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KEY TO STATUTES: BLUE =  GRANTOR TRUST
RED   =  NONGRANTOR TRUST
DARK BLUE = MALLINCKRODT TRUST
DOUBLE UNDERLINE = TOGGLING CAPABILITY

KET TO ABBREVIATIONS FOR WHO MAY EXERCISE POWERS:

PEA = Power may be exercised by anyone
PEGNP = Power may be exercised by Grantor or Nonadverse Party
PEG = Power may be exercised only by the Grantor
PEIT = Power may be exercised only by an Independent Trustee

Section 671 – Income Taxation of Grantor Trusts:

671 Grantor Trusts are described in Sections 671 through 679 of the Internal Revenue
Code. These provisions are vestigial in nature, since they were originally enacted to
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prevent the shifting of income.  In Helvering v. Clifford, 309 U.S. 331 (1940), the
Supreme Court held that the grantor who had retained the right to control principal
distributions to his spouse, who was the beneficiary of the trust, was the owner of the
trust for income tax purposes.  The enactment of IRC §§ 671 through 679 were
codified as subpart E of subchapter J of the Code in 1954.  

Justice Douglas, writing for the Court in Helvering v. Clifford emphasized the control
which the grantor had retained over trust assets, manifested in the aggregate of
indirect benefits and legal rights which the grantor had retained.4  The trek through
Sections 673 through 679 in search of such powers that cause the grantor to be taxed
on the trust income therefore have as guideposts benefits, both direct and indirect,
retained by the grantor, as well as legal rights so retained.

IRC §671 provides that the grantor5 of a grantor trust reports “the items of income,
deductions, and credits” attributable to the portion of the trust which is a grantor
trust.  With respect to wholly grantor trusts, the grantor’s tax year and accounting
method will carry over to the trust.6  If only a portion of the trust is a grantor trust, the
other portion would be a nongrantor trust, and would be taxed as such.7  Since the
grantor of a grantor trust is taxed on trust income, a grantor trust is squarely within

4

“In this case, we cannot conclude as a matter of law that respondent ceased to be the owner
of the corpus after the trust was created.  Rather, the short duration of the trust . . . and the
retention of control over the corpus by respondent all lead irresistibly to the conclusion that
respondent continued to be the owner for [income tax] purposes. . . .In substance, his control
over the corpus was in all essential respects the same after the trust was created as before. 
The wide powers which he retained, included, for all practical purposes, most of the control
which he as an individual would have. . . It is hard to imagine that respondent felt himself
the poorer after his trust had been executed, or, if he did, that it had any rational foundation
in fact.  For, as a result of the terms of the trust and the intimacy of the familial relationship,
respondent retained the substance of full enjoyment of all of the rights which previously he
had in the property.  That might not be true if only strictly legal rights were considered.  But,
when the benefits flowing to him indirectly through the wife are added to the legal rights he
retained, the aggregate may be said to be a fair equivalent of what he previously had.”  309
U.S. 331 at 335-336. 

5

A grantor is any person “to the extent such person either creates a trust, or directly or
indirectly makes a gratuitous transfer of . . . property to a trust.  Treas. Regs. §1.671-2(e)(1).

6 Rev. Rul. 90-55.

7

Treas. Reg. §1.671-3(a)(3) provides that “[i]f a grantor or another person is treated as the
owner of a portion of a trust, that portion may or may not include both ordinary income and
other income allocable to corpus.” 
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the species of  “disregarded entities” for purposes of the federal income tax.8 

Though in some circumstances retained powers sufficient to cause grantor trust status
will also cause a transfer to be incomplete for transfer tax purposes, the rules for
determining whether a complete transfer has been made for income tax purposes or
for transfer tax purposes are different.  For example, the retention by the grantor of
an administrative power to substitute trust assets of equal value will result in grantor
trust status.9  Nevertheless, without more, such a retained administrative power
would not cause the transfer to be incomplete for transfer tax purposes.10  Conversely,
some transfers may be complete for income tax purposes, but incomplete for transfer
tax purposes.11  In those cases, the trust would be taxed on its income, but no gift will
have been made.12   An important is determining whether a trust should be a grantor
trust or a nongrantor trust, and then drafting the trust to achieve that objective.

Section 672 – Definitions and Rules:

672(a) An “adverse” party is any party having a substantial beneficial interest in the trust
that would be adversely affected by the exercise or nonexercise of the power which
he possesses respecting the trust.  A person having a general power of appointment
over the trust has a beneficial interest in the trust.

672(b) A “nonadverse” party is a person who is not an adverse party.

8

In the spectrum of taxable entities, corporations and individuals are wholly distinct entities. 
Partnerships are “hybrid” entities, possessing as they do “pass-through” or “aggregate” tax
attributes, but also possessing tax attributes of separate “entities.”  S Corporations possess
fewer “aggregate” attributes than partnerships, but do possess one important “aggregate”
attribute, that of pass through taxation to shareholders.  At the other extreme lay single
member limited liability companies (SMLLCs) and grantor trusts.  While SMLLCs are truly
nonentities for income tax purposes, it appears that grantor trusts do not reach as far into the
spectrum of disregarded entities. Still, grantor trusts can, for most purposes, be

conceptualized as disregarded entities.  

9 IRC §675(4).

10 Such a situation arises where tax planners form “defective” grantor trusts, where the
income remains taxable to the grantor, but the asset is removed from the estate.

11 See infra [at page *], discussion of Nevada Intentional Nongrantor Trust (NING).

12

The retention of a limited power of appointment by the grantor may cause a gift to be
incomplete; at the same time the trust may lack the attributes necessary to cause its income
to be imputed to the grantor.  Creation of such trusts may be desirable where the trust is to
be formed in a state without income tax.
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672(c) A “related or subordinate party” means a nonadverse party who is (i) the grantor’s
spouse or (ii) the grantor’s father, mother, issue, brother or sister; an employee of the
grantor; a corporation or any employee of a corporation in which the stock holdings
of the trust are significant from the viewpoint of voting control; and a subordinate
employee of a corporation in which the grantor is an executive.  For purposes of IRC
§§674 and 675, a related or subordinate party is presumed to be subservient to the
grantor in respect of the exercise or nonexercise of the powers conferred upon him
unless such party is shown not to be subservient by a preponderance of the evidence.

672(d) A person shall be considered to have a power described in this subpart even though
the exercise of the power is subject to a precedent of giving notice or takes effect
only on the expiration of a certain period after the exercise of the power.

672(e) A grantor shall be treated as holding any power or interest held by (A) any individual
who was the spouse of the grantor at the time the power or interest was created; or
(B) any individual who became the spouse of the grantor after the creation of such
power or interest, but only with respect to periods after such individual became the
spouse of the grantor.  An individual legally separated from his spouse under a decree
of divorce or of separate maintenance shall not be considered as married.

Section 673 – Reversionary Interests:

673 The grantor is treated as owner of any portion of a trust in which he has a
reversionary interest13 in either the corpus or the income therefrom, if, as of the
inception of that portion of the trust, the value of such reversionary interest14 exceeds
5 percent of the value of such portion.15

13 The value of the reversionary interest is determined at the creation of the trust. IRC §
673(a); Treas. Regs. §20.2031-7.

14

The value of the reversionary interest is determined by assuming “the maximum exercise
of discretion in favor of the grantor.” IRC §673(c).

15

Compare, IRC §2033, which includes in the decedent’s estate the “value of all property to
the extent of the interest therein of the decedent at the time of his death.”  See also, IRC
§2037, which augments the decedent’s gross estate by the value of property with respect to
which the decedent made a transfer (i) taking effect at death and (ii) with respect to which
the decedent retained a reversionary interest.
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Section 674 – Power to Control Beneficial Enjoyment16:

674(a) The grantor is treated as owner of any portion of trust in respect of which the
PEGNP beneficial enjoyment of the corpus or the income therefrom is subject to a power of

disposition17, exercisable by the grantor or a nonadverse party, or both, without the
approval or consent of any adverse party18.

Exceptions to 674(a) – Grantor NOT treated as tax owner 
if anyone possesses these powers (subject to internal exceptions): 

674(b)(1) A power to distribute income to discharge support obligation, except to the extent
PEA19 that the income is actually so applied.20

674(b)(2) A power to affect beneficial enjoyment only after occurrence of event such that the
PEA grantor would not be treated as the owner under IRC §673 if the power were a

reversionary interest; but grantor may be treated as owner after the occurrence of
event unless the power is relinquished.

