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Editors Synopsis. The changesinthe progressivetax structureover the
past decades have greatly reduced the tax incentive to divert income
from a taxpayer with substantial incometo atrust or itsbeneficiaries.
Asaresult, although grantor trustswere once avoided, the* intentional
grantor trust” has become a viable option that can, if properly
structured, produce significant tax savings for many taxpayers. Inthis
Article, the authors present an overview of the mechanics of a grantor
trust and provide guidance on howto structure an intentional grantor
trust to produce tax savings and avoid the potential hazards that may

arise.
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. INTRODUCTION
A. History

Since the enactment of income taxes, taxpayers have sought to reduce
tax burdens. It seemsas natural asbreathing. Long ago, thelegendary Judge
Learned Hand of the United States Second Circuit Court of Appeals noted
“that thereis nothing sinister in so arranging on€' s affairs asto keep taxes
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as low as possible. . . . [FJor nobody owes any public duty to pay more
[taxes] than the law demands. . . ."*

The early structure of the income tax did not permit joint income tax
returnsfor married couples and thetax rate structure was very progressive.
Theseaspects encouraged taxpayers to reduce taxes by deflectingincometo
other taxpayers who werein lower income tax brackets. The advantage of
splitting income between spouses was obvious: If income could be spread
between two tax returns with two uses of lower income tax brackets and
personal exemptions, less overall tax was due. Another method used to
deflect income from higher tax brackets to potentially lower tax brackets
was to shift income to trusts or beneficiaries of trusts.

Attemptsto lower incometaxes by deflecting incometo other taxpayers
have not always been successful. The Supreme Court’ s landmark decision
in Lucas v. Earl? is the classic example of courts not permitting income
earned by one taxpayer to be taxed to another through a contractual
assignment of income.®

Deflecting income from higher tax brackets to potentially lower tax
brackets was contested by the Service. Thelandmark decision Helvering v.
Clifford* is an example of an attempted assignment of income between
spouses, in the pre-joint return era, with the creation of a short-term trust
that did not pass judicial scrutiny to effect a shift of income to a lower
bracket.

Moativated by Clifford, the Treasury Department adopted regulations
under the 1939 Code’ s definition of grossincome” that provided guidelines
for when trusts would be recognized as taxpayers separate from their
grantors, and when trust income would be taxed to the grantor. Theregula-
tions were commonly known as the “Clifford” regulations. These rules

! Commissioner v. Newman, 159 F.2d 848, 850-51 (2d Cir. 1947) (Hand, J,
dissenting). Similarly, Judge Hand, in Helvering v. Gregory, 69 F.2d 809, 810 (2d Cir.
1934), on behalf of the court, said: “ Any one may so arrange his affairsthat histaxesshd| be
aslow as possible; heisnot bound to choose that pattern which will best pay the Treasury;
thereisnot even apatriotic duty toincrease one’ staxes.” (citing United Statesv. Isham, 84
U.S. (17 Wall.) 496, 506 (1873); Bullen v. Wisconsin, 240 U.S. 625, 630 (1916)).

2281 U.S. 111 (1930).

3 Lucasv. Earl involved acontract assi gningincome between spousesthat predatedthe
16th Amendment by twelve years. Thus, the contract likely was not tax motivated; however,
the Court determined the contract was neverthel essan assignment of income. Seeid. at 114.

%300 U.S. 331 (1940).

® SeeTreas Reg. 8 9.22(a)-1 (1939) (defining grossincome); Tress. Reg. § 29.22(8)-21
(1946) (stating trust income taxabl eto grantor as substantial owner following provisions of
T.D. 5488, 1946-1 C.B. 19).
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taxed the grantor rather than the trust if any one of a number of lines were
crossed. 1n 1954, Congress adopted the* grantor trust” provisionsof Internal
Revenue Code (Code) sections 671 through 679° that generally followed the
Clifford regulations.

The 1948 adoption of joint returns for married couples’ eliminated the
income tax incentives to divide income between spouses, but the Code's
highly progressive rate structure continued to motivate income splitting
between grantors and trusts created for others and the beneficiaries of those
trusts. For example, the pre-1987 “ten-year and a day trusts,” also called
“Clifford trusts,” were in wide use to shift income to taxpayers in lower
marginal brackets.®

The Tax Reform Act of 1986, with much-less-progressiveincome tax
rates, fundamentally changed theincentiveto divideincomeamong severa
taxpayers. Individual tax brackets becamerédatively flat; thegreat disparity
of tax rates among individuals was eiminated.’® In addition, the 1986 Act
al but eiminated lower tax brackets for trusts. ** For example, in 1987 a
trust reached the top incometax bracket at $5,000 of taxableincome. Thus,
for aseparatetrust, theuseof atrust’ slower brackets saved $650 inincome
taxes. ™ In 2009, atrust reaches thetop incometax bracket at about $11,150

®selRC. 88 671-679. Unless otherwise noted, “Code” and “1.R.C.” refer to the
Internal Revenue Code of 1986, and “section” refers to a section of the Code. Note that
I.R.C. § 679 was added to the Code in 1976.

" ee Revenue Act of 1948, Pub. L. No. 471, ch. 168, sec. 303, § 51(b), 62 Stat. 110,
115.

8 Section 673, before amendment in 1986, permitted atrust to avoid grantor trust status
as to tax income allocable to the fiduciary income portion of the trust if the grantor’s
reversionary interest in principal was delayed morethantenyears. See|.R.C. 8 673 (1954).

° Pub. L. No. 99-514, 100 Stat. 2085.

0 The “kiddie’ tax has de-incentivized diverting income to children. Under Code
section 1(g), the unearned income of a minor child may be taxed at the parent’s margina
income tax bracket. In addition, unearned income of dependent students under the age of
twenty-four similarly may be taxed under 1.R.C. 8 1(g)(2) (A)(ii)(1).

™ Seeid. § 1(e). Section 643(f) was enacted in 1984 (Deficit Reduction Act of 1984,
Pub. L. No. 98-369, 98 Stat. 494, 599) to treat multiple trusts created by a taxpayer or the
taxpayer’ s spouse as onetrust in someingtancesif avoidance of incometax wasthe purpose
in creating the trusts.

2 Under section 1(e) for 1987, the tax on the first $5,000 of income was $750. A
“straight” 28% tax (the higher bracket in 1987) on $5,000 would be $1,400, with the
difference being $650. See |.R.C. § 1(e) (1987).
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of taxableincome. ® Asaresult, theuse of atrust’ slower bracketswill save
something in the neighborhood of $1,000. Neither sum would justify the
planning and administration expenses of creating a separate trust.

B. Oveview

With no significant incometax savingsto be achieved by divertingin-
comefrom ataxpayer with substantial incometotrustsor trust beneficiaries
in non-existing lower brackets, taxpayers switched directions and sought to
invokethe grantor rules so that the grantor istreated as owning thetrust (or
its assets) for income tax purposes—in other words, to make each trust a
grantor trust. For ataxpayer-grantor to be obliged to pay taxes on income
that belongsto another (that is, incomethat belongsto the grantor trust or a
beneficiary of the grantor trust) generally is desirable now from a gift and
estate tax perspective. The tax savings goal no longer is achieved by
avoiding grantor trust status; rather, it is achieved by obtaining grantor trust
statuswith an “intentional grantor trust,” and that has become aholy grail of
tax and estate planning.** Taxpayers seek to use the grantor trust rules to
their advantage to save estate, gift, and generation-skipping transfer taxes.

Theterm defective was applied first to grantor trusts when the grantor
trust rules originally were adopted because, as a general matter, a grantor
trust classification prevented income splitting. Avoiding grantor trust status
was thetypical taxpayer goal. Thus, before 1987 the trust was “ defective’
fromthe perspectivethat thetrust income was taxableto thegrantor instead
of the trust or a trust beneficiary. That label has carried over to today,
although now grantor trust status usually is viewed as beneficial. Many
planners, however, avoid using the word defective when describing thetrust
because of negative connotationsto clients who are unaware of the histori-
cal background. Inany event, agrantor trust, whether or not it is viewed as
defective, has potential planning opportunities presented by that tax status.™

Grantor trusts are used affirmatively to enhance many common estate
planning strategies by:

permitting the income earned by the trust to grow free of income tax
because the tax burden is imposed upon the grantor, and the

3 Under section 1(e) for 2009, the tax on the first $11,150 of income is $2,879. A
“straight” 35% tax on $11,150 woul d be $3,903, with the difference being $1,024. Seel.R.C.
§ 1(e) (2009).

The income tax status of a grantor trust is the same whether or not achieved
intentionaly.

15 See Howard M. Zaritsky, Open Issues and Close Calls—Using Grantor Trustsin
Modern Estate Planning, 43 ANN. HECKERLING INST. ON EsT. PLAN. § 300 (2009).
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payment of the trust’s income tax liability by the grantor is not a
gift; ™

permitting assets to be sold by the grantor to the trust for fair market
valuewithout the imposition of gift tax*’ or incometax, even if the
assets sold are appreciated;*® and

permitting the purchase or exchange of low basis assetsin exchangefor
higher basis assets, such ascash, by the grantor shortly before degth
without the imposition of an income tax.*

Grantor trusts have other beneficial uses. For example, atrust isaper-
missible shareholder of S corporation stock if the trust is a grantor trust
(with respect to ataxpayer who is an digible shareholder of an S corpora-
tion) as to income and corpus.® In addition, the $250,000 ($500,000 for
joint returns) exclusion from income under section 121 for the sale of a

16 seeRev. Rul. 2004-64, 2004-2 C.B. 7; seeal soinfra notes 28—-33 and accompanying
text.

Y Anindividua makes a gift only to the extent the taxpayer receivesback consideration
in money or money’ s worth that isless than the value of what the taxpayer transferred. See
I.R.C. § 2512(b); see also Treas. Reg. § 25.2512-8.

% No capital gain or loss should be recognized on sales between the trust and the
grantor. See Rev. Rul. 85-13, 1985-1 C.B. 184 (to the extent grantor is treated as owner of
trust, the trust will not be recognized as separate taxpayer capable of entering into a sales
transaction with the grantor). In that ruling, the Service indicated it would not follow
Rothstein v. United Sates, 735 F.2d 704 (2d Cir. 1984), to the extent it would require a
different result. In Rothstein, the Second Circuit concluded that ataxpayer could enterintoa
salestransaction for income tax purposeswith agrantor trust becausethetrust wasaseparate
taxpayer. Seeid. at 709; seealso Rev. Rul. 2007-13, 2007-1 C.B. 684 (rulingin Situation 1
that the sale of a life insurance policy from one “wholly-owned” grantor trust to ancther
“wholly-owned” grantor trust is not atransfer at all for income tax purposes because the
grantor istreated asthe owner of the assets of both trusts); Rev. Rul. 92-84, 1992-2 C.B. 216
(gain or loss on sale of asset by Qualified Subchapter S Trust, whichis grantor trust astoits
S corporation stock, istreated as gain or |oss of the grantor or other person treated as owner
under the grantor trust rules and not of thetrust, even if the gain or lossisdlocableto trust
corpus rather than to trust income).

° The subsequent inclusion of thelow basis assetsinthe grantor’ sgross estate at death
generaly will result in a new basis equd to the etate tax values. See |.R.C. § 1014(a).

% gee.R.C. §1361(0)(2)(A)(i); see, €g., Priv. Ltr. Rul. 2000-01-015 (Jan. 7, 2000). For
a more extensive discussion, see F. LADSON BOYLE & JONATHAN G. BLATTMACHR,
BLATTMACHR ON INCOME TAXATION OF ESTATES AND TRUSTS 8§ 7:3 (15th ed., rev. 2008).
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principal residenceby anindividual isavailableif theresidenceisowned by
agrantor trust with respect to that individual . **

Tax reporting for a grantor trust is different from reporting for other
trusts. If atrust isagrantor trust, the grantor reports on his or her income
tax return all income, deductions, and credits against the tax attributableto
thetrust property, although a grantor trust either must filea Form 1041 or
follow the alternatereporting procedures described in Treasury Regulation
section 1.671-4(b)(2).%

The affirmative use of grantor trusts as a tax planning tool has been
aided by several published rulings. In Revenue Ruling 85-13,% the Service
concluded that transactions between a grantor and his or her grantor trust
have no income tax effect. This position disagreed with a decision of the
Court of Appeals for the Second Circuit,? but until revoked the Serviceis
obligated to follow its own published ruling.® Moreover, the Service more

2 SeeRev. Rul. 85-45, 1985-1 C.B. 183; I.R.S. Priv. Ltr. Rul. 91-18-017 (May 3, 1991)
(prior section 121 provision excluding gain on sa e of residence by individual over agefifty-
five).

2 0 |.R.C. §671.

3 f thetrust filesaForm 1041, the entry linesfor income, deductions, etc. ontheform
areleft blank, and a statement is attached indicating the income, deduction, and tax credit
information that has been communicated to the grantor for inclusion on the grantor’s Form
1040. Thegrantor trust box on the Form 1041 shoul d be checked. In some circumstances, no
Form 1041 need be filed (and the trustee of the grantor trust does not need to obtain a
taxpayer identification number). Under Treasury Regulation section 1.671-4(b), if thetrust:
(1) isagrantor trust, dl of whichistreated asowned by one grantor or one other person; (2)
if thegrantor or other person whoistrested asthe owner of thetrust providestothetrusteea
completed FormW-9; and (3) if thetrustee givesthe grantor’ s (or other person’ s) nameand
taxpayer identification number to all payorstothetrust during thetaxableyear, thetrust need
not fileaForm 1041, and theitems of income will be reported directly to the grantor. See
Treas. Reg. 8 1.671-4(b)(1), 4(b)(2)(i), and 4(b) (2)(ii)(B). Furthermore, if the grantor alsois
thetrustee or co-trustee, thetrust isnot required to give areporting information statement to
the grantor. See Treas. Reg. § 1.671-4(b)(2)(ii). If the conditions described above are
satisfied, the grantor trust does not need to obtain a taxpayer identification number until
either the firgt taxable year of the trust inwhich all of thetrust isno longer “owned” by the
grantor or ancther person, or until the first taxable year of thetrust for which the trustee no
longer reports pursuant to Treasury Regul ation section 1.671-4(b)(2)(i)(A). Seealso Tresas.
Reg. 8 301.6109-1(a)(2)(i). For a more extensive discussion, see BOYLE & BLATTMACHR,
supra note 20, 8 4:7.

2 1985-1 C.B. 184.

% gee Rothstein v. United States, 735 F.2d 704 (2d Cir. 1984).

% gee Rauenhorst v. Commissioner, 119 T.C. 157 (2002).
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recently has reaffirmed its Revenue Ruling 85-13 position in Revenue
Ruling 2004-64.7

For many years, some tax advisors were concerned that a gift might
occur if the grantor paid income taxes on income that bel onged to another;
that is, gross income otherwisereceived by atrust or its beneficiaries. Ina
privateletter ruling, the Servicerequired the grantor of agrantor trust to be
reimbursed for income taxes paid by the grantor on trust income. That
ruling raised the issue of whether the failure to reimburse the grantor for
income taxes paid might be a gift by the grantor.?® The Service has since
changed its position, however. In Revenue Ruling 2004-64,% the Service
concluded that the payment by a grantor of taxes on income earned by a
trust isnot agiftif thetax reimbursement is not required under the terms of
thetrust or required by statelaw.® In addition, the Serviceruled similarly in
Revenue Ruling 2004-64, if the reimbursement is in the discretion of an
independent trustee.™ If the trust mandates that the grantor be reimbursed
for paying the income taxes attributable to the grantor trust, the ruling
indicates that there are no gift tax consequences to the grantor or the trust
beneficiaries upon the grantor’ s initial payment of the tax and the trust’s
reimbursement to the grantor (although quite obvioudly, the benefit of
having the trust grow on an income tax-free basis would be lost).* The
ruling also addressed whether either a mandatory or discretionary reim-

%" See Rev. Rul. 2004-64, 2004-2 C.B. 7; see also supra note 16.

% |1 Private Letter Ruling 94-44-033 (Nov. 4, 1994), the Servi ce stated in di ctathet the
failure of the trugt to reimburse the grantor for income taxes paid by the grantor would be
considered agift by the grantor to the remainderpersons. The Service subsequently reissued
theruling without that dictain Private Letter Ruling 95-43-049 (Oct. 27, 1995). Rulingshave
approved various types of reimbursement provisions. See, e.q., Priv. Ltr. Ruls. 94-15-012
(Apr. 15, 1994); 94-16-009 (Apr. 22, 1994); 94-51-056 (Dec. 23, 1994). The Service's
position created a dichotomy because including an income tax reimbursement provision
would seemto create somerisk that thetrust would beincluded inthegrantor’ s estate under
Code section 2036 by providing for payment of legal obligations of the grantor. However,
because of its prior insistence that trusts provide that the grantor be reimbursed for income
taxes, the application of section 2036 on account of such reimbursement was made
prospective only in Rev. Rul. 2004-64, 2004-2 C.B. 7. See Treas. Reg. § 20.2036-1(b)(2).
Various Service private rulings previously held no inclusion would be found under Code
section 2036(a); see, e.g., Priv. Ltr. Ruls. 2001-20-021 (May 18, 2001); 1999-22-062 (June
4, 1999); 1999-19-039 (May 14, 1999); 97-10-006 (Mar. 7, 1997); 97-09-001 (Feb. 28,
1997); 94-13-045 (Apr. 1, 1994).

% 2004-2 C.B. 7.

% seeid. (Situation 1).

3 seeid. (Situation 3).

* seid. (Situation 2).
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bursement clause would cause inclusion of trust assets in the grantor’s
estate under section 2036.%

The* spousal-unity” rule enacted by Congressin 1986 broadensthepo-
tential scope of the grantor trust rules.* Under section 672(e), as amended

3t neither statelaw nor the governinginstrument contains any provision requiring or
permitting the trustee to reimburse the grantor for paying income taxes attributable to the
trust, the grantor’s payment of the tax is not a gift by the grantor, and no portion of the trust
isincludibleinthe grantor’ s estate under section 2036. See Rev. Rul. 2004-64, 2004-2C.B. 7
(Situation 1).

If the trust mandates that the grantor be reimbursed for paying the income taxes
attributableto the grantor trust, theruling indicatesthat there are no gift tax consequencesto
the grantor or the trust beneficiaries upon the grantor’s initial payment of the tax or the
trust’ sreimbursement to the grantor, but “thefull value of the trust assets” would beinduded
inthegrantor’ s estate under section 2036. Seeid. (Situation 2). (The statement that the“full
value” would beincludible may overstatetheissue. Courts might limit theamountindudible
inthe estate to the maximum amount that might possibly be used for the grantor’ s benefit at
hisor her death.) Theruling saysthat full estateinclusion would asoberequiredif satelaw
requiresreimbursement of the grantor’ s payment of theincometax and if theinstrument did
not overridethat requirement. Seeid. If statelaw givesthe grantor theright tobereimbursed,
language in the trust instrument must negate the reimbursement right to avoid inclusion of
thetrust’ sassetsinthe grantor’ s estate under section 2036. That provision, perhaps, should
beincludedinall trusts, because the drafter does not know if the trust situs might changein
the future.

If the trust instrument authorizes the trustee, in the exercise of discretion, to reimburse
the grantor for any income taxes of the grantor atributable to the trust, any such
reimbursement isnot treated as agift by the beneficiaries. Giving thetrusteethediscretionto
reimburse the grantor for income taxes attributable to the income of the grantor trust may
risk estate inclusion under section 2036 if an understanding or preexisting arrangement
between the trustee and the grantor regarding reimbursement existed, or if the grantor could
remove the trustee and appoint himself or herself as successor trustee, cf. Rev. Rul. 95-58,
1995-2 C.B. 1, or if such discretion permitted the grantor’ s creditorsto reach the trust under
applicable state law. See Rev. Rul. 2004-64, 2004-2 C.B. 7 (Situation 3). Some states have
passed statutes specifically providing that a settlor’s right in the trustee’s discretion to be
reimbursed for income taxes doesnot permit the settlor’ s creditorsto reach thetrust’ sassets.
See, eg., TEX. PRoP. CoDE ANN. § 112.035(d) (Vernon 2004); N.H. Rev. STAT. ANN. § 564-
B:5-505(8)(2) (2006).

Revenue Ruling 2004-64 deas with a fact situation in which the trust agreement
reguires that the trustee be a person who is not related or subordinate to the grantor of the
trust. The ruling does not address the i ssue of when the reimbursement is discretionary and
thetrusteeisrelated or subordinate to the grantor. In that Situation, the Service might argue
that an implied agreement to reimburse might exist that would then cause estate inclusion
under section 2036.

3 See Tax Reform Act of 1986, Pub. L. No. 99-514, tit. XIV.A, sec. 1402, § 672(€),
100 Stat. 2085, 2711 (effective for transfers after Mar. 1, 1986).
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in 1988,* agrantor is“treated as holding any power or interest held by (A)
any individual who wasthe spouse of the grantor at thetime of the creation
of such power or interest” even if there is a subsequent divorce,® “or (B)
any individual who [subsequently] became the spouse of the grantor, but
only with respect to periods after such individual becamethe spouse of the
grantor.”® This spousal-unity rule has its positive side, however, as it
makes the creation of a grantor trust possible in situations in which the
grantor’s retention of the same power or interest would not be possible
without creating estate, gift, or generation-skipping transfer tax problems
for the grantor, and it comes into play with a number of the grantor trust
rules. Note that grantor trust treatment may continue even following a
divorceif theprior spouseretainsthe grantor-trust power or interest, suchas
serving as trustee in some circumstances. ®

Section 671 providesthat when agrantor is*” treated as the owner of any
portion of atrust,” the grantor must include the “income, deductions, and
credits against tax” from that portion when computing his or her taxable
income.® Only the portion of the trust that remains is subjected to the
remaining rules concerning theincometaxation of trustsand their benefici-
aries.” This aspect of the grantor trust rules, known as the “portion rule,”
meansthat atrust may beagrantor trustinwholeor only in part. Whether a
trust is wholly a grantor trust or partially a grantor trust may depend on
which section or sections of the Code make the trust a grantor trust and
which power or interest isinvolved. When grantor trust trestment statusis
sought, it iscommon for the grantor to want the trust to be wholly agrantor
trust. Thus, care must be taken to determine if atrust is entirely a grantor
trust or oneonly for somelesser portion. Theapplication of theportionrule
is discussed below in the context of the various grantor rules.

