014(b)(1).  

Section 1014(b)(9) grants a basis adjustment for 

property that is included in the decedent’s gross es-

tate for Federal estate tax purposes.  The fact that 

Section 1014(b)(9) does not apply to assets in an In-

tentional grantor trust does not preclude the applica-

tion of Section 1014(b)(1). 

 

(c) IRD 

 

The promissory note would be deemed received by 

the decedent’s estate after the date of death, and thus 

should not be an item of IRD. 

 

(4) Does the IRS Really Believe This?   

 

In CCA 200923024, however, the IRS Chief Counsel sug-

gested that the IRS might not take this position at all. 
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(a) Facts   

 

A married couple (the parents) and their three adult 

children (the “taxpayers” or the “family”) owned 

low-basis stock of an S corporation.  The corporation 

filed a Form S-1 with the SEC to register securities 

in anticipation of an initial public offering.  The Form 

S-1 stated that the family intended to sell all of their 

shares (except for one of the spouses who intended 

to sell one-half of his or her shares). 

 

(i) Formation of Partnership and Trusts 

 

Each taxpayer transferred his or her shares of 

stock to a partnership, and also formed an ir-

revocable nongrantor trust, funded with 

$100,000 in cash.  Each taxpayer sold his or 

her partnership interests to his or her trust, in 

exchange for unsecured private annuity 

promises to pay a fixed annual sum to the 

seller for the rest of his or her life. 

 

(ii) Terms of the Trusts 

 

The terms of each trust directed that the prin-

cipal and income would be distributed, in the 

trustee’s discretion, for the benefit of the 

grantor’s then-living issue.  The trustee of 

each trust was one of the parents, together 

with an independent trustee and an independ-

ent corporate trustee, neither of which was re-

lated or subordinate to the grantor.  The trus-

tees acted by majority vote.  The trusts con-

tinued until the grantor’s death, upon which 

time the trustees would distribute the trust 

funds to the grantor’s then-living issue, out-

right.  None of the trusts were grantor trusts, 

in part because no more than one-half of the 

trustees were related or subordinate to the 

grantor of the trust.  IRC § 674(c). 

 

(iii) Sale of Partnership Interests for Private 

Annuities 
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The parents and their adult children then sold 

their partnership interests to their respective 

trusts in exchange for unsecured private an-

nuities. The partnership then made a 754 

Election to increase its inside basis in the 

stock to be equal to the outside basis taken by 

the trust.  This would be the present value of 

the private annuity obligation, which repre-

sented the fair market value of the stock on 

the date of the sale. 

 

(iv) Partnership Goes Public 

 

The partnership then sold the shares in an in-

itial public offering, receiving an amount ap-

proximately equal to the partnership’s inside 

basis in the stock.  The partnership distrib-

uted to the trusts amounts sufficient to pay the 

annuity due that year, but otherwise retained 

the rest of the cash for reinvestment.  The in-

dividual taxpayers continued to pay the capi-

tal gains tax on the sale of the stock to the 

trusts on a deferred basis, over their lifetimes, 

despite the fact that the partnership had re-

ceived the entire value of the shares in cash. 

 

(v) Toggling Off Grantor Trust Status 

 

Thereafter, the corporate trustee of each trust 

was removed by the trust adviser (a person 

who was neither related nor subordinate to 

the grantor), and replaced with an individual 

who was related or subordinate to the grantor 

of the trust, because that person was em-

ployed by a corporation in which the stock 

holdings of the family are significant from 

the viewpoint of voting control and/or a sub-

ordinate employee of a corporation in which 

the family are executives.  This left, as trus-

tee, one independent party and two related or 

subordinate persons, causing the trusts to be-

come grantor trusts under Sections 674(a) 

and 674(c). 

 

(b) Taxpayers’ Argument   
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The family contended that, as of the date that the 

trusts converted to grantor trust status, and although 

the family directly held partnership interests, the 

family members would report no further annuity in-

come, because, as grantor-owners of the trusts, they 

were both payors and payees on the annuities.  Rev. 

