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Use of Trusts in Wealth Transfer Planning 

§ 1.1 INTRODUCTION 

A. Preface 

Upon the death of the first spouse to die, an estate and/or one or more irrevocable trusts may come into existence. 
The estate and these trusts will be subject to both federal and state income tax laws. For example, the estate of the first 
spouse to die will itself continue as a separate taxpayer for income tax purposes. Further, a trust created as a result of the 
first spouse’s death (such as a credit shelter trust) will become a separate taxpayer at the time the trust is funded. A revocable 
trust that is funded before the settlor’s death will not usually be a separate taxpayer until after the settlor’s death, when it 
may divide further into one or more new trusts in its function as a will substitute. Of course, clients create trusts during 
their own lifetimes. These so-called “inter vivos trusts” are either partially or completely treated as separate taxpayers 
under the income tax laws. To the extent a trust is not treated as a separate taxpayer, either the grantor or a beneficiary will 
pay tax on the income attributable to the portion that is not a separate taxpayer under the “grantor trust” rules. 

It is important to note that this material does not cover the income tax aspects of estate administration; however, 
the practitioner must be aware that similar tax principles apply. Other trusts with charitable remainder beneficiaries can 
qualify as “charitable remainder trusts” that are entirely tax-exempt, except that the trust’s taxable income is taxed to the 
current noncharitable beneficiary under a special four tier system of taxation. 

Some of these trusts may be separate taxpayers for federal income tax purposes. Others may be deemed for income 
tax purposes to have no existence separate from that of the grantor. 

The income taxation of each of these entities is governed by the provisions of subchapter J of the Internal Revenue 
Code of 1986, as amended (hereinafter referred to as the Code or IRC), and the Regulations thereunder (hereinafter called 
Treasury Regulations). This chapter is intended to provide an overview of the fundamental tax pattern of this subchapter, 
as well as review some common planning problems and techniques. 

An accountant or attorney advising trustees or beneficiaries should have a good working knowledge of the 
fiduciary accounting and income tax principles as they apply to trust administration. 

These materials will only briefly discuss the differences between revocable and irrevocable trusts and the 
comparison between using a revocable trust and a Will as the centerpiece of a traditional estate plan. 

An inter vivos (living) trust is a relationship, created during the lifetime of the grantor (the person establishing the 
trust), in which one party (the trustee) holds property for the benefit of another (the beneficiary). 

It can be established for a limited period of time such as a specified period of years. It can also last until the 
occurrence or nonoccurrence of a specific event or it can continue – even after the death of the grantor. 

These trusts, often called “revocable living trusts,” are created by the grantor during lifetime, in which, during his 
or her lifetime, the grantor retains the absolute right to totally revoke the trust, change its terms to any degree, and/or regain 
total possession of the property in the trust. 

A revocable trust becomes irrevocable when the grantor, during his or her lifetime, relinquishes title to property 
placed in the trust and gives up all right to alter, amend, revoke, or terminate the trust, or at the moment the grantor dies.  

A revocable trust is primarily a substitute for a Will as it will contain most of the same provisions that one would 
find in a Will.  A revocable trust has the primary benefit of avoiding probate for assets that are actually transferred or 
retitled in the name of the trust before the grantor dies.  At the same time, a grantor who creates a revocable trust will also 
need a short will (referred to as a “pourover Will,” in that it accomplishes the transfer to the revocable trust of assets that 



are not transferred to the trust before the grantor’s death). In short, a revocable trust is often used to plan for disposition at 
death in a manner that does not require the participation or involvement of a probate court; however, the revocable trust 
little to no asset protection to the grantor (and asset protection includes planning to reduce both income and wealth transfer  
taxes). Typically, the grantor can amend it without the consent or agreement of others.  

The revocable trust becomes irrevocable at the grantor’s death and, if the assets continue in trust for the benefit of 
beneficiaries, asset protection benefits (in the form of protection from creditors) can accrue to those beneficiaries.  Tax 
planning is limited to and similar to that offered by a typical long-form Will. 

By contrast, a properly drafted irrevocable trust can offer substantial asset protection to the beneficiaries (including 
reduction in income and wealth transfer tax, depending on its jurisdiction of formation) as well as medical assistance 
(Medicaid) planning for the grantor.  These materials will briefly discuss the creditor protection benefits that may be 
available to grantors in certain States and foreign jurisdictions. 

A revocable trust is also useful when a grantor becomes incapacitated and can no longer administer the trust’s 
assets. Without a trust, the beneficiaries have to go to court to obtain a conservatorship, which will manage the assets for 
them. With a trust, a trustee successor, designated at the time the trust is created, immediately takes over the grantor’s 
tasks. This allows for a seamless transition and, most likely, an uninterrupted disbursement of benefits as well. 

When looking at a revocable trust versus a will, the advantage of the former becomes clear when it comes to the 
issue of probate. A will becomes public record. It has to be registered in court of law. Then it has to be proven to be the 
legitimate record of a deceased person’s wishes. A probate can be a complex or simple matter. This will depend on the size 
of the estate, as well as the number of conflicting claimants – if any. A will cannot be executed while it is under probate. 
This means beneficiaries cannot enjoy the benefits of the assets until the process is complete. 

In contrast, assets held in a trust at the time of a grantor’s death are deemed outside the probate process. As such, 
they pass directly to the trust beneficiaries. A probate can be an expensive and time-consuming process. With the right 
type of trust in place, beneficiaries are protected from having to undergo a probate. 

A revocable trust is a private document; unlike a will, which becomes a public document once it’s registered for 
probate. Thus, a revocable trust gives beneficiaries a considerable measure of privacy when they likely need it the most. 