674(b)(3) A power exercisable only by will, other than a power in the grantor to appoint by

16

There is considerable overlap between between and among IRC §§ 673 through 679.  Thus,
a grantor who has retained a power to revoke which results in grantor trust status under IRC
§676 would, almost by definition, have retained a beneficial interest resulting in grantor

trust status under IRC §674.  

17 Includes power held in fiduciary capacity. Treas. Regs. §1.674(a)-1(a).

18

An adverse party is “any person having a substantial beneficial interest in the trust which
would be adversely affected by the exercise or nonexercise of the power which he possesses
respecting the trust. . .”  A “substantial beneficial interest” is one that is “not insignificant.” 
Treas. Regs. §1.672(1)-1(a).  A person having a general power of appointment over trust
property shall be deemed to have a beneficial interest in the trust. IRC §672(a). A trustee is
not an adverse party, at least by reason of the trustee’s fiduciary relationship with the trust. 
Treas. Reg. §1.672(a)-1(a).

19

This power may be exercised by the grantor or any other person; provided when the power
is held by the grantor, it must be when the grantor is acting as trustee. Treas. Regs.
§1.674(b)-1.

20

Compare:  IRC §2036(a)(2), which results in estate tax inclusion where the decedent retains
the right, “either alone or in conjunction with any person, to designate the persons who shall
possess and enjoy the property”; and IRC §2038, which causes inclusion in the gross estate
to the extent of any interest which the decedent transferred but retained a power to revoke,
amend, or alter, until the decedent’s death, or relinquished such a right within 3 years of
death.  
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PEA will the income21 of the trust where the income is accumulated or may be so
accumulated in the discretion of the grantor or a nonadverse party, or both, without
the approval or consent of any adverse party.

674(b)(4) A power to determine beneficial enjoyment of corpus or income if corpus or income
PEA if irrevocably payable for a charitable purpose under IRC §170(c).

674(b)(5) A power to distribute corpus either (A) to or for a beneficiary or beneficiaries or to
PEA or for a class of beneficiaries provided the power is limited by a reasonably definite

standard22 in the trust instrument; or (B) to or for any current income beneficiary,
provided the distribution of corpus must be chargeable against the proportionate
share of corpus held in trust for the payment of income to the beneficiary.

674(b)(6) A power to withhold income temporarily, provided that any accumulated income23

PEA must ultimately be payable (A) to the beneficiary from whom distribution or
application is withheld, to his estate, or to his appointees, or (B) on termination of the
trust, or in conjunction with a distribution of corpus which is augmented by such
accumulated income, to the current income beneficiaries in shares which have been
irrevocably specified in the trust.

674(b)(6) A power does not fall within the powers described if any person has a power to add
PEA  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.  [TOGGLING]

674(b)(7) A power exercisable only during (A) the existence of a legal disability of any
PEA current income beneficiary, or (B) the period during which any income beneficiary

shall be under the age of 21 years, to distribute or apply income to or for such
beneficiary or to accumulate and add the income to corpus.

674(b)(7) A power does not fall within the powers described in this paragraph if any person has

21

This refers to taxable income; Treas. Regs. §1.671-2(b) states “[s]ince the principle
underlying subpart E (section 671 and following) is in general that income of a trust over
which the grantor or another person has retained substantial dominion or control should be
taxed to the grantor. . .it is ordinarily immaterial whether the income involved constitutes
income or corpus for accounting purposes.

22

A reasonably definite standard is a “clearly measurable standard under which the holder of
the power is legally accountable.”  Treas. Regs. §1.674(b)-1(b)(5). An example would be
for the “health, education, maintenance or support” (HEMS) of a beneficiary.  Conversely,
a trust providing for the “happiness” of a beneficiary would fail to satisfy the required
standard.

23 Here, the term income appears to refer to fiduciary accounting income.  
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PEA  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.  [TOGGLING]

674(b)(8) A power to allocate receipts and disbursements as between corpus and income, even
PEA though expressed in broad language.

Exception to 674(a) – Grantor NOT Treated as 
Tax Owner if Power is Possessed by Independent Trustee:

674(c) Grantor trust status shall not result from a power solely exercisable (without the
PEIT  approval or consent of any other person) by a trustee or trustees, none of whom is

the grantor, and no more than half of whom are related or subordinate parties24 who
are subservient to the wishes of the grantor – (1) to distribute, apportion, or
accumulate income25 to or for a beneficiary or beneficiaries, or to, for, or within a
class of beneficiaries; or (2) to pay out corpus to or for a beneficiary or beneficiaries
or to or for a class of beneficiaries (whether or not income beneficiaries). 
[TOGGLING]

A power does not fall within the powers so described if any person has a power to
added 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
children.  

For periods during which an individual is the spouse of the grantor (within the
meaning of IRC §672(e)(2)), any reference in this subsection to the grantor shall be
treated as including a reference to such individual.26

24

Related or subordinate parties means “any adverse party who is (i) the grantor’s spouse if
living with the grantor; and (ii) the grantor’s father, mother, issue, brother or sister; an
employee of the grantor; a corporation or any employee of a corporation in which the stock
holdings of the grantor and the trust are significant from the viewpoint of voting control. .
.” IRC §672(c) provides that for purposes of IRC §§ 674 and 675, “a related or subordinate
party is presumed to be subservient to the grantor in respect to the exercise or nonexercise
of the powers conferred upon him unless such party is shown not to be subservient by a
preponderance of the evidence.”

25

If the power under IRC §674(c) is only over income, then the grantor will be tax owner only
of the income portion of the trust.  Treas. Regs. §1.671-3(b)(2).

26

Thus, any power held by the grantor’s spouse is imputed to the grantor. The attribution
survives a divorce.  However, no attribution occurs if the parties are legally separated at the
time the power is created.  IRC §672(e)(2).  The grantor’s spouse may be a good choice to
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Exception to 674(a) – Grantor NOT Treated as Tax Owner if Power to 
Allocate Income is Limited by Reasonably Definite External Standard

674(d) Subsection (a) shall not apply to a power solely exercisable (without the approval or
PEIT  consent of any other person) by a trustee or trustees, none of whom is the grantor or

spouse living with the grantor, to distribute, apportion, or accumulate income to or
for a beneficiary or beneficiaries, or to, for, or within a class of beneficiaries, whether
or not the conditions of paragraph (6) or (7) of subsection (b) are satisfied, if such
power is limited by a reasonably definite external standard27 which is set forth in the
trust instrument.  

A power does not fall within the powers described in this subsection if any person
has a power28 to add to the beneficiary or beneficiaries29 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. [TOGGLING]

Section 675 – Administrative Powers: Grantor treated as tax 
owner if Grantor Possesses these powers30 (subject to exceptions):

675(1) The grantor shall be treated as owner of any portion of a trust in respect of which
PEGNP there exists a power, exercisable by the grantor or a nonadverse party31, or both,

without the approval or consent of any adverse party, enabling the grantor or any

achieve grantor trust status; however, if the trust is a grantor trust solely by reason of the
spouse possessing certain powers, then grantor trust status will terminate upon the death of
the spouse.  In addition, if the spouse has a legal obligation of support, estate tax issues may
arise with respect to the spouse.

27

As noted supra at page [insert page#], A reasonably definite standard is a “clearly
measurable standard under which the holder of the power is legally accountable.”  Treas.
Regs. §1.674(b)-1(b)(5). An example would be for the “health, education, maintenance or

support” (HEMS) of a beneficiary.    

28 If the power holder releases the power to add beneficiaries, it might be possible to turn
grantor trust status “off.”

29

The power to add beneficiaries will also result in an incomplete gift.  Treas. Regs. §25.2511-
2(c).

30

The IRS takes the position that whether the grantor has retained these powers in a
nonfiduciary capacity is a “facts and circumstances” inquiry that must be deferred until
audit.  PLR 201310002

31 If nonadverse party has power, then little risk of estate inclusion of grantor under IRC
§2036.
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person to purchase, exchange, or otherwise deal with or dispose of the corpus or the
income therefrom for less than adequate consideration.

675(2) The grantor shall be treated as owner of any portion of a trust in respect of which
PEGNP there exists a power, exercisable by the grantor or a nonadverse party, or both, to

borrow corpus or income, directly or indirectly, without adequate interest or without
adequate security, except where a trustee (other than the grantor) is authorized under
a general lending power to make loans to any person without regard to interest or
security.