Rul. 85-13. 

 

(c) IRS’ Argument   

 

The IRS agent auditing the transaction sought to 

make the taxpayers recognize the gain on the sale un-

der one of two theories. 

 

(i) Deemed Disposition 

 

First, the agent argued that the taxpayers 

should recognize gain on the on the conver-

sion of the trust from nongrantor trust to gran-

tor trust, because, the agent argued, owner-

ship of a trust’s assets is deemed to change 

hands when the trust’s separate tax existence 

disappears and it becomes a grantor trust. 

Therefore, the agent argued, the conversion 

of a nongrantor trust into a grantor trust 

should result in the recognition of any appre-

ciation in the value of the trust assets, as if 

they had been transferred in a taxable ex-

change.  The nongrantor trusts, therefore, 

would have only the modest gain on the ini-

tial public offering that they had reported, but 

the grantor trusts and their family member-

owners would recognize taxable gain on the 

deemed exchange when the trusts became 

grantor trusts. 

 

(ii) Indirect Borrowing 

 

Alternatively, the agent argued that the sale 

of the partnership interests to the trusts in ex-

change for private annuities should be treated 

as an indirect borrowing of the trust assets, 

causing the trusts to become grantor trusts on 

the date of the sale, rather than when the cor-

porate trustee was removed.  Thus, the sale of 

property to the trust would not be a taxable 
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event, no gain would be recognized, and the 

partnership’s Section 754 election would not 

increase its adjusted basis in the stock it held.  

Therefore, the partnership, and through it, the 

grantors, would recognize as gain the excess 

of the amount realized on the initial public of-

fering over their original low basis in the 

stock. 

 

(d) Chief Counsel’s Response   

 

The IRS Chief Counsel agreed with the agent that the 

transactions were abusive but rejected both argu-

ments under which the agent had sought to tax the 

gain realized in the transactions. 

 

(i) No Deemed transfer 

 

First, the IRS stated that the conversion of a 

nongrantor trust into a grantor trust is not a 

deemed transfer for income tax purposes and 

that gain is not recognized on the transaction. 

 

The agent relied on Rev. Rul. 77-402, Ma-

dorin, and Reg. § 1.1001-2(c), Ex. 5, but the 

Chief Counsel stated that these authorities 

did not support the claim that the conversion 

of a trust from a nongrantor trust to a grantor 

trust is a taxable exchange, and that they do 

not even suggest that the termination of gran-

tor trust status constitutes a taxable transfer 

of the trust assets.  Even assuming that the 

transaction was abusive, the Chief Counsel 

added, asserting that the conversion of a 

nongrantor trust to a grantor trust results in 

taxable income to the grantor would have an 

impact on non-abusive situations. 

 

The Chief Counsel also stated: 

 

The authorities cited only dis-

cuss the application of § 1001 

to the party who is considered 

to have transferred ownership 

(the “transferor”) of trust as-

sets. Regulation 1.1001-2(c), 
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Example 5, Madorin, and Rev. 

Rul. 77-402 are silent regard-

ing the income tax conse-

quences to the party who re-

ceives trust assets (the “trans-

feree”), which in these exam-

ples was the nongrantor trust.  

We would also note that the 

rule set forth in these authori-

ties is narrow, insofar as it 

only affects inter vivos lapses 

of grantor trust status, not 

that caused by the death of the 

owner which is generally not 

treated as an income tax 

event. 

 

(e) Favorable Analysis 

 

This is the most favorable statement that the IRS has 

ever made officially regarding the effect of the death 

of the grantor on encumbered assets held by a grantor 

trust. See Blattmachr & Gans, No Gain at Death, 149 

Tr. & Est. 34 (Feb. 2010). 
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VIII. CAPITAL GAINS AT GIFT OR DEATH PROPOSALS 

 

A. Introduction 

 

The Administration has proposed, as have members of both the House and Senate, 

that capital gains be recognized at death and on lifetime gifts.  The Biden Admin-

istration’s proposal was first released in a Fact Sheet for the Proposed American 