The asset protection benefit of irrevocable trusts comes mainly from the separation of the grantor from his or her 
assets. Ironically, it is in giving up ownership of their assets that grantors are able to protect them the best. An irrevocable 
trust that has been properly established offers several benefits. Assets in an irrevocable trust are shielded from creditor 
claims, estate taxes and a Medicaid spend-down. A revocable trust allows a grantor to retain a fair amount of control over 
trust assets. This is an expedient way to avoid a probate battle. It also ensures a smooth transition to a successor trustee 
should a grantor suddenly become incapable of administering the trust. A revocable trust, however, does not have strong 
asset protection features. It remains part of the estate, and assets in such a trust can generally seized by a successful 
judgment creditor. 

A trust is a highly useful and flexible instrument. It deserves serious consideration. 

C. The Continued Viability of the Use of Trusts as Powerful Wealth Accumulation, 
Preservation, and Transmission Tools 

1. Misconceptions 

There are many misconceptions concerning the use of trusts in estate and financial planning. Many clients and 
their families believe that trusts add unnecessary complexity and cost to their overall asset management. Indeed, a trust for 
these purposes is a separate entity and requires attention to administration, distributions, accounting, tax reporting, and 
investing. Because of this perceived complexity and expense, many estate plans created by married couples provide that 
upon the death of the surviving spouse, the remaining assets are distributed outright to children. 

The traditional view has been that mature, capable children should inherit property outright and free of trust. 
The perceived advantage of an outright inheritance is that it gives the child immediate and full control over the investment 
and use of the inheritance. An outright inheritance does not require segregated accounts or the preparation and filing of 
additional state and federal income tax returns. It is also possible that the child will be in a lower income tax bracket than 
a trust, and as a result, an outright inheritance can result in a lower income tax burden. 



Under this model, trusts were used primarily to hold inherited or gifted wealth for the financially inexperienced 
trust beneficiaries until such time as they were likely to have become financially experienced. As a result, many trusts for 
children would terminate by the time a child was 25, 30, or 35. The trust would name an independent person or a bank to 
act as trustee, and the independent trustee would make investment decisions and decide what portion of the trust property 
would be used to or for the benefit of the beneficiaries. In addition to a greater income tax burden, the trustee would charge 
for its services, and would be restricted to making conservative investments. 

2. Reality 

Properly planned, drafted, and administered trusts remain one of the most effective and important tools in 
estate and financial planning. Because they are not properly understood by many people (and unfortunately, this includes 
many financial advisors), they are not used as frequently as they should be. Further, trusts are often created with a shorter 
duration than they should be. 

In contrast to the traditional view, this author believes (and many experienced estate planners share this belief) 
that inheriting property in a modern, beneficiary controlled asset protection trust is frequently preferable to an outright 
inheritance. 

The beneficiary’s creditors cannot reach the assets unless and until they are distributed to the beneficiary. With 
respect to other predators, such as scam artists and needy friends and relatives, this author has found that the existence of 
a trust, especially one with an independent trustee, discourages all but the most brazen. 

Through the intelligent use of powers of appointment, a trust can also be designed to produce optimal estate 
and generation-skipping tax results. The potential reduction in estate and generation-skipping tax (along with the gift tax, 
these are known as the wealth transfer taxes) can dramatically exceed any income tax detriment to using a trust. 

A modern trust can be drafted in such a way that the trust beneficiary is the sole trustee, and the 
beneficiary/trustee can be given: 

• the power to make any investment that an individual could make with the individual’s own property; 

• the power to withdraw trust income and principal for health, education, maintenance, and support in 
reasonable comfort (with an independent trustee holding the power to make distributions for other 
purposes); and 

• the power to make gifts to others, either during the beneficiary’s lifetime or at the beneficiary’s death 
(usually through a power of appointment). 

As a result, the control a child can be given in a beneficiary controlled trust is similar to outright ownership. 
In short, trusts can be utilized to protect beneficiaries from their inability, disability, creditors, and predators, and to 
accomplish more effective income and wealth transfer tax planning. 

3. Use of Trusts in Tax Planning 

Trusts can be designed to permit the passage of significant wealth through multiple generations without the 
imposition of transfer taxes, even though the trust beneficiaries have beneficial enjoyment in the trust property similar to 
outright ownership. Most notably, the trusts can be designed to defer and even reduce the amount of estate and generation-
skipping taxes. Trusts will remain powerful planning tools to protect against the reimposition of lower exemptions or 
higher tax rates by a future congress looking for additional revenue. Moreover, a trust permits wealth to be transferred 
without gift tax consequences other than those resulting from the sales or transfers (transfers made during lifetime or at 
death) made to fund the trust. 

4. Selecting the Term of the Trust 

The client should consider his or her overall objectives before deciding on the duration of trusts created in his 
or her estate planning documents. Some trusts, such as grantor retained annuity trusts (GRATs), qualified personal 
residence trusts, charitable remainder trusts (CRTs), and charitable lead trusts either require that the trust not exceed a 
certain duration or do not provide tax advantages unless the trust reaches a specific termination date. The planner should 
consider additional liquidity planning to protect against risks associated with premature death (mortality risk), such as 
recommending the purchase of additional life insurance, if economically feasible. 



As a general rule, clients should consider structuring trusts to last for the maximum length of time permitted 
by law (laws restricting the duration of trusts are usually found in some version of the common law rule against perpetuities, 
either contained in the common law of the state or in the state statutes of such state). The rule against perpetuities is an 
arcane legal doctrine from the English common law that effectively causes most trusts to terminate no later than 90 years 
from the date they are created. See Chapter 7, Minnesota Uniform Statutory Rule Against Perpetuities, for further 
discussions of the rule against perpetuities. 