675(3) The grantor shall be treated as owner of any portion of a trust in respect of which the
PEG grantor has directly or indirectly borrowed the corpus or income and has not

completely repaid the loan, including any interest, before the beginning of the (next)
taxable year.32  The preceding sentence shall not apply to a loan which provides for
adequate interest and adequate security, if such loan is made by a trustee other than
the grantor and other than a related or subordinate trustee subservient to the grantor. 
For periods during which an individual is the spouse of the grantor (within the
meaning of IRC §672(e)(2)), any reference in this paragraph to the grantor shall be
treated as including a reference to such individual.  [TOGGLING]

675(4) The grantor shall be treated as owner of any portion of a trust in respect of which a
PEA  power of administration33 is exercisable in a nonfiduciary34 capacity by any person

without the approval or consent of any person in a fiduciary capacity.  A “power of
administration” means one or more of the following powers: (A) a power to vote or
direct the voting of stock or other securities of a corporation in which the holdings
of the grantor and the trust are significant from the viewpoint of voting control; (B)
a power to control the investment of trust funds either by directing investments or
reinvestments, or by vetoing proposed investments or reinvestments, to the extent
that the trust funds consist of stocks or securities of corporations in which the
holdings of the grantor and the trust are significant from the viewpoint of voting

32

Rev. Rul. 86-82 takes the position that grantor trust status exists for an entire taxable year
if a loan is made at any time during the year, and that repayment even before the end of the
year will not alter that result.  This reading seems inconsistent with the statutory language. 
Various planning opportunities exist with respect to turning “on” and “off” grantor trust
status utilizing IRC §675(3) by borrowing in late in year one and repaying in later in year
one if the desire for grantor trust status in year two is not certain at the end of year one.

33 The power must affect both income and corpus if the desired trust is a wholly grantor
trust; otherwise, under the Portion Rule, only that portion of the trust which is affected
by the power will be taxed to the grantor.

34

Whether the power to substitute is held in a “nonfiduciary” capacity as required, is a
question of act, and depends on all of the facts and circumstances involving the transaction. 
Treas. Regs. §1.675-1(b)(4).
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control; or (C) a power to require the trust corpus35 by substituting other property of
an equivalent value.  [TOGGLING]

Section 676 – Power to Revoke: 

676 The grantor shall be treated as the owner of any portion of a trust where at any time
PEGNP the power to revest in the grantor title to such portion is exercisable by the grantor

or a nonadverse party, or both.36

Section 677 – Income for Benefit of Grantor: 

677(a) The grantor shall be treated as the owner37 of any portion of a trust, whether or not

35

The substitution power pursuant to IRC §675(4) is the workhorse of estate planning with
grantor trusts.  This power, held in a nonfiduciary capacity, should not trigger estate tax
inclusion, and should result in grantor trust status whether or not the power is exercised. 
The IRS held in Revenue Ruling 2008-22, that even though the power is held in a
nonfiduciary capacity, the grantor is bound by equity to substitute assets of equal value, and
the trustees have an obligation to ensure that the substituted assets are of equal value.  If the
trustee believes that the assets to be substituted are not of equal value, then according to the
Ruling the trustee has an affirmative obligation to challenge the substitution.  According to
Revenue Ruling 2008-22, the substitution of assets of equal value should not raise estate tax
issues, since the grantor does not benefit from the substitution.  

It has been suggested that the substitution power could create a problem with respect to life
insurance policies held by the trust, since the right to substitute an insurance policy could
be construed as an “incident of ownership.”  The problem arises because life insurance
policies are includible in the decedent’s estate if the decedent retained any “incidents of
ownership” at his death.  The IRS acquiesced to a decision of the Tax Court in Jordahl v.
Com’r., 65 T.C. 92 (1975), which held that the estate tax treatment of life insurance in IRC
§2042 should parallel that of §§2036 and 2038, which also govern estate tax inclusion.
Accordingly, the power of the grantor, exercised in a nonfiduciary capacity, to substitute
assets of equal value, should extend to assets consisting of life insurance policies on the life

of the decedent.  

36

A power to revest title need not be expressed in so many words.  It is sufficient if the grantor
may deal with trust property for less than adequate consideration, in which case, for
example, the grantor would be the tax owner of that portion of the trust with respect to
which the grantor may revest title.  Treas. Regs. §1.676(a)-1.

37

Á fortiori, the grantor is deemed the tax owner of income that may be used to satisfy a legal
obligation incurred by the grantor.  However, Congress carved out a limited exception in
IRC §677(b) for distributions which, “in the discretion of another person, the trustee, or the
grantor acting as trustee or co-trustee” may be made for the support of a beneficiary (other
than the grantor’s spouse) whom the grantor is legally obligated to support.  Although
Congress made an exception to grantor trust status for distributions made for the support of
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PEGNP he is treated as such owner under IRC §674, whose income without the approval or
consent of any adverse party is, or, in the discretion of the grantor or a nonadverse
party, or both, may be38 (1) distributed to the grantor39 or to the grantor’s spouse40;
(2) held or accumulated for future distribution to the grantor or the grantor’s spouse;
or (3) applied to the payment of [insurance premiums].41

This subsection shall not apply to a power the exercise of which can only affect the
beneficial enjoyment of the income for a period commencing after the occurrence of
an event such that the grantor would not be treated as the owner under IRC §673 if
the power were a reversionary interest42; but the grantor may be treated as the owner
after the occurrence of the event unless the power is relinquished.

Exception to Section 677 for Obligations of Support:

677(b) Income of a trust shall not be considered taxable to the grantor merely because such

a beneficiary whom the grantor is legally obligated to support, the existence in the trust of
language permitting such discretionary support payments could result in a fiasco for estate
tax purposes; Treas. Regs. 20.2036-1(b)(2) provides that the right to income which is to be
applied to discharge a legal obligation of the decedent – including an obligation of support, 
 is a “reserved right” that will cause inclusion in the decedent’s gross estate under IRC
§2036.

38

The grantor cannot circumvent IRC §677 by drafting the trust to confer upon a nonadverse
trustee the discretion to allocate receipts to corpus rather than to income.  Treas. Regs.
§1.671-2(b).  On the other hand, if the trust itself provides that only fiduciary accounting
income may be distributed to the grantor, then the grantor should be taxed only on that
income.

39 A grantor is treated as the tax owner of a trust whose income in the discretion of the
grantor may be applied to discharge a legal obligation.  Rev. Rul 75-257.

40

Spousal attribution applies only for the period when the grantor and spouse are married. 
Treas. Regs. §1.677(a)-1(b)(2).

41

Provided the grantor’s spouse is not trustee, the spouse may be a discretionary beneficiary
of income and principal.  Were the spouse also trustee, inclusion under IRC §2036 might
result in the estate of the spouse. 

42

I.e., where at trust inception, the value of the reversionary interest does not exceed 5
percent.  IRC §673.
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income in the discretion of another person, the trustee, or the grantor acting as trustee
or co-trustee, may be applied or distributed for the support or maintenance of a
beneficiary (other than the grantor’s spouse) whom the grantor is legally obligated
to maintain, except to the extent that such income is so applied or distributed.

Section 678 – Person Other Than Grantor Treated as Substantial Owner:
(Malinkrodt Trust)

678(a) A person other than the grantor shall be treated as the owner of any portion of a trust
with respect to which (1) such person has a power exercisable solely by himself to
vest the corpus or the income therefrom in himself, or (2) such person has previously
partially released or otherwise modified such power and after the release or
modification retains such control as would, within the principles of sections 671 to
677, inclusive, subject a grantor of a trust to treatment as the owner thereof.43

678(b) Subsection (a) shall not apply with respect to a power over income44, as originally
granted, or thereafter modified, if the grantor of the trust or a transferor is otherwise

43

Mallinckrodt v. Nunan, 146 F2d 1 (8th Cir. 1945) held that a beneficiary’s power to vest
income in himself was tantamount to ownership of trust assets.  Therefore, the beneficiary
was required to report trust income, even if no distribution to beneficiary was made.  Later
cases have emphasized that the beneficiary must possess an absolute power of withdrawal
for IRC §678(a) to apply; if the power is limited by an ascertainable standard (e.g., HEMS),
then the beneficiary cannot be the tax owner of the trust.  See Smither v. U.S., 108 F.Supp.

772 (S.D. Tex. 1952), aff’d, 205 F.2d 518 (5th Cir. 1953). 