Making atrust agrantor trust usually is quite easy, becausethe grantor
trust rules were written with that goal in mind,* but grantor trust status

% gee Technical and Miscellaneous Revenue Act of 1988, Pub. L. No. 100-647, sec.
1014, § 672(e), 102 Stat. 3342, 3559.

¥ selRC. 8§ 672(e) (the spousal identity rule does not apply if the grantor and his
spougt; were divorced or legally separated at the time the power or interest was created).

Id.

3 Under section 672(e)(1)(A), if the grantor and the spouse are married at thetimethe
power is created, divorce does hot terminate the grantor being deemed to have all powersthe
spouse has, and divorce does not terminate grantor trust status.

¥ RC. 8671
“ Seeid.
4 See BOYLE & BLATTMACHR, supra hote 20, § 4:1.2.
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raises a minefield of situations that may cause wealth transfer tax prob-
lems—that is, gift, estate, and generation-skipping transfer tax problems. A
grantor trust does not preclude estate, gift, and generation-skipping transfer
tax consequences.*” Extreme caution must be used to avoid adverse weslth
transfer tax issues; every transfer to a trust has potential gift, estate, and
generation-skipping transfer tax consequences besides theincometax status
issues.

The ultimate question thus becomes how to achieve grantor trust tax
status without causing other adversetax consequences. Discussed bdow are
various grantor trust rules that may be used to achieve grantor trust status,
including consideration of the common choices and some of the not-so-
common grantor trust rules that may be used intentionally to create atrust
whose income is attributed to the grantor.

[I. SECTION 673—RETAINED REVERSIONS

Section 673 provides that a trust is a grantor trust as to the fiduciary
accounting income portion of thetrust if the grantor retains areversionary
interest in the corpus of a trust, and if at the time the trust is created the
reversionary interest is valued at more than 5%." When interest rates are
low, section 673 is avoided only if the term of a trust is quite long. For
example, if the applicable rate under section 7520 is 4%, the trust must
last more than seventy-six years before the reversion may take effect, to
avoid section 673.% This rule means a trust of a slightly shorter duration
will invoke grantor trust status. The 5% rule is based on the value deter-
mined at thetime thetrust is created, and a subsequent declinein value of
thereversionary interest asaresult of increasing interest rates or an exten-
sion of the term does not appear to alter the grantor trust status.*

The portion rule when applied to section 673 will makeatrust agrantor
trust astoincomeif the grantor retainsareversionary interest after theterm
interest expires and the value exceeds 5%. Whether section 673 is applica-
bleor not, if areversionary interest isretained, section 677(a)(2) will invoke

*2 See Rev. Rul. 2004-64, 2004-2 C.B. 7.

* e |.R.C. §673(a).

“selRC. § 7520 (providing the methodol ogy to value term, life, and remainder
interests).

*® s ng a 4% interest rate, the actuarial value of a remainder interest is 5.0754%
following aterm certain of seventy-six years; the actuaria value of aremainder interest is
4.8801% following aterm certain of seventy-seven years.

46 Thisinterpretation is based on aliteral reading of the statute. No authority existsto
suggest otherwise. Seel.R.C. § 673.
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grantor trust status as to income allocable to principal because of the
reversionary interest.”

A grantor’ sreversionary interest causes an estateinclusion for the date
of death value of the grantor’ sreversionary interest determined at that time
under section 2033.% In addition, section 2702 will treat the entiretransfer
to the trust for the benefit of a“member of the transferor’s family”* asa
gift, unless structured as a Grantor-Retained Annuity Trust (GRAT) or a
Grantor-Retained Unitrust (GRUT) as described under section 2702 and
applicable regulations.®

Asanalternativeto agrantor retaining areversionary interest, agrantor
might seek grantor trust status under section 673 by transferring a term
certain interest in thetrust to a child or other beneficiary and by giving his
or her spousearemainder interest. The spousal-unity rule of section 672(€)
will make section 673 applicable if a remainder interest is given to the
grantor’ s spouse and the value exceeds 5%.>* Section 2702 will not apply to
agrantor’s transfer to a spouse and children if the grantor has given away
his or her entire interest in the property.® The remainder interest given to
the spouse should qualify for the gift tax marital deduction, if the spouseis
a United States citizen, because it is not a terminable interest.”® The re-
mainder interest given to the spousewill beincluded in the spouse s estate™
and theactuarial value of theremainder will increaseastime passes even if
the value of the underlying assets remains constant. Thus, this route to
grantor trust status has its drawbacks, particularly if the trust is afinancial
success (that is, it experiences significant appreciation over time). Whether
grantor trust statuswill be maintained if the spouse disposes of theremain-
der interest isuncertain, unlessit results in the trust’ s termination. Thetest
of grantor trust satusastoincomeunder section 673 ismadeat thetimethe
transfer to trust is made and no apparent escape from grantor trust status
exists once it is established under that section. Thus, turning off grantor
trust status may not be possible even if the grantor wishes to stop paying
taxes on the income earned by the trust.

ad Seeinfra Part VI.

*® S |.R.C. 8§ 673(C), 2033,

* Seel.R.C. § 2702(a)(1). For thedefinition of family member, see section 2704(c)(2).
% e |.R.C. § 2702; Tress. Reg. § 25.2702-3.

! sel.R.C. 88 672(e), 673. Seealso BoyLE & BLATTMACHR, supra note 20, § 4:5.2.
%2 e |.R.C. § 2702(a)(1) (stating applies only to retained interests).

3 56 1.R.C. § 2523; Treas Reg. § 20.2056(b)-4(e).

% sel.R.C. §2033.
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I1l. SECTION 674—POWERSTO CONTROL BENEFICIARY
ENJOYMENT

Section 674(a) triggers grantor trust treatment if the grantor or anonad-
verse party holds a power over the beneficial enjoyment of trust assets.
Section 674(a) isnot applicableto any power that requires*“the approval or
consent of any adverse party.”> For example, if one of two co-trusteesis a
beneficiary who would be adverseto the exercise of the power andif theco-
trustees must act by unanimous agreement, thus requiring the consent of
both trustees, section 674(a) would not apply.

Many trusts will initially fall under the general rule of section 674(a),
although various exceptions in sections 674(b), 674(c), and 674(d) can
negate grantor trust treatment. To rely on a trusteg's general power of
disposition to trigger grantor trust status requires very careful navigation
through all of the many exceptions.

Application of the portion ruleto section 674(a) variesdgpending onthe
nature of the power. Some powers may affect only income or only principal,
but others affect both and will result in grantor trust status for the entire
trust. Theportion ruleis discussed with each of the exceptions noted bel ow.

A. Section 674(b)—Exceptions for Certain Powers to Control
Beneficiary Enjoyment

Thegeneral ruleof section 674(b) providesthat certain powers may be
held by anyone as a trustee or not as a trustee, without creating a grantor
trust.”’ Nevertheless, the relevant Treasury regulation provides that the
exception under section 674(b)(1) is available for the grantor—and the
grantor’ s spouse because of section 672(e)—only when the power isheldas
atrustee®

Section 677(b)(1) providesthat atrust isnot agrantor trust astoincome
merely because some other person, the trustee, or the grantor acting as a
trustee or co-trustee may apply or distribute income for the support or
maintenance of a beneficiary (other than the grantor’s spouse) whom the
grantor islegally obligated to support or maintain, except to the extent that

*®|RC. §674(a). “ Adverseparty” isdefinedin section 672(a) as“ any person havinga
substantia beneficial interest in thetrust which would be adversely affected by the exercise
or nonexercise of the power which he possesses respecting thetrust,” and includes a person
who holds a general power of appointment over thetrust property. Id.

% e |.R.C. § 674(a).

% See|.R.C. § 674(b)(1)-(8).

% See Treas. Reg. § 1.674(b)-1.
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income is so applied or distributed.® Section 674(b)(1) also provides that
section 677(b) preempts the general rule of section 674(a) when a trustee
has discretion to useincome of atrust to support someonethegrantor hasan
obligation to support.* In other words, when section 677(b) applies, section
674 isnot applicable.® A section 674(b)(1) power might cause an estatetax
problem for agrantor and should be avoided because of section 2036(a)(2)
and section 2038% if distributions are mandatory or are subject to an
ascertainable standard.®

Section 674(b)(2) providesarulesimilar to section 673, so that powers
arenot within section 674(a) if the exerciseis so far in the future that the
5% ruleof section 673 would not apply to aretained interest.* Becausethis
ruleisatimelimit on powers that otherwise must trigger the grantor trust
rules, section 674(b)(2) offers no real alternative to the other grantor
powers, unless avoiding grantor trust statusis actually desirable. Moreover,
any such power retained by the grantor likely will be a section 2036 power
because of the retained interest or power, and section 2036 ignores
conditions precedent.®

Section 674(b)(3) excepts a testamentary power of dispostion over a
trust from section 674(a) grantor trust status.®® Excepted from the section
674(b)(3) exceptionisapower held by the grantor to appoint theincome of
atrust.*’ Thus, retention by the grantor of a testamentary power to appoint
accumulated trust income would createagrantor trust (assuming the power
isnot just to appoint accumulated income among charitable beneficiaries, in
which event, the exception in section 674(b)(4) would apply). The
“exception to the exception” for a grantor testamentary power, thereby

% e I.R.C. § 674(b)(1).

0 e 1.R.C. § 674(b)(1).

6! Seeinfra Part VI for a detailed discussion of Code section 677.

®2 See Treas. Reg. § 20.2036-1(b)(3).

B mandatory requirement to pay support obligations would be a section 2036
problem; discretion to pay support obligationsisless clear unless under statelaw, but if the
trustee coul d be required to make paymentsto someone because of an ascertainablestandard,
section 2036 will apply. See Estate of Gokey v. Commissioner, 72 T.C. 721 (1979) (holding
irrevocable inter vivos trusts for children were support trusts and included in decedent’s
gross estate).

% e |.R.C. § 674()(2).

® See Treas. Reg. § 20.2036-1(b)(3).

® selRC. 8§ 674(b)(3). Note that a power exercisable by awriting other than awill
does not come under the section 674(b)(3) exception.

® seid.
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triggering grantor trust status, applies only if the power to accumulate
income must bein the discretion of the grantor or a nonadverse party or is
mandatory and does not requirethe consent of an adverse party.* However,
such aninter vivos power for the grantor to accumulate income will cause
section 2036 and section 2038 to apply, and the gift may be incomplete in
part or whole depending on theterms of thetrust.” But to create a grantor
trust, the power to accumulate income could be mandatory or could be held
by anyone else who is not adverse to the accumulation of income.”” An
income beneficiary of thetrust should not be given the power to accumulate
income, because such a power might causethe powerhol der to betreated as
making a gift of income that is accumulated, and the trust will not be a
grantor trust because the beneficiary would be adverse within the scope of
section 674(a).™

A grantor-retained power to appoint accumulated income also is not a
wise choicefor grantor trust status, however, as section 2036 would apply,
causing an estateinclusion for the grantor’ s estate, regardless of who held
the power to accumulate income.”” Nevertheless, a special power of
appointment held by the grantor’ s spouse to appoint accumulated income
would create a grantor trust because of the spousal-unity rule, and would
not result in an estateinclusion problem for the grantor or thespouse.” The
portion rule limits the grantor trust status under section 674(b)(3) to the

% seeid,

O gift isincomplete to the extent the donor does not rel ease dominion and control.
SeeTreas. Reg. § 25.2511-2(c). In addition, section 2702 may apply if the gift iscompletein
part, andincompl etein part, and the compl eted gift portionistoafamily member. Seel.R.C.
§2702.

7 Section 674(a) isnot applicableto any power that requiresthe consent or approvd of
any adverse party.

™ SeeTreas Reg. §25.2511-1(g)(2) (atrusteewith abeneficia interest intrust property
does not make agift if he distributestrust property to another beneficiary under afiduciary
power that is limited by a “reasonably fixed or ascertainable standard”; a possible
implication is that if a beneficiary is also the trustee and makes a distribution to another
beneficiary under a standard that is not an ascertainable standard, a gift would result). No
cases or rulings haveinterpreted that regul ation in this context; however, commentatorshave
advised planners of the potential issue. See, e.g., Jerold I. Horn, Whom Do You Trust:
Planning, Drafting and Administering Salf and Beneficiary-Trusteed Trusts, 20 ANN.
HECKERLING INST. ON EST. PLAN. 1500, 1503.2 (1986).

2 S 1.R.C. § 2036.

S ILR.C. § 672(¢). But see I.R.C. § 2041(a)(3) (treating a special power of
appointment asageneral power of appoi ntment for estate tax purposes, in some cases, by the
manner in which the special power is exercised). See infra text accompanying note 75
regarding a power limited to alocating income among charitable beneficiaries.
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income portion of the trust, however.” If grantor trust statusis sought for
theentiretrust, another grantor trust provision would need to be applicable
for the principal portion.

A testamentary power to appoint the remainder interest in a trust held
by the grantor or the grantor’ s spouse will causethe principal portion of a
trust to beagrantor trust.” Thegrantor retaining such apower will result in
an estate inclusion for the grantor under section 2036(a)(2) and section
2038.” Thisresult is acceptable for some trusts—such as grantor-retained
annuity trusts and grantor-retained unitrusts—as they will be included
anyway, inwhole or inpart, inthe grantor’ s gross estate by section 2036, if
the grantor dies during the annuity or unitrust term,” but is not likely
acceptable with many other types of trustsa grantor might createfor estate
planning purposes. A special testamentary power over the remainder held
by the grantor’s spouse avoids the estate tax issues,” however, and will
create a grantor trust as to principal while both the grantor and the spouse
areliving. Thus, atestamentary special power held by the grantor’ s spouse
over both accumulated income and trust principal will create a wholly
grantor trust.

Section 674(b)(4) permits a power to “sprinkle” income or principal
(that is, to distribute, on a discretionary basis, the income or principal)
among charities that are described in section 170 without causing grantor
trust status.” Thus, such a power will not cause the trust to be a grantor
trust.

Section 674(b)(5) is an exception from grantor trust treatment under
section 674(a) asto corpusif a*“reasonably definite standard” for distribu-
tions of corpus exists,® or if separate shares are created for the respective
beneficiaries and distributions are charged against the beneficiary’ sshare ™

™ See Treas. Reg. § 1.671-3(b)(1).

™ 56 1.R.C. § 674(a): Treas. Reg. § 1.674(b)-1(b)(3).

® s 1.R.C. §8 2038(a), 2036(a)(2).

" e Treas. Reg. § 20.2036-1(C).

8 seeid. § 20.2038(a)(3) (sections 2036 and 2038 applicable only to the transferor).

" e 1.R.C. § 674(b)(4).

8 R.C. § 674(b)(5)(A). Note that in Code section 674(b)(5)(A) the test is whether
there is a “reasonably definite standard” without the requirement that it be “externa,” as
required by section 674(d). Treasury Regul ation section 1.674(d)-1 referencesthe definition

of reasonably definite standard in Treasury Regulation section 1.674(b)-5 (i), which
suggests that the terms may mean the samething.

8 selRC. 8§ 674(b)(5)(B). It seemsrelatively certain that if there is only one trust
beneficiary, theentiretrust isthat beneficiary’ s“ share” for purposes of section 674(b)(5)(B).
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Therefore, to establish a grantor trust by not complying with section
674(b)(5), no “reasonably definite standard” for principal distributions
should be included in the trust and the trustee should have a “spray” or
“sprinkle’” power—any principal distributions cannot be required to be
charged against the beneficiary’ s proportionate share of corpus. Neverthe-
less, unless the grantor or the grantor’s spouse is a trustee, section 674(c)
may prevent it from being a grantor trust.* The exception under section
674(b)(5) does not apply if anyone hasthe power to add beneficiariesto the
trust, excepting after-born or after-adopted children.®

Section 674(b)(6) provides an exception from grantor trust treatment as
to income if any of the following apply: (1) income accumulated for a
beneficiary ultimately must be payable to that beneficiary, to the benefi-
ciary’s estate, or to the beneficiary’ s appointees, which may only exclude
the beneficiary’s estate, the beneficiary’s creditors, or the creditors of the
beneficiary’s estate,® (2) income accumulated for abeneficiary ultimately
must be payable on termination of the trust, or in conjunction with a
distribution of corpus that includes accumulated income, to the current
income beneficiaries in shares that have been irrevocably specified in the
trust instrument;® or (3) income accumulated for a beneficiary must be
payable to the beneficiary’s appointees or to “one or more designated
aternate takers (other than the grantor or grantor’s estate)” if the benefi-
ciary dies before a distribution date that could “reasonably have been
expected to occur within the beneficiary’s lifetime.” ®

ZxelRC. 8§ 674(c). If the grantor is a trustee, estate inclusion will occur under
section 2036(8)(2) or section 2038(a)(1).

B e IRC. 88 674(b)(5) (last sentence); 674(b)(6) (last sentence); 674(b)(7) (last
sentence). For a discussion of the power to add beneficiaries, seeinfra Part 111.D.

¥ selRC.§ 674(b)(6)(A). The “other than” exception seemsto mean it could be a
power that includesthe beneficiary’ sestate, creditors, or creditors of the beneficiary sestate
and still come under the section 674(b)(6) exception, although that would make the power a
generd power of appointment under section 2041 and thus cause inclusion in the
powerholder’ s gross estate. See |.R.C. § 2041(b)(1).

% e 1.R.C. § 674(b)(6)(B).

® e lRC. 8§ 674(b)(6) (last paragraph). It should be noted that, under the section
674(b)(6)(A) exception to create agrantor trust, the power would have to be exercisablein
favor of the grantor or the grantor’s estate, raising the question of whether such a power
triggers section 677(a). The prohibitions in the second paragraph of section 674(b)(6) on
appointment to the grantor or the grantor’'s estate does not by its terms apply to an
appointment to the grantor’ s spouse or the spouse’ s estate, but it may so apply on account of
the spousal unity rule of section 672(€).
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Theregulations generally provide that the section 674(b)(6) exception
from grantor trust treatment will not apply “if the power isin substance one
to shift ordinary income from one beneficiary to another.”® Nevertheless,
an exception to this general statement applies (meaning that the section
674(b)(6) exception applies to avoid grantor trust treatment) if the grantor
or anonadverse party hasthe power to shift income from one beneficiary to
another by accumulating incomewith a provisionthat at alater distribution
date, accumulated income will be distributed to the current income benefi-
ciaries in shares that are irrevocably specified.® For example a trust
instrument might provide for payment of income in equal shares to two of
the grantor’s children but permit withholding the distribution from either.
When the youngest child reaches age thirty, the remaining trust would be
distributed equally between the two. If income is withheld from one, this
provision has the effect of ultimately shifting one-half of the accumulated
income from one child to the other. However, the power to effect this shift
would not negate the exception from grantor trust treatment.®

Accordingly, a provision that would prevent the section 674(b)(6) ex-
ception from applying includes the following: Permit totally discretionary
distributions of current and accumulated income to be “ sprayed” among
beneficiaries.® Alternatively, if the grantor wishesto providefor “ separate
shares’ for each beneficiary as to accumulated income, the trust will be a
grantor trust if it isto last for the lifetime of the beneficiary and the trust
does not requirethat accumulated income be distributed to the beneficiary’s
estate or givethebeneficiary a broad testamentary power of appointment.™
The exception under section 674(b)(6) does not apply if anyone has the
power to add beneficiariesto thetrust excepting after-born or after-adopted
children.

The section 674(b)(7) exception from grantor trust treatment under sec-
tion 674(a) is very similar to section 674(b)(6) asit permits the accumula-
tion of income, but only in situations when the beneficiary is under theage
of twenty-one or when the beneficiary is disabled.” However, thereis no

8 Treas Reg. §1.674(b)-1(b)(6)(i)(C).
8 seid.

8 seeid. § 1.674(b)-1(b)(6)(ii) Ex. 1.
% seeid. Ex. 2

% seid. Ex. 3.

%2 e I.R.C. §8 674(b)(5) (last sentence); 674(b)(6) (last sentence); 674(b)(7) (Iast
sentence). For a discussion of the power to add beneficiaries, seeinfra Part 111.D.
% e I.R.C. § 674(b)(7).
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requirement that the accumulated income ultimately be payable to the
beneficiary, thebeneficiary’s estate, or the beneficiary’ sappointess® Thus,
if grantor trust statusis desirable, a power to accumulate income should not
belimited to periods when the beneficiary isunder the age of twenty-oneor
legally disabled. The exception under section 674(b)(7) does not apply if
anyone hasthe power to add beneficiariesto thetrust, excepting after-born
or after-adopted children.®

Finally, under section 674(b)(8), abroad power to allocatetrust receipts
between income and principal for fiduciary accounting purposes will not
result in grantor trust status.® This exception is consistent with a similar
rulefor estate tax purposes.”

B. Section 674(c)—Discretionary Sprinkle Powers Held by I ndependent
Trustees

The section 674(C) exception to grantor trust status permits thetrustee
or trusteesto have discretion to distributeincome or principal without being
limited by a standard for invasion if neither the grantor nor the grantor’s
spouse is a trustee, and if not more than half of the trustees are related or
subordinate parties who are “subservient to the wishes of the grantor.”
Requiring the consent of a person other than the trustees to exercise a
discretionary power over income or principal will negatetheexceptionfrom
grantor trust status.” “Person” is not defined for this purpose.*® A benefi-
ciary who must consent likely would be treated as an adverse party and
should not be a “person” for this purpose, but being adverse negates the
general rule of section 674(a) without regard to the section 674(c) excep-

9 See Treas. Reg. § 1.674(b)-1(b)(7).

% gee I.R.C. §8 674(b)(5) (last sentence); 674(b)(6) (last sentence); 674(b)(7) (last
sentence). For a discussion of the power to add beneficiaries, seeinfra Part I11.D.

% See|.R.C. § 674(b)(9).