Some states such as South Dakota, Delaware, and Alaska, as well as many foreign tax haven jurisdictions, 
such as the Cayman Islands, the Isle of Man, the Cook Islands, Bermuda, the Bahamas, Liechtenstein, and others, have 
completely repealed the rule against perpetuities. In these states or jurisdictions, a trust can theoretically be created to last 
forever. Whether the client will want a trust to last forever is another question. In these states or jurisdictions, the client 
must give some attention to the proper duration. Many planners promote the advantages of perpetual trusts—that is, trusts 
that are perpetual in duration. In reality, however, most clients are just not that interested in building a large wealth holding 
entity that is designed to benefit future descendants more than three or four generations into the future. Consider how many 
potential trust beneficiaries are possible 100 or 200 years in the future and how a trustee is supposed to administer the trust, 
make trust investment decisions, and exercise fiduciary discretion in making distribution decisions. 

5. List of Factors 

Below is a list of factors to be considered in determining whether an asset should be transferred to beneficiaries 
in trust or outright are the following: 

• the beneficiaries’ ability or willingness to properly manage the trust property, including their 
willingness to devote the time, energy, and personal resources necessary to make their own investment 
decisions or to hire, monitor, and review the activities of investment professionals; 

• the beneficiaries’ current or future lack of legal capacity to manage the trust property due to some 
physical or mental infirmity; 

• the beneficiaries’ capacity to be unreasonably influenced by others, a trust can provide a buffer and 
the trustee can serve as a “reality check” on proposed uses of funds; 

• whether a beneficiary may become subject to a divorce proceeding; 

• whether a beneficiary may become a party to a paternity suit; and 

• whether any beneficiary may become subject to significant creditor claims, including creditors of a 
failed business, clients or patients in a professional liability suit, or governmental creditors for unpaid 
taxes. 

Trusts can provide the following benefits for a beneficiary: 

• required distributions of income (note that these are subject to the claims of creditors, and, in most 
cases, there is no advantage to requiring a trustee to distribute trust income to a beneficiary); 

• discretionary distributions of income and principal for various purposes, including health, education, 
maintenance, and support, as well as broader purposes, such as travel, luxuries, the ability to purchase 
a home (through a distribution the beneficiary of a down payment on a home or vacation residence), 
start a business, or enter into a profession; 

• the opportunity for the trust to purchase assets for the use of the beneficiary rent free (without causing 
the foregone rent to be income taxable to the beneficiary). For example, the trust could purchase a 
home or other property for the beneficiary’s use and enjoyment, without the burdens of ownership 
and with some measure of asset protection. Alternatively, a beneficiary with sizable wealth subject to 
estate tax at the beneficiary’s death could be charged a fair market value rental, and these rent 
payments can be used to deplete the beneficiary’s estate for federal estate tax purposes and without 
being considered a taxable gift. The other trust beneficiaries benefit from the additional income that 
the trust receives as rent; 

• trust purchases of assets for use by beneficiaries, which can insulate such assets from the claims of 
creditors and provide many of the other benefits; 



• the ability of the beneficiary to participate in trust investment decisions (preferably, a professional 
should be used to provide the professional advice, as well as exercise investment discretion); 

• the ability to educate beneficiaries about the accumulation, management, preservation, and 
distribution of wealth through meetings with professional trustees and money managers; 

• a power of appointment (exercisable either during the beneficiary’s life or at the beneficiary’s death 
in the beneficiary’s will) to control the distribution of trust assets to others (such as the beneficiary’s 
descendants, spouse and charities); 

• a professional trustee can be hired at a cost that does not significantly exceed that of hiring a 
professional money manager to manage the investment; 

• protection for the beneficiary from the disastrous consequences of business and financial decisions 
that turn out, with benefit of hindsight, to have been unwise; 

• assist in the elimination, deferral, and reduction in taxation; 

◦ Frequently, a situs of administration can be chosen in a state that does not have a state income 
tax. Alternatively, distributions can often be made to shift the taxation from a trust that will 
be taxed in state X to beneficiaries who are residents of state Y (and state Y does not have a 
state income tax). 

◦ Wealth transfer taxation can be minimized through the creation of long-term trusts that do 
not subject the assets to either estate or generation-skipping tax over multiple generations, 
especially if the trust is made subject to the laws of a state that does not restrict the duration 
of trusts to the rule against perpetuities (or similar restrictive statute). Trusts can be created 
as grantor trusts under the income tax laws to permit the trust to grow income tax-free to the 
beneficiaries (the grantor will pay the income tax attributable to all trust assets) and to avoid 
income taxation on certain transactions, such as intra-family loans and installment sales. 

• a greater sense of responsibility. Inherited wealth received outright is commingled with the child’s 
other assets. When wealth is received in trust, traditions regarding its management will likely be 
observed and passed on to the next generation. In our experience, an inheritance in trust often 
engenders a greater sense of responsibility than would be the case for an outright inheritance. It often 
develops in the beneficiary an appreciation of the advantages of seeking and receiving the counsel of 
carefully selected advisors. As a result, a thoughtfully managed trust can serve to encourage its key 
beneficiary to develop a personal sense of the need for financial goals and long term financial 
planning. 

6. Trustee Selection and Removal 

Clients and their advisors would be wise to carefully select the initial trustees, as well as build in appropriate 
provisions authorizing the removal of trustees and the appointment of additional and successor trustees. The trustee 
selection and removal provisions should also consider the adverse tax consequences of appointing beneficiaries as trustees 
and restricting the exercise of trustee powers and discretion to prevent undesirable tax consequences. 