Families Plan, published on the White House web site, and then in the Treasury 

Department’s Green Book.  In the Senate, Senator Chris Van Hollen (D-Md.) cir-

culated a discussion draft of a proposed “Sensible Taxation and Equity Promotion 

(STEP) Act of 2021” among a group that includes Sen. Sheldon Whitehouse, who 

is on the Senate Finance Committee.  This bill is not yet been assigned a bill num-

ber.  In the House of Representatives, Rep. Bill Pascrell (D-N.J.), a member of the 

House Committee on Ways and Means, has introduced a similar, though distinct 

bill.8  That bill has two co-sponsors, both of whom are Democrats.  Biden Admin-

istration’s Proposed American Families Plan, Dept. of Treas., “General Explana-

tions of the Administration’s Fiscal Year 2022,” pp. 61-64 (May 2021) (the “Green 

Book”); White House Fact Sheet (April 28, 2021), https://www.white-

house.gov/brief-ing-room/statements-releases/2021/04/28/fact-sheet-the-american 

-families-plan; H.R. 2286, 117th Cong., 1st Sess. (March 29, 2021); Van Hollen 

Senate Discussion Draft (March 29, 2021)  (Please note that this discussion will 

sometimes refer to H.R. 2286 as the House Bill and the van Hollen discussion draft 

as the Senate Bill, though neither has yet been put to a vote. 

 

 

B. Tax Capital Gains on Gifts or at Death  

 

 All three proposals would make a lifetime gift or a transfer at death a realization 

and recognition event with respect to appreciated property.  The House and Senate 

proposals would add a new Section 1261, “Gains from Certain Property Transferred 

by Gift or Upon Death.” Generally, H.R. 2286 states that the transfer of property 

“by gift or at death” after December 31, 2021 will be treated for income tax pur-

poses as if it were sold for its fair market value on the date of the gift or the date 

death.  Prop. IRC § 1261(a).  Both the House and Senate bills also give the trans-

feree a full fair market value basis in the asset, reflecting the recognition of gain. 

  The general rule of the Van Hollen discussion draft (Van Hollen”) is almost 

the same as H.R. 2286, except that it explicitly applies to transfers “by gift, in trust, 

or upon death.”  This is a material difference, because it states that, except for trans-

fers to certain trusts discussed below, any transfer to a trust will be treated as a 

constructive sale of the transferred property. 

 
8 It is, perhaps, unfair to attempt to compare the Biden Administration’s proposal to the two bills 

that have been introduced, because the Biden proposal does not yet have legislative language.  

Thus, we have far fewer details about the Biden proposal than about the House and Senate pro-

posals.  Of course, one works with what one has. 

https://www.white-house.gov/brief-ing-room/statements-releases/2021/04/28/fact-sheet-the-american%20-families-plan
https://www.white-house.gov/brief-ing-room/statements-releases/2021/04/28/fact-sheet-the-american%20-families-plan
https://www.white-house.gov/brief-ing-room/statements-releases/2021/04/28/fact-sheet-the-american%20-families-plan
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  The most glaring difference between the Biden proposal and the other two 

is that the Biden proposal would also treat as a realization and recognition event a 

transfer of property into or a distribution of property out of a trust, partnership, or 

other noncorporate entity.  This is the only proposal that addresses the taxation of 

transfers into and out of a partnership. 

 

 

C. $1,000,000 Exclusion for Transfers at Death 

  

 All three proposals provide that gross income does not include up to $1,000,000 of 

net capital gains for transfers at death to which Section 1261(a) applies.  H.R. 2286, 

Prop. IRC § 1391(a); Van Hollen, Prop. IRC § 1391(b).  This exemption is indexed 

for inflation. H.R. 2286, Prop. IRC § 1391(b); Van Hollen, Prop. IRC § 1391(c).   

  The Biden proposal, unlike the other two, expressly makes this exclusion 

portable to a surviving spouse.  