97 See OId Colony Trust Co. v. United States, 423 F.2d 601, 603 (1st Cir. 1970).

% | R.C. §674(C).

Thus, a discretionary trust will be a grantor trust (if not falling under another
exception) if someone other than atrustee may participate in the exercise of that discretion.
Nonethel ess, it might be contended such apersonisa“defacto” trustee. See, e.qg., Priv. Ltr.
Rul. 2007-31-019 (Aug. 3, 2007) (whether apower to subgtitute property of equivalent value
under section 675(4)(C) isheldin afiduciary capacity is a question of fact); seealso infra
notes 190-193 and accompanying text.

W gelRC. §672. However, section 7701(a)(1) defines person “to mean andinclude
anindividual, atrust, estate, partnership, association, company, or corporation.”
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tion.™™ Who else’ s consent might cause grantor trust statusis not set forthin
thestatuteor theregulations. Nevertheless, it likely meansthat requiringthe
consent of anyonewho isnot required to act inafiduciary capacity and who
is not adverse will negate the section 674(c) exception.™®

Theexception under section 674(c) can beavoided by makingthegran-
tor or the grantor’s spouse a trustee or a co-trustee who holds (or may
participate in) the discretionary decision to distribute income and princi-
pal.’® A grantor with this power likely will havethe assetsincluded in his
or her gross estate under section 2036 or section 2038; however, to createa
grantor trust, the grantor’s spouse may hold this power without the estate
inclusion issue. ' Subsection (c) does not require the spouse to be living
with the grantor,’® asis required in section 674(d).*® Grantor trust status
will end, however, when the spouse dies, if grantor trust statuswas a result
only of the grantor’s spouse being a trustee.”’

Thus, one possible method to cause grantor trust statusis to give the
grantor’ s spouse as trustee the discretionary power to distribute income or
corpus to beneficiaries, not including the spouse, without including a
“reasonably definite external standard.”*® The spouse should not haveany
obligation to support the trust beneficiaries or the spouse will be adverse

101 Code section 674(a) is not applicable to any power that requires the consent or

approval of any adverse party.

1% The conclusion that person means anyone actingin anonfiduciary capacity isbased
on the context of the requirement. The surrounding provisions deal with who may be a
trustee and who may not for purposes of the section, and it may be assumed that trustees
must act asfiduci aries when exercising discretion. Seeinfra note 150 and accompanying text
about the use of powers of appointment to create grantor trust status.

% s |.R.C. § 674(C).

10% 56 1.R.C. 88 2038(a), 2036(2)(2).

1% seeid. § 674(c) (citing id. section 672(€)(2)).

106 Section 674(d) applies for trustees “none of whom is the grantor or spouse living
withthe grantor. .. ."” Id. § 674(d).

97 Obvious y, adeceased spouse cannot be atrustee to cause grantor trust status.

18| RC. 8§ 674(b)(5)(A). If there is a “reasonably definite standard,” the section
674(b)(5)(A) exception would apply, and the trust woul d not be agrantor trust asto corpus.
See supra notes 80-82 and accompanying text. The trustee must have the power to “ spray”
distributions among multiple beneficiaries, or else the section 674(b)(6) exception may apply
asto trust income. See supra notes 90-91 and accompanying text. For a discussion of the
“reasonably definite standard” exception under section 674(d), seeinfra notes 122—-131. See
also, e.g., Priv. Ltr. Rul. 2008-46-001 (Nov. 14, 2008) (example of situation wheregrantor’s
spouse as trustee with discretionary power of distribution made grantor trust).
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and the general rule of section 674(a) will not apply.’® If the spousedid not
make any contributions to the trust, this power should not result in estate
inclusion for the spouse, so long as the spouse cannot distribute to himsel f
or herself or in satisfaction of his or her legal obligations.

Alternatively, grantor statusis achieved by making more than half the
trustees personswho are“related or subordinate parties who aresubservient
to thewishes of the grantor” and giving thetrustee the discretionary power
to distribute income or corpus to beneficiaries without including a reason-
ably definite external standard.™° Theterm“ related or subordinateparty” is
defined in section 672(c), and includes the grantor’ s spouse™ (if living with
thegrantor), “father, mother, issue, brother, sister, [aswell as] an employee
of the grantor, a corporation or any employee of a corporationinwhich the
stock holdings of the grantor and thetrust are significant fromtheviewpoint
of voting control, [and] a subordinate employee of a corporation in which
the grantor is an executive.” ™2

Section 672(c) creates apresumption that areated or subordinate party
issubservient tothe grantor. This presumptionis difficult to overcome, and
would requireafinding that thetrusteeisnot acting in “ accordance withthe
grantor’s wishes,” 3

The requirement that the trustee be “ subservient to the wishes of the
grantor” to cause grantor trust treatment raises an interesting estate tax
question. If the person who holds the power to make distributions without a
standard isin fact subservient to the wishes of the grantor, does a potential
estate inclusion issue arise under section 2036 and section 20387 Estate

191 the spouse has an obligation to support al trust beneficiaries, including remainder
beneficiaries, the spouse would not seem to be an adverse party asthe spouseis not adverse
to anyone; however, if the spouse is obligated to support the trust’s beneficiaries, the
spouse’ s power todistributeislikely agenera power of appoi ntment within the meaning of
estate tax section 2041.

W\ RrC. 8 674(c). Notethat whether aparty is subservient isafactual determination.
See ILR.C. § 672(c)(1), last paragraph. Because of section 672(e), this likely means
subservient to the grantor's spouse as well. See I.R.C. 8§ 672(¢). With regard to the
discretionary “spray” power without a standard, see supra note 108.

11| R.C. § 672(c). This provision is in addition to the rule of section 672(€). As
discussed infra note 124 and accompanying text, the specific inclusion of a reference to
section 672(e)(2) likely negates any requirement that the grantor’ s spouse belivingwith the
grantor.

12| R.C. §672(0).

113 5 Rep. No. 83-1622, at 365 (1954), reprinted in 1954 U.S.C.C.A.N. 4621, 4719.

14 see |.R.C. 88 2036, 2038
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of Goodwyn v. Commissioner™® answers the question with a“no,” holding
that de facto control of a trustee was insufficient to cause inclusion in
grantor’s estate under section 2036.™° Nevertheless, whether or not some-
one is subservient is a question of fact, and whether that determination
would in turn cause estate inclusion under section 2036 and section 2038
has some inherent uncertainty. Accordingly, some cautious planners are
unwilling to rely on this exception to create or avoid grantor trust status.

Finally, the section 674(c) exception can be avoided by requiring the
consent of the grantor’ s spouseto discretionary distributionsif thespouseis
not adverse, whether or not the spouse is a trustee. ™’

Theportionrulewill apply tolimit grantor trust statusto trust incomeif
the section 674(c) power is solely over income.™® A power over principal
may create a wholly grantor trust rather than just a grantor trust as to
principal if the power over principal may affect income.™*

Becauseno standard for distributions need beinvolved with atrust that
fails to satisfy the section 674(c) and section 674(b)(5)(A) exceptions, a
grantor who is atrustee and who is relying on section 674 to cause grantor
trust treatment likely will have an estate inclusion under section 2036 and
section 2038. In addition, care must be taken to prevent creating a tax
problem for any other trustee who has any obligation to support any trust
beneficiary. Such a power might be construed as a general power of
appointment and, therefore, gift or estate taxable under section 2041 or
section 2514, and such a person may be deemed adverse so that section
674(a) isinapplicable.

The exception under section 674(c) does not apply if anyone has the
power to add beneficiariesto thetrust, except in providing for after-born or
after-adopted children.'*

1532 T.C.M. (CCH) 740 (1973); see also United States v. Byrum, 408 U.S, 125
(1972).
18 gee Goodwyn, 32 T.C.M. (CCH) at 740.
W eelRC. 8§ 672(e). See supra notes 35-38 and accompanying text.
18 56 Treas. Reg. § 1.671-3(b)(1).
19 5eid. § 1.671-3(b)(2).
120 56 1.R.C. 88 2041, 2514.

2l selRC. §674(c) (nexttolast sentence). Seeinfra Part 111.D for adiscussion of the
power to add beneficiaries.
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C. Section 674(d)—Reasonably Definite External Standard Sprinkle
Powers

Section 674(d) provides that the general rule triggering grantor trust
treatment as to income, but not principal, under section 674(a) will not
apply when trustees—other than the grantor or grantor’s spouse, who is
living with the grantor—have the power to make or withhold distributions
of intigzma if the power islimited by a reasonably definite external stand-
dard.

Section 674(d) refersto apower over dispaosition of income and should
preclude grantor status under section 674(a) asto income, but on itsfaceit
isnot applicableto apower over principal, and the regul ations do not make
clear that the exception does not apply to a power over principal. Neverthe-
less, if adispositive power issubject to a*“ reasonably definite standard,” the
exception in section 674(b)(5)(A) likely will prevent grantor trust status as
to principal.

A trust that potentially satisfiesthe exceptionin thissubsection—that is,
atrust that isnot agrantor trust—will providethat thetrustee has discretion
todistributeincomeamong a class of beneficiaries or withhold distributions
of incomebased on a“reasonably definite external standard.” If agrantor is
willing to limit who may serve asthe trustees, section 674(c) is potentially
applicableinstead to prevent grantor trust status when no external standard
for distributions is required by the terms of the trust instrument.

Oneway of avoiding the exception in section 674(d), even if thereisa
reasonably definite external standard, so that grantor trust status can be
achieved as to income, but not as to principal—if none of the other excep-

2 selRC. 8§ 674(d). Notethat in section 674(b)(5)(A) the test is whether thereisa
“reasonably definite standard” without the requirement that it be “external,” asrequired by
section 674(d). Treasury Regulation section 1.674(d)-1 references the definition of
reasonably definite standard in Treasury Regul ation section 1.674(b)-5, which suggeststhat
the terms may mean the same thing. Treasury Regulation section 1.674(b)-5(i) provides:

Itisnot required that the standard consi & of the needs and circumstances
of the beneficiary. A clearly measurabl e standard under which the holder
of a power is legally accountable is deemed a reasonably definite
standard for this purpose. . . . [h]owever, a power to distribute corpusfor
the pleasure, desire, or happiness of a beneficiary is not limited by a
reasonably definite standard. The entire context of aprovision of atrust
instrument granting a power must be considered in determining whether
the power islimited by areasonably definite standard . . . . [h]owever, the
fact that the governing instrument is phrased in discretionary termsisnot
initself an indication that no reasonably definite standard exists.

Id.
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tions apply—is by making the grantor or the grantor’ s spouse, aslongasthe
spouse lives with the grantor, the trustee or a co-trustee. Because section
672(e) generaly treats a spouse the same as a grantor, a question exists
whether the specific section 674(d) requirement that the spouse must live
with the grantor isalimitation. The section 674(d) “ living with the grantor”
reguirement pre-dates section 672(e), but it may have been trumped by the
more expansiverule of section 672(e)(2).*?* The confusion is compounded
by the fact that section 674(c) specifically mentions section 672(e), while
section 674(d) does not.™* Grantor trust statuswill end, however, when the
spouse dies; grantor trust status may also end if the grantor and the spouse
divorce, or if the spouseis no longer living with the grantor if the specific
rule of section 674(d) overrides section 672(e).

Section 672(e) does not include within its rule a spouse who is legally
separated from the grantor at the time the power was created, but the
spousal rule of section 674(d) might apply if the spouses till lived together,
although legally separated.™ If the grantor’ s spouse is a beneficiary of the
trust, the spouse would be an adverse party; the spouse' s power of disposi-
tion as trustee then would not cause the general rule of section 674(a) to
apply, but the trust will be a grantor trust under section 677 and possibly
under section 676.%°

The standard under section 674(d) is a “reasonably definite external
standard.”*?" Note that this standard is not necessarily the same as an
“ascertainable standard” under section 2041 and section 2514.® For
example, an “emergency” standard appears to be a reasonably definite
external standard, but it may not bean ascertainable standard under section
2041 and section 2514.'% Also, the“ reasonably definite external standard”

12 3% 1.R.C. §672(6)(2).

24 s 1. R.C. §674(C), (d).

125 seid. 88 672(6)(1)(A); 674(d).

For adiscussion of section 676, seeinfra notes 275-290, and accompanyingtext; see
infra notes 291-312 and accompanying text as to section 677.

27| R.C. § 674(d).

128 seeid. §8 2041, 2514,

129 See, eg., Estate of Jones v. Commissioner, 56 T.C. 35 (1971) (“in cases of
emergency, or in Situations affecting her care, maintenance, hedth, welfare andwell-being,”
court says that words “comfort” and “well-being” (citing Miller v. United States, 387 F.2d
866 (3d Cir. 1968)) and “ comfort, welfare, or happiness” (citing Treas. Reg. §20.2041-1) are
not ascertainable); Tech. Adv. Mem. 86-06-002 (Oct. 31, 1985) (provision for digtributions
for ascertainable standard, coupled with power to distribute for “emergency needs,” doesnot
constitute an ascertainable standard); Tech. Adv. Mem. 83-04-009 (Oct. 25, 1982) (“any
great emergencies which may ariseinthelivesand affairs.. . . such as extra needed medica
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may be different from the amorphous standard that courts have found will
avoid estate inclusion under section 2036 and section 2038 for powersheld
by grantors as trustees.™ Thus, a grantor who is a trustee could have an
estate inclusion under section 2036 and section 2038 because of the differ-
ence. Moreover, it isnot clear if apower retained by a grantor limited by a
reasonably definite external standard isacompletegift.”** In addition, care

services or hospitalization” not an ascertai nable standard); Priv. Ltr. Rul. 78-41-006 (June
19, 1978) (power toinvade corpusfor “emergency” without “ qualifying language” created
genera power of appointment for section 2041). However, various other cases and private
letter rulings have concluded that “ emergency” isan ascertainable standard. See, eg., Martin
v. United States, 780 F.2d 1147, 1150 (4th Cir. 1986) (“[i]n the event of theillness of [life
tenant], or other emergency,” court said clear that Service argument that language created
genera power “wasaloser,” and if argument was not “frivolous’ before, it became so after
Sowd | decision of the Tenth Circuit was issued); Estate of Sowell v. Commissioner, 708
F.2d 1564, 1565 (10th Cir. 1983) (“in case of emergency or illness’ ascertainable and
measurable); Hunter v. United States, 597 F. Supp. 1293 (W.D. Pa. 1984) (“should any
emergency arise” ascertai nabl e standard within section 2041(b)); I.R.S. Priv. Ltr. Ruls. 2000
28-008 (Apr. 10, 2000) (construing reference to “other emergency” following an
ascertai nabl e standard aslimited to thetype of emergency covered by that standard); 90-12-
053 (Dec. 27, 1989) (“to relieve emergencies affecting” beneficiaries; power to invade for
emergenciesis generdly not ascertainable, but ruled that this standard was ascertainablein
light of Martin decision).

¥ e ILR.C. § 674(d). See generally, Stephen R. Akers, Selection of Trustees: A
Detailed Review of Gift, Edate, and Income Tax Effects and Non-Tax Effects, 38 ANN.
HECKERLING INST. ON EST. PLAN., 1 300, 11 312.6-312.7 (2004).

B The regulations clarify that a power to change beneficial interestswill not cause a
transfer tobeincompletefor gift tax purposesif the power isheldin afiduciary capacity and
issubject toa"fixed or ascertainable standard.” Treas. Reg. § 25.2511-2(c), (g). If thereisa
fixed or ascertainable standard, the beneficiaries would have legal rights to force
digtributions according to the standard, thus divesting the donor of dominion and control
over the transferred property. The regulations cited above do not give examples of what
constitutes an ascertainable standard, but an analogous regulation (Tress. Reg. § 25.2511-
1(9)(2), addressing powers by a trustee who has a beneficia interest in trust property) does
providedetails, including the requirement that the standard be such that thetrusteeis“legdly
accountable” for exercise of the power. The analogous regulation states that a power to
digtribute for the “education, support, maintenance, or heath of the beneficiary; for his
reasonable support and comfort; to enable him to maintain hi saccustomed standard of living;
or to meet an emergency, would be such astandard.” Treas. Reg. § 25.2511-1(g)(2).

Only afew cases have addressed the ascertainable standard exception in connection
with whether retained powersto change beneficia interests precludetreating atransfer asa
completed gift. See McHugh v. United States, 142 F. Supp. 927, 929 (Ct. Cl. 1956) (“to
provide properly ‘for the essentid needs—such as food, clothing, shelter and illness
expenses'” constituted ascertainable standard; transfer subject to such standard was a
completed gift); Pylev. United States, 766 F.2d 1141, 1143 (7th Cir. 1985) (“ necessary for
her hedth, support, comfort and maintenance reguirements’ constituted ascertainable
standard, based on an lllinois Supreme Court case holding that the word “comfort” created
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must be taken to prevent creating a tax problem for any other trustee who
has any obligation to support any trust beneficiary. Such a power might be
construed asageneral power of appointment and thus taxable under section
2514 or section 2041, unless there is an “ascertainable standard” for
distributions or the powerholder might be deemed adverse so that the
general rule of section 674(a) does not apply.

The portion rule will limit grantor trust status under section 674(d) to
theincome. However, section 674(b)(5) prevents grantor trust satusif there
isasimilar power over principal.* Thus, thetrust will be a grantor trust if
thegrantor or the grantor’ s spouse, if living with the grantor, hasa power of
distribution over incomeand principal, even though limited by the requisite
standard, as long as the consent of an adverse person is not required. The
exception under section 674(d) does not apply if anyone has the power to
addllgseneficiaries to the trust excepting after-born or after-adopted child-
ren.

D. Power to Add Bendficiaries

Thegeneral ruleof section 674(a) causes grantor trust statusif thegran-
tor or a nonadverse party holds a power of disposition, but exceptions are
provided in section 674(b), 674(c), and 674(d), as discussed above. A
limitation to the section 674(b)(5)-(7), 674(c), and 674(d) exceptions
applies (meaning that the general rule of section 674(a) applies, thereby
causing grantor trust status) if “any person has a power to add to the
beneficiary or beneficiaries or to a class of beneficiaries designated to
receive the income or corpus, except where such action is to provide for
after-born or after-adopted children.”*** Thus, permitting the grantor, the
grantor’s spouse, or another party to add beneficiaries to a trust otherwise
described in sections 674(b)(5)-(7), 674(c), or 674(d) will not prevent
grantor trust statusif the person or persons that may be added is a potential
beneficiary of both income and principal .

an ascertai nable standard; transfer subject to such standard was acompl eted gift), rev'g 581
F. Supp. 252 (C.D. Ill, 1984).

32 see 1.R.C. § 674(b)(5).

133 56 1.R.C. § 674(b)(7)(B). Seeinfra Part I11.D for adiscussion of the power to add
beneficiaries.

B34 R.C. 88 674(b)(5) (last sentence); 674(b)(6) (last sentence); 674(b)(7) (last
sentence); 674(c) (next-to-last sentence); 674(d) (last sentence).

* Code sections 674 (b)(5)—7), 674(c), and 674(d) deal essentidly with digtributions

that may be made or withheld. In other words, they do not deal with mandatory distributions.
Thus, it seems relatively certain that the person or persons added as beneficiaries need not
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The power to add beneficiaries will likely trigger grantor trust status
even if held by a beneficiary who would be adverse to adding additional
beneficiaries aslong as ahonadverse party holds a power over dispositions
toinvokethe general rule of section 674(a).”* However, abeneficiary with
such a power to add beneficiaries might be deemed to have a taxable
general power of appointment under section 2514 if actually exercised.™’
Similarly, a powerholder who is ableto add himself or herself as a benefi-
ciary may have section 2514 and section 2041 power of appointment issues,
depending on theterms of thetrust. However, if athird party, other than the
powerholder, has discretion to decide whether to make distributions to any
added ben€ficiary, it is likely that the mere power to add oneself as a
potential discretionary beneficiary is not within the scope of sections 2514
or 2041.

Thegrantor should not hold the power to add beneficiaries becausethat
retained power would causethetransfer to bean incomplete gift, unlessthat
result is being sought.*® In addition, this power, if held by the grantor, may
causetrust assets to be included in the grantor’ s estate under section 2036
and section 2038. The grantor’ s spouse could hold the power and thereby
make the trust a grantor trust so long as the spouse is not an adverse
party.”® The power of the spouseto add himself or herself would not inand
of itself make the spouse adverse, except that such a power might makethe
spouse adverse as to adding other beneficiaries and might be a taxable
power of appointment, depending on the terms of the trust.

have mandatory rights to distributions to cause the limitations to these grantor trust rule
exceptionsto apply.

38 The power to add beneficiaries exception in Sections 674(b)(5-7), 674(c), and
674(d) does not require that the person holding the power to add beneficiaries be a
nonadverse party. A power to add beneficiaries merely keeps those exceptionsfrom applying
(presumably even if held by an adverse party), and aslong as a nonadverse party holds a
power over dispositions, the genera rule of section 674(a) would apply.

3 The power to add someone else if the powerholder is a beneficiary or has the
obligation to support an existing beneficiary arguably could result in a taxable gift. See
Treas. Reg. §25.2511-1(g)(2); see also Regester v. Commissioner, 83 T.C. 1 (1984)
(exercise of limited power of appointment by beneficiary with mandatory income interest
resulted in ataxable gift).

138 SeeTreas Reg. §25.2511-2(c), (f); seeal so Egate of Sanford v. Comm'r, 308 U.S.
39 (1939).

A spouse who is adverse negates the application of section 674(a).
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The power to add beneficiaries might be granted to the trustee of a
trust.*® However, fiduciary duties possibly limit a trustee’s exercise of a
power to add beneficiaries. A trustee of atrust hasafiduciary duty toactin
the best interests of the trust’s beneficiaries,* and it is difficult to argue
that adding more beneficiaries to atrust will benefit the current benefici-
aries. Asaresult, it may be preferable to give the power to a nontrusteeto
avoidtheissueor, at aminimum, to providethat the power is exercisablein
anonfiduciary capacity. But can atrustee ever do anything with respect toa
trust in a nonfiduciary capacity?