The duties of the trustee are very broad. There are four different broad categories of responsibility assumed 
by trustees. 

a. Administrative Functions 

Administrative functions of the trustee include maintaining custody of the assets, keeping trust records, 
filing tax returns, for the trust, etc. 

b. Investment Functions 

Investment functions of the trustee include the exercise of discretionary authority to determine investment 
objectives, decide asset allocation, and implement day-to-day investment decisions. 



c. Dispositive Function 

The dispositive function of trustees involves the determination whether and to what extent distributions 
should be made to beneficiaries, in accordance with the provisions of the trust instrument. 

d. Protective Function 

The protective function of trustees involves the review of the other trustee functions described above and 
may include the ability to remove and replace trustees, to appoint trustees if there is no trustee then acting, to move the 
trust from one place of administration to another, or to amend the trust to comply with certain tax rules and regulations. 
The person performing this function is often referred to as a “trust protector” if he or she has no other fiduciary 
responsibilities. Trust protectors are commonly included in offshore trusts that are used for asset protection planning. 

The above functions can be granted to different individuals or organizations. Frequently, one or more of 
them is granted to the same trustees, with the exception of the protective function, which is sometimes granted to a trust 
protector. A trust protector is often a trusted friend or advisor to the family. 

EXAMPLE 

A family may appoint a trust company as administrative and investment trustee and 
grant the dispositive function to the trust company and one or more individual 
trustees. If the individual trustees are also beneficiaries, then their dispositive power 
should be limited to distributions for their own or others’ health, education, 
maintenance, and support and without discharging the trustee’s obligation to 
support other trust beneficiaries under state law, to prevent undesirable tax 
consequences. A different individual, such as the family attorney or accountant, or 
the CFO of the client’s business, may be appointed as trust protector to monitor the 
activities of the trustees and respond to the beneficiaries’ concerns. 

 

7. Choosing an Appropriate Situs for a Trust 

Because modern communication technology reduces geographic barriers, a client can utilize trustees who do 
business in other states or countries. Frequently, this can permit the trust to obtain certain tax and state law advantages. 

Among the factors to consider in selecting a situs or place of administration for a trust are the following: 

• whether the state imposes an income tax on trusts administered within that state. Clients are strongly 
cautioned that the income tax laws of the various states are often confusing and conflicting. Unless 
the trust is planned and structured correctly, there may be a risk that two or more states may impose 
income tax on the same trust income; 

• restrictions on the duration of the trust. Some states do not restrict the duration of trusts that are 
properly made subject to the laws of such states. There should be some connection between the trust 
and the state whose law is selected for this purpose. For example, if a client wishes to utilize South 
Dakota law to govern the taxation (no state income tax) and duration (trusts may be perpetual in 
duration) of the trust then it would be advisable if the trust were actually administered in the state of 
South Dakota by someone who is authorized to do business there. Care must be taken, however, that 
the trust is not subject to the taxation of the state in which the grantor resides at the time the trust was 
created or of the state in which one or more of the trustees reside; and 

• the experience and financial expertise possessed by trustees who are authorized to do business in the 
chosen state. In at least one case with which the author is familiar, the trustees declined to move the 
trust to the state in which the trust could be exempt from state income tax because doing so would 
have required a change in trustee with which the co-trustee were not comfortable. Because many 



sophisticated financial institutions and corporate fiduciaries are authorized to do business in multiple 
states, this is not as significant of a barrier as it may have been formerly. 

8. Some Common Types of Trusts Used for Estate Planning Purposes 

Some common types of trusts which are used for the purposes of estate planning include: 

• charitable remainder trusts; 

• charitable lead trusts; 

• credit shelter trusts; 

• generation-skipping exempt trusts; 

• generation-skipping non-exempt trusts; 

• annual exclusion trusts, including irrevocable trusts designed primarily to hold life insurance; 

• intentionally created grantor trusts; 

• Alaska community property trusts; and 

• self-settled spendthrift trusts, created in Alaska, Delaware, Rhode Island, Nevada, and in many foreign 
tax haven jurisdictions. 

9. Effect of Recent Tax Changes on Estate Planning 

On December 17, 2010, the Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 
2010 (TRA 2010) was enacted. TRA 2010 reinstated the estate and generation-skipping transfer tax (hereafter GST) for 
2010. TRA 2010 was retroactive to the beginning of 2010 (with an election available to certain estates and taxable transfers 
effective before the date of enactment) and continues in effect for estates of decedents dying or generation skipping 
transfers made in 2011 or later years, had the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) 
not been enacted, but at lower rates and with higher exemptions. The extension and all changes in the TRA 2010 were 
scheduled to expire again at the end of 2012, leaving planners uncertain of how to advise their clients as to the tax law 
applicable thereafter. EGTRRA gradually raised the estate tax exemption equivalent to $3.5 million for 2009 deaths, 
abolished both the estate and GST taxes, left the gift tax in effect, and enacted carryover basis for 2010 decedents. In 2011, 
EGTRRA expired and the pre-2001 tax law would have returned with a $1 million exemption and 45-percent top rate, but 
without carryover basis. However, section 101 of the 2010 Act changed EGTRRA’s sunset date to December 31, 2012, 
striking the reference to December 31, 2010. Notably, TRA 2010 enacted a new system of portability of exclusion amounts 
for gift and estate tax purposes by amending section 2010(c)(2) of the Internal Revenue Code of 1986, as amended and 
adding new Code sections 2010(c)(3) through (6). Among the major issues with the new portability provisions were the 
requirement that both the first and second spouse die on or before the sunset of TRA 2010’s provisions on December 31, 
2012. The other issues included those related to the timing and mechanics of making the election at the death of the first 
spouse to die, the possible portability “recapture” or “clawback” that could arise under the “last deceased spouse rule” 
under 26 U.S.C. § 2010(c)(4)(B)(i), the end of year convention imposed under 26 U.S.C. § 2505(a)(1), and the 
interpretation of Example 3 published by the Joint Committee on Taxation’s Example 3 (the JCT’s Example 3) to explain 
how portability would operate. 