 

 

D. $100,000 Exclusion for Lifetime Transfers  

 

 Van Hollen also provides a $100,000 lifetime exclusion for gain on gifts. Van Hol-

len, Prop. IRC § 1391(a).  Neither the Biden proposal nor the House proposal has 

a similar provision. 

 

 

E. Long-Term Trusts – Periodic Deemed Dispositions  

 

 The Biden proposal states that gain on unrealized appreciation also would be rec-

ognized by a trust, partnership, or other non-corporate entity that owns appreciated 

property that has not been the subject of a recognition event within the prior 90 

years, with the testing period beginning on January 1, 1940.  The first possible 

recognition event for any taxpayer under this provision would thus be December 

31, 2030. 

 H.R. 2286 states that on the 30th anniversary of the later of the date on which 

property is transferred to a non-grantor trust or a grantor trust that is not includible 

in the grantor’s gross estate, or January 1, 2022, and on each 30th anniversary there-

after, the trust assets shall be taxed as if they had been transferred.  Any property 

that has been held by a non-grantor trust or a grantor trust that is not includible in 

the grantor’s gross estate on January 1, 2022, and that has been so held for at least 

30 years, shall be taxed as if it were sold on January 1, 2022.  H.R. 2286, Prop. IRC 

§ 1261(c)(4). 

 Van Hollen states that with respect to trusts other than grantor trusts the 

assets of which are includible in the grantor’s gross estate, any property held by the 

trust shall be treated as having been sold for its fair market value on the last day of 

the taxable year ending 21 years after the latest of (i) December 31, 2005; (ii) the 

date the trust was established; and (iii) the last date on which such property was 

treated as sold by reason of this rule.  Van Hollen, Prop. IRC § 1261(b)(2)(A). 
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F. Exceptions to Recognition 

 

All of the proposals include several exceptions to the general rule that a gift or death 

is treated as a constructive sale. 

 

1. Marital Exception 

 

The Biden proposal states that transfers by a decedent to a U.S. spouse 

would carry over the basis of the decedent and no gain would be recognized.  

Capital gain on property transferred to a U.S. spouse would be recognized 

on the spouse’s death or earlier if the spouse disposes of the asset.  There 

does not appear to be a secondary marital exception if the spouse remarries.  

Also, there is no provision for exempt marital gifts to a QDOT when the 

donor’s spouse is not a U.S. citizen. 

 H.R. 2286 provides an exception for transfers to a surviving spouse 

who is a U.S. citizen.  H.R. 2286 Prop. IRC § 1261(b)(1).  In addition, a 

qualifying spousal trust is not subject to the recognition rules applicable to 

trusts generally.  A qualifying spousal trust is a qualified domestic trust un-

der IRC § 2056A, of which the transferor’s spouse is the sole current income 

beneficiary and the transferor, during his or her lifetime, or such spouse or 

surviving spouse has a power of appointment over the entire trust.  H.R. 

2286 Prop. IRC § 1261(c)(5). 

 Van Hollen contains a much more detailed marital exception.  Under 

that bill, there is no constructive sale treatment for any transfer to a spouse 

or surviving spouse of the transferor, or to a QTIP trust.  Van Hollen, Prop. 

IRC §§ 1261(c)(2)(A) and 1261(c)(2)(C).  Property transferred to a spouse 

or QTIP trust will be treated as sold by the spouse or surviving spouse on 

the date on which it is disposed of by the spouse or surviving spouse or, if 

earlier, the date of such spouse’s death. Van Hollen, Prop. IRC 

§ 1261(c)(2)(B).  The Van Hollen discussion draft denies the marital excep-

tion for a transfer to a spouse who is not a U.S. citizen or a long-term resi-

dent.  A long-term resident is defined, for this purpose, as an individual who 

is not a U.S. citizen, who is a permanent resident of the United States for 

the taxable year in which the transfer occurs and in at least 8 of the 15 tax-

able years preceding the taxable year in which the transfer occurs.  Van 

Hollen, Prop. IRC § 1261(c)(2)(D).  Van Hollen does not provide an excep-

tion for a gift to a QDOT. 