The power to add beneficiaries could be so broadly stated as to permit
adding any person as a permissible additional beneficiary, other than the
powerholder or someonethe powerhol der is obligated to support. Neverthe-
less, many grantors may be uncomfortable granting anyone discretion that
broad. The permissible classes of additional beneficiaries, however, could
be limited in any manner acceptableto the grantor so long asit isclearly a
larger group than the beneficiaries or a class of beneficiaries designated in
thetrust agreement “to receiveincome or corpus’ or who arenot after-born
or after-adopted children.

Thestatute and applicabl eregulations specifically providethat a power
to add after-born or after-adopted children does not trigger the exceptionsto
the section 674(a) exceptions, but do not specify whaose children may be
added, however.* One view might be that the power refers only to the
grantor’s children. A second, more expansive, view would allow the
addition of children of abeneficiary or of any other described persons (for
example, after-born children of a sibling, whether or not the sibling is a
beneficiary). Because neither the Code nor any regulation clarifiesthepoint,
thesafer view, if grantor statusisnot intended, is to assumethat only after-
born and after-adopted children of the grantor may be added without losing
the protection of sections 674(b)(5)-(7) and 674(c)-(d).

If grantor trust statusis sought, the power to add beneficiariesshould be
broader than after-born and after-adopted children or other after-born or
after-adopted lineal descendants of thegrantor and other trust beneficiaries.

140 gee Priv. Ltr. Ruls. 1999-36-031 (Sept. 10, 1999) (trustee who was a nonadverse
party held power to add one or more charitable organizations to the class of beneficiaries
eligible to receive digributions from a CLAT upon the termination date); 97-09-001 (Feb.
28, 1996); 90-10-065 (Mar. 9, 1990) (independent trustee holding power to add charities as
beneficiaries makes grantor trust).

1 See, eg., LMARK L. ASCHERET AL., EDS, SCOTT AND ASCHER ON TRUSTS § 2.1.5(5th
ed. 2006).

12 506 Treas. Reg. § 1.674(d)-2(b).
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For exampl e, the power might permit the addition of members of a specific
group, such as nieces and nephews, spouses of children, lineal descendants
who have already been born, or more remote relatives. However, it is not
clear that a power to “add” persons who are already contingent remote
beneficiaries would be treated as a power to add beneficiaries that would
trigger grantor trust treatment. “Adding” beneficiaries in that situation
arguably just elevates their beneficiary status, but literally does not add
them as beneficiaries.

Some commentators have questioned whether atrust isagrantor trust if
the persons who may be added are not living or in existence at a specific
moment in time.** For example, if the power isto add spouses of benefici-
aries but none of the beneficiaries is married, is the trust a grantor trust?
Thissituation isavoided by providing that the power includestheability to
add charitable beneficiaries generally or specifically identified charities
currently in existence. Some cases and rulings haverecognized grantor trust
status where there is a power to add charities as beneficiaries. For a
grantor who isuncomfortablewith abroad power to add charities, thelist of
permissive charities may be short and the power to add charitable benefici-
aries might be shared by several persons, solong as none of the powerhol d-
ersisan adverse party; that is, abeneficiary of thetrust or a person whoiis
obligated to support a beneficiary should not have this power.** Alterna-
tively, the power to add charities might be limited to when there are no
other potential beneficiaries that may be added at a specific point in time.

Also, commentators have suggested several provisionsthat fine-tunethe
power to add beneficiaries."*® These provisions include giving the power-

143 See, eg., VirginiaF. Coleman, The Grantor Trust: Yesterday' s Disaster, Today's
Ddight, Tomorrow' s ?, 30 ANN. HECKERLING INST. ON EsT. PLAN. 1 800,  803.2 n. 31
(1996).

* See Madorin v. Commissioner, 84 T.C. 667 (1985); seealso Priv. Ltr. Ruls. 1999-
36-031 (Sept. 10, 1999); 97-10-006 (Mar. 7, 1997); 97-09-001 (Feb. 28, 1997); 93-04-017
(Jan. 29, 1993). The reason why the power to add charitiesto the class of beneficiariesthat
triggers grantor trust status with respect to a discretionary trust is not prevented by section
674(b)(4) is because the latter rule applies only if the corpus or income is irrevocable and
payablefor charitable purposes (or an empl oyee stock ownership plan (ESOP)). Presumably,
if discretionary payments of corpus or income could be made to persons other than charities,
the section 674(b)(4) exception could not apply.

Section 674(a) is not applicableto any power that requires the consent or approval
of any adverse party.

“6 See Stephen R. Akers & Diana S.C. Zeydd, Transfer Planning, Including Use of
GRATSs, Ingtallment Sales to Grantor Trusts, and Defined Value Clauses to Limit Gift
Exposure—Putting Grantor Truststo Work, 43 ANN. S. FeD. TAX INST., R, R-55-57 (2008).
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holder theright to remove any beneficiary that is added.'*” Also suggested
istheright to providethat the person may be added for alimited amount of
time, such as for the current year or for alimited number of years.*®

Thereisno reason, at least for grantor trust purposes, to let the power to
add beneficiaries continue after the grantor dies. However, permitting the
addition of beneficiaries after thegrantor’ s death could add opportunitiesto
“gplit” the trust income among a broader class of persons.

To“toggleoff” grantor trust status, the powerhol der should have specif-
ic authority to release the power to add beneficiaries. To “toggle on” the
grantor trust status, a special trustee or trust protector might be given the
power to grant athird person the power to add beneficiaries. In other words,
it seemsthat the power to add to the class of beneficiaries appliesonly for a
year in which such a power may be exercised.*®

A special power of appointment granted to anindividual to appoint trust
assets to non-beneficiaries should constitute a power to add beneficiaries
that would confer grantor trust status though it will not be effectiveto cause
the trust to be a grantor trust if held by an adverse party.® Thus, giving a
third party (whois not atrusteeand who is not a beneficiary or otherwisean
adverse party) a presently exercisable power of appointment is a way to
causegrantor trust status. Becausethepersonis not atrustee, the exceptions
in section 674(c) and (d) should not apply. The testamentary power of
appointment exception in section 674(b)(3) would not apply (because the
power of appointment is presently exercisable). None of the other excep-
tions in section 674 would apply, so the general rule of section 674(a)
would treat thetrust asagrantor trust because thethird party whois not an
adverse party would have a power of disposition over the trust assets.

E. Summary of “Viable” Choicesfor Causing Grantor Trust Status
Under Section 674

A grantor trust may be created with one or more of thefollowing pow-
ers, which should beused only if they do not create other problems (such as
estate inclusion for the grantor or another person):

Y seeid,

8 seeid,

19 Toggling isdiscussed in greater detail in Part VIII, infra.

%0 gee Priv. Ltr. Rul. 96-43-013 (Oct. 25, 1996) (trustee for one trust and grantor’s
spouse for another trust held specia power of appointment currently exercisablein favor of
spouses and former spouses of the grantor’ s descendants; hel d that the power of appoi ntment
was the equivalent of the power to add beneficiaries, which meant that the section 674(c)
exception did not apply).
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1. Grant a nonadverse person who is not a trustee a presently
exercisable special power of appointment over both principal and
income of the trust, whether an external standard exists or not.™*

2. Designate a nonadverse person as trustee with discretion over
distributions of income and principal and give a different
nonadverse person the power to add beneficiaries to the trust who
are not after-born or after-adopted children, and—to further
reinforce grantor trust status—the power to add beneficiaries who
arenot after-born or after-adopted children of anamed beneficiary.
The persons who may be added should be living or in existence
(such as a named charity), and may include, but should not be
limited to, additional personswho may not currently exist, such as
a spouse of a person who is not yet married.**

3. Namethegrantor’s spouseastrustee of atrust solong asthe spouse
does not have alegal obligation to support any beneficiary and the
spouse is not a beneficiary. The terms of the trust must permit
discretionary distributions of both income and principal (without a
reasonably definite standard) that are charged against thetrust asa
whole, not against a beneficiary’s share.™ The trust instrument
should carefully plan who the successor trustees would be in the
event the spouse ceases to serve, to ensure that more than half of
the trustees would be related or subordinate parties so as to
continue grant trust status after the spouse ceases to serve.

4. Name"“related or subordinatetrustees’ who outnumber thetrustees
who are not. These trustees must be nonadverse, that is, trustees
who do not have a legal obligation to support any beneficiary,™
and who are not themselves beneficiaries. The terms of the trust
must permit discretionary distributions of both income and
principal that are charged against the trust as a whole and not

BlgelRC. 8§ 674(a). See also supra text accompanying note 150.

152 Section 674(a) and the exceptionsin section 674(b)(5)-(7), (), (d) donot apply. See
supra Part 111.A.

153 gee supra notes 80-82 and accompanying text as to avoiding the section 674(b)(5)
exception for powers over principa. As to avoiding the section 674(b)(6) exception for
powers over income, seesupra notes 87-92 and accompanying text. Theexceptionin section
674(c) does not apply.

B4 £ the trustee has alegal ohligation to support dl beneficiaries, the trustee may not
be adverse. See supra note 109.
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against abeneficiary’ s share. ™ However, it must be certain that it
cannot be proved that they are not subservient to the wishes of the
grantor or the grantor’s spouse. ™

In nearly all cases, it is unwisefor the grantor to retain any of the sug-
gested powers. In most circumstances, it is safe to give the power to the
grantor’s spouse, so long as the spouseis hot a beneficiary of thetrust and
does not havea legal obligation to support atrust beneficiary. However, if
the grantor’ s spouse has the power, grantor trust satuswill terminate when
the spouse dies and may terminate sooner in the event of divorce. Thus,
succession of powerholders should be planned if grantor trust status is to
continue under section 674(a).

V. SECTION 67/5—ADMINISTRATIVE POWERS

Section 675 provides that certain administrative powers will cause
grantor trust status.™’ Theportion ruleappliesto section 675; thus, tocreate
awholly grantor trust (that is, one that is a grantor trust in its entirety) by
“violating” section 675, the power must affect bothincomeand principal in
their entireties.™®

A. Section 675(1)—Power to Deal with Trust Assets for Less Than Full
and Adequate Consideration

Section 675(1) provides that a power in the grantor or the grantor’s
spouse™® or any nonadverse party, or both, to deal with thetrust assets for
less than full and adequate consideration results in grantor trust status.™®
Creating agrantor trust in such amanner may be unwise, however, because
that power likely will cause estate tax problems for the powerhol der.'*

5 The exceptions in sections 674(b)-(d) do not apply. See supra notes 80-133 and
accompanying text.
*% Some cautious planners avoid this approach because of possible uncertainty over
whether giving the power to someone who is subservient to the wishes of the grantor might
risk estateinclusion inthe grantor’ sestate. See supra notes 110-116 and accompanyingtext.

" see I.R.C. § 675.

%8 50 I.IR.C. §671; see also Treas Reg. § 1.675-1(a) (referring to Treas Reg.
88 1.671-2 and 1.671-3).

™ The grantor’s spouseisincluded as aresult of section 672(€).

%0 5 1.R.C. §675(2).

181 Such problemslikely will arise under sections 2036 and 2038 if the power isheld by
the grantor, and under section 2041 if held by anyone else.
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B. Section 675(2)—Specific Power of Grantor to Borrow Trust Assets

Without Adequate Security or Adequate I nterest

Section 675(2) provides that a power in the grantor or the grantor’s
spouse™® to borrow trust income or corpus without adequate security or
without adequate interest being charged will result in grantor trust status.'®
Excepted fromthisprovisionisapower inthetrusteeto makesimilar loans
to others (besides the grantor or thegrantor’ s spouse). ™™ The mereexistence
of the " prohibited” power is sufficient to cause grantor trust status regard-
less as to whether the power is actually exercised. (Contrast this provision
with section 675(3), discussed bel ow,*® which requires an actual borrowing
of trust funds by the grantor to cause grantor trust status.) As long as the
power extends to borrowing corpus or income from the trust, grantor trust
status will result asto the entire trust.’®

Whilethe statute refers to permitting the grantor to borrow, theinclu-
sion of apower of a nonadverse party to enablethe grantor or thegrantor’s
spouse to borrow trust income or corpus without adequate security or
without adequate interest being charged may trigger section 675(2) even if
the grantor cannot compel the loan.’®” As discussed below, a power of a
nonadverse party to lend to the grantor seems preferable to giving the
grantor the explicit power to borrow in a manner that invokes this section.

If the grantor or the grantor’ s spouse has the power to borrow, alone or
with the consent of anonadverse party, or anonadverse party hasthe power
tolend funds, either without adequate security or without adequateinterest,
thetrust isagrantor trust. Grantor trust status, therefore, may beachievedif
the trustee has the express power to lend unsecured to the grantor, even if
the loan must provide for adequate interest.’® To help avoid an argument
that the grantor has retained a discretionary beneficial interest in the trust
that would cause estateinclusion, thelending power should belimitedtothe
authority to make loans without security and should not include the authori-

192 0or the grantor’ s spouse as aresult of section 672(e).

183 5¢1.R.C. §675(2).

% The grantor’s spouse, as aresult of section 672(e).

1% e infra Part IV.C.

166 s 1.R.C. 88 675, 671; seealso Treas. Reg. § 1.675-1(a) (referring to Tress. Reg.
88 1.671-2 and 1.671-3).

167 See Treas. Reg. § 1.675-1(b)(2); Priv. Ltr. Rul. 2008-40-025 (Oct. 3, 2008).

168 gee Priv. Ltr. Ruls. 1999-42-017 (Oct. 22, 1999) (grantor who has authority to

borrow al or any of the corpus or income “without adequate security” istreated asowner of
trust; that is, itisagrantor trust); 96-45-013 (Nov. 8, 1996); 95-25-032 (June 23, 1995).
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ty to make loans to the grantor without adequate interest. Furthermore, to
assurethe adequacy requirement is satisfied, the power should be draftedin
amanner that explicitly permits making loans without any security to the
grantor or without adequate security within the meaning of section
675(2).° If a trustee makes the decision to lend funds to the grantor
without adequate collateral, the trustee may requirea higher interest rateto
carry out thetrustee sfiduciary duty to act in the best interests of thetrust.

A provision permitting the grantor astrusteeto make loansto himself or
hersdf without adequate security would cause grantor trust treatment under
section 675(2), but could risk estate inclusion for estate tax purposesif the
power givesthe grantor the authority to obtain trust assets for lessthan full
and adequate consideration. To minimize this estate inclusion risk, the
power to lend to the grantor should be held by the grantor’s spouse or a
nonadverse party other than the grantor or the grantor’s spouse. A safer
choice for trustee might be someone who is not a “related or subordinate
party” tothegrantor. Revenue Ruling 95-58,'" an estatetax revenueruling,
which permitsagrantor to removeatrustee without risking estateinclusion
under sections 2036 or 2038 aslong asthereplacement trusteeisrequiredto
besomeonewhois not areated or subordinate party within the meaning of
section 672(c), seems consistent with this conclusion.*™*

C. Section 675(3)—Actual Borrowing of the Trust Assets By the
Grantor

Section 675(3) providesthat if the grantor borrows the trust corpus or
income, and has not entirdy repaid the loan, including interest, beforethe
beginning of atax year, thetrust isa grantor trust for that year.'”” Grantor

189 see Priv. Ltr. Ruls. 96-45-013 (Nov. 8, 1996) (nonadverse party authorized to lend
to the grantor without security causes grantor to be treated as owner of trust); 95-25-032
(June 23, 1995) (grantor’s power to borrow without security causes GRAT, described in
section 2702(b), to be grantor trust). However, in Private Letter Ruling 1999-42-017 (Oct.
22, 1999), the Serviceissued aruling that atrust would be a grantor trust when the grantor
retained the power to borrow all or any portion of the corpus or income of thetrust “without
adequate security.” (Presumably, the result would be the sameif thetrustee merely had the
power to lend without adequate security, as opposed to the grantor having the power to
borrow without adequate security.) It is interesting to note that in that ruling the S
corporation and the grantor who were seeking the grantor trust ruling represented that their
intention was* that this section all ows Settl or to exercisethis power unconditionally, without
the approval of the trustees, or any other party.” Id.

1019952 C.B. 191.

" seid,

12 56 1.R.C. § 675(3).
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trust treatment will not arise if the loan provides for adequate interest and
security, and if the loan is made by a trustee other than the grantor, the
grantor’s spouse, or a trustee who is a related or subordinate party
subservient to the grantor.'” If the borrower is the grantor’s spouse, the
same rule would apply as a result of section 672(e), so long as section
672(e) applies.™™

Grantor trust status under section 675(2) and section 675(3) overlap to
some degree, as both deal with borrowing by the grantor or the grantor’s
spouse. However, in somessituations section 675(3) will apply when section
675(2) does not. For example, actual borrowing from the trust with ade-
guate security and adequate interest by the grantor or the grantor’s spouse
causesit to beagrantor trust under section 675(3) if the loan is made by a
trustee who is arelated or subordinate party within the meaning of section
672(c) and who is subservient to the wishes of the grantor,*” regardless of
the ability to make similar loans, but such aloanisnot described in section
675(2)."° Alternatively, if the trust document is silent about loans to the
grantor or the grantor’s spouse so that section 675(2) is not applicable,
section 675(3) will apply if atrusteewho isthe grantor, the grantor spouse,
or a rdated or subordinate party’”’ makes a loan to the grantor or the
grantor’s spouse with or without adequate security and with or without
adequateinterest. ™ Thus, aloan to the grantor or the grantor’ s spousewith
or without adequate security and with or without adequateinterest madeby
the grantor or the grantor’s spouse as the trustee will cause grantor trust
status under section 675(3). Less certain would be a loan by a related or
subordinate trustee, because the determination of whether a related or
subordinate party is subservient to the wishes of the grantor isaquestion of
fact that is less than a certainty.*"

173 « Related or subordinate party” is defined in section 672(c).

174 oep supra notes 34-38 and accompanying text.

1 56 1.R.C. § 675(3).

178 Section 675(2) appliesif the grantor or the grantor’ s spouse can borrow from the
trust without adequate security and adequateinterest. Similarly, section 675(2) appliesifthe
trustee is authorized to make loans to the grantor or the grantor’ s spouse without adequate
security or adequateinterest. Actually borrowingisnot necessary. Thisruleisnot applicable
if loans can be made to others over, unless the grantor or spouseistrustee. Seeid.

Y7 And who is subservient to the wishes of the grantor. Seeid. § 675(3).

178 o course, the trustee must evaluate his or her fiduciary duties as trustee to
determineif such aloanis prudent, if not authorized by the terms of the trugt.

179 See supra hotes 154156 and accompanying text discussing the meaning of “ related
and subordinate trustees.”
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Thesection 675(3) statutory language providesthat grantor trust status
depends upon a loan being outstanding at the beginning of a taxable year
and not repaid in full before the end of the year.™® Thus, if borrowing
occurs during a tax year and the loan is repaid by the end of the year,
grantor trust status would not seem to exist for that year. However, the
courts and the Service interpret section 675(3) to create grantor trust status
if the loan to the grantor is outstanding at any time during the year.*®* For
example, if aloanis outstanding at the end of onetax year and repaid early
inthe next tax year, the grantor would be treated as owning the trust for all
of bothyears. Thus, it is possibleto makealoan to the grantor on December
30 of ayear, and thetrust will bea grantor trust for that entire year. Hypo-
thetically, this strategy could be used in year-end planning to creste a
grantor trust retroactively for the year. In response to such a plan, the
Service might takethe position at somepoint that this strategy is an abusive
one, despite the outstanding case and its own Revenue Ruling that it is
obligated to follow.*#

Whether grantor trust status relates only to amounts actually borrowed
and not repaid beforethe end of thetaxableyear, or whether it appliestoall
income or corpusthat could have been borrowed if some borrowing occurs
is unclear.”® Thus, unless the grantor borrows all of the trust’s assets, no
assurance can exist that the grantor will betreated asthe owner of theentire
income and corpus of the trust for income tax purposes.

Becausegrantor trust status under section 675(3) is predicated on actual
borrowing, toggling grantor trust status“on” and “ off” seems possible.*®* If
the grantor wanted to achieve grantor trust statusin any particular year, the
grantor could borrow all of the trust funds for some period of time during
theyear. If thetrustee is not arelated or subordinate party, the borrowing

180w 1he grantor has.. . . borrowed . . . and has not completely repaid . . . before the
beginning of the taxable year.” 1.R.C. § 675(3).

181 SeeMauv. United States, 355 F. Supp. 909 (D. Haw. 1973); Rev. Rul. 86-82, 1986-
1 C. B. 253 (following Mau).

182 B\t see Rauenhorst v. Commiissi oner, 119 T.C. 157 (2002) (hol ding Commissioner
cannot “litigate against officially published rulings without first withdrawing or modifying
them”).

15 CompareBennett v. Commissioner, 79 T.C. 470 (1982) (grantor borrowed lessthan
al of theincome; grantor wastaxable on portion of current year’ sincome that the principa
of the loan at the beginning of the year bears to the total trust income from the trust
inception), with Benson v. Commissioner, 76 T.C. 1040 (1981) (grantor borrowed all income
of trust owning real estate; grantor should be treated as the owner of the entire trust for
taxable years|oan unpaid).

B s¢1.R.C. §675 (3.
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should not provide for adequate security.’® However, if the trustee is a
related or subordinate party, subservient to the grantor, the borrowing may
provide for adequate interest and security and still result in grantor trust
status. *® The grantor would need to repay the entire amount of the loan,
including interest, by the end of the taxable year so that the grantor could
make an independent decision in the following year whether the grantor
trust status was desired in that year.

Section 675(3) may be used to convert anongrantor trust into a grantor
trust by having the grantor buy back all of thetrust assets for anote, if the
note is unsecured but with adequate interest, and grantor trust treatment is
effective for that sale.™

D. Section 675(4)—Administrative Powers

Thepowersunder section 675(4) commonly are considered when gran-
tor trugt status is sought. Section 675(4) triggers grantor trust status when
someone in a nonfiduciary capacity has a power to vote closely held stock
or to contral trust investments related to closely held stock, if the trust’s
holdings of the closdy held stock are “significant from the viewpoint of
voting control.”*® |n addition, a nonfiduciary power to reacquire trust
corpus and replace with property of equivalent value will result in grantor
trust status.®® Excepted from theserules are powers that requirethe consent
of someone who must act in a fiduciary capacity.