The uncertainty continued until well after the “last minute.” The American Taxpayer Relief Act of 2012 
(ATRA), which President Obama signed into law late in the evening on January 2, 2013, temporarily averted the fiscal 
cliff and provided some long-awaited certainty in the federal transfer tax laws. Under ATRA, the three highlights of TRA 
2010—specifically the reunification of the estate and gift tax systems, the $5 million estate, gift, and GST tax exemptions, 
as indexed for inflation ($12.06 million in 2022) and portability—have all become permanent. ATRA also provides a 
statutory fix to the computation of the deceased spousal unused exclusion amount under 26 U.S.C. § 2010(c)(4)(B) that 
was rendered unclear because of JCT’s Example 3. In calculating the deceased spousal unused exclusion amount under 26 
U.S.C. § 2010(c)(4)(B), TRA 2010 referred to the “basic exclusion amount” of the last deceased spouse of the surviving 
spouse. Many practitioners thought this reference was erroneous given the now-famous Example 3 of the Joint Committee 
on Taxation’s “Technical Explanation of the Revenue Provisions Contained in the Tax Relief, Unemployment Insurance 



Reauthorization, and Job Creation Act of 2010.” JCX-55-10, at 51–53. Indeed, in March 2011, the Joint Committee on 
Taxation issued an errata statement suggesting that a technical correction may be necessary to substitute “applicable 
exclusion amount” for “basic exclusion amount.” JCS-2-11, at 554-56. The Treasury Department subsequently confirmed 
this thinking in promulgating temporary Treasury Regulations regarding portability. Those temporary regulations have 
now become final. The final regulations provide that 26 U.S.C. § 2010(c)(4)(B)(i) should be read as if the term “applicable 
exclusion amount” was used instead of “basic exclusion amount”, as suggested by JCT’s Example 3. Temp. Treas. Reg.  
§ 20.2010-2T(c)(1)(ii)(A) & 2(c)(2). ATRA now provides a statutory fix by substituting the term “applicable exclusion 
amount” for “basic exclusion amount.” This provides statutory confirmation of the regulatory fix. In addition, ATRA 
imposes a maximum transfer tax rate of 40 percent and makes permanent the following provisions, as introduced by 
EGTRRA: 

• the deduction for state death taxes under 26 U.S.C. § 2058; 

• certain provisions related to the extension of time to pay estate tax under 26 U.S.C. § 6166; and 

• certain GST tax “simplification” provisions, including the automatic allocation of GST tax exemption 
to “indirect skips” and related elections with respect to “GST trusts,” 26 U.S.C. § 2632(c), retroactive 
allocation of GST tax exemption when there is an “unnatural order of deaths,” 26 U.S.C. § 2632(d), 
the qualified severance rules, 26 U.S.C. § 2642(a)(3), modification of certain GST valuation rules, 26 
U.S.C. § 2642(b), and certain relief provisions when there is a failure to allocate GST tax exemption 
timely or properly, 26 U.S.C. § 2642(g). 

These provisions dramatically change the way in which estate planning is conducted and the economics of the 
typical estate planning practice. In addition, because of uncertainty concerning whether the $5 million gift and estate tax 
exemption would be made permanent or allowed to revert to its pre-EGTRRA level of $1,000,000 as of January 1, 2013, 
many practitioners spent the final weeks and days of 2012 assisting their clients in implementing gifting transactions 
designed to capture the benefit of a higher exemption. These gifting transactions required some cleanup work in preparation 
for the filing of 2012 gift tax returns, including implementing and reporting defined value or formula gifts, decanting trusts 
to revise dispositive and fiduciary provisions, planning for basis step-ups, and advanced GST tax planning. Under the 
Obama Administration, several estate planning strategies found their way onto its Greenbook transfer tax “hit list,” 
including attacking valuation discounts, GST exempt dynasty trusts, GRATs, and defective grantor trusts. With the Trump 
Administration, however, these strategies may not be in jeopardy. Rather, what we have seen in new tax legislation enacted 
in 2017 (referred to in these materials as the Tax Cuts and Jobs Act or TCJA 2017) are significant changes in the size of 
the federal exemptions and a shift in emphasis in the income tax as it is applied to various business entities. See section 
1.1.B.10, infra, for further discussion of TCJA 2017. 

The other consequence of EGTRRA, beyond the scope of these materials, was the “decoupling” of federal 
and state transfer tax exemptions, which further increased the complexity of the decision at the first spouse’s death 
concerning the appropriate size of the credit shelter gift. See John Bedosky, Integrating Income Tax Planning Strategies 
Into Estate and Business Succession Plans, NYSSCPA Tax Conference (Oct. 2013). This decoupling was eased somewhat 
by recent changes to the Minnesota estate tax that incrementally increased the Minnesota exemption to $3 million. 
Decoupling still remains an issue, however, because the increase to $3 million in 2020 will still fall short of the federal 
exemption and because the Minnesota estate tax exemption is not portable. With the TCJA 2017 changes that significantly 
increased the federal exemption, decoupling remains an issue for very affluent taxpayers. 

The income tax changes made by the ATRA 2012 and the TCJA 2017 have caused to further reexamine 
traditional assumptions and consider whether estate tax savings might be offset by increases in income tax liability. It has 
always been the case that estate tax savings come with an income tax cost. In years prior to 2001 however, the estate and 
gift tax rates applicable to transfers made within a family were usually much higher than the marginal income tax rates that 
applied to individual taxpayers and to trusts. As a result, even after the tradeoff, family tax liability decreased significantly 
if proper transfer tax planning was accomplished. This relationship was true for a very long time and planners operated 
under conditions of relative stability and certainty. These conditions only appear stable and certain in hindsight. The reality 
is that planners have always had to operate under threat of pending changes, whether these were legislative, regulatory, 
administrative, or judicial. 