 

2. Charitable Exception 

 

The Biden proposal states that transfers by a decedent to charity would not 

generate a taxable capital gain.  The transfer of appreciated assets to a split-
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interest trust would generate a taxable capital gain, with an exclusion al-

lowed for the charity’s share of the gain based on the relative value of the 

charity’s interest in the trust under estate and gift tax rules. 

 H.R. 2286 exempts from the recognition rules transfers to charity 

described in Section 170(c). H.R. 2286, Prop. IRC § 1261(b)(3). 

 Van Hollen also exempts from the recognition rules transfers to or 

for the use of a charity described in Section 170(c). Van Hollen, Prop. IRC 

§ 1261(c)(3)(A).  Van Hollen explicitly states that property set aside for the 

use of a charity is not subject to the dynasty trust rules discussed above.  

Van Hollen, Prop. IRC § 1261(c)(3)(B).  In valuing what part of a trust is 

held for the use of a charity, rules similar to Section 2702 will apply.  Van 

Hollen, Prop. IRC § 1261(c)(3)(C).  A gift of an interest in property for the 

benefit of a charity is not eligible for this exception unless the interest is a 

remainder interest, a guaranteed annuity, or a unitrust interest. Van Hollen, 

Prop. IRC § 1261(c)(3)(D).  The dynasty trust rules discussed above do not 

apply to qualified disability trusts (defined in Section 642(b)(2)(ii)) or cem-

etery perpetual care trusts (defined in Section 642(i). 

 

3. Tangible Personal Property Exception 

 

The Biden proposal states that the transfer of tangible personal property 

such as household furnishings and personal effects (excluding collectibles) 

would not be a recognition event.  

H.R. 2286 exempts transfers of tangible personal property that are not: 

(a) held in connection with a trade or business; (b) held for investment; or 

(c) a collectible.  For this purpose, a collectible is defined with reference to 

Section 408(m), which precludes holding collectibles in an IRA, and thus 

includes any work of art, any rug or antique, any metal or gem, any stamp 

or coin, any alcoholic beverage, or any other tangible personal property 

specified by the Secretary for this purpose.  H.R. 2286, Prop. IRC § 

1261(b)(2).  Thus, transfers of non-collectible personal effects would not be 

subject to the new tax on death or gifts.  Under Prop. Reg. § 1.408-10(b), 

49 Fed. Reg. 2794 (Jan. 23, 1984), the taxable items of tangible personal 

property would also include any musical instrument or historical objects 

(documents, clothes, etc.). 

 Van Hollen exempts transfers of tangible personal property that are 

not: (a) held in connection with a trade or business; (b) held for the produc-

tion of income; or (c) a collectible.  For this purpose, a collectible is defined 

with reference to Section 408(m).  Van Hollen, Prop. IRC § 1261(c)(1).  The 

difference between the two bills appears to be only that H.R. 2286 refers to 

assets held for investment, while Van Hollen refers to assets held for the 

production of income. 

 Note.  The phrase in H.R. 2286 appears to be broader than that in 

Van Hollen, because assets can be held for investment without the genera-

tion of income if they are held expressly for appreciation, while assets held 

to produce income are almost definitionally also held for investment. 
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4. $250,000 Residential Gain Exemption 

 

The Biden proposal states that the $250,000 per-person exclusion under cur-

rent law for capital gain on a principal residence would apply to transfers of 

“all residences” by gift or at death and would be portable to the decedent’s 

surviving spouse.  Thus, the exclusion would be $500,000 per couple.  

 

5. Small Business Stock Exemption 

 

The Biden proposal states that the exclusion under current Section 1202 for 

capital gain on certain small business stock would apply to gifts and trans-

fers at death. 

 

 

G. Grantor Trusts 

 

 The Biden proposal states that the deemed owner of a wholly-revocable grantor 

trust would recognize gain on the unrealized appreciation in any asset distributed 

from the trust to any person other than the deemed owner or his or her U.S. spouse, 

other than a distribution made in discharge of an obligation of the deemed owner.  