44

The term “income” refers to taxable income, and not fiduciary accounting income. 
Accordingly, the grantor – and not the beneficiary – will be deemed the tax owner of the
entire trust, notwithstanding the different definition of “income” which is applied for trust
accounting purposes.  Treas. Regs. §1.671-2(b).
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treated as the owner45 under the provisions of this subpart other than this section.46

678(c) Subsection (a) shall not apply to a power which enables such person, in the capacity
of trustee or co-trustee, merely to apply the income of the trust to the support or
maintenance of a person whom the holder of the power is obligated to support or
maintain, except to the extent that such income is so applied.  In cases where the
amounts so applied or distributed are paid out of corpus or out of other than income
of the taxable year, such amounts shall be considered to be an amount paid or
credited within the meaning of paragraph (2) of section 661(a) and shall be taxed to
the holder of the power under section 662.47

678(d) Subsection (a) shall not apply with respect to a power which has been renounced or
disclaimed within a reasonable time after the holder of the power first became aware
of its existence.

678(e) For provision under which beneficiary is treated as owner of the portion of the trust
which consists of stock in an S corporation, see IRC §1361(d).48

Reporting & Compliance

Two methods are sanctioned by the Regulations for reporting income of grantor trusts.  

1. Obtain Tax Identification Number for Trust (Preferred method).  Under the first

45

If the trust ceases to be a grantor trust with respect to the grantor, then IRC §678, which
treats the beneficiary as tax owner, will no longer apply.  PLR 9321050.  The PLR
paradoxically (if unintentionally) suggests that (i) IRC §678(a) can treat a beneficiary as tax
owner indefinitely if at the time when IRC §678(a) first applied, the trust is a nongrantor
trust with respect to the grantor, yet (ii) if the trust had been a grantor trust with respect to
the grantor when IRC §678 first applied, the continued applicability of IRC §678 depends
entirely on the continued viability of the trust as a grantor trust with respect to the grantor.

46

Grantor trust provisions which treat the grantor as tax owner, override IRC §678, which
treats the beneficiary as tax owner.

47 This provision is similar to the exceptions provided in IRC §§ 674(b)(1) and 677(b),
except that here the power is held in a fiduciary capacity.

48

IRC §678 trusts which hold S corporation stock will be disregarded, thus posing no threat
to S corporation status.
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method approved by the Regulations49, the trustee obtains an EIN for the trust, and
notifies all payors of income of the existence of the EIN for the trust.  Forms 1099 must
be sent by each payor to the Trustee, who in turn sends separate Forms 1099 to the
grantor for each receipt of income.  The trustee then files a blank Form 1099 fiduciary
income tax return (stating on page one of the otherwise blank return, that the trust is a
grantor trust and that income is being reported by the grantor) with a separate statement
attached, disclosing the items of income, deduction, and credit attributable to the grantor
of the trust (or portion of the trust, if the trust is not a wholly grantor trust.) This method,
which is the most straightforward, and most common, may be used regardless of
whether there is a single grantor, or there are multiple, grantors. In addition, since this
is the only method in which a Form 1041 is actually filed, if the trust is part nongrantor
trust, then this method must be us ed. 

2.  Form 1099 Methods.

A. In the first variation of the 1099 method, the trustee furnishes to each payor the
grantor’s name and tax identification number, and the address of the trust.50 
Upon receipt of each Form 1099, the trustee then forwards the Form 1099 to the
grantor, who files the form  If the grantor is not a trustee, the trustee must furnish the
grantor with (i) an annual statement indicating items of income, deduction and credit
for the taxable year; (ii) the identity of every payor; (iii) information sufficient to
permit the grantor to properly report the income; and (iv) a statement advising the
grantor that items must be included on the grantor’s income tax return.  This method
can only be used if there is a single gran tor w.  ith the IRS.51   

B. Alternatively, the trustee may provide all income payors with the name, taxpayer
identification number, and address of the trust.  Here, the trust would itself file
the Forms 1099 with the IRS. If the grantor is not a trustee, the trustee must furnish
the grantor with (i) an annual statement indicating items of income, deduction and
credit for the taxable year; (ii) the identity of every payor; (iii) information sufficient
to permit the grantor to properly report the income; and (iv) a statement advising the
grantor that items must be included on the grantor’s income tax return.  This method

49 Treas. Regs. § 1.671-4(a),(b).

50

Prior to furnishing this information to the payor, the trustee must elicit a completed Form
W-9 from the grantor, which will indicate whether the grantor is subject to withholding.  If
so, the trustee must so advise every payor of interest or dividends that might be required to
comply with backup withholding.  Treas. Regs. 1.671-4(e).

51 Treas. Regs. § 1.671-4(b)(2)(iii)(B).



LAW OFFICES OF DAVID L. SILVERMAN -16-

can only be used if there is a single gran tor.   

Turning Grantor Trust “On” and “Off”

In many cases, there may be no reason to consider changing the status of a trust from a
grantor trust to a nongrantor trust, or vice versa.  However, the ability to turn grantor trust status “on”
and “off” has intrigued tax planners.  It is possible that many existing trusts not drafted with the
possibility in mind of changing the taxable status of trust may  be pressed into service to accomplish
the objective of changing the tax status of a trust.  However, it would is far better to foresee the
possibility that the trust may need to provide flexibility in this regard, and to actually draft trust
provisions so as to allow the trust to shed its grantor trust status, or to transform into nongrantor
trust.  

For example, consider a sale of assets to a “defective” grantor trust, implemented for estate
planning reasons.  At some point, the grantor may decide that the cost of the venerable tax free gifts
to the trust have become too expensive, and that he no longer wishes to be the tax owner of the trust. 
It will be necessary to take some action that will change the taxation of the trust.  One method of
accomplishing this could be for the grantor to borrow a sum of money from the trust in year one, and
repay it in year two, utilizing IRC §675(3).  Presumably, the trust would then be a grantor trust in
year one, and a non-grantor trust in year two.  It may also be possible to draft the trust in such a
manner that an administrative power under IRC §675(3), for example, “springs” to life upon the
occurrence of an event or contingency, thus creating a grantor trust at some future time.  Some have
suggested that it may even be possible to “toggle” a trust so that grantor trust status can be turned
“on” and “off.”  It remains to be seen how the IRS will view “toggling.”

  
        In Chief Counsel Advisory 200923024, the IRS stated that the conversion of a nongrantor

trust to a grantor trust was not a realization event for income tax purposes.  In the context of
decanting, Notice 2011-101 requested comments from the public regarding possible income, gift,
estate and Generation Skipping tax issues arising from transfers by a trustee of all or a portion of the
principal of a distributing trust  to an appointed trust.  Among the thirteen “facts and circumstances”
that the Treasury Department and the IRS have identified as potentially affecting one or more tax
consequences, one involved the change from a grantor trust to a non-grantor trust:

The transfer takes place from a trust treated as partially or wholly owned by a
person under §§ 671 through 678 of the Internal Revenue Code (a “grantor
trust”) to one which is not a grantor trust, or vice versa.

A decanting which appoints assets held in a grantor trust to a non-grantor trust, or vice versa,
could conceivably result in income tax consequences for the grantor and the beneficiaries of the new
trust.  In response to the invitation by the IRS for comment, the New York State Bar Association Tax
Section, on April 26, 2012, issued Report No. 1265, entitled “Report on Notice 2011-101: Request
for Comments Regarding The Income, Gift, Estate and Generation-Skipping Tax Consequences of
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Trust Decanting.”  In its Report, the New York State Bar stated its opinion that where the
Distributing Trust transfers all of its assets to a Receiving Trust, the decanting should be considered
a “non-event” for income tax purposes.52

I. Tax Planning With Grantor Trusts

A. Sales to “Defective” Grantor Trusts.      Asset sales to grantor trusts exploit income
tax provisions enacted to prevent income shifting by capitalizing on different
definitions of “transfer” for transfer and income tax purposes.53 The objective of the
sale is to effectuate a complete transfer for transfer tax purposes, but not for income
tax purposes. Since no transfer occurs for income tax purposes, no income tax gain
is recognized by the grantor on the sale. Despite this, the grantor has made a

52

Regardless of whether a trust is considered an exercise of a power of appointment in a
fiduciary capacity or a form of a trust distribution, we recommend that the Internal Revenue
Service (the “Service”) confirm that the general rules of Subchapter J apply when a trustee
decants assets from a Distributing Trust to a Receiving Trust. We further recommend that,
consistent with existing private letter rulings, the Service confirm that, when the Distributing
and Receiving Trusts have substantially similar terms and the Receiving Trust receives all
of the Distributing Trust assets, the Receiving Trust should be considered a continuation of
the Distributing Trust for income tax purposes.  In such a case, the trust decanting should
be considered a non-event for income tax purposes; accordingly, the distribution to the
Receiving Trust should not carry out distributable net income (or undistributed net
income if the Distributing Trust is a foreign trust). . .We recommend that the Service
confirm in such cases that the Receiving Trust may continue to use the tax identification
number of the Distributing Trust. 