 



Practitioners can be certain of only one thing, however, and that is that everything will change again, and 
perhaps multiple times, making certain tradeoffs and planning choices difficult if not impossible to forecast in advance. As 
a result, practitioners should draft clients’ estate planning documents to provide as much flexibility as clients desire, in 
order to permit planning to occur after the death of the first spouse, taking into consideration the prevailing circumstances, 
including the economic, career, business, financial, tax, family, and personal realities and objectives, and their relative 
priorities at that time. 

10. Tax Cuts and Jobs Act of 2017 

The Tax Cuts and Jobs Act of 2017 (or Reconciliation Act of 2017 or TCJA 2017) was signed by President 
Trump on December 22, 2017, effective for most provisions on January 1, 2018. Most of the provisions regarding 
individual tax reform (including the transfer tax provisions) are effective for taxable years from 2018 through 2025 (i.e., 
for eight years). They sunset after that date in order to satisfy the “Byrd rule” so that the Act was able to be passed with 
just a majority vote in the U.S. Senate under the reconciliation process. The change to use of the “chained CPI” indexing 
approach remains permanent, and generally the business tax reform measures are permanent. 

COMMENT 

The short title “Tax Cuts and Jobs Act” was removed, but the Act may continue 
informally to be referred to by that former and commonly used name. The official 
title is “To provide for reconciliation pursuant to titles II and V of the concurrent 
resolution on the budget for fiscal year 2018.” Perhaps the Act will be known as the 
Reconciliation Act of 2017 or simply as the TCJA 2017. In these materials, it will be 
referred to it as TCJA 2017. 

 
The TCJA 2017 increases the basic exclusion amount provided in 26 U.S.C. § 2010(c)(3) from $5 million to 

$10 million (indexed for inflation occurring after 2011) for “estates of decedents dying, generation-skipping transfers, and 
gifts made” after 2017 and before 2026. The indexed amount for 2018 was $11.18 million, for 2019 it was $11.4 million, 
for 2020 it was $11.58 million, for 2021 it became $11.7 million, and for 2022 it is now $12.06 million, using the new 
“chained CPI” approach.  Other 2021 and 2022 inflation-adjusted amounts: 

• annual gift tax exclusion – $15,000 for 2021 and $16,000 for 2022; 

• annual gift tax exclusion for non-citizen spouses – $159,000 for 2021 and $164,000 for 2022; 

• limitation on special use valuations – $1,190,000 for 2021 and $1,230,000 for 2022; and 

• “two-percent portion” under 26 U.S.C. § 6166 – $1,590,000 for 2021 and $1,640,000 for 2022. 

See, e.g., Daniel Evans, Summary of the Reconciliation Act of 2017 (Dec. 25, 2017), available at <http:// http:// 
resources.evans-legal.com/?p=5316> and  Daniel Evans, Official Inflation Adjustments for 2022 (Nov. 10, 2021), 
available at https://resources.evans-legal.com/?p=8885. 

TCJA 2017 amends 26 U.S.C. § 2001(g) to add a new 26 U.S.C. § 2001(g)(2), directing the Treasury to 
prescribe regulations as may be necessary or appropriate to address any difference in the basic exclusion amount at the 
time of a gift and at the time of death. This is to deal with the possibility of a “clawback”—i.e., a prior gift that was covered 
by the gift tax exclusion at the time of the gift might result in estate tax if the estate tax basic exclusion amount has decreased 
by the time of the donor’s death, thus resulting in a “clawback” of the gift for estate tax purposes. This is the same issue 
that was a concern in 2012 when the possibility existed of the gift tax exclusion amount being reduced from $5 million 
(indexed) to $1 million. Most commentators thought there was unlikely to be a “clawback” in that situation; indeed, 
congressional staffers had indicated in 2012 that clawback was not intended. Commentators hold a similar belief with 
respect to the current “clawback issue.”  Final regulations (Treas. Reg. Section 20.2010-1(c)) were issued on November 
22, 2019. 



For individual income tax purposes, the TCJA 2017 preserves seven tax brackets, with a top rate of 37 percent 
for income starting at $500,000 (indexed) for single individuals and heads of households and at $600,000 (indexed) for 
married individuals filing joint returns. (The applicable income levels for the top rate bracket results in a “marriage penalty” 
of about $8,000 for taxpayers in the top bracket.) The brackets are revised significantly. As an example, a married couple 
filing jointly with taxable income of $700,000 would pay $222,431 under pre-TCJA 2017 law and would pay $198,379 
under the TCJA 2017 (ignoring any applicable credits). 

The top rate for trusts and estates applies to taxable income in excess of $12,500 (indexed). Under pre-TCJA 
2017 law, the top rate bracket for trusts and estates would have applied at 39.6 percent to taxable income in excess of 
$12,700 in 2018.  In 2022, the top bracket (now 37%) applies to taxable income in excess of $13,450 (in 2021, the top 
bracket was reached at $13,050). 

The TCJA 2017 significantly increased the standard deduction and eliminated or limited many deductions for 
individuals. Because of this, many individual taxpayers will use the standard deduction and will not realize any income tax 
benefits from charitable contributions, home mortgage interest payments, state and local tax payments, or other payments 
still qualifying as deductions to those who itemize deductions. Very importantly for business owners, a 20-percent 
deduction for qualified business income is allowed in addition to the standard deduction. 

Among other changes to the income tax provisions (which will not be discussed here), the deduction for state 
and local income, sales, and property taxes (colloquially referred to as “SALT”) not related to a trade or business or a 26 
U.S.C. § 212 activity is retained but limited to $10,000 (not indexed) for joint filers and unmarried individuals and trusts 
and estates and $5,000 (not indexed) for a married individual filing a separate return (now representing another “marriage 
penalty” provision in the Code). This limitation may be significant for taxpayers living in high income tax states, and can 
be a factor in deciding where to establish (or whether to change) one’s domicile. 