All of the unrealized appreciation on assets of a revocable trust would be realized 

at the deemed owner’s death or if the trust otherwise becomes irrevocable. The 

Biden proposal makes no other special provisions for grantor trusts that are not 

wholly-revocable by the deemed owner. 

  H.R. 2286 states that assets held by a grantor trust that is included in the 

grantor’s gross estate are treated as sold on (i) the date of the grantor’s death or, if 

earlier, (ii) the date they are distributed to someone other than the grantor.  A similar 

rule applies with respect to trusts deemed owned by a third-party under Section 

678.  H.R. 2286, Prop. IRC § 1261(c)(1). 

 Van Hollen states that a transfer to a grantor trust deemed owned by “the 

transferor” is not treated as a sale for fair market value.  Van Hollen, Prop. IRC § 

1261(b)(1)(A).  Property held in a grantor trust is treated as transferred by the gran-

tor in a sale for fair market value, however, on the date that: (i) the grantor ceases 

to be treated as the deemed owner; (ii) the property is distributed to any person 

other than the grantor; or (iii) the property would no longer be includible in the 

grantor’s gross estate.  Property in a grantor trust is also treated as having been sold 

for its fair market value on the date of the grantor’s death.  Van Hollen, Prop. IRC 

§ 1261(b)(1)(B). 

 Note.  The House and Senate bills have similar treatment of property held 

in a grantor trust that would not be includible in the grantor’s gross estate, but H.R. 

2286 provides for similar treatment for trusts deemed owned by a third-party under 

Section 678.  Thus, under H.R. 2286, a grantor’s transfer to a BDIT or BDOT 

should not itself be treated as a sale of the transferred assets for their fair market 

value, but under Van Hollen, it would be so taxable.  The Biden proposal does not 
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appear to make special provisions for trusts that are wholly taxable to someone 

other than the grantor under Section 678.  

 

  

H. Trust Modification or Decanting 

 

H.R. 2286 provides that the modification of the beneficiaries of a trust or the trans-

fer or distribution of trust assets (including distribution to another trust) shall be 

treated as a taxable disposition under these rules, “unless the Secretary determines 

that any such transfer or modification is of a type which does not have the potential 

for tax avoidance.”  H.R. 2286, Prop. IRC § 1261(c)(3). 

 Neither the Biden proposal nor Van Hollen has a comparable provision. 

 

   

I. Step-Up in Basis for Gifts where Gain Recognized 

 

The Biden proposal states that the basis of property received from a decedent would 

continue to be its fair market value at the decedent’s death. The basis of property 

received from a donor would be its fair market value at the time of the gift. The 

donee’s basis in property received by lifetime gift would be the donor’s basis, to 

the extent that the unrealized gain on that property counted against the donor’s $1 

million exclusion from recognition. 

 Both the House and Senate bills state that property acquired by gift after 

December 31, 2021 will take a basis equal to the fair market value of the property 

at the time of the gift.  Prop. IRC § 1015(a)(1). 

 

 

J. Annual Exclusion Gifts 

 

H.R. 2286 provides that no gain is recognized on transfers to an individual that are 

not taxable gifts because of the gift tax annual exclusion.  Prop. IRC § 1261(d). 

 Van Hollen has no similar provision, but it provides a $100,000 lifetime 

exemption from taxation as a sale for fair market value for transfers during the 

transferor’s lifetime.  Van Hollen, Prop. IRC § 1391(d). 

 The Biden proposal has no similar provision. 

 

 

K. Information Reporting 

 

The Biden proposal states that the gain would be reported on the Federal gift or 

estate tax return or on a separate capital gains return.  

H.R. 2286 provides a new Section 6050Z, “Returns Relating to Certain Gifts 

and Bequests,” which will require that a donor or the executor for a decedent shall 

be required to report to the Secretary and to each transferee the name and taxpayer 

ID number of the transferee, a description of the transferred property, and the fair 

market value of the transferred property.  This will apply to any gift, other than one 
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of a covered security (defined with reference to Section 6045(g)(3), on which the 

broker is already required to report), to which new Section 1261 will apply, and to 

any transfer at death (other than a transfer of a covered security) which is includible 

in gross income under Section 1261.  There are exceptions for gifts that are not 

subject to new Section 1261 because they are under the annual exclusion, and to 

transfers at death that are under the $1,000,000 exclusion. 