We further recommend that the Service confirm that, so long as the
trust decanting is permitted under the governing document or
applicable law, the beneficiaries do not recognize gain upon a trust
decanting, except in the specific case where (i) the beneficial interests in
the Distributing and Receiving Trusts vary materially and (ii) the
beneficiaries must consent to the decanting under the trust agreement or
applicable law.  We also recommend that the Service confirm that, as a
general matter, the Distributing Trust does not recognize gain or loss upon
a distribution to a Receiving Trust.  (Emphasis added) NYS Bar Association
Report, pages 11-12.  

53 The IRS takes the position that a wholly grantor trust is disregarded for income tax
purposes, and that transactions between the trust and the grantor have no income tax
consequences.  Rev. Rul. 85-13, 1985-1, C.B. 184.



LAW OFFICES OF DAVID L. SILVERMAN -18-

complete transfer for gift and estate tax purposes. In the past, some have referred to
the resulting trust as “defective”. However, the tax consequences of the sale are
firmly grounded in federal tax law, and the use of asset sales to grantor trusts can
effectively leverage the applicable exclusion amount for gift and estate tax purposes
especially in prevailing low-interest rate environment. 

B. Overview of Asset Sale.     For income tax purposes, following an asset sale, the
grantor trust holds property the income from which the grantor continues to report. 
However, the grantor is no longer considered as owning the asset for transfer tax
purposes. Therefore, trust assets, as well as the appreciation thereon, will be removed
from the grantor’s estate.  For as long as grantor trust status continues, trust income
is taxed to the grantor. A corollary of the grantor trust rules would logically provide
that no taxable event occurs on the sale of assets to the grantor trust because the
grantor has presumably made a sale to himself of trust assets.  If this hypothesis is
correct, the grantor can sell appreciated assets to the grantor trust, effect a complete
transfer and freeze for estate tax purposes, and yet trigger no capital gains tax on the
transfer of the appreciated business into the trust.

C. Estate Tax Freeze.    The result of the sale to the grantor trust is that the income tax
liability of the profits generated by the business remains the legal responsibility of the
grantor, while at the same time the grantor has parted with ownership of the business
for transfer tax purposes.  A “freeze” of the estate tax value has been achieved, since
future appreciation in the business will be outside of the grantor’s taxable estate.
Nonetheless, the grantor will remain liable for the income tax liabilities of the
business, and no distributions will be required from the trust to pay income taxes on
business profits. This will result in accelerated growth of trust assets.

D. Illustration.    Assume grantor sells a family business worth $5 million to the trust,
and that each year the business generates approximately $100,000 in profit.  Assume
further that the trust is the owner of the business for transfer tax purposes.2 With the
grantor trust in place, the grantor will pay income tax on the $100,000 of yearly
income earned by the business. If the business had instead been given outright to the
children, they would have been required to pay income taxes on the profits of the
business.

E. Achieving Grantor Trust Status.      Achieving grantor trust status requires careful
drafting of the trust agreement so that certain powers are retained by the grantor.  The
following powers, if retained over trust property, will result in the IDT being treated
as a grantor trust:

1. ¶   IRC § 677(a) treats the grantor  as the owner of any portion of the income
of a trust if the trust provides that income may be distributed to the grantor’s
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spouse without the approval or consent of an adverse party;

2. ¶   IRC § 675(3) treats the grantor as owner of any portion of a trust in which
the grantor possesses the power to borrow from the trust without adequate
interest or security;

3. ¶  IRC § 674(a) treats the grantor as owner of any portion of a trust over
which the grantor or a nonadverse party retains the power to control
beneficial enjoyment of the trust or income of the trust. [Sec. 674(a) is
subject to many exceptions; for example, the power to allocate income by a
nonadverse trustee, if such power were limited by an ascertainable standard,
would not result in the trust being taxed as a grantor trust]; and

4. ¶  IRC § 675(4)(C) provides that if the grantor or another person is given the
power, exercisable in a nonfiduciary capacity and without the approval or
consent of another, to substitute assets of equal value for trust assets, grantor
trust status will result.

5. Caution.      The objective is for the grantor to part with as many incidents
of ownership as are required to effectuate a transfer for transfer tax purposes,
while retaining enough powers to prevent a transfer for income tax purposes. 
Therefore, it is not necessarily advisable to include more powers than
necessary to accomplish grantor trust treatment for income tax purposes,
since the cumulative effect of retaining many powers which cause the trust
to be a grantor trust for income tax purposes could also result in rendering the
transfer incomplete for transfer tax purposes as well, entirely defeating the
purpose of the sale. IRC § 675(4)(C), which provides that the grantor may in
an nonfiduciary capacity substitute assets of equal value, should not result in
an incomplete gift.

F. The Note Received For Assets.    Consideration received by the grantor in exchange
for assets sold to the trust may be either cash or a note. If a business is sold to the
trust, it is unlikely that the business would have sufficient liquid assets to satisfy the
sales price. Furthermore, paying cash would tend to defeat the purpose of the trust,
which is to reduce the size of the grantor’s estate. Therefore, the most practical
consideration would be a promissory note payable over a fairly long term, perhaps
20 years, with interest-only payments in the early years, and a balloon payment of
principal at the end.54 This arrangement would also minimize the value of the

54 A promissory note given in exchange for property must bear interest at the rate
prescribed by  § 1274.  Sec. 1274(d) provides that a promissory note with a term of
between two and ten years should bear interest at the federal midterm rate.
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business that “leaks” back into the grantor’s estate. For business reasons, and also to
underscore the bona fides of the arrangement, the grantor could require the trust to
secure the promissory note by pledging the trust assets.  The note should permit
prepayment, which can be of benefit if the parties wish to terminate the transaction
earlier, or in the event the assets fall in value, in which case the parties could
renegotiate the term of the Note.  If there is insufficient cash flow to make payments
on the Note, resort will have to be made to payments in kind.  However, payments
in kind conflict with the grantor's objective in selling assets to the trust to remove
them from his estate.  Payments in kind could also require costly valuations.

G. Loan Should be Commercially Reasonable.    Although balloon payments may be
desirable from a cash flow standpoint,  periodic payments of principal and interest
would imbue the note with a greater degree of commercial reasonableness.  Provided
the other terms of the note are commercially reasonable, the provision for a balloon
payment of principal should not be problematic.  However, the more the terms of the
note deviate from those of a commercial loan, and the higher the debt to equity ratio,
the greater the chance the IRS will assert that the debt is actually disguised equity. 
In this case, the IRS could argue that inclusion in the grantor's estate should result
from IRC §2036.55

1. Interest Rate Required for Note.   The note issued in exchange for the
assets must bear interest at a rate determined under § 7872, which references
the applicable federal rate (AFR) under §1274.6 In contrast, a qualified
annuity interest such as a GRAT must bear interest at a rate equal to 120
percent of the AFR.56 A consequence of this disparity is that property
transferred to a GRAT must appreciate at a greater rate than property held by
an IDT to achieve comparable transfer tax savings. As with a GRAT, if the
assets fail to appreciate at the rate provided for in the note, the IDT would be

55

IRC Secs. 2036 and 2038, which cause the retention of interests or powers to result in estate
inclusion must be avoided when funding an IDT. The retention by a grantor-trustee of
administrative powers, such as the power to invest and the power to allocate receipts and
disbursements between income and principal will not result in inclusion, and will not negate
the transfer for transfer tax purposes, provided the powers are not overbroad and are subject
to judicially enforceable limitations.  See Old Colony Trust Co., 423 F2d 601 (CA-1, 1970).

56

Treas. Reg. § 25.2702-3 prohibits this type of “end loading” with respect to a GRAT.  That
regulation provides that an amount payable from a GRAT cannot exceed 120 percent  of the
amount paid during the preceding year.  However, if  § 2702 does not apply to the IDT,
which appears likely, then the promissory note could provide for a large principal payment
at the conclusion of the term of the note.
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required to “subsidize” payments by invading the principal of the trust.