The $10,000 limit on SALT deductions has led some states to consider implementing laws providing relief 
from state income tax to the extent of contributions to a specified charitable fund, in hopes that the taxpayer could deduct 
the full charitable contribution without any $10,000 limitation. This limitation might lead to some taxpayers having 
residences owned by various trusts for various beneficiaries, each of which would have its own $10,000 limitation for the 
property tax deduction. 

The SALT $10,000 limitation does not apply to taxes paid “in carrying on a trade or business or an activity 
described in section 212” (i.e., investment activities), so should not apply to state and local taxes reported on Schedule C 
(for a trade or business) or Schedule E (net income from rents and royalties). 

TCJA 2017 adds new 26 U.S.C. § 67(g) as follows: 

(g) SUSPENSION FOR TAXABLE YEARS 2018 THROUGH 2025. —Notwithstanding 
subsection (a), no miscellaneous itemized deduction shall be allowed for any taxable year 
beginning after December 31, 2017, and before January 1, 2026. 

Section 67(a) provides that “miscellaneous itemized deductions” (described in 26 U.S.C. § 67(b)) may be 
deducted only to the extent they exceed two percent of adjusted gross income (AGI). 

Miscellaneous itemized deductions are all itemized deductions other than those specifically listed in 26 U.S.C. 
§ 67(b); the excepted items (which are still deductible) include deductions for payment of interest, taxes, charitable 
contributions by individuals or trusts and estates, medical expenses, and estate tax attributable to income in respect of a 
decedent (under 26 U.S.C. § 691(c)). 

The effect is that the TCJA 2017, in very few words, eliminates many itemized deductions for taxable years 
beginning in 2018 through 2025. The Joint Explanatory Statement summarizes the present law by listing a large number 
of deductions treated as miscellaneous itemized deductions, and concluding that “taxpayers may not claim the above-listed 
items” as deductions during the suspension years. 



COMMENT 

The listed expenses include tax preparation expenses. 

 
The disallowance of many deductions for individuals may have an impact on state income taxes as well, 

because many states base their income tax calculation on the federal taxable income. 

One of the major changes made by the TCJA 2017 is to reduce the corporate tax rate (applicable to C 
corporations) to 21 percent.  In addition, a deduction for “qualified business income” (QBI) is allowed for individual 
business owners of businesses operated in pass-through entities (sole proprietorships, partnerships, limited liability 
companies, or S corporations). The QBI deduction under new 26 U.S.C. § 199A is included in the portions of the TCJA 
2017 dealing with individuals and will be a very significant deduction for some business owners. New 26 U.S.C. § 199A 
is a complicated provision and is available to trusts and estates (with some additional complexity in its application to 
electing small business trusts (ESBTs) owning S corporation stock). 

The TCJA 2017 allows a deduction equal to 20 percent of QBI from pass-through entities, limited to 50 percent 
of the taxpayer’s pro rata share of the total W-2 wages paid by the business (including wages paid to the taxpayer). The 
Joint Explanatory Statement explains that the W-2 wages limitation is meant to “deter high-income taxpayers from 
attempting to convert wages or other compensation for personal services to income eligible for the 20-percent deduction.” 

COMMENT 

The 20-percent deduction results in an effective top rate of (1 – 0.20) x 37%, or 29.6 
percent. 

 
QBI is generally the net amount of income, gain, deduction, and loss from an active trade or business within 

the United States, but not including certain types of investment income (capital gains, dividends, or interest unless the 
interest is allocable to a trade or business), and not including reasonable compensation paid to the taxpayer, any guaranteed 
payment under 26 U.S.C. § 707(c), or payment to a partner for services under 26 U.S.C. § 707(a). A net loss from a 
particular business in one year carries over to the next taxable year as a loss for that business. 

The wages limitation was relaxed by the so-called “real estate exception” in the conference agreement by 
adding that the wage limitation is the greater of: (1) 50 percent of W-2 wages; or (2) the sum of 25 percent of W-2 wages 
plus 2.5 percent of the unadjusted basis, immediately after acquisition, of all tangible property subject to depreciation 
(which could be very beneficial to real estate companies). 

The QBI deduction does not apply for specified service businesses in the fields of health, law, accounting, 
actuarial science, performing arts, consulting, athletics, financial services, brokerage services, or any business where the 
principal asset is the reputation or skill of one or more of its employees (by reference to 26 U.S.C. § 1202(e)(3)(A)), except 
for engineering or architecture. This provision decreases the incentive of specified service businesses to pay low 
compensation income for the service-provider employees and claim that most of the income from the business is qualified 
business income entitled to the 20-percent deduction. 

The 50-percent wage limitation (as modified by real estate exception discussed above), and the specified 
service limitation do not apply if the taxpayer has taxable income below a threshold amount of $315,000 (indexed) for 
married individuals filing jointly and $157,500 (indexed) for other taxpayers, with a phase-out of the deduction for 
taxpayers over the next $100,000/$50,000 of taxable income. Even though the specified service business limitation may 
not apply for a particular taxpayer whose income is below the threshold, reasonable compensation concepts still apply in 
determining what constitutes QBI. 



A straight 20-percent deduction generally applies to qualified REIT dividends, qualified publicly traded 
partnership income, and qualified cooperative dividends (subject to the overall limit described below of taxable income 
less net capital gains). In effect, the wage limitation does not apply to those types of income. 

The QBI deduction is available to non-corporate taxpayers, including trusts and estates. In applying the wage 
limitation, W-2 income from entities owned by trusts and estates is apportioned between beneficiaries and the fiduciary 
under 26 U.S.C. § 199(d)(1)(B)(i), which has the effect of applying the rather complicated rules in Treasury Regulations 
section 1.199-9(d)–(e). Presumably, this apportionment is accomplished for most trusts and estates in proportion to the 
allocation of DNI. 

The QBI deduction cannot exceed taxable income reduced by net capital gain. In effect, the 20-percent 
deduction cannot exceed the taxpayer’s ordinary and qualified dividend income. 