 Van Hollen provides a new Section 6048A, “Information With Respect to 

Certain Domestic Trusts,” which will require the trustee of any trust the aggregate 

value of the assets of which is more than $1,000,000 on the last day of the taxable 

year, or the gross income for the taxable year of which exceeds $20,000, shall be 

required to provide the Secretary with (a) a full and complete accounting of  all 

activities and operations of the trust  for  the taxable year; (b) the name and taxpayer 

ID number of the trustee, the grantor, and each beneficiary of the trust, and such 

other information as the Secretary requires.  Van Hollen, Prop. IRC § 6048A. 

 

   

L. Extension of the Time to Pay Certain Capital Gains at Death 

 

 The Biden proposal states that the payment of tax on the appreciation of certain 

family-owned and -operated businesses would not be due until the interest in the 

business is sold or the business ceases to be family-owned and operated.  A 15-year 

fixed-rate payment plan would be allowed for the capital gains tax on appreciated 

assets transferred at death, other than liquid assets such as publicly traded financial 

assets and other than businesses for which the deferral election is made.  The IRS 

could require security at any time when there is a reasonable need for security to 

continue this deferral. 

  H.R. 2286 provides that a taxpayer may elect to pay any capital gain recog-

nized on a transfer at death of an eligible asset (an asset other than actively-traded 

personal property (see Section 1092(d)(1)), under Section 1261 can be paid in 2 or 

more (but not more than 7) equal annual installments.  H.R. 2286, Prop. IRC 

§ 6168(a)(1).  The election must be made not later than the time the return reporting 

the tax on the gain is due.  H.R. 2286, Prop. IRC § 6168(a)(2).  The interest rate on 

the deferred tax shall be 45% of the annual rate for underpayments of income taxes 

under Section 6601. 

  Van Hollen provides that a taxpayer may elect to pay any tax on a capital 

gain recognized on account of the transfer of an eligible asset (an asset other than 

actively-traded personal property (see Section 1092(d)(1)), on a transfer at death 

under Section 1261, can be paid in 2 or more (but not more than 10) equal annual 

installments.  Van Hollen, Prop. IRC § 6168(a)(1).  The first installment shall be 

paid on or before the date selected in the election, which is not more than 5 years 

after the date on which the tax is otherwise due.  Van Hollen, Prop. IRC § 

6168(a)(2).  Interest is due during this 5-year deferral period. Van Hollen, Prop. 

IRC § 6168(f)(1).  The election must be made not later than the time the return of 

tax reporting the gain is due.  Van Hollen, Prop. IRC § 6168(d).  The interest rate 

on the deferred tax shall be 45% of the annual rate for underpayments of income 

taxes under Section 6601. Van Hollen provides for an acceleration of the deferred 
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tax if the eligible asset is distributed, sole, exchanged or otherwise disposed of or 

nonrecourse indebtedness is secured in whole or in part by a portion of such eligible 

asset.  Van Hollen, Prop. IRC § 6168(g)(1).  Similarly, any late payment of interest 

or principal must be paid upon notice from the Secretary, unless the payment is 

made within 6 months of the original due date.  If the payment is made within 6 

months, there will be a penalty equal to 5% of the amount of the payment.  Van 

Hollen, Prop. IRC § 6168(g)(2).  A special lien is imposed under new Section 

6324C, “Special Lien for Taxes Deferred Under Section 6168.”  Van Hollen, Prop. 

IRC § 6324(c). 

 

 

M. Waiver of Penalty for Underpayment of Estimated Tax 

 

The Biden proposal states that provision will be made for waiver of the penalty for 

underpayment of estimated tax with respect to capital gains at death. 