2. Taxable Event if Grantor Trust Status Terminates.   While no taxable
event occurs when the grantor sells assets to the trust in exchange for the
note, if grantor trust status were to terminate during the term of the note, the
trust would no longer be taxed as a grantor trust. This would result in
immediate gain recognition to the grantor, who would be required to pay tax
on the unrealized appreciation of the assets previously sold to the trust. Note
that for purposes of calculating realized gain, the trust will be required
substitute the grantor’s basis.  

3. Loss of Step Up in Basis Will Result in Potential Future Capital Gains
Tax.  Care should be exercised in selling highly appreciated assets to the
grantor trust for another reason as well.  If the grantor dies during the trust
term, the note will be included in the grantor’s estate at fair market value.
However, assets sold to the trust will not receive the benefit of a step-up in
basis pursuant to § 1014(a). 

H. Basis Problem.    Even though the assets were “purchased” by the trust, no cost basis
under § 1012 is allowed since no gain will have been recognized by the trust in the
earlier asset sale. Another situation where gain will be triggered is where the trust
sells appreciated trust assets to an outsider. 

1. Solution to Basis Problem.  One way of mitigating this possibility is for the
grantor to avoid selling low-basis assets to the trust. If this is not possible, the
grantor may substitute higher basis assets of equal value during the term of
the trust, if the trust is drafted to permit the grantor to substitute assets of
equal value. To avoid this result, the trust might either (i) authorize the
grantor to substitute higher basis assets of equal value during his lifetime; or
(ii) make payments on the note with appreciated assets.   If the grantor
receives appreciated assets in payment of the note, those assets will be
included in the grantor’s estate, if not disposed of earlier. However, they
would at least be entitled to a step-up in basis in the grantor’s estate pursuant
to § 1014. 

I. What if Assets Decline in Value?     What happens if the assets in the trust decline
in value so that the payments under the note can no longer be made?

1. Renegotiate Note.    One option is for the trustee and grantor to renegotiate
the terms of the Note, perhaps by lengthening the term and decreasing the
interest rate.  It is possible that the IRS would assert that a gift had been made
in this situation.  
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2. Sell Note to Another Trust.   Another option would be to sell the note to
another grantor trust whose beneficiaries are the same.  Since the purchase
price would be lower, there is more of a chance that future appreciation
would be shifted to family members.  

3. Cancel the Note.     Finally, the grantor could extinguish the Note in
exchange for the return of the assets sold to the trust.  This approach might
violate the fiduciary obligations of the Trustee. 

J. Avoiding Sections 2036 and 2702.     

1. IRC § 2702.    The rules of Chapter 14 must also be considered. If  § 2702
were to apply to the sale of assets to a grantor trust, then the entire value of
the property so transferred could constitute a taxable gift. However, it appears
those rules do not apply, primarily because of the nature of the promissory
note issued by the trust. The note is governed by its own terms, not by the
terms of the trust. The holder in due course of the promissory note is free to
assign or alienate the note, regardless of the terms of the trust, which may
contain spendthrift provisions. Ltr.Ruls 9436006 and 9535026 held that
neither § 2701 nor § 2702 applies to the IDT promissory note sale, provided
(i) there are no facts present which would tend to indicate that the promissory
notes would not be paid according to their terms; (ii) the trust’s ability to pay
the loans is not in doubt; and (iii) the notes are not subsequently determined
to constitute equity rather than debt.

2. IRC § 2036.    As noted above, since the assets are being transferred to the
grantor trust in a bona fide sale, those assets should be excluded from the
grantor’s estate. However, since the grantor is receiving a promissory note in
exchange for the assets, the IRS could take the position that under IRC §
2036, the grantor has retained an interest in the assets which require inclusion
of those assets in the grantor’s estate.7 In order to minimize the chance of the
IRS successfully invoking this argument, the trust should be funded in
advance with assets worth at least 10 percent as much as the assets which are
to be sold to the trust in exchange for the promissory note.8  In meeting the
10 percent threshold, the grantor should himself make a gift of these assets
so that following the sale, the grantor will own all trust assets. The IRS stated
in PLR 9515039 that IRC § 2036 could be avoided if beneficiaries were to act
as guarantors of payment of the promissory note.9 To enhance the bona fides
of the note, all trust assets should be pledged toward its repayment. To
emphasize the arm’s length nature of the asset sale, it is preferable that the
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grantor not be the trustee.57

3. Guarantees Can be Risky.    The grantor should be circumspect in
employing guarantees.  If the assets decline in value, the guarantee could
result in wealth being retransferred to the grantor, which result is the opposite
of the objective. In addition, the guarantee will be liability of the guarantor,
and will be required to be shown on the guarantor's balance sheet.58

4. Grantor May be Reimbursed for Income Taxes.   Although beneficial
from an estate planning perspective, the grantor may at times not wish to pay
the income tax liability of the trust. The trust instrument may authorize, but
not require, the Trustee  to reimburse the grantor for income tax payments
made by the grantor.  In that case, inclusion under IRC §2036 should not
result.  However, if there is even an implied understanding that the grantor
will be reimbursed for the income tax payments, it is the IRS position that
inclusion in the grantor's estate under §2036 will result.  Rev. Rul. 2004-64. 

a. Grantor’s Right to Reimbursement Statutory in New York.  
EPTL §7-1.1(a) provides that trustees of all inter vivos trusts in New
York possess the discretionary power to reimburse the grantor for
income taxes paid. 

5. Grantor May Borrow From Trust if Permitted by Trust.   If the grantor
is cash-short, he may borrow money from the trust to pay income taxes, if the
trust so permits.  Recall that under IRC §  675(3), a provision in the trust
allowing the grantor to borrow money from the trust without adequate
security is a provision which actually causes the trust to be a grantor trust.  

K. GST Tax Considerations.     The sale of assets to a grantor trust has particularly
favorable Generation Skipping Transfer (GST) tax consequences.  Since the initial
transfer of assets to the grantor trust is a complete transfer for estate tax purposes,
there would be no possibility that the assets could later be included in the grantor’s
estate. The transfer would be defined as one not occurring during the “estate tax
inclusion period” (ETIP).  Accordingly, the GST tax exemption could be allocated

57 Sec. 677(a), which treats the grantor as owner of any portion of a trust whose income
may be distributed to the grantor or the grantor’s spouse, has no analog in the estate tax
sections of the Internal Revenue Code.

58 Presumably, if the beneficiaries were to guarantee the note and if the value of the assets
which secure the note were to decline, there would still be a realistic prospect of the note
being repaid. 
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at the time of the sale of the assets to the grantor trust.59

L. GST Considerations in GRAT Compared.    In sharp contrast, the GST exemption
may not be allocated until after the term of a GRAT has expired.  If the grantor of a
GRAT were to die before the expiration of the trust term, the Grantor’s estate must
still be paid the balance of the annuity, which will be included in the grantor’s estate.
This would require the allocation of a greater portion of the GST exemption to shield
against the GST tax. The inability to allocate the GST exemption using a GRAT is
quite disadvantageous when compared to the IDT, where the exemption can be
allocated immediately after the sale, and all post-sale appreciation can be protected
from GST tax.

M. Choice of Trustee.    Trustee designations should also be considered.  Ideally, the
grantor should not be the trustee of an IDT, as this would risk inclusion in the
grantor’s estate.  If the grantor’s spouse is a discretionary beneficiary of income or
principal, she should not also be trustee.  If discretion to make distributions to the
grantor is vested in a trustee other than the grantor, then the risk of adverse estate tax
consequences is reduced.  The risk is reduced still further if the grantor is given no
right to receive even discretionary distributions from the trust. If the grantor insists
on being the trustee of the IDT, then the grantor’s powers should be limited to
administrative powers, such as the power to allocate receipts and disbursements
between income and principal. The grantor may also retain the power to distribute
income or principal to trust beneficiaries, provided the power is limited by a definite
external standard. The trust instrument should dispense with the typical requirement
that the Trustee be required to diversify the investments of the trust. 