All powers under subsection (4) must be exercisable in anonfiduciary
capacity to make a trust a grantor trust for income tax purposes. A power
exercisable by a trustee will be presumed to be exercisable in a fiduciary

185 Theloan should providefor adequateinterest to avoid issues of whether thetrustee
might be breaching fiduciary dutiesand possible estate inclusi on issues for the grantor. For a
discussion of section 675(1), see supra notes 159-161 and accompanying text.

188 A | 0an madetothe grantor with adequate interest and adequate security by arelated
or subordinate trustee should not be an estate tax problem for the grantor because of the
adequate interest and adequate security.

187 seeRev. Rul. 85-13, 1985-1 C.B. 184 (no gain isrecogni zed because grantor owns
“purported consideration both before and after the transaction.”). However, the Second
Circuit held that such a purchase of trust assets for a note caused the trust to be a grantor
trust asto futuretransactions, but the purchase transaction itsel f resulted in gain recognition.
See Rothstein v. United States, 735 F.2d 704, 710 (2d Cir. 1984).

188 | R.C. § 675(4)(A). Voting control significance is not defined in the Code or
Regulations for purposes of section 675(4)(A).

189 56 1.R.C. § 675(4)(C).
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capacity primarily intheinterests of the beneficiaries."* Under theregula-
tions, if apower is not exercised by aperson astrustee, the “ determination
of whether the power is exercisablein afiduciary or nonfiduciary capacity
depends on all theterms of the trust and the circumstances surrounding its
creation and administration.”*** In general, theregulations indicatethat the
presence of administrative powerswill bejudged not only by the provisions
of the trust instrument but also by the actual facts of administration.’* In
privaterulingsthe Service generally hasruled that the application of section
675(4) is a question of fact that may only be resolved in an examination
after returns have been filed. This position seems questionable when the

10 g Treas Reg. § 1.675-1(b)(4); see also Whesling Dollar Sav. & Trust Co. v.
Yoke, 204 F.2d 410 (4th Cir. 1953) (income of trusts taxable to grantor; involving other
powers also), cert. denied, 346 U.S. 898 (1953); cf. Friedman v. Commissioner, 7 T.C. 54
(1946) (where the major factor leading to taxability of the grantor was his retention, as
trustee, of broad powers of administration). In the case of an oral trust, it isdifficult to show
that the powers are suitably limited. See Reizenstein v. Commissioner, 22 T.C. 843 (1954).
Asto the standards for creation of an oral trust, see Del Drago v. Commissioner, 214 F.2d
478 (2d Cir. 1954). For cases of nontaxability where administrative powerswere retained as
trustee, see, for example, Cushman v. Commissioner, 153 F.2d 510 (2d Cir. 1946) (some
powers held as grantor considered “negligible”); Fruehauf v. Commissioner, 12 T.C. 681
(1949); Welch v. Commissioner, 8 T.C. 1139 (1947); Smith v. Commissioner, 4 T.C. 573
(1945); and Weisman v. Commissioner, 3T.C.M. (CCH) 723(1944). Seealso Priv. Ltr. Ruls.
96-42-039 (Oct. 18, 1996) (section 675(4)(C) applied when power of substitution held by
person other than grantor); 92-47-024 (Nov. 20, 1992) (grantor whoisnot trusteebut retains
power to substitute property of trust istaxed onincome of so-called charitable lead unitrust;
does not discuss that the exercise of such a power may be subject to an excise tax under
section 4941 for self-dealing); 89-30-021 (July 28, 1989) (section 675(4)(C) applied when
trustee, who was al so the beneficiary, given the power by modification of thetrust and held
in nonfiduciary capacity).

9! Treas Reg. § 1.675-1(h)(4); seealso Richardsv. Commissioner, 213 F.2d 494 (5th
Cir.1954), rev’'g 19 T.C. 366 (1952); Moskin v. Johnson, 115 F. Supp. 565(S.D.N.Y. 1953),
aff'd, 217 F.2d 278 (2d Cir. 1954); cf. Estate of Hamiel v. Commissioner, 253 F.2d 787 (6th
Cir. 1958); Hemphill v. Commissioner, 8 T.C. 257, 265 (1947) (irregularities in the
administration of atrust, subsequently corrected, did not transform income otherwisetaxable
to the trust into income taxable to the grantor). See generally Query v. Commissioner, 13
T.C.M. (CCH) 891 (1954); Morgan v. Commissioner, 5 T.C. 1089 (1945). Severa private
letter rulings indicate the Service' s position is that whether or not the power to substitute
property of equivalent valueisheldinanonfiduciary capacity isaquestion of fact evenif the
trust agreement expresdy providesit is held in anonfiduciary capacity. See, e.g., Priv. Ltr.
Ruls. 93-35-028 (Sept. 3, 1993); 91-26-015 (June 28, 1991); cf. Priv. Ltr. Rul. 93-45-035
(Nov. 12, 1993).

1%2 SeeTreas Reg. § 1.675-1(a); seealso Goemansv. Commissioner, 279 F.2d 12 (7th
Cir. 1960) (under prior regulations).

1% 506, €9, Priv. Ltr. Ruls. 2007-31-019 (Aug. 3, 2007); 2007-15-005 (Apr. 13, 2007);
1999-42-017 (Oct. 22, 1999); 96-45-013 (Nov. 8, 1996); 95-25-032 (June 23, 1995); 94-07-
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power is made exercisable only in a nonfiduciary capacity within the
meaning of section 675(4).

1. Section 675(4)(A) and (B)—Powers Over Closdly Held Sock

The first two powers under section 675(4)—the power of any person
acting in a nonfiduciary capacity to control voting of or investments in
closely held stock™®*—may have someutility but arelimited to situationsin
which the trust is funded with closely held stock.’® This limited use of
controlling the voting of closely held stock is restricted by the potential
estate tax problem under section 2036(b) if the grantor has the power.'*
However, theright to veto asale of theclosdy held stock covered in section
675(4)(B) should not cause estateinclusion under section2036(b) aslongas
it is held by someone other than the grantor.™’ But, of course, grantor trust
status presumably would end when the stock is sold, assuming thetrust is
not a grantor trust for some other reason. Grantor trust status may be

014 (Feb. 18, 1994); 93-52-007 (Dec. 30, 1993); 93-52-004 (Dec. 30, 1993); 93-37-011
(Sept. 17, 1993); 93-35-028 (Sept. 3, 1993); 92-53-010 (Jan. 1, 1993). Other letter rulings
have not applied thefactsand circumstancesrequirement but have held that the substitution
power caused the trust to be agrantor trust. See Priv. Ltr. Ruls. 94-51-056 (Dec. 23, 1994);
93-52-017 (Dec. 30, 1993); 93-51-005 (Dec. 24, 1993); 93-45-035 (Nov. 12, 1993). Some
rulings have applied acompromi se approach, stating the grantor trust determination depends
on the facts and circumstances but, assuming exercise of a section 675(4)(c) power in a
nonfiduciary capacity, the trust would betreated asa grantor trust. See, e.g., Priv. Ltr. Ruls.
98-10-019 (Mar. 6, 1998) (charitable lead trust); 2004-34-012 (Aug. 20, 2004) (power of
substitution held by person(s) other than the grantor or the grantor’ s spouse causestrust tobe
agrantor trust under section 675(4)(C), if in fact held in anonfiduciary capacity).

194 561.R.C. § 675(4)(A)~(B). Closely held stock for purposes of section 675(4) means
“stock or other securities of a corporation in which the holdings of the grantor and the trust
aresignificant from the viewpoint of voting control.” 1d. Conceivably, this stock could bea
small block of stock if there arerelatively few shareholdersand if theblock could constitute
a“swing vote.”

1% 56 S, Rep. No. 831622, at 365 (1954), reprinted in 1954 U.S.C.C.A.N. 4621,
4719. See also United States v. Byrum, 408 U.S. 125 (1972) (estate tax not gpplicable to
transferred property, even though power to vote retained); Holdeen v. United States, 297
F.2d 886 (2d Cir. 1962) (for year 1946: grantor permitted to give investment advice to
trustees); Estate of Gilmanv. Commissioner, 65 T.C. 296 (1975), aff' d, 547 F.2d 32 (2d Cir.
1977).

1% 5 IR.C. §2036(b). Under section 2036(b), shares of stock in a corporation
transferred by the decedent during his or her lifetime for less than full and adequate
consideration in money or money’s worth are included in the transferor’s estate if the
transferor retained the power directly or indirectly to vote the stock and held that power at
death or relinquished it within three years of death and the block represents at least 20% of
the voting rights of all classes of stock. Seeid.

97 ¢f. Bryum, 408 U.S. at 137-38,
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achieved safely under this subsection, and the estatetax problem avoided, if
amarried grantor gives the power to vote closely held stock to his or her
spouse in a nonfiduciary capacity, but grantor status would end upon the
death of the spouse unlessthereis a successor powerholder or thetrustisa
grantor trust for some other reason.

Theportionrulewill limit grantor trust status under section 675(4)(A)-
(B) totheclosely held stock and, if thetrust owns other assets, it will not be
a grantor trugt in its entirety, unless it is a grantor trust for some reason
other than section 675(4)(A)-(B).*® One circumstance when such grantor
trust status under section 675(4)(A) and (B) might be used is where the
stock isinan S corporation; agrantor trustisan“eligible”’ shareholder of an
S corporation.

Section 675(4)(A)—B) does not seemto apply to control over alimited
liability company (LLC). LLCs did not exist when section 675(4) was
enacted in 1954." It does not apply to a partnership.

2. Section 675(4)(C)—Power Exercisablein a Nonfiduciary
Capacity to Reacquire Assets by Substituting Assets of
Equivalent Value

Section 675(4)(C) provides that “a power to reacquirethetrust corpus
by substituting other property of an equivalent value,” held in a nonfidu-
ciary capacity by any person who can exercise it without the approval or
consent of any person in a fiduciary capacity, will cause grantor trust
treatment.?® Even though section 675(4)(C) refers to a power to reacquire
“trust corpus,” this power causes the grantor to be treated as the owner of
trust corpus and income, including ordinary income not allocable to
corpus.

The regulations provide that “the determination of whether the power
[of substitution] is exercisable in a fiduciary or nonfiduciary capacity
depends on all theterms of the trust and the circumstances surrounding its
creation and administration.” * Because grantor trust status depends upon

1% See Treas. Reg. § 1.671-3(d)(2).

1% 56 Robert B. Keatinge et d., The Limited Liability Company: A Sudy of the
Emerging Entity, 47 Bus. LAw. 375 (1992). What may be |ess clear, however, iswhether a
LLC or apartnershipthat electsto beincome taxed as an associ ation (corporation) might be
deemed a corporation for this purpose.

2% R.C. § 675(4)(C).

2! 5oe Treas, Reg. § 1.671-3(b)(3).

22 Treas, Reg. § 1.675-1(b)(4). See supra notes 190-193 and accompanying text for a
discussion of the nonfiduciary capacity requirement.



SUMMER 2009 Creating Intentional Grantor Trusts 247

the power being heldina*“ nonfiduciary” capacity, the power of substitution
should not be held by the trustee (or else the requirement in the initial
sentence of section 675(4) will not be satisfied).”® Similarly, a trustee’s
approval or consent should not berequired. Theregulations providethet if a
power is exercisable by a person “as trustee,” a rebuttable presumption
exists that the power is exercisablein afiduciary capacity primarily in the
interests of the beneficiaries.”

Thepower should not be held by an adverse party if grantor trust status
is sought by reasons of the power. Even though several other clauses of
section 675 require that a power be exercisable by a nonadverse party to
cause the trust to be a grantor trust,®® subsection 675(4) merely refers to
powers held “by any person.”?® No requirement exists that the power be
held by a nonadverse party. However, the regulations refer to powers of
administration held in anonfiduciary capacity “ by any nonadverseparty.”®’
Despitethe clear contradiction of the statute and regulations, theregulation
possibly might be upheld under the broad deference standard announced in
Chevron U.SA.,, Inc. v. Natural Resources Defense Council, Inc.® Evenso,
it is difficult to understand how someone’'s power to substitute assets for
equivalent value could be adverse asto that person, thus creatingadisincen
tive to exercise the power. To be safe, however, in making the trust a
grantor trust by means of the substitution power, the power should not be
held by a trust beneficiary or anyone else who might be considered an
adverse party.

Whether the grantor’s retention of a nonfiduciary power to substitute
assets of equivalent value causes an inclusion in the grantor’s estate for
estate tax purposes has ardatively long history. A power of the grantor to
substitute assets of equivalent value does not cause section 2036 or section
2038 to apply when it is held in a fiduciary capacity. In State Street Trust
Co. v. United States,*® the court concluded in a “very close’#° case that
broad management powers retained by the grantor, including the power to

203 Theinitial sentence of section 675(4) providesthat the nonfiduciary power must be
exercisable without the approval or consent of anyone acting in afiduciary capacity.

2% g6 Treas. Reg. § 1.675-1(b)(4).

2 56 |.R.C §675(1), (2).

26| R.C. §675(4).

27 Treas. Reg. § 1.675-1(b)(4).

208 467 U.S. 837 (1984). SeeMitchell M. Gans, Deferenceand the End of Tax Practice,
36 ReAL ProP. PrROB. & TR. J. 731 (2002).

209 563 F.2d 635 (1 Cir. 1959) (Magruder, C.J., dissenting).

2194 at 638,
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exchangetrust property for other property without regard to the values of
the properties, among other broad powers, caused the predecessor to section
2036 to apply.”* After the State Street decision, the Service argued in
Estate of Jordahl v. Commissioner®? that a substitution power for equal
value held by the grantor-trustee constituted a power to alter, amend, or
revoketheinstrument. The Tax Court disagreed, reasoning that becauseany
property substituted should be“ of equal valug’ tothe property replaced, the
grantor was thereby prohibited from depleting thetrust corpus.® The court
viewed that situation as being no different from a case in which a settlor
retains the power to direct investments.® The Service subsequently
acquiesced in the Jordahl decision.”

Private L etter Ruling 2006-03-040 concerned atrust with a substitution
power where “[t]he instrument provides that Grantor’s power to acquire
Trust property under this section may only be exercised in a fiduciary
capacity.”*® The ruling concluded that the substitution power would not
cause estate inclusion under sections 2033, 2036(a), 2036(b), 2038, or
2039.2" The ruling focused on the fact that the instrument said that the
substitution power could be exercised only in a fiduciary capacity.® In
Jordahl, the decedent was a co-trustee, ” so one might infer that all powers
held by the grantor-trustee in that case were held in a fiduciary capacity.
However, theletter ruling interpreted Jordahl somewhat differently:

Rather, the court concluded that the requirement that
the substituted property be equal in value to the assets
replaced indicated that the substitution power washeldin
trust and, thus, was exercisable only in good faith and
subject to fiduciary standards. Accordingly, the decedent

2! eeid. at 638-640.

212 65 T.C. 92 (1975), acq. in result, 1977-2 C.B. 1.
2314, & 9.

24 seeid, at 96-97.

251977-2CB. 1.

218 priy., Ltr. Rul. 2006-03-040 (Jan. 20, 2006).

2 seid.,

218 geid,

219 g Egtate of Jordahl v. Commissioner, 65T.C. 92, 93 (1976), acq. inresult, 1977-2
CB.L
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could not exercisethe power to depletethetrust or to shift
trust benefits among the beneficiaries.

According to the Service' s analysis of theruling, the reasoning of the
court suggests that any substitution power may be exercisable only in a
fiduciary capacity to not cause estate tax inclusion. That interpretation
might explain why the Servicerefusesto rule whether a substitution power
is held in a nonfiduciary capacity so as to be a grantor trust trigger under
section 675(4), even though the instrument specifically says the power is
not held in afiduciary capacity.

Similarly, in Private Letter Ruling 2006-06-006, the Service held that
section 2036 would not apply to asituation in which the substitution power
was held by the grantor in a fiduciary capacity.”* Without changing the
trust under statelaw so that thetrustee would hold the substitution power in
a fiduciary capacity, the Service would not give a favorable ruling on
section 2036.7

Jordahl isoften cited for the proposition that a substitution power does
not trigger section 2036, but under the facts of Jordahl, the grantor held the
power inafiduciary capacity.” Theissueisabit different, however, if the
grantor retains a substitution power in a nonfiduciary capacity, so as to
causethetrust to beagrantor trust under section 675(4)(C).?* Nevertheless,
the Jorhahl court’s reasoning suggests the same result would have been
reached if the substitution power had been held in anonfiduciary capacity:

Even if decedent were not a trustee, he would have been
accountable to the succeeding income beneficiary and
remaindermen, in equity, especially sincetherequirement
of “equal value” indicatesthat thepower washeld intrust.
... Wedo not believe that decedent could have used his
power to shift benefits in [a manner to deprive the
remaindermen of benefits or to deprive an income
beneficiary of property]. Substitutions resulting in shifted

0 priy. Ltr. Rul. 2006-03-040.

22! See Priv. Ltr. Rul. 2006-06-006 (Feb. 10, 2006).

221 the facts of thisruli ng, other grantor trust triggers were present; the trust was a
grantor trust even without a nonfiduciary substitution power. The substitution power was
important to the grantor in the ruling because the grantor planned to transfer closely held
business interests to the trusts, and the grantor wanted a substitution power to be able to
substitute cash for those interests. Seeid.

%23 gee Jordahl, 65 T.C. at 97.
2% 36 1.R.C. § 675(4)(C).
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benefits would not be substitutions of property “of egqual
value”

Theregulations and other authority under estate tax sections 2036 and
2038 say that how the power is held makes no difference.?® If the power
exists, holding the power in afiduciary capacity does not help. So if the
substitution power weretaxablein Jordahl, holdingit in afiduciary capaci-
ty would not have helped. Stated differently, if holding a power in a
fiduciary capacity does not help to cure a section 2036 or section 2038
problem, then holding apower in anonfiduciary capacity should not trigger
a section 2036 or section 2038 situation when holding it in a fiduciary
capacity would not, or vice versa. Therefore, Jordahl does seemto provide
protection from section 2036 inclusion.

Commentators generally have concurred that the Jordahl result should
apply even when the substitution power is held in a nonfiduciary capaci-
ty.?*’ Inaddition, several privateletter rulings haveruled that a substitution
power held in a nonfiduciary capacity would not cause estate inclusion.?®

Revenue Ruling 2008-227%° provides very helpful guidanceontheestate
tax issue. It says that a grantor-held nonfiduciary substitution power
generally will not trigger estate inclusion under section 2036 or section

25 Jordahl, 65 T.C. at 97 (internd citations omitted).

2% See Treas. Reg. §8 20.2036-1(b)(3) (“[I]t isimmaterid . . . in what capacity the
power was exercisabl e by the decedent or by another person or personsin conjunction with
the decedent.”); 20.2038-1(a) (“It isimmateria in what capacity the power was exercisable
by the decedent or by another person or personsin conjunction with the decedent.”).

21 See, eg., U.S TRusT, PRACTICAL DRAFTING 3753-57 (Richard B. Covey ed., 1994).

28 e Priv. Ltr. Ruls. 2000-01-015 (Jan. 7, 2000); 2000-01-013 (Jan. 7, 2000) (holding
if grantor survivesterm of GRAT, the value of property in thetrust will not beincludiblein
thegrantor’ sgross estate under section 2036(a); but without specifically addressinggrantor’s
nonfiduci ary substitution power inthe analysis); 1999-22-007 (June4, 1999) (holdingwhere
charitablelead unitrust contained substitution clause, trust assetsnot includiblein estate, but
without specifically addressing the effect of nonfiduciary subgtitution clause on estate
inclusion issue); 96-42-039 (Oct. 18, 1996) (holding substitution clausein charitable lead
trust causes trust to be a grantor trust for income tax purposes, but does not cause estate
inclusion under sections 2033, 2035-2038, or 2041); 95-48-013 (Dec.1, 1995) (holding
powers of substitution made grantor trust holding S corporation stock but does not trigger
inclusion under section 2038(a)); 94-13-045 (Apr. 1, 1994) (holding no estateinclusion in
lifeinsurance trust under sections 2036, 2038, or 2042, with discussion of Jordahl): 92-27-
013 (June 3, 1992); 90-37-011 (Sept. 14, 1990). But see Priv. Ltr. Rul. 93-18-019 (May 7,
1993) (declining to rule on whether amending GST “ grandfathered” trust to give grantor
power to exchange assets of equal value would cause loss of GST grandfathered status, or
whether it would create estate tax exposure to the grantor).

229 Rev. Rul. 2008-22, 2008-1 C.B. 796.
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2038.2 Theruling cites Jordahl, but says that section 2038 did not apply
because the decedent was bound by fiduciary standards.”" Even if the
grantor is not bound by fiduciary standards, the ruling observes that the
trustee hasthe duty to ensurethat equivalent valueis substituted.?* Indeed,
if the trustee concludes the substituted assets have a lower value than the
assets being reacquired, “the trustee has a fiduciary duty to prevent the
exercise of the power.”?® The ruling reasons the trustee “ has a fiduciary
obligation to ensurethat the assets exchanged are of equivalent value,” and
the trustee must prevent any shifting of benefits among beneficiaries that
might otherwiseresult from the substitution, in view of thetrustee' s power
to reinvest assets and the trustee's duty of impartiaity regarding the
beneficiaries.

Drafting approaches differ as to how to assure that the trustees must
satisfy themselvesthat assets of equivalent value are substituted and that the
substitution power cannot be exercised in a manner that can shift benefits

20 seeid, at 797.
2l geid.

22 geid.

28 d. at 798.