 Van Hollen provides that a taxpayer who dies during the taxable year shall 

not be liable for an estimated tax underpayment penalty if the source of the under-

payment was the tax under Section 1261.  Van Hollen, Prop. IRC § 6354(e)(3)(C). 

 H.R. 2286 has no comparable provision. 

 

 

N. Appraisal Costs 

  

  The Biden proposal states that donors and estates of decedents could deduct the full 

cost of appraisals of appreciated assets, though it does not state whether these costs 

would be income tax deductions, estate tax deductions, or both.   

 Van Hollen permits the deduction of the costs of any appraisal of property 

that is deemed to have been sold under Section 1261.  Van Hollen, IRC § 199B.  

This is not treated as a miscellaneous itemized deduction. 

 H.R. 2286 has no comparable provision. 

 

 

O. Effective Date 

 

The Biden proposal would be effective for gains on property transferred by gift, 

and on property owned at death by decedents dying, after December 31, 2021, and 

on certain property owned by trusts, partnerships, and other non-corporate entities 

on January 1, 2022. 

  Note.  The Biden proposal would also tax capital gains and qualified divi-

dends of taxpayers with adjusted gross income of more than $1,000,000 at the same 

rates as ordinary income – 37% (40.8% including the net investment income tax).  

A separate proposal would increase the top ordinary individual income tax rate to 

39.6% (43.4% including the net investment income tax).  The $1,000,000 figure 

would be indexed for inflation after 2022.  These rules would apply to gains re-

quired to be recognized after the “date of announcement.”  The “date of announce-

ment” will be either the date on which the Green Book was released (May 28, 2021) 
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or the date on which the White House published on its website a fact sheet relating 

to these proposals (April 28, 2021). 

  All of the provisions of H.R. 2286 will apply to gifts made after and trans-

fers at death with respect to decedents dying after December 31, 2021. 

  All provisions of Van Hollen shall apply to gifts made after and transfers at 

death with respect to decedents dying after December 31, 2020. 

 

 

P. Open Issues 

 

There are several unclear points in these proposals, which is to be expected with 

proposals that have, in one case, not been drafted and in the other two cases not yet 

been reviewed by the tax-writing committees (and, with regard to the Senate pro-

posal, formally introduced).  For example, new Section 1261 in the House and Sen-

ate bills states that the property transferred by gift shall be “treated as sold for its 

fair market value.”  This strongly suggests that every gift of a life insurance policy 

would be a transfer for valuable consideration causing the proceeds to be taxable 

as ordinary income.  This is not likely intended, but the statutes need to be clarified 

on this issue. 

 It is also unclear how these statutes would apply to retirement benefits.  Any 

deemed sale within a qualified plan or IRA would present no problem, because the 

entity is tax-deferred.  Furthermore, qualified plan interests are required to be 

nonassignable.  Interests in an IRA, however, are not subject to the nonassignability 

requirement, and it is unclear how an assignment of an interest in an IRA would be 

taxed under new Section 1261. 

 The income tax on gains under these proposals at a decedent’s death should 

be deductible as a claim against the estate for estate tax purposes under Section 

2053.  This does not, of course, prevent imposition of both the estate tax and income 

tax on the same assets at a decedent’s death.  Such imposition could be avoided 

only by making one of the taxes creditable against the other.  A deduction only 

allows an effective reduction in the total combined rate. 

 The various statements by the sponsors of the House and Senate bills and 

the Green Book refer consistently to taxing capital gains at death or on a gift.  The 

proposals are not, however, limited to capital gains.  A gift of or the transfer at an 

individual’s death of property that is not a capital asset, such as property held for 

sale to customers in the ordinary course of business, would produce ordinary taxa-

ble income, rather than capital gains. 

 These proposals would effect two major changes on a client’s estate plan.  

First, they would substantially increase the total taxes paid on estates over 

$1,000,000.  Second, they would create a serious need for additional liquid assets 

in an estate, even with the proposed provisions for deferred payment of the income 

taxes.  This may, in turn, encourage far more clients to own more life insurance 

than they currently own. 

 

 