1. Risk of Estate Inclusion if Grantor is Trustee.   The grantor as trustee
should not retain the right to use trust assets to satisfy his legal support
obligations, as this would result in inclusion under §2036.  However, if the
power to satisfy the grantor’s support obligations with trust assets is within
the discretion of an independent trustee, inclusion in the grantor’s estate
should not result. However, if the grantor retains the right to replace the
trustee, then the trustee may not be independent, and inclusion could result.
Note that despite the numerous prohibitions against the grantor being named
trustee, the grantor’s spouse may be named a beneficiary or trustee of the
trust without risking inclusion in the grantor’s estate.10 

59 Sec. 2642(f) prohibits allocation of any portion of the Generation Skipping Transfer tax
exemption to a transfer during any estate tax inclusion period (ETIP).  Sec. 2642(f)(3)
defines ETIP as any period during which the value of transferred property would be
included in the transferor’s estate if the transferor were to die.



LAW OFFICES OF DAVID L. SILVERMAN -25-

N. Death of Grantor.       The following events occur upon the death of the grantor: (i)
the trust loses its grantor trust status; and (ii) presumably, assets in the trust would
be treated as passing from the grantor to the (now irrevocable) trust without a sale,
in much the same fashion that assets pass from a revocable living trust to
beneficiaries.60 The basis of trust assets would not be stepped-up under §1014(a) on
the death of the grantor, nor would the assets be included in the grantor’s estate.  In
contrast to the problem arising with a GRAT when the grantor dies before the
expiration of the trust term, trust assets will never be included in the grantor’s estate,
although the discounted value of the note will.

1. Note Included in Grantor’s Estate.    The tax consequences of the unpaid
balance of the note must also be considered when the grantor dies. Since the
asset sale is ignored for income tax purposes, the balance due on the note
would not constitute income in respect of a decedent (IRD). The remaining
balance of the note would be included in the estate and would acquire a basis
equal to that value.

2. No Basis Step-Up.  The basis to the now nongrantor trust in trust assets
should remain constant after the death of the decedent, and should not be
entitled to a basis step-up.  Perhaps the most compelling reason for this is that
were a basis step-up to fair market value permitted, the appreciation in trust
assets would escape capital gains tax, since no gain will have been recognzied
under Rev. Rul. 85-13 when the assets were sold to the trust.61 Surprisingly,
finding clearly statutory support for this conclusion is not simple.  Arguably,

60

Some argue that a sale occurs immediately before the death of the grantor, causing capital
gain to be recognized by the grantor’s estate to the extent the balance due on the note
exceeds the seller’s basis in the assets sold to the trust. This view is inconsistent however,
with the central premise that the sale by the grantor of assets to the IDT produces no taxable
event.

61

Surprisingly, finding clearly statutory support for this conclusion is not simple.  Arguably,
at least, a step-up (or step-down) in basis could be allowed under IRC §1014(a)(1), which
provides that the basis of property acquired from a decedent is its “fair market value. . .at
the date of the decedent’s death.”  Nevertheless, IRC §1014(b)(9) assumes that property
referred to in Section 1014 be included in the decedent’s gross estate.  Probably the most
plausible explanation for the difficulty in finding statutory support for the proposition that
no basis adjustment should occur is that Congress simply did not consider the income tax
ramifications of Rev. Rul. 85-13 when enacting Section 1014.      
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at least, a step-up (or step-down) in basis could be allowed under IRC
§1014(a)(1), which provides that the basis of property acquired from a
decedent is its “fair market value. . .at the date of the decedent’s death.” 
Nevertheless, IRC §1014(b)(9) assumes that property referred to in Section
1014 be included in the decedent’s gross estate.  Probably the most plausible
explanation for the difficulty in finding statutory support for the proposition
that no basis adjustment should occur is that Congress simply did not
consider the income tax ramifications of Rev. Rul. 85-13 when enacting
Section 1014.      

3. No Gain Upon Grantor’s Death.  It appears fairly clear that no gain is
recognized upon the grantor’s death, because (i) gain requires a realization
event under IRC §1001, which does not occur at death; and (ii) testamentary
transfers have not been held subject to income tax62.

4. Capital Gain if Debt Exceeds Basis of Trust in Trust Assets?  Some
authorities believe that if the grantor dies while the note is outstanding, the
estate could realize capital gain to the extent that the debt exceeds the basis
of the trust in the assets.

5. Self-Cancelling Installment Note May Vanquish Gain.   It may be possible
to avoid inclusion of the note in the seller’s estate if a self-canceling
installment note (SCIN) feature is included . A SCIN is an installment note
which terminates on the seller’s death. Any amounts payable to the seller
would are cancelled at death, and are excluded from the seller’s estate.
However, use of a SCIN requires that the payments under the note be
increased to avoid a deemed gift at the outset. 

6. Conversion of Existing Note to SCIN.   An existing Promissory Note can
be renegotiated to include a SCIN, provided the grantor is not terminally ill
(i.e., not a 50% probability that grantor will die within 1 year).  As noted, the
inclusion of the SCIN will require an additional premium, determined
actuarially. 

7. Drawback to SCIN.     As a result of the increased payments, if the seller
does survive the full term of the note, the amount payable to the seller from
the trust utilizing the SCIN will be greater than if a promissory note without
a SCIN were used.  This would tend to increase the seller’s taxable estate.

62 See Crane v. Com’r., 331 U.S. 470 (1929).
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O. Avoids Some GRAT Limitations and Disadvantages.    In addition to not suffering
from the same problems occasioned by the early death of the grantor as would be the
case with a GRAT, the asset sale technique also accomplishes a true estate freeze by
transferring assets at present value from his estate without being subject to the
limitations imposed by IRC §§ 2701 or 2702, to which the GRAT is subject. As
noted, the GST exemption may be allocated to the assets passing to the trust at the
outset, thus removing from GST tax any appreciation in the assets as well. In these
respects, sales to grantor trusts are superior to the GRAT. The principal
disadvantages are that (i) no step-up in basis is received at the death of the grantor
for assets held by the trust (or if the trust sells appreciated assets during its term); and
(ii) the technique, though sound, has no explicit statutory basis, as does the GRAT.

P. Possible IRS Objections.       The general principles governing the tax consequences
of the asset sale seem firmly grounded in the Code and the law, and their
straightforward application appears to result in the tax conclusions which have been
discussed. Nevertheless, the IRS could challenge various parts of the transaction,
which if successful, could negate the tax benefits sought. In particular, the IRS could
attempt to assert that (i) the sale by the grantor to the trust does not constitute a bona
fide sale; (ii) § 2036 applies63, with the result that the entire value of the trust is
includible in the grantor’s estate; (iii) the initial asset “sale” is actually a taxable sale
which results in immediate tax to the grantor under IRC § 1001; or (iv) that § 2702
applies, the annuity is not qualified, and a taxable gift occurs at the outset.

Q. Compliance Issues.    Although the sale to a grantor trust is not a gift, the grantor
may wish to file a gift tax return solely for the purpose of commencing the statute of
limitations.  If this route is taken, the transaction should be disclosed on the return.
Often, the transaction will be disclosed in any event by reason of the grantor's gift of
"seed" money to the trust.64

R. Selling Discounted Assets to Trust Leverages Estate Tax Benefits.   By
combining the LLC form with asset sales to grantor trusts, it may be possible to
achieve even more significant estate and income tax savings. LLC membership

63

 Fidelity-Philadelphia Trust Co. v. Smith, 356 U.S. 274 (1958), held that where a decedent,
not in contemplation of death, transfers property in exchange for a promise to make periodic
payments to the transferor, those payments are not chargeable to the transferred property,
but rather constitute a personal obligation of the transferee. Accordingly, the property itself
is not includible in the transferor's estate under § 2036(a)(1).

64

In an analogous situation,  § 2701 requires that the value of common stock, or a “junior
equity interest,” comprise at least 10 percent  of the total value of all equity interests.
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interests are entitled to minority and marketability discounts since the interests are
subject to significant restrictions on transfer and management.  If the value of the
LLC membership interest transferred to the trust is discounted for lack of
marketability and lack of control, the value of that interest will be less than a
proportionate part of the underlying assets.  Consequently, in the case of an asset sale
to the trust, the sale price will be less than if the assets had been directly sold to the
trust.

1. Beware of Step Transaction Doctrine.    The IRS has interposed the step
transaction doctrine in situations where limited liability companies were
formed shortly before the sale to the grantor trust.  In view of this, it is
advisable to permit the limited liability company  (or partnership) to “age”
prior to transferring the asset to the trust.  