%4 1d. The precise holding of the ruling states:

A grantor’ sretained power, exercisablein anonfiduciary capacity,
to acquire property held in trust by substituting property of equivalent
valuewill not, by itself, causethe value of thetrust corpusto beinclud-
ible in the grantor’s gross estate under § 2036 or 2038, provided the
trustee has a fiduciary obligation (under local law or the trust instru-
ment) to ensure the grantor’s compliance with the terms of this power
by satisfying itself that the properties acquired and substituted by the
grantor are in fact of equivalent value, and further provided that the
substitution power cannot be exercised in amanner that can shift bene-
fitsamong thetrust beneficiaries. [Theruling does not suggest how that
might occur but does provide some safe harbors againgt the possible
shifting of benefitsinthe next sentence.] A substitution power cannot be
exercised in amanner that can shift benefitsif: (a) the trustee has both
the power (under local law or thetrust instrument) to reinvest the trust
corpus and aduty of impartiality with respect to the trust beneficiaries
[observe: state law would generally impose both of these duties unless
thetrust instrument negates these duties]; or (b) the nature of thetrust's
investments or the level of income produced by any or all of thetrust's
investments does not impact therespectiveinterests of thebeneficiaries,
such as when the trust is administered as a unitrust (under local law or
thetrust instrument) or when distributions from the trust arelimited to
discretionary distributions of principal and income.

Id. (emphasis added).
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among trust beneficiaries. Some commentators recommend relying on state
law and general fiduciary principles; others have suggested drafting those
requirements into the trust instrument.*®

2 nan early response to the ruling, Jonathan G. Blattmachr and Michael Graham
suggested the following sample provision to beincluded in atrust instrument:

Without reducing or eliminating the fiduciary dutiesimposed upon
the Trustee acting hereunder under the terms of this instrument or
applicable law, the Trustee shall ensure the Substitutor’s compliance
with the terms of this power by being satisfied that the properties
acquired and substituted by the Subgtitutor are in fact of equivalent
value within the meaning of Rev. Rul. 2008-22; further, this power to
substitute property shal not be exercised in a manner that may shift
benefits among the trust beneficiaries within the meaning of Rev. Rul.
2008-22; without limiting the foregoing prohibition upon shifting
benefits among trust beneficiates, the Trustee shall have the power to
reinvest the trust corpus and a duty of impartiality with respect to the
trust beneficiaries at al times while this power of substitution isin
effect, within the meaning of Rev. Rul. 2008-22.

Quoted in Akers & Zeydel, supra note 146, at R-52. A somewhat more detailed example
form clauseis provided by Diana S.C. Zeydel and Jonathan G. Blattmachr:

During the settlor’s lifetime, the settlor shal have the power,
exercisable at any timein anonfiduciary capacity (within the meaning
of section 675(4) of the Internal Revenue Code), without theapproval or
consent of any personin afiduciary capacity, toacquire or reacquirethe
trust estate (other than any direct or indirect interest in stock described
in section 2036(b) of the Internal Revenue Code or any policy insuring
the life of the settlor) by subgtituting other property of an equivalent
value, determined as of the date of such substitution.

This power to substitute property is not assignable, and any
attempted assignment will render this power void. Without reducing or
eliminating the fiduciary duties imposed on the trustees under this
agreement or applicable law, the settlor shall exercise this power to
substitute property by certifying inwriting that the substituted property
and thetrust property for which it is subgtituted are of equivalent value
and thetrustees shall have afiduciary obligation to ensure the settlor's
compliance with theterms of this power to substitute property by being
satisfied in advance of completing the substitution that the properties
acquired and substituted are in fact of equivalent value, within the
meaning of Revenue Ruling 2008-22.

This power to substitute property shall not be exercised in a
manner that can shift benefits among the trust beneficiaries within the
meaning of Revenue Ruling 2008-22. Without limiting the foregoing
prohibition upon shifting benefits among trust beneficiaries, thetrustees
shall have the power toreinvest the principa of thetrust and, except in
the case of an Marital Trust, the duty of impartiality with respect totrust
beneficiaries at all times while this power of substitution is in effect,
unlessthetrustees shall have absol ute discretion in making distributions



SUMMER 2009 Creating Intentional Grantor Trusts 253

Opinions also differ as to whether the trust instrument should givethe
trusteethe power to prevent the substitution if thetrustee thinksthevalueis
not equivalent, or if the trustee can sue only after thefact if the substituted
assets have alower valuethan the assets being reacquired. Therationalefor
the position that the trustee cannot prevent the exchange if the valueistoo
low isthat section 675 refersto a“power of administration. . . exercisable
inanonfiduciary capacity by any personwithout the approval or consent of
any person in a fiduciary capacity.”?* On the other hand, Revenue Ruling
2008-22 specifically saysthat, if atrustee believesthat the substituted assats
havealower value, “thetrustee hasafiduciary duty to prevent theexercise
of the power.” %’

One approach is to provide that if the trustee believes the property
sought to be substituted is not, in fact, property of equivalent value, the
trustee should seek a judicial determination to assure that the equivalent
value requirement of the substitution provision is satisfied. Treasury and
Service officials expressed their personal views at the American Bar
Association Section of Real Property Trust & Estate Law Section 2008
Spring Mesting, stating that the trustee would exercise his, her or its
fiduciary duty to question the value issue before the transfer if the trustee
believes that the value being substituted was not equivalent, which is
different from requiring “ approval or consent” of the trustee.®

Some commentators are concerned that the substitution power should
not be applicable over any life insurance policies on the grantor’s life,
despite the holding to the contrary in Jordahl.”*° The issue is whether the
power to acquirealifeinsurance policy by exchanging property of equiva-
lent value is a power that would cause inclusion of the life insurance
proceeds under section 2042.

A power of substitution held by an insured should not constitutean in-
cident of ownership over a policy owned by an irrevocable life insurance

of principal and income among the trust beneficiaries so that the power
toreinvest the principa of thetrust and the duty of impartiality are not
required in order to avoid this power of substitution potentially causing
a shift of benefits among trust beneficiaries, all within the meaning of
Revenue Ruling 2008-22.
(on file with authors).

%8| R.C. §675(4) (emphasis added).

27 Rev. Rul. 2008-22, 2008-1 C.B. 796 (emphasis added).

28 goe Akers & Zeydel, supra note 146, at R-52.

29 geeMichael D. Mulli gan, Power to Substitutein Grantor DoesNot Causelnclusion,
With a Sgnificant Caveat, 109 J. TAX’N 32, 33 (July 2008).
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trust.*® The acquiescence in Jordahl seems to evidence the Service's
acknowledgement that a substitution power held in a fiduciary capacity
should not constitutean incident of ownership for purposes of section2042.
In an Action on Decision (AOD), the Service's attorney specifically
recommended acqui escence on the section 2042 hol ding in Jordahl, aswdl
as on the section 2038(a) holding, and those recommendations were
adopted. > The AOD provides:

Applying the Second Circuit’ srational [sic] in Estate
of Hector R, Skifter v. Commissioner. . . that it was
Congresses|[sic] intent that Code § 2042 should operateto
giveinsurancepolicies estatetax treatment roughly paralle
to the treatment given other types of property under Code
88 2036, 2037, 2038, 2041, it is clear from the court’'s
discussion of the limited rights retained by the decedent
over the insurance trust that the proceeds of the policy
should not beincluded in his gross estate. **

The reasoning of the Jordahl AOD leads to the conclusion that if the
right to substitute assets does not cause estate inclusion under sections
2036, 2038, and 2041, it should not cause estate inclusion under section
2042. However, a 1979 Revenue Ruling suggeststhat the Service sposition
is that a power to purchase the policy does create an incident of owner-
ship.?® The ruling takes the position that an employee has an incident of
ownership if theinsured’ s employment contract givestheinsured theright
to buy the policy at any time for its cash surrender value®* The ruling
reasons that the right to buy the policy amounted to a power to veto the
policy’s cancellation and that constituted an incident of ownership.?® The
Service lost that argument in Estate of Smith v. Commissioner.*® The
Serviceacquiesced inresult only in Estate of Smith, asit disagreed with the
Tax Court’s reasoning as to what constitutes an incident of ownership.?"

20 g0 Estate of Jordahl v. Commiissioner, 65 T.C. 92 (1975), acg.inresult 1977-2C.B.
1. See also Priv. Ltr. Rul. 94-13-045 (Apr. 1, 1994) (citing and relying on Jordahl).

2! 5o Jordahl, 65 T.C. at 92, action on dec., 1977-129 (Apr. 15, 1977).

224, (internal citations omitted).

23 5ee Rev. Rul. 79-46, 1979-1 C.B. 303.

2 Seid.

° eid.

2 73T.C. 307 (1979), action on dec.,1981-66 (Jan. 12, 1981), acq. in result, 1981-1
CB.2

27 seeid.
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The 1979 Revenue Ruling has not been withdrawn. A subsequent private
letter ruling stated that “ theright to substitute assets of equal valueisnot by
itself considered an incident of ownership under section 2042(2) where it
can be exercised to acquire the insurance policy directly.”?*

To avoid the issue, cautious taxpayers likely will provide that a gran-
tor’'s nonfiduciary substitution power will not apply to life insurance
policies on the grantor’s life, and that some other grantor trust triggering
power will be needed asto lifeinsurance palicies or the power needsto be
given to someone other than the grantor.

Similarly, some commentators suggest providing that the power of
substitution could not be exercised to acquire any voting stock of a*“con-
trolled corporation” for purposes of section 2036(b).*** A controlled
corporationis, generally speaking for section 2036(b) purposes, a corpora-
tion in which the decedent held, at any time after a transfer of stock and
withinthree years of the decedent’ sdeath, theright to vote stock possessing
at least 20% of the combined voting power of all classes of stock, after
applying the attribution rules of section 318 and including a right to vote
held in conjunction with another person.”® The three-year rule under
section 2036 triggers estate tax inclusion even if the voting rights are
relinquished or ended withinthree years of the date of death, separatefrom
the general three-year rule under section 2035.*

A substitution power might betreated indirectly asthe power to control
the voting of the stock under section 2036(b). The section 2036(b) issueis
whether the power to reacquire stock is a “retention of the right to vote
(directly or indirectly) shares of stock of a controlled corporation” within
the meaning of section 2036(b).** Extending the concept of an indirect
power to vote stock to the power to repurchase stock by paying full value
for the stock seems to be an extension of the plain meaning of the section,
however. In any event, excepting out partnerships or LLCs from substitu-

28 priv. Ltr. Rul. 98-43-024 (Oct. 23, 1998).

9 gep Zari tsky, supra note 15, § 301.2[B].

20 56 1.R.C. § 2036(b)(2).

%1 500 1.R.C. §8 2036(b)(3); 2035 (a)(1).

%2 R.C. §2036(b)(1). Cf. Priv. Ltr. Rul. 2005-14-002 (Apr. 8, 2005) (involvingatrust
agreement providing that the grantor’s substitution power did not extend to stock of a
controlled corporation). However, the explicit holding of Rev. Rul. 2008-22 isa grantor’s
nonfiduciary substitution power by itself will not cause inclusion under sections 2036 or
2038 (which obviously includes section 2036(b)), even though the ruling does not address
thereasoning of the potential application of section 2036(b) specificaly. SeeRev. Rul. 2008
22,2008-1 C.B. 796.
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tion powers should not be necessary, as section 2036(b) only applies to
corporations, not partnerships or LLCs, except, perhaps, if the LLC has
elected to be income taxed as an corporation.”*

The Tax Court decided in Jordahl that the right to buy an asset for its
fair market valueis not aretained right or interest for purposes of section
2038 or section 2042, and the Service acquiesced in theresult of the case®™
If aright to purchase assets constitutes a retained right under section 2038,
questions could beraised about the application of section 2038 to a buy-sdll
agreement that givesadonor of stock aright of first refusal if adoneeéelects
to sell the stock or aright to buy back the stock if a donee predeceases the
donor. Also, questions might beraised about theimpact under thecharitable
“gplit-interest rules” of a contribution of voting stock (or other asset) to a
charity that is subject to such buy-sell provisions, exercisable either by the
donor or by other persons.

Giving athird party asubstitution power may beadesirablealternative
becauseit might be sufficient to cause grantor trust treatment for incometax
purposes (as to the grantor, not the third party who holds the substitution
power), but should not betreated as giving the donor any power that would
risk estateinclusion for estatetax purposes. Read literally, the statuteand
regulationswould both suggest that the power of substitution canbehedby
a third party. The statute refers to a power held by “any person.”*® The
regulations refer to a power held “by any nonadverse party.” %’

A concern with third-party substitution powers is that subsection
675(4)(C) appliesif “apower toreacquirethetrust corpus’ is present.® A
literal reading might suggest that only the grantor (or a third party who at
onetime owned the property inthetrust) could hold the power to reacquire
the property. Several private letter rulings conclude that a power to substi-
tute assets given to athird party in a nonfiduciary capacity for a charitable

23 Gep supra note 199 and accompanying text.

%% See Etate of Jordahl v. Commissioner, 65 T.C. 92 (1975), acq. 1977-2 C.B. 1.

% e eg., Priv. Ltr. Rul. 1999-08-002 (Feb. 26, 1999) (grantor’s brother held
nonfiduciary substitution power over CLAT and CLUT; noinclusion of trust assetsin gross
estate).

5 RC. 8§ 675(4) (power “exercisable in a nonfiduciary capacity by any person”)
(emphasis added).

5 Treas Reg. 8 1.675-1(b)(4) (referring to “existence of powers of administration
exercisablein anonfiduciary capacity by any nonadverse party”).

%8| R.C. §675(4) (emphasis added).



SUMMER 2009 Creating Intentional Grantor Trusts 257

lead trust was sufficient to cause grantor trust treatment for income tax
purposes.”>

Additional authority provides someinsight into using third-party substi-
tution powers. The Serviceissued Revenue Procedure 2007-45 to provide
sampleformsfor inter vivos charitablelead annuity trusts (CLATS).” One
of thesampleformsisfor aCLAT that isagrantor trust CLAT, which uses
a third-party substitution power to cause grantor trust status®®* Similarly,
Revenue Procedure 2008-45 uses the same approach for the sampleform of
inter vivos CLUT that isa grantor trust.”®

Thesampleformsareannotated and contai n warnings about the power
of substitution:

The donor to a CLAT may claim an income tax
charitable deduction under § 170(a) if the donor istreated
as the owner of the entire CLAT under the provisions of
subpart E, part |, subchapter J, chapter 1, subtitle A of the
Code. Paragraph 11, Retained Powersand I nterests, of the
sample trust in section 7 creates a grantor CLAT through
the use of a power to substitutetrust assets under 8 675(4)
that isheld by a person other than the donor, thetrustee, or
a disqualified person as defined in § 4946(a)(1), and is
exercisable only in a nonfiduciary capacity. The
circumstances surrounding the administration of a CLAT
will determine whether a 8 675(4) substitution power is
exercised inafiduciary or nonfiduciary capacity. Thisisa

2 e Priv. Ltr. Ruls. 1999-08-002 (Feb. 26, 1999); 98-10-019 (Mar. 6, 1998); 97-13-
017 (Mar. 28, 1997) (if the grantor of a charitable lead trust held the power of substitution,
any exercise of that power would be a prohibited transaction under section 4941). In Private
Letter Ruling 90-37-011 (Sept. 14, 1990), the trust instrument gave one of the trustees a
power to*“ acquire any property thenheldin Trust . . . by substituting property of equivalent
value.” The Service heldthat power caused grantor trust status. Seeid. Theserulingsdid not
address the statutory requirement of a power to “reacquire” trust assets.

60 See Rev. Proc. 2007-45, 2007-2 C.B. 89.

%! The Revenue Procedure provides the following in a sample form:
Retained Powers and Interests. During the Donor’s life, [individual
other than thedonor, thetrustee, or a disqualified person asdefined in
§ 4946(a)(1)] shall have the right, exercisable only in a nonfiduciary
capacity and without the consent or approval of any person actingin a
fiduciary capacity, to acquire any property held in the trust by
substituting other property of equivalent value.

Id., sec. 7, para. 11 (brackets and emphasisin original).

%62 gpe Rev. Proc. 2008-45, 2008-2 C.B. 224.
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question of fact. Note, that the exercise of a § 675(4)
power may result inan act of self-dealing under § 4941.%°

Notwithstanding the warning contained in the annotations, the CLAT
Revenue Procedure providesthat “agrantor CLAT will qualify for thesafe
harbor created under this revenue procedureif the trust satisfies all of the
requirements set forth in the preceding sentence . . "%

If thereis concern that a nonfiduciary grantor substitution power may
cause estate inclusion, despite Revenue Ruling 2008-22, ** a third-party
power could be used to avoid estate inclusion issues. Thus, if ataxpayer is
concerned about the potential application of section 2036(b) or section 2042
(as discussed above), a third-party substitution power might be used with
respect to life insurance on the grantor’s life or stock of a controlled
corporation. In addition, allowing a third party to hold the substitution
power could create additional flexibility to “turn off” or to “toggle on”
grantor trust status, as discussed below.”®

If grantor trust statusis sought under section 675(4) by having someone
other than the grantor hold the substitution power, the grantor’s spouse
could be given the substitution power. Moreover, any concern that the
“reacquire’ term suggests the power of substitution generates grantor trust
statusonly if held by the grantor should bealleviated if the grantor’ s spouse
holds the substitution power, because any power or interest held by the
grantor’s spouse is deemed to be held by the grantor for purposes of the
grantor trust rules.®” For example, a spousal substitution power might be
used for life insurance on the grantor’s life (assuming the insurance is not
also onthespouse slife) or voting stock of acontrolled corporation aswell.
However, if toggling grantor trust status on and off is planned, the spouse
should not be given the power to both relinquish and reacquire the substi-
tution power, or the grantor would be treated as having the substitution
power continuously under section 672(e), making it impossible to turn off
grantor trust status while spouses are living.

Section 675(4)(C) isnot a certain path to grantor trust status, however.
The Service s consistent position isthat whether or not the power isheld in
anonfiduciary capacity isaquestion of fact that cannot beresolved without

263 Rev. Proc. 2007-45, § 8,09(1), 2007-2 C.B. 89.

%4 4. §3, 2007-2 C.B. 89.

% g6 Rev. Rul. 2008-22, 2008-1 C.B. 796. See also supra notes 229234 and
accompanying text.

26 Seeinfra Part VL.

%7 50 1.R.C. § 672(e).
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atrial (or aconcession by the Service) after the fact.”®® As aresult, caution
suggests that section 675(4)(C) alone should not be relied upon to cause
grantor trust status.?®

Although a section 675(4)(C) power may bealess-than-certain avenue
to cause grantor trust status, it providesfew, if any, risks and offers signifi-
cant flexibility. Thus, including such a provision to attempt to achieve
grantor trust status probably is advisable.

Any of the section 675(4) powers might betriggered by substitutingthe
grantor’s spouse for the grantor. This factor should have the advantage of
avoiding estate tax issues unique to interests or powers retained by a
grantor. But grantor trust status based solely on the spouse’ sinterest would
end with the spouse s death, and that outcome may or may not be a desira-
ble income tax result.

One advantage that a section 675(4)(C) grantor substitution power of -
fersisthe flexibility of swapping low basis assets held by a grantor trust
with higher basis assets owned by agrantor individually, without incomeor
gain recognition.”” The low basis assets returned to the grantor will be
given a new basis when the grantor dies.

If thegrantor or athird party exercisesthe substitution power over mar-
ketable securities, the question is at what exact value. Should values at the
close of the day be used, or should the mean between the high and low on
the day of substitution be used (for valuing both the assets acquired from
thetrust aswell asthe substitution assets)? Because the “ mean between the
high and the low” is the general valuation approach for estate and gift tax
purposes, this method—which may require a small adjustment on the
following day if the exact high and low prices are not known on the day of
the substitution—may be preferable.®*

28 athorough analysis, two commentatorstrace the history of section 675(4)(C) and
whether a power of subgtitution fits within the rule. Their conclusion suggests uncertai nty
when section 675(4)(C) applies because of the Service' spositionthat it isaquestion of fact.
See Craig L. Janes & Bernadette M. Kelly, When Using a Power of Substitution—Take
Nothing for Granted, EsT. PLAN., Aug. 2007, at 3.

% eeid. Other commentators have similarly cautioned agai nst solereliance on section
675(4)(C). See, e.g., Coleman, supra note 143, 1 803.1.

70 SeeRev. Rul. 85-13, 1985-1 C.B. 184, discussed supra note 24 and accompanying
text.

™ 5e6 e.g., Priv. Ltr. Rul. 2008-46-001 (Nov. 14, 2008) (approving substitution power
that determined val ue of shares exchanged using “mean between highest and lowest quoted
selling prices’ on day of exchange).
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E. Summary of Powersto Cause Grantor Trust Status Under Section 675

A grantor trust may be created under section 675 with one or more
powerswithout likely causing thetrust to beincluded in the grantor’ s gross
estate:

1. Grantor trust status can be achieved under section 675(2) if the
trustee has the power to make an unsecured loan to the grantor or
the grantor’ s spouse with adequate interest. To minimize estatein-
clusionrisks, the power should beheld by the grantor’ sspouseor a
nonadverseparty other than the grantor. An even safer choiceisfor
the trustee who holds such alending power to be someone who is
not a“related or subordinate party” to the grantor. Because of sec-
tion 672(e), a power held to make loans to the grantor’s spouse
without adequate collateral would similarly result in grantor trust
status so long as the conditions for section 672(e) to apply are met.

2. Under section 675(3), if the grantor or thegrantor’ s spouseborrows
the entire corpus of atrust with adequate interest and adequate se-
curity, the grantor will betreated asthe owner of the entireincome
and corpus of the trust if the trustee is the grantor, the grantor’s
spouse, or areated and subordinate person who is, in fact, subser-
vient to the grantor. For greater certainty on account of the re-
quirement of “subservienceto the grantor” for grantor trust status
without estate tax inclusion issues, the trustee should be the gran-
tor’ sspouse. If thetrusteeisrelated or subordinate, thereispossible
uncertainty as to whether the trustee is subservient to the grantor,
although in most instances subservience will be presumed.”” A
loan by atrustee other than the grantor, the grantor’s spouse, or a
related and subordinate person can still trigger grantor trust statusif
the loan requires adequate interest but is unsecured.

3. Under section 675(4)(C), anonfiduciary power of substitutionheld
by the grantor’ s spouse should create agrantor trug. If it isdesira-
bleto continue grantor trust status after the spouse dies, a successor
powerholder should be named whois not an adverse party. Follow-
ing the issuance of Revenue Ruling 2008-22,%® planners may be
comfortableusing grantor substitution powers. Thetrust instrument
should specifically statethat the substitution power isexercisablein

22 por example, a child of the grantor will dways be the grantor’s child and thus
related and subordinate.
23 5008-1 C.B. 796. See supra notes 227-254 and accompanying text.
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anonfiduciary capacity, and it may be wiseto exclude the grantor
from exercising the power over insurance on hislife or her life or
closely held stock described in section 2036(b); someoneedsecould
be granted the power over the insurance and stock.””

Inall three of these avenues, the powerhol der should not bethetrustee
and should not be an adverse party.

V. SECTION 676—POWERSTO REVOKE?™

Section 676(a) providesthat agrantor of atrust istreated asthe owner
if the grantor has apower to revoke the trust.?”® Section 676(a) also applies
if the grantor’s spouse””’ or a nonadverse party, or both, havethe power to
revest title in the grantor.?”® Section 676(a) does not apply, however, in
situations where the corpus will revert to the grantor automatically at the
expiration of a term certain.”” In that circumstance, the income may be
taxed to the grantor under section 673. A revocable trust might also fall
under section 674, because of a power to control beneficial enjoyment, but
revocabletrustsaretreated separately under section 676. Section 676 is not
applicable to powers that affect “the beneficial enjoyment of the income”
for the time period permitted in section 673.2°

How the power to revest may belabeed or how the power must be ex-
ercised does not affect the applicability of section 676. For example, a
reserved power to purchasethetrust corpusfor anominal considerationisa

%" gee id. If insurance covers the life of the grantor’ s spouse, the spouse probably
should not have the power of substitution asto the lifeinsurance.

%" portions of thisdiscussion may befound in BoyLE & BLATTMACHR, supra note 20,
and appear herein with permission.

“®selRC. & 676(a). Section 676 appliesif the power to revest title in the grantor
exists, even though it is not exercised in the taxable year. The grantor may be taxed under
thissection, evenif the power isnot immediately operative and, thus, the revesting can take
effect only in a subsequent year. Section 676(b) excepts from the section 676 rule powers
that affect beneficia enjoyment only after aperiod of timethat preventsthetrust from being
agrantor trust under section 673. Seealso Treas. Reg. 88 1.672(d)-1; 1.676(b)-1. Whether a
trust isrevocable or not is a state law issue. The Uniform Trust Code section 602 creates a
basi ¢ presumption that atrust isrevocabl e unlessthetrust expresdy provides otherwise. See
UNIF. TRusT CoDE § 602 (2005), 7C U.L.A. 546 (2006). This presumption reverses the
common law rulethat trusts are presumed i rrevocabl e unless a power to revokewasreserved
at the time of creation. See, e.g., 76 AM. JUR. 2D Trusts § 71 (2005).

21 As aresult of section 672(e).

8 50 1.R.C. § 676(a).

%" g6 Helvering v. Wood, 309 U.S. 344 (1940).

20 gee supra notes 43-54 and accompanying text for adiscussion of section 673.
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power to revoke to the extent the value of the property that may be reac-
quired exceeds the consideration to be paid.®" The income is likewise
taxable to the grantor if the grantor reserves the power to appoint an
indivizglzual other than the grantor to exercise the right to terminate the
trust.

Contingent powers are not necessarily within the scope of section
676.” In addition, the power to substitute securities that produced substan-
tially an equal income for securities held in the trust is not a power to
revest,” nor is a power to purchase trust assets at a fair price®

Theretained power to direct investments does not result in grantor trust
status under section 676.%° Similarly, a power to appoint theremainder by
deed or will,”" or the reserved power to change the beneficiaries or to
modify the distributive shares, is not a power to revest the corpus in the
grantor.”®

A section 676 power likely will cause estatetax problemsfor the gran-
tor under sections 2036 and 2038, and thus a section 676 power torevokeis
not a choice for creating a grantor trust.”®® Moreover, if the power is not
held by the grantor, but the existence of power subjects the trust assets to
claims of the grantor’s creditors, a section 676 power to revoke is not a
choice for creating a grantor trust. Such a power held by the grantor’s
spouse would causethetrust to be a grantor trust—because of the spousal
unity rule of section 672(e)—»but the power would likely be a general power

%1 56 Fisher v. Commissioner, 28 B.T.A. 1164 (1933); see also I.R.C. § 675(1)
(treating this reserved power as ataxable administrative power).

%2 gee Pulitzer v. Commissioner, 36 B.T.A. 964 (1937).

%83 500 Commissioner v. Betts, 123 F.2d 534 (7th Cir. 1941); Commissioner V.
O’ Keefe, 118 F.2d 639 (1st Cir. 1941); Corning v. Commissioner, 104 F.2d 329 (6th Cir.
1939). Coverage may depend upon the likelihood of the contingency. See |.R.C. 8§ 673(a);
Treas. Reg. 8 1.673(a)-1(c), (d). But cf. Treas. Reg. 118, § 39.166-1(b)(1)(ii) (1939). See
Mills v. Commissioner, 39 B.T.A. 798 (1939); cf. I.R.C. § 675(4)(0).

%% See Frick v. Driscoll, 42-2 U.S. Tax Cas. (CCH) 19,508, 29 A.F.T.R. (P-H) 794
(W.D. Pa 1941), rev'd on other grounds, 129 F.2d 148 (3d Cir. 1942).

%8 S Palmer v. Commissioner, 40 B.T.A. 1002 (1939), aff'd, 115 F.2d 368 (2d Cir.
1940) (holding that reservation of option to repurchase stock not reservation of power of
revocation).

%8 o6 Ma oy v. Commissioner, 45 B.T.A. 1104 (1941).

7 See Commissioner v. Bateman, 127 F.2d 266 (1st Cir. 1942).

%88 See Knapp v. Hoey, 104 F.2d 99 (2d Cir. 1939); Donner v. Commissioner, 40
B.T.A. 80 (1939); Downs v. Commissioner, 36 B.T.A. 1129 (1937). But cf. Todd v.
Commissioner, 32 B.T.A. 1067 (1935), aff’ d, 82 F.2d 1020 (2d Cir. 1936).

%9 e |.R.C. §§ 2036, 2038,
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of appointment and an estate problem for the spouse under section 2041
(unless the power is limited by an ascertainable standard, in which event
thereis uncertainty as to whether section 676 would apply).”®

VI. SECTION 677—INCOME FOR BENEFIT OF GRANTOR OR
GRANTOR’ S SPOUSE

Section 677(a) provides that a grantor is treated as the owner of any
portion of atrust if the income may be paid to the grantor or the grantor’s
spousewithout the consent of an adverseparty.”* Neverthel ess, theregula-
tions under section 677(a) providethat such atrust isagrantor trust only as
totheincomeportionif theinterest of the grantor or the grantor’ s spouseis
limited to ordinary (or fiduciary accounting) income.*?

Despitethe very clear exampleintheregulations, the Servicehasissued
several private letter rulings holding that both the income and corpus
portion of a so-called grantor-retained annuity trust, or GRAT, would be
treated as owned by the grantor; that is, the trust would be a grantor trust,
because the annuity amount would be payable from principal to the extent
that income was insufficient.”® However, the Service has taken the position
inother privaterulingsthat aretained annuity alone does not confer grantor
trust status as to both the income and corpus portion of a GRAT.**

Various rulings indicate that a combination of sections 677 and
674(b)(3) can be used to confer grantor trust status asto income and corpus
for a GRAT. The authority to make distributions of the annuity payments
would result in grantor trust treatment as to the ordinary income under
section 677. If the grantor retains a testamentary power of appointment to
appoint the trust assets (in the event the grantor dies before the stated
termination of the GRAT), this power will result in grantor trust treatment

20 gl R.C. §2041. Astotheimpact of an ascertai nable standard or distribution, see
supra notes 127-131 and accompanying text.

! g | R.C. 8§ 677(a) (“grantor shall be treated as the owner of any portion of a
trust. .. whose income . . . is or . . . may be’ distributed or accumulated for future
digtribution to the grantor or the grantor’ s spouse).

%2 e Treas. Reg. § 1.677(8)-1(g) Ex.1.

293 See Priv. Ltr. Ruls. 95-04-021 (Jan. 27, 1995): 94-51-056 (Dec. 23, 1994); 94-49-
012 (Dec. 9, 1994), modified by 1999-51-031 (Dec, 24, 1999); 94-44-033 (Nov. 4, 1994);
modified by 95-43-049 (Oct. 27, 1995); 94-150-12 (Apr. 15, 1994). Seealso Priv. Ltr. Rul.
95-01-004 (Jan. 6, 1995) (CRUT treated as grantor trust as to income and corpus under
section 677(a) because of the possibility that income all ocable to principal could be used to
satisfy the unitrust payment).

2% See Priv. Ltr. Rul. 96-25-021 (June 21, 1996). For a description of a GRAT, see
Treasury Regul ation section 25.2502-3.
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as to the corpus under sections 674(a) and 674(b)(3).”® This result is
acceptablefor aGRAT, assuming the power of appointment ends when the
grantor’ sretained annuity interest terminates but likely is not acceptablefor
other grantor trusts where the purposeisto excludethe trust assetsfrom a
grantor’ s estate, unless some other trust provision causes grantor trust status
after the power expires.®®

If the grantor’ s spouseisthe beneficiary of asection 677 grantor trust as
to trust income and principal, grantor status may be achieved without an
estate inclusion,®” but upon the death of the spouse or a divorce, grantor
trust status terminates as section 672(e) no longer applies.

A grantor istreated as the owner of any portion of the trust whose in-
come may be applied to the payment of premiums of policies of insurance
onthelifeof thegrantor or the grantor’ s spouse.® This statutory provision
appears to be very broad. Read literally, it seemsto indicate that giving a
trusteethe power to pay lifeinsurance premiums fromtheincome of atrust
conceivably could cause al of the income and corpus of the trust to be a
grantor trugt. Infact, not prohibiting thetrustee from making such payments
would seem sufficient totrigger creation of agrantor trust if under local law
the trustee could do so.

2 GeeTreas Reg. 81.674(b)-1(b)(3) (“[1]f atrustinstrument providesthat theincome
is payable to another person for his life, but the grantor has a testamentary power of
appointment over the remainder, and under the trust instrument and local |aw capital gains
are added to corpus, the grantor istreated as the owner of a portion of the trust and capital
gainsand lossesareincluded inthat portion.”); seealso Priv. Ltr. Ruls. 2000-01-013 (Jan. 7,
2000); 2000-01-015 (Jan. 7, 2000) (grantor trust treatment asto income because trustee had
discretion to pay all of GRAT’ sincome—if any is remaining after payment of the annuity
payments—to the grantor; grantor trust treatment asto corpus under section 674(a) because
capita gains are accumulated and added to corpus and grantor held genera testamentary
power of appointment over the accumul ated amounts); 97-07-005 (Feb. 14, 1997) (GRAT is
agrantor trust astoincome and corpus under sections 674(a) and 677(a) becausegrantor will
either receive dl the trust income or be able to appoint it by will, and quaifiesasan S
corporation shareholder); 96-25-021 (June 21, 1996).

2% g grantor trust gtatus is desirable after the retained interest terminates, the
continuing trust will need aternative provisions to make the trust a grantor trust. A
continuing power of appoi ntment held by the grantor woul d cause estatetax problemsunder
Code sections 2036 and 2038.

27 e Priv. Ltr. Rul. 2008-42-007 (Oct. 17, 2008) (ruling no estate tax inclusion, but
grantor trust status under sections671 and 677(a) “because adl of theincome and principa of
Trust may be digtributed to Spouse in the discretion of a nonadverse trustee”).

% S%elRC.§ 677(a)(3); Treas. Reg. 8§ 1.677(a)-1(b)(2)(iii). Seegenerally Howard M.
Zaritsky, Drafting and Planning Life Insurance Trusts for Policies Both Traditional and
Unusual, 28 ANN. HECKERLING INST. ON EST. PLAN. 1400, 1403.2.D.2.a(1994).
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However, cases haveimposed restrictions on grantor trust statusresult-
ing fromthe power to pay lifeinsurance premiums. For example, if thetrust
does not actually own a life insurance policy on the grantor’s life, older
cases have concluded that the mere power to purchase an insurance policy
and to pay premiums from income would not be sufficient to cause grantor
trust status.”® Even if the trust owns policies on the grantor’s life, some
cases have concluded that the grantor will betreated merely asthe owner of
so much of theincome as is actually used to pay premiums.*®

The Service has not always agreed with the courts, however. A Field
Attorney Advice Memorandum®”* takes the position that the power to
purchase lifeinsurance on the grantor’ s life causes grantor trust treatment,
inaruling involving aforeign trust in which it wasin the Service' sinterest
for thetrust to be a grantor trust. It provides: “Articlell of B Trust Agree-
ment authorizes the trustee to purchase life insurance on taxpayer. There
does not appear to be any limit on the amount the trustee may apply to the
payment of premiums. Therefore, pursuant to section 677(a)(3), taxpayer is
treated as the owner of B.” %

One private letter ruling held that grantor trust status arises only tothe
extent of premiums payable by the trust for the current year.*® Another
privateletter ruling providesthat a power to pay premiums alone causesthe
entire trust to be a grantor trust.

The net effect of the casesand | etter rulings|eavesthe power to pay life
insurance premiums a not-so-useful tool to assurethat atrust will betrested
asagrantor trust. However, a drafter may wish to use this power as one of
multiple grantor trust triggers by providing in the trust agreement that the
trustee may pay insurance premiums from income or principal, so as to
build the best possible argument that the trust is a grantor trust as to both
income and principal.

% g Corning v. Commissioner, 104 F.2d 329, 333 (6th Cir. 1939); Moore V.
Commissioner, 39 B.T.A. 808, 812 (1939), acg. 1939-2 C.B. 25.

3% g6 Weil v. Commissioner, 3 T.C. 579 (1944), acq. 1944-1 C.B. 29; Iversen v.
Commissioner, 3T.C. 756 (1944); Rand v. Commissioner, 40 B.T.A. 233 (1939), acqg. 1939-
2 C.B. 30, aff'd, 116 F.2d 929 (8th Cir. 1941), cert. denied, 313 U.S. 594 (1941).

%1 R.S. Field Att'y Advice Mem. 20062701F (July 7, 2006).

302 4. at 10.

308 See Priv. Ltr. Rul. 6406221750A (June 22, 1964).

3% See Priv. Ltr. Rul. 88-52-003 (Dec. 30, 1988); see also Priv. Ltr. Rul. 88-39-008
(Sept. 30, 1988) (actua payment of premium from income causes grantor trust treatment as

toincome so paid, even though trust instrument prohibited paying lifeinsurance premiums
from income and trust accounted payments as paid from corpus).
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Section 677(b) limits the application of section 677(a) in situations in
which payment of income or principal are madefor support or maintenance
obligations of the grantor.*® This section 677(b) exception does not apply
to payments that may be madeto support or maintain the grantor’ s spouse,
thus grantor trust statusis possibleuntil the spousedies. However, for estate
tax purposes, any payments for the support of a beneficiary whom the
grantor has a legal obligation to support should be prohibited to avoid
section 2036.%%°

A section 677 grantor trust might be created by parents engaged in asset
transfer planning if one of the parentstransfers his or her separate property
into a trust that would include the spouse as a discretionary beneficiary.
Each spouse should not namethe other as beneficiary of trusts each creates
for the other, asthereciprocal trust doctrine may apply.* By including the
spouse asadiscretionary beneficiary, thetrusteewould be ableto accessthe
trust for the benefit of the spouse in the event the spouse ever needed
distributions from the trust.

If the spouseisincluded as a beneficiary, shedding grantor trust status
may be difficult. If the spouse relinquishes his or her rights as a discre-
tionary beneficiary, a taxable gift by the spouse may result, unless the
relinquishment is a qualified disclaimer; that is, one made within nine
months of the creation of theinterest.*® Alternately, someone other thanthe
grantor could be given the power to eliminate the spouse as a beneficiary.

As long as the spouse does not make any contribution to the trust, in-
cluding the spouseas abeneficiary will not causethetrust to beincludedin
the spouse’ s gross estate for estate tax purposes, aslong as the spouse does
not have a general power of appointment under section 2041. Neither
section 2036 nor 2038 should apply because the spouseis not a grantor of
the trust. This tax result is true even if the split gift election is made,
because the split gift election under section 2513 applies only for gift tax
and generation-skipping transfers (GST) exemption all ocation purposesand

3% \\/hen such amounts are actually paid, the grantor is taxed on the income under
section 662 rather than under the grantor trust rules. See |.R.C. § 677(b) (last sentence).

3% See Treas. Reg. § 20.2036-1(b)(2).

307 See United Statesv. Estate of Grace, 395 U.S. 316 (1969), relv g denied, 396 U.S.
881 (1969).

3% e Treas. Reg. § 25.2518-2 (requirements for aqualified disclaimer).
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not for estate tax purposes.®® Note, however, that the split gift eection is
not available if the spouse’ s interest in the trust cannot be quantified.®*

If the grantor, rather than thegrantor’ s spouse, isadiscretionary benefi-
ciary, thereissomelikelihood that the trust assets would beincluded inthe
grantor’s estate under section 2036, unless the trust is formed in a state
where a grantor can be a discretionary beneficiary without subjecting the
trust assets to the grantor’s creditors.*™* Even in such a “ self-settled trust”
state, however, if the trustee actually makes distributions to the grantor, a
concern may arise under section 2036 as to whether there was an implied
agreement about distributions to the grantor, which could trigger section
2036 inclusion even apart from creditors’ rights.*?

If section 677 isbeing utilized to confer grantor trust statusby including
the grantor’s spouse as a potential beneficiary, the death of the spouse
would result in the trust no longer being a grantor trust unless one of the
other grantor trust provisions applies.

A. Summary of Viable Choices for Grantor Trust Under Section 677

A grantor trust may be created under section 677 without significant
concerns about the trust being included in the grantor’ s gross estate with a
trust that includes the grantor’s spouse (but not the grantor) as a discre-
tionary beneficiary of income and principal. The trustee should not be the
grantor, the grantor’ s spouse, or any adverse party. Possible concerns with
this approach are that keeping flexibility to end grantor trust status is
difficult, and that grantor trust status would end at the spouse' s death,
unless some other interest or power resultsin continuing grantor trust status.
A power to pay lifeinsurance premiums on a policy insuring the grantor’s
life may be added to other provisionsthat will result in grantor trust status,
but should not be relied on alone as ensuring grantor trust status.

3 5e1.R.C. §8 2513(8)(1); 2652(8)(2). No anal ogous estate tax provision exists. See,
e.g., Rev. Rul. 74-556, 1974-2 C.B. 300 (no section 2038 inclusion for spouse of grantor).
310 gop generally Diane S. C. Zeydel, Gift Splitting—A Boondoggle or a Bad Idea? A
Comprehensive Look at the Rules, 106 J. TAX’N 334 (June 2007).
31 Compare Outwin v. Commissioner, 76 T.C. 153 (1981) (applying M assachusetts
law), with Estate of German v. United States, 7 Cl. Ct. 641 (1985) (applying Maryland law).
12 Cf. Rev. Rul. 2004-64, supra note 27 (estate tax inclusion if the trust may reimburse
the grantor for income taxes on trust income imputed to the grantor under the grantor trust
rulesif there is an understanding that the trustee will reimburse the grantor).
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VIlI. SECTION 679—FOREIGN TRUSTS

Section 679 provides that a foreign trust is a grantor trust if the trust
was created by a United States person and any beneficiary of thetrustisa
United States taxpayer.®® Asto such atrugt, thetrust incomeis attributable
to the United States person who is the grantor.®

A. Generaly

A trustisaforeign trust unless both of thefollowing tests are satisfied:
(1) a United States court is able to exercise primary supervision over the
trust; and (2) one or more United States persons have the authority to
control all substantial trust decisions. A United States personisdefinedin
section 7701(a)(30) asacitizen or resident of the United States, adomestic
partnership or corporation, a non-foreign estate, or a non-foreign trust.**°

When aforeign person has control over at least one substantial decision,
foreign trust status results.®” Substantial decisions are defined in the
regulations to mean “those decisions. . . that are not ministerial.”**® The
regulation includes very expansive examples: the power to determine the
timing and amount of distributionsfromincome or corpus, andtheselection
of beneficiaries, as well as other administrative actions such as making
income and principal allocations, investment decisions, and compromising
claims, are al substantial decisions.®® The definition even includes the
power to appoint a successor trustee (Unlessit isrestricted so that it cannot
change the trust’s residency) and the power to remove, add, or replace a
trustee.*® Thus, a domestic trust becomes a foreign trust if a non—United
States person or persons come into control of a substantial decision. With
multiple trustees, the non—United States person or persons must hold a

3 %% |.R.C. §679.

3 seeid,

e IRC. § 7701(a)(30)(E), (31)(B). It is interesting to note that this statutory
definitionis, in effect, anegative definition and, therefore, somewhat difficult tounderstand.
For example, therequirement that atrust isaforeign trust unless one or more United States
persons have authority to control al substantial decisions of a trust might be more readily
understood by defining aforeign trust asatrust in which one or more foreign persons have
control over at least one substantial decision. For adetailed discussion of foreign trusts, see
BoyLE & BLATTMACHR, supra note 20, § 5.

316 5o 1.R.C. § 7701(8)(30).

37 56 1.R.C. § 7701(a)(31)(B).

318 Treas. Reg. § 301.7701-7(d)(1)(ii).
319 seeid. § 301.7701-7(d) (1) (i) (A)~(J).
30 Seeid. § 301.7701-7(d) (1) (ii)(H), ().
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minority vote to make any substantial decision of the trust for the trust to
remain a United States trust.**

Upontermination of grantor trust status—for example, whenthegrantor
dies or when noforeign person or persons any longer controls any substan-
tial decision, or whenthereare no longer any United States beneficiaries—
section 684 will impose a tax on the unrealized appreciation in effect
(assuming the trust is not a grantor trust with respect to another under
section 671).%2 However, if that occurs because of the death of the grantor,
the step-up in basis under section 1014, if applicable, should avoid having
any gain under section 684.%%

Section 672(f) providesthat thegrantor trust ruleswill not apply if they
would cause someone other than a United States citizen, resident, or
domestic corporation to betreated as the owner of theincome.®* Thus, if a
foreign personisthegrantor of atrust, thegrantor trust rules will not apply
asto that person.