II. Tax Planning to Avoid Grantor Trust Status 

A. Self Settled Nevada Asset Protection Non-Grantor Trusts.     PLR 201310002
blessed a theorized tax planning and asset protection strategy that fuses elements of
grantor trusts, asset protection and trust taxation in a manner that accomplishes many
salient tax and asset protection objectives. The objectives are achieved by forming
a nongrantor trust in a state with no income tax that also recognizes the ability of a
grantor to establish and fund a self-settled spendthrift trust.  New York is among the
states that impose the highest level of income tax.  New York City residents pay an
additional income tax.  Income is taxed to the grantor of a grantor trust. Since income
is taxed to the grantor of a grantor trust, it is axiomatic that a New York resident who
creates a grantor trust with its situs in New York will be taxed at a high rate on trust
income. New York also does not recognize the right of a person to create a self-
settled spendthrift trust that will be beyond the reach of the settlor’s creditors.  

B. Assumptions

¶    Assume New York resident owns assets with unrealized capital
gain or assets which produce a high stream of annual income. If the
assets are sold, or when the income is received, New York will take
a large tax bite out of the sale or the annual income stream.

¶   Assume further that even if the trust is a New York “resident”
trust, and therefore potentially subject to New York tax, that New
York will not tax the trust because it meets the exception provided in
Tax Law §605(b)(3)(D)(i): (i) All of the trustees are domiciled in
another state; (ii) the entire trust corpus is located outside of New
York and (iii) all income and gains are derived from out of state
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sources. Therefore, the New York resident trust (i.e., an inter vivos
trust created by a New York resident) escapes taxation because it
meets the exception in the exception in Tax Law §605(b)(3)(D)(i), 

¶   Finally, assume that asset protection is an important objective of
the settlor, since unknown future creditors may appear down the road
and may be attracted to the scent of the grantor’s assets. How can
taxes be reduced? How can gift tax be avoided? Finally, how can the
assets be protected against claims of future unknown creditors?

C. Avoid Grantor Trust Status and Protect The Trust Assets.      First, how can
grantor trust status be avoided so that trust income does not flow through to the New
York resident and be taxed by New York? Treas. Reg. §� 1.677(a)-1(d), the first
impediment, states that a trust is a grantor trust if the grantor’s creditors can reach
trust assets under applicable state law. However, a few states, among them Nevada,
Delaware, and Alaska now recognize the right of a settlor to create a self-settled
spendthrift trust. If the trust were established as an irrevocable non-grantor trust in
Nevada, a state that also imposes no income tax, New York would have no claim to
tax the trust, provided the exception to resident trust taxation was met. 

1. Criterial Utilized by States in Taxing Trusts.  It should be noted, if not
emphasized, that not all states employ the criteria utilized by New York in
defining and taxing resident state trusts. Unlike New York, some states do
not impose income tax based upon the residence of the grantor. In those
states, the benefit of PLR 2013110002 would be more easily achieved. In
New York, the New York resident trust would have to fall within the
exception in Tax Law §� 605(b)(3)(D)(i). Nevertheless, for New York
residents able to meet the exemption in Tax Law §� 605(b)(3)(D)(i), the
ruling may be of considerable value. See “Income Tax Planning for New
York Trusts,” Tax News & Comment, October 2012.]

D. Facts in PLR 201310002.   The facts in PLR 201310002 involve a situation where
the grantor creates an irrevocable trust in which the grantor and his issue are
discretionary beneficiaries. The trust provides that a corporate trustee distributes
income and principal to the discretionary beneficiaries, consisting of the grantor and
his issue. 

1. Trust Not "Automatically" Grantor Trust.    For reason stated above,
settling the trust in Nevada will avoid the application of Treas. Reg.
§� 1.677(a)-1(d), and the trust will not automatically be a grantor trust, since
self-settled spendthrift trusts are valid in Nevada. However, another vexing
problem in avoiding the application of the grantor trust rules lies in IRC
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§� 674, which provides that the Grantor is treated as the owner of any portion
of a trust in respect of which the beneficial enjoyment is controlled by the
Grantor or a “nonadverse” party. 

2. Role of "Adverse" Party.    The facts in PLR 201310002 present a situation
where the consent of an adverse party is required with respect to all
distributions made during the grantor’s lifetime. IRC §672(a) provides that
for the purpose of the grantor trust rules, the term “adverse party” means any
person having a substantial beneficial interest in the trust that would be
adversely affected by the exercise or nonexercise of the power which he
possesses respecting the trust. 

3. Compare:  Sales to Defective Grantor Trusts.     If by now one is getting
a sense of déjà vu, then that sense is correct. The situation involved in PLR
201310002 is the inverse of the familiar sale of assets to grantor trusts, which
is a staple in estate planning. In sales to grantor trusts there is a complete
transfer for transfer (gift, estate and GST) tax purposes, but an incomplete
transfer for income tax purposes.  Sales of assets to grantor trusts are
generally made for estate tax purposes, as the asset is sold to the trust in
exchange for an asset expected to appreciate less rapidly. The sale evades the
capital gains tax because under Revenue Ruling 85-14, the sale by the grantor
to a grantor trust has no income tax consequences.  In sharp contrast to sales
to grantor trusts, transfers to the trusts contemplated in PLR 201310002 result
in a complete transfer for income tax purposes, but an incomplete transfer for
transfer tax purposes. Such trusts are referred to by tax and estate lawyers as
“DING” trusts, or a “Delaware Incomplete Gift Non Grantor Trust,” or
“NING” trusts, with Nevada substituted for Delaware.

4. Avoiding IRC Sections 671 through 679.     The grantor trust provisions in
IRC Sections 671 through 679 cast a wide net. How exactly does PLR
201310002 suggest the resolution of the problem of the self-spendthrift trust
avoid being taxed as grantor trust for other reasons? Very carefully and very
methodically. The facts in PLR 201310002 provide that a corporate trustee
is required (i) to distribute income or principal at the direction of a
“distribution committee” or (ii) to distribute principal at the direction of the
grantor.

5. "Distribution Committee".  In the facts of the ruling, the distribution
committee consists of the grantor and his four children. At least two “eligible
individuals” must at any time be serving as members of the distribution
committee. The direction made by the distribution committee to the corporate
trustee may be made in three ways: 
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a. Grantor-Consent Power: Distribute income or principal upon
direction of a majority of the distribution committee with the written
consent of the Grantor. Note: The PLR expressly concludes that
distributions pursuant to the Grantor-Consent Power can be made
only with the consent of an adverse party, and thus the provision does
not cause the trust to be a grantor trust. Thus, the PLR implicitly
concludes that the distribution committee members are adverse to the
grantor for purposes of the grantor trust rules.  

b. Unanimous Member Power:     Distribute income or principal upon
direction by all distribution committee members other than the
Grantor. Note: the PLR expressly concludes that distributions
pursuant to the Unanimous Member Power can be made only with the
consent of an adverse party, and thus the provision does not cause the
trust to be a grantor trust. Thus, the PLR implicitly concludes that the
distribution committee members are adverse to the grantor for
purposes of the grantor trust rules.

c. Grantor's Sole Power:   Distribute principal to any of grantor’s issue
(not to grantor, and not income) upon direction from grantor as
grantor deems advisable in a nonfiduciary capacity to provide for the
health, maintenance, support and education of the issue. Distributions
can be directed in an unequal manner among potential beneficiaries.
Note: Here, it would seem at first blush that the grantor has retained
some power that might cause grantor trust problems. However, that
bullet is dodged, as IRC §� 674(b)(5)(A) provides an exception to
grantor trust status for a grantor who has retained the power to
distribute corpus (i.e., principal) that is limited by a reasonably
definite standard.  

6. Avoiding Gift Tax.  The DING or NING trust must also be structured to
avoid gift tax, since the gift tax rate is now 40 percent once the lifetime
exemption of $5 million is breached. The trust also needs to be irrevocable.
Making an irrevocable trust incomplete for gift tax purposes is difficult,
though possible. PLR 201310002 sanctions the use of a testamentary limited
power of appointment to make the gift incomplete. There is some concern
that Chief Counsel Advisory 201208026 takes the position that the grantor’s
retention of a testamentary power of appointment over a trust renders the
remainder interest a completed gift, but not the term interest. If this is indeed
the case, then the grantor would need to retain other powers in order to make
the gift incomplete. However, the retention of other powers could cause the
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ship to list, and fall back into the gravitational pull of the grantor trust
provisions, defeating the raison d’etre for the trust. For now, the planning tool
of using DING or NING trusts to avoid state income taxation and to protect
assets seems viable, if for no reason other than the fact that PLR 201310002
approved of the technique and without discussing the possible application of
CCA 201208026.   
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