Broad dispositive powers could be granted in thetrust agreement with-
out fear of causing theforeign person to betreated asthe owner of thetrust
under the grantor trust rules. For example, section 679 would not apply if a
foreign person creates atrust for a United States beneficiary, who might be
treated as the owner of theincome of thetrust under section 678 becausethe
beneficiary is the sole trustee or the beneficiary has a Crummey®® with-
drawal power over al contributions to the trust.*®

Foreign trustsare subject to additional rules not generally applicableto
domestic trusts. United States beneficiaries (including a grantor) who
receive, directly or indirectly, any distribution from a foreign trust must
report information to the Service on Form 3520.%" Additional required
information is described in Notices 97-34 and 2003-75.% A United States

3! Seeid. § 301.7701-7(d) (1) Gii).

%2 3¢ |.R.C. §684.

3 selRC. § 1014. For example, section 1014(c) denies a stepped basis for section
691 items of income in respect of a decedent. Seeid.

324 5 1.R.C. § 672(f).

325 gee Crummey v. Commissioner, 397 F.2d 82 (9th Cir. 1968).

32 The grantor trust rules will apply to any portion of the trust with aforeign grantor
where amounts attributable to that portion are distributable only to the grantor and/or the
grantor’s spouse during the grantor’ slifetime, or to satisfy either of their legal obligations.
See I.R.C. 8 672(f)(2)(A); Tress. Reg. § 1.672(f)-3(b)(2).

%7 30 1.R.C. § 6048(c) ().

38 506 1.R.S. Notice 97-34, 1997-1 C.B. 422, as amended by I.R.S. Notice 2003-75,
2003-2 C.B. 1204.
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person who makes a gift to aforeign trust must file a notice of the gift on
Form 3520, with penalties of up to 35% of the amount transferred if the
report is not made.*® In addition, the foreign trust must file an annual
return, and if it does not, the United States person (if any) whoistreated as
the owner of the trust may be liable for a 5% penalty of the value of the
trust assets that are treated as owned by that person.®® If a United States
trust becomes aforeign trust during the lifetime of a United States grantor,
the United States grantor must report thetransfer.** When agrantor foreign
trust converts to nongrantor status, such as when the grantor dies and the
trust continues as a foreign trust, the United States beneficiaries of the
foreign nongrantor trusts are subject to several special rules.

The distributable net income (DNI) of aforeign nongrantor trust is de-
termined under section 643(a) in a somewhat different way than for a
domestictrust. A primary distinctionisthat all capital gainsareincludedin
DNI for the foreign trust, whether allocated to income or corpus and
whether distributed to a trust beneficiary or not.*** When all DNI of a
foreign nongrantor trust is not distributed each year, accumulation distribu-
tions determined under rules in section 665(b) in subsequent years are
subject to the“ throwback” rules.** In addition, thetax under the throwback
ruleisincreased by an interest charge. *** Someloans made by foreigntrusts
are deemed distributions and indirect distributions may be reclassified as
direct distributions to a United States person.®®* Section 1441 requires
withholding at the source on distributions to foreign trusts.

A foreign trust isnot an eligible S corporation shareholder.®*’ Thisrule
negates onereason why grantor trust status might be attractiveif thegrantor
isaUnited Statesindividual whoisapermissibleS corporation shareholder.

3 36 1.R.C. § 6677(3).

30 56 1.R.C. § 6677(h).

3! g6 1.R.C. §679(3)(5).

32 3 1.R.C. §643(8)(3), (Q)(6)(C).

¥ e IRC. §665(d)(2). These are known as the “throwback” rules because

previously accumul ated and undistributed DNI istaxedin effect to the beneficiary who later
receivesit by throwing it back to the year in which the trust received it. Seeid.

¥4 see | R.C. 88 667(a)(3), 668.

For acomprehensi ve discussion of theseissues, see BoyLE & BLATTMACHR, supra

note 20, § 5.

¥ selRC § 1441. For a comprehensive discussion of these issues, see BoYLE &
BLATTMACHR, supra note 20, 8 5.

37 s 1.R.C. §1361(0)(2) (last sentence).
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B. Summary of Viable Choices for Grantor Trust Under Section 679

A grantor trust may be created under section 679 by making aforeign
personthetrustee. Alternatively, to createaforeigntrust theforeign person
may bea co-trustee of atrust solong astheforeign person or personsarea
majority of the trustees or some substantial decision is delegated to the
foreign trustee. It is not necessary to name the grantor or the grantor’s
spouse as atrustee or asabeneficiary to createagrantor trust under section
679. However, thetrust must comply with theadditional complex rulesthat
are applicable to foreign trusts and be subject to the additional taxes that
apply to foreign trusts. Certainly, knowledge of theforeign trust rules and
experience with them is critical for the planner who suggests this route to
grantor trust status.

VIIl. SWITCHING OR TOGGLING GRANTOR TRUST STATUS
ON AND OFF

A. Generaly

Although grantor trust status generally may be advantageous, some-
times it may be desirable not to bea grantor trust. In other situations, being
able to switch back and forth between grantor and nongrantor trust status
may be desirable. For example, a grantor may be concerned with being
liable for what potentially could be huge amounts of income and capital
gainstaxes ontrust income indefinitely into the future. Being ableto “turn
off” the grantor trust status when the grantor no longer wishes to pay
income taxes on the trust income can be an important factor in the grantor
being willing to createagrantor trust initially. Similarly, it may bedesirable
to switch status if the grantor moves from alow or noincometax state (for
example, Wyoming) to a high or higher income tax state (for example,
California) where the trust would not be subject to state income taxes
because of its domicile. Moreover, it may be appropriate to switch grantor
trust status “on” when the grantor has a capital gain or loss and it is ex-
pected that thetrust will havethe” reverse” income or loss deduction. Thus,
planning flexibility, for whatever reason, isincreased if grantor trust status
may be toggled on or off.>®

338 Eor an excellent discussion of these issues, see Videotape: Ellen L. van Hoften,
Planning With Intentionally Defective Grantor Trusts (A.L.l.-A.B.A. Video Law Review
Mar. 26, 1997). See also Howard M. Zaritsky, Toggling Made Easy—Modifying a Trust to
Create a Grantor Trust, 36 EsT. PLAN. 48 (2009).
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Sometimes, turning off grantor trust status is as easy as releasing the
power or beneficial interest that caused grantor trust status.®° In other
circumstances, it is accomplished by changing trustees to those who may
have the grantor-trust sensitive power without causing grantor trust sta-
tus.*° Some grantor trust triggers seem to allow toggling by their very
nature, such as actual borrowing of trust assets by the grantor under section
675(3).*! However, inafew circumstances, convertingthetrust to nongran-
tor status may not be possible.** Theability to convert will depend on why
the trust is a grantor trugt.

Maximum flexibility of grantor trust planninginvolvesrestoring grantor
trust status to a nongrantor trust that once was a grantor trust or making a
trust agrantor trust that has never been one. However, several traps must be
avoided. For example, when the grantor or the grantor’s spouse has the
authority to relinquish the power that causes grantor trust status, only athird
party should be given the authority to reinstitute that power; that is, to
toggle back “on” the grantor trust status>* If the grantor or the grantor’s
spouse hastheright to relinquish apower that causes grantor trust statusbut
hastheright to reacquirethat same power, the relinquishment likely would
not be given effect. Theregulations provide specifically that if the grantor
has a power sufficiently broad to permit an amendment causing the grantor
to betreated as the owner of the portion of thetrust under section 675, the
grangg will be treated as the owner of the portion from the trust’s incep-
tion.

339 E.g., asection 675(4)(C) power. See supra Part I\V.D.2.
30 £ 4., asection 674(c) power. See supra Part 111.B.

¥ selRC. §675(3). Whether grantor trust statusexistsfor aparticular year depends
on whether the grantor has actudly borrowed trust assets during the year. See supra Part
IV.C.

342 E.g., asection 673 power. See supra Part I1.

33 The grantor’ sretention of the right to toggle grantor trust status arguably might, in
some cases, constitute a section 2036(a)(2) estate inclusion power or the gift to the trust
might conceivably be an incomplete gift. It might be argued that if one person hasthe power
but has released it, and another may reingtate the power, that in fact the power still exists
because of the combined power of the two, and thus grantor trust status has not been toggled
off. Under thisview, terminating grantor trust status may be impossi ble. Whilethisargument
seems farfetched, for drafters who have such concerns, the trust instrument might
specifically providethat the power to rei nstate may not be exercised in the same year that the
power isreleased. Then, on January 1st of each year, theinitiad powerholder may re-affirm
the release of the power for the upcoming year, unless toggling back on may be desirable.

34 See Treas. Reg. § 1.675-1(a).
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Many of the grantor trust powers must be exercisabl e without the con-
sent of any adverse party to result in grantor trust status.** However, the
power to eliminate or reinstatea grantor trust power could be held by either
an adverse party or anonadverse party. Having the status of an adverseor a
nonadverseparty isimportant for the person who holds the power that may
make a trust a grantor trust, but that distinction has no relevance for a
person who has the authority to eliminate or reinstate that power. Thus, a
beneficiary might be given the power to toggle on or off grantor trust status.

Either the trustee or the grantor could be given the authority to relin-
quish the trustee's power to make loans to the grantor without requiring
adequate security.** To toggle on grantor trust status, someone other than
the grantor could be given the power to reinstate the power to oan without
adequate security.* If desirable, one person, who is not the grantor, or
related or subordinateto the grantor—to put the grantor in the best position
to argue that the power to lend without adequate security does not cause
estate inclusion—could be given the power to both terminate the lending
power in one taxable year and reinstate the lending power in a subsequent
taxableyear. However, to provide additional checks and balances, different
persons could be given theauthority to terminate and re nstate the power to
lend without adequate security.

A person who is given the authority to add one or more persons (other
than later-born or later-adopted) as beneficiaries could also be given the
authority to relinquish the right to add beneficiaries and thereby turn off
grantor trust status when the authority to add to the class was what alone
caused grantor trust status. If a potential toggle is desired, another party
should be given the authority to reinstitute the power to add beneficiaries.
(If the original party has the power to reinstitute the authority to add
beneficiaries, he or she would be treated as never having relinquished the
authority to add beneficiaries.) Even if different persons are used, some
commentators are concerned that the Service may view the two persons
together as still holding the power.3*® To ameliorate that concern, the

s See supra Part 111.

0 e supra Part IV.B.

37 Seethe caveat given supra note 343.

348 See, eg., Ronald D. Aucutt, Ingtallment Salesto Grantor Trusts, inA.L.I.-A.B.A.
COURSE OF STUDY: PLANNING TECHNIQUES FOR LARGE ESTATES 1539, 1556 (2007) (“The
ability to reacquirethe power may be viewed astantamount to having the power itself. Even
if the power is held by someone other than the trustee (such asa ' protector’), that probably
only meansthat thetrustee and the protector together still have the power.”), quotedin Akers
& Zeydel, supra note 146, at R—60.
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instrument might provide that if the power to add beneficiaries is relin-
quished in any particular year, it could only be reinstated in a subsequent
taxable year. Inthat casg, if the power is ever relinquished, thetrust would
seem to be a nongrantor trust for the balance of that year.

When grantor trust statusis achieved under section 674(c) using reated
or subordinate trustees®® with the authority to make discretionary distribu-
tions not covered by a reasonably external standard, athird party could be
given the power to remove and replace the trustees. This power could be
exercised in a manner that would cause no more than one-half of the
trustees to be reated or subordinate parties if grantor trust status is not
desired, or reversed to cause morethan half of the co-trusteesto berdated
or subordinate parties if grantor trust status is desired. The grantor should
not hold the power to remove and replace successor trustees, unless the
successor must be someone who is not a related or subordinate party in
ordaesr0 to meet the “ safe harbor” provided in estate tax Revenue Ruling 95-
58.

Using this mechanism may be mechanically cumbersome unless the
grantor iswilling to give the party who has the removal power (or perhaps
another party) a power to replacetheremoved trusteerather than apower to
add additional trustees. A second potential problem exists if the grantor
wishes to include a list of specified successor trustees in the event that a
trustee fails to serve, as in some circumstances it could be difficult to
determineat the time that the trust agreement was prepared whether or not
the next successor would be ardated or subordinate party.

A grantor’s spouse could have the power that results in grantor trust
status power directly and could be authorized to relinquish the grantor trust
power.*"' This method might be helpful in some circumstances, because
powersthat could not be held by the grantor without risking estateinclusion
could generally be held by the grantor’s spouse. However, beware of
section 672(€), which indicates that any powers held by the spouse will be
deemed to be held by the grantor for income tax purposes.® Thus, if the

3 The trustees must be subservient to the wishes of the grantor for their positionsto
cause grantor trust status. That is a factual issue that cannot be determined with compl ete
certainty. If their position does cause grantor trust status, eiminating them as trustees, or
reducing the number of them so that no more than half of them are trustees, will foreclose
grantor trust status for that reason.

%0 19952 C.B. 191.

! Eor example, the exception contained in section 674(c) to the general grantor trust
rule of section 674(a) does not apply if the grantor’ s spouseis the trustee.
%2 30 1.R.C. § 672(e).
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grantor’s spouse is given the power to relinquish and to reacquire the
grantor trust power, the grantor might be treated as holding the power to
reacquire the grantor trust power, and grantor trust status arguably would
not be cut off by relinquishment of the power causing grantor trust status.

The powers used to result in grantor trust status may be very “signifi-
cant” powers. For exampl e, the power to add beneficiaries might permit the
trustee to alter who might receive the income or principal distributed by a
grantor trust. Giving different persons the authority to exercise those
powers, to relinquish them, or to reinstate them, may provide useful checks
and balances against the ability to misuse those powers. A private |etter
ruling®? illustrates thetechnique: An unrelated trustee could add aqualified
charity (which would cause grantor trust status). However, the designation
of a charity as an additional beneficiary could not be made without the
approval of the taxpayer’s spouse®* Other parties—a majority of the
taxpayer’ s adult descendants—were given the power to cut off grantor trust
status by terminating thetrustee' s authority to designate additional benefi-
ciaries.™®

Therelease of agrantor trust power should indicate specifically whether
or not it is binding on successor trustees or successor persons holding the
power. Maximum flexibility could be retained by not having the release
binding on all successors, so that athird party could reinstate the power. In
that case, thetrust document, perhaps, should providethat thereinstatement
power could only be exercised in the year after taxable year of the rein-
statement, to help clarify that the trust is not a grantor trust in the year in
which the relevant power is relinquished.

The person being given the authority to remove and replace trustees
should be protected by broad exculpatory provisions so that decisions
regarding the grantor trust tax status of the trust will not be challenged by
thegrantor or by thebeneficiariesor result inliability for the person holding
the power for exercising or not exercising it.

%3 e Priv. Ltr. Rul. 90-10-065 (Mar. 9, 1990). The trust instrument in this letter
ruling contains an intricate checks and balances system.

4t the spouse were not living, the approval of the taxpayer’ s sibling was required.
Seeid.

¥ seeid.
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Sometimes anirrevocabletrust may be modified by either a court or by
decanting.>® Thus, it may be possibleto changethe terms of agrantor trust
to remove the grantor trust power.

I.R.S. Notice 2007-73%*" identifies two rather complicated series of
transactions involving toggling of grantor trusts. In each, a grantor trust
would be formed that creates a unitrust interest and a non-contingent
remainder interest for the grantor.®® The non-contingent remainder interest
causes grantor trust status.* The goal of the scenarios s either to generate
a tax loss to the grantor that is not a real economic loss or to avoid the
recognition of gain.*® The Notice states “ transactions that arethe sameas,
or substantially similar to, the transactions described in this notice are
identified astransactions of interest” that require disclosure.*" The compli-
cated transactions described in the two scenarios do not appear to be
“garden variety” grantor trusts (even though grantor trust status has been
toggled). The Notice states explicitly that merely terminating grantor trust
status does not invoke the Notice: “The transactions in this notice, as
described above, do not include the situation where a trust’s grantor trust
status is terminated, unless thereis also a subsequent toggling back to the
trust’s original status for income tax purposes.”**

At first blush, the quoted language seems to suggest that toggling gran-
tor trust status off and then back on might be a “transaction of interest.”
However, the quote more likely means that if the described underlying
transaction is toggled off, but not back on, it is not a “transaction of
interest.” If the Service means otherwise, the Notice is not delivering the
message.

Despite the apparent technical ability to toggle grantor status off and
back on, some planners are reluctant to exercise the “toggle back on” step
for fear that the process appears artificial and might seem abusive of the
grantor trust system. Whilethe Notice does not indicate that toggling back
on grantor trust status is necessarily a “transaction of interest,” the Notice

%6 seeWilliam R. Burford and Patricia H. Char, Renegotiating thelrrevocable Trust:
Amending, Decanting, and Judicially Modifying, A.L.I.-A.B.A. EsT. PLAN. COURSE MAT. J,
Dec. 2008, at 37.

%7 2007-36 C.B. 545,

%8 seeid,

%9 seeid,

%0 seeid.

L |y

%24, Seegenerally, JONATHAN G. BLATTMACHR, MITCHELL M. GANS & DAMIENRIOS,
CIRCULAR 230 DEskBoOK § 3:2.1[A][6] (2009) (discussing “transactions of interest”).
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does provide some level of support for those who are reluctant to exercise
the “toggle back on” step.

B. Turning on Grantor Trust Status

When alifetimetrust isnot originally agrantor trust, it may be possible
to convert it to agrantor trust. Oneway might involve changing thetrustees.
For example, if the trust allows distributions without a reasonably definite
external standard, changing trustees so that more than half of the trustees
are related or subordinate parties will result in grantor trust status under
sections 674(a) and 674(c) if those trustees are, in fact, subservient to the
wishes of thegrantor or if the grantor’ s spouseisthetrustee. *® A domestic
trust may be converted into a section 679 foreign trust by adding aforeign
trustee or co-trustee or replacing thetrusteewith aforeign trustee ** Actual
borrowing of assets from the trust by the grantor without giving adequate
security, but adequateinterest, will makeatrust agrantor trust under section
675(3) if loans are permitted under theterms of the trust agreement and the
loan is not repaid before the beginning of the tax year.*® In addition,
grantor trugt status might be achieved by paying the assets of thenongrantor
trust over to a grantor trust pursuant to a“decanting” power or statute.*®

An irrevocable trust may be modified by either a court or by decant-
ing.** Thus, it may be possibleto changetheterms of anongrantor trust to
add an appropriate grantor trust power.

When anongrantor trust is converted into agrantor trust, thetrust usual-
ly does not become agrantor trust for the entire year, but only for afraction
of the year. However, for some triggers, such as borrowing from the trust
duri n3%8 the tax year, the trust will become a grantor trust for the entire
year.

%53 e supra Part 111.B.

3% Gee supra notes 315-337 and accompanying text.

3 gep supra Part IV.C.

366 See, eg., N.Y. Est. POWERS & TRUSTS LAW 8 10-6.6 (McKinney 2009); ALASKA
STAT. § 13.36.157 (2009).

37 See Burford & Char, supranote 356. The IRS ruled that the modification of atrust
“in accordance with State law” by the execution of a modification by the grantor and al
beneficiaries of the trust to add a nonfiduciary substitution power would convert a non-
grantor trugt into a grantor trust in any year in which the power was determined to be a
nonfiduciary power. Priv. Ltr. Ruls. 2008-48-006 (Nov. 27, 2008), 2008-48-015 (Nov. 28,
2008), 2008-48-016 (Nov. 28, 2008), and 2008-48-017 (Nov. 28, 2008). In thoserulings, the
IRS expressed no opinion on the gift tax effects of the modification or of an exercise of the
substitution power.

38 gee supra notes 180—-183 and accompanying text.
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C. Tax Consequences of Toggling On and Off Grantor Trust Status

A changeinthe grantor trust status of atrust may cause unexpectedin-
come tax consequences. Issues involve pass-through entities, estimated
payments, suspended losses and deductions, basis, and carryovers.®*® In
Chief Counsel Advisory 2009-23-024, the Service concluded that “[t]he
conversion of a nongrantor trust to a grantor trust is not a transfer for
income tax purposes . . . that requires recognition of gain to the owner.” >

I X. CONCLUSION

If the planner wantsto trigger grantor trust status, he or she should use
one(or more, to besafe) of thefollowing: (1) Select trustees and dispositive
powersto“flunk” all of the exceptionsin section 674—generally, adiscre-
tionary trust where more than one-half of the trustees (or the persons
holding thediscretionif not atrustee) arerelated or subordinate partiesand
thereis noreasonably definite external standard for discretionary distribu-
tions; (2) Giveanonadverseparty the power to add beneficiaries; (3) Givea
nonadversetrustee the power to make aloan to the grantor and not require
adequate security for the loan; (4) Give a non-beneficiary/non-trustee
person an inter vivos limited power of appointment; (5) Give anyone a
substitution power in a nonfiduciary capacity (realizing that the Service
takesthe position that whether it is exercisablein anonfiduciary capacity is
aquestion of fact, to be determined in every year in every case); (6) Create
atrust in which the grantor’s spouse is a discretionary beneficiary of both
income and principal; (7) Create a foreign trust by having one or more
foreign trustees who control at least one substantial decision.

Grantor trust status may beturned of f and back on by providing that the
power or interest that resultsin grantor trust may bereleased or thetrustees
changed. Grantor trust statusisregained by providing that athird party may
reinstate the rel eased power or interest or again change the composition of
trustees.

39 Eor an excellent review of potentid income tax effects of toggling grantor trust
stetus, see LauraH. Peebles, Mysteries of the Blinking Trust, TR. & EsT., Sept. 2008, &t 16.
For an extensi ve discussi on of theissues concerning terminating grantor status, seeBoyLE&
BLATTMACHR, supra note 20, § 4:8.

30| R.S. Chief Couns. Adv. 2009-23-024 (June 5, 2009).
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