 

§ 1.2 TRUSTS AS SEPARATE TAXPAYERS 

A. “Either/or” System of Taxation 

1. Unique Tax System 

Trusts are taxed like individuals and may own the same types of interests in property that an individual may 
own. Therefore, individual income tax principles are generally applicable. 

A trust is not a mere conduit like a partnership, limited liability company, or subchapter S corporation, where 
items of income, deduction, gain, loss, or credit generally (with limited exceptions, particularly in the case of a subchapter 
S corporation) flow through to the partners, members, or shareholders with no entity level taxation. 

Moreover, the taxation of trusts does not involve a separate system of taxation, such as the tax system 
applicable to subchapter C corporations and their shareholders, where there may be separate (and often double) taxation of 
the entity and its shareholders. Therefore, a trust is not a separate entity, nor is it a mere conduit. It sometimes is taxed as 
a separate entity and sometimes as a conduit or flow-through entity. It is an “either/or” system of taxation. Taxable income 
received by a trust will be taxed to the trust or to the individual beneficiaries, or some combination of the two. No item of 
taxable income will be taxed twice and none will escape tax. The “either/or” system of taxation serves as a built-in check, 
in that the total taxable income will always equal the sum of: (a) the taxable income of the trust, and (b) the amount taxed 
to the beneficiaries. The distributions deduction is the key allocating mechanism that implements the “either/or” system. 

CAVEAT 

This portion of the chapter does not apply to a whole classification of trusts called 
“grantor” or “beneficiary-controlled” trusts that are taxable to the grantor or 
controlling beneficiary under the provisions of 26 U.S.C. §§ 671–679. These trusts 
are treated for income tax purposes as if they did not exist (that is, the “either/or” 
set of rules does not apply) and all items of income, deduction, loss, and credit are 
taxed to the appropriate person (either the grantor or controlling beneficiary) on his 
or her individual income tax return. Nor does it apply to the taxation of charitable 
remainder trusts and their noncharitable beneficiaries who are taxed under a 
special four-tier system. 

 

2. Distributable Net Income Concept 

During the course of trust administration, income will be realized and expenses incurred and paid. The function 
of subchapter J is to allocate the impact of these income and deduction items. This is accomplished using the concept of 
distributable net income (DNI) and the distribution rules discussed in subsequent portions of this chapter. The concept of 



DNI serves as a formula or arbitrary set of rules for the purpose of determining who is taxed under the “either/or” system 
of taxation. DNI is calculated in an arbitrary manner and is different from concepts of “income” for fiduciary or tax 
accounting purposes. This arbitrary nature of DNI and its lack of resemblance to familiar concepts of fiduciary accounting 
income or taxable income is the source of much confusion in understanding and applying subchapter J. 

3. No Tracing 

Tracing is eliminated; every distribution is considered to be made out of DNI to the extent of DNI. 

4. Character 

Items of DNI have the same characteristics in the hands of the beneficiary as in the hands of the trust. This 
implements the “conduit” aspect of the income taxation of trusts. 

5. Determination of Trust Taxable Income 

Taxable income of a trust is determined (in summary form) as follows: 

• Begin with tentative taxable income (TTI), which is the taxable income of the trust (calculated in the 
same manner as that for individuals, with the adjustments set forth in 26 U.S.C. §§ 642, 167(h), 265, 
etc., discussed in subsection D, infra). 

• Subtract the distributions deduction. 

◦ 26 U.S.C. § 651 for simple trusts. 

◦ 26 U.S.C. § 661 for complex trusts. 

• Subtract the personal exemption. 26 U.S.C. § 642(b). 

◦ $600 for estates and now by election (qualified revocable trusts (QRTs)). 

◦ $300 for trusts (other than QRTs) required to distribute all of their income currently. 

◦ $100 All Other Trusts (other than QRTs). 

▪ = Taxable income of estate or trust 

6. Beneficiary Income 

The beneficiaries’ gross income inclusion is determined under 26 U.S.C. § 652 (simple trusts) and 26 U.S.C. 
§ 662 (complex trusts). Total inclusion to all beneficiaries will equal the distributions deduction, which is itself dependent 
upon the amount and character of DNI. Subchapter J implements policy underlying 26 U.S.C. § 102. 

• Property acquired by a taxpayer as a result of gift is excluded from gross income under 26 U.S.C. 
§ 102(a). 

• 26 U.S.C. § 663(a)(1) provides an exception to taxation of certain distributions (i.e., specific gifts) in 
order to conform to the 26 U.S.C. § 102(a) exclusion. 

• The basis for the taxation of distributions made to the beneficiaries, as implemented in subchapter J, 
is found in 26 U.S.C. § 102(b), which includes in gross income the income received from the gift. 

• Subchapter J implements its underlying policy by providing an orderly (and very often arbitrary) 
system for allocating taxable income earned at the trust level between the trust and its beneficiaries. 

7. Federal Tax Rates Applicable to Trusts 

TABLE 5 - Section 1(e). – Estates and Trusts 2022 

If Taxable Income Is: The Tax Is: 



Not over $2,750 10% of the taxable income 

Over $2,750 but not over 
$9,850 

$275 plus 24% of the excess over 
$2,750 

Over $9,550 but not over 
$13,450 

$1,979 plus 35% of the excess over 
$9,850 

Over $13,450  $3,239 plus 37% of the excess over 
$13,450 

 
Effective for tax years beginning after December 31, 2012, a net investment income tax 

(NIIT) of 3.8% applies to trusts and estates. 
The Tax Reform Act of 1986 reduced taxes for lowest income individual taxpayers. Because of severe 

compression of the brackets applicable to trusts, however, income taxes were increased for many small and medium sized 
trusts. This income tax discrimination against trusts compared to the tax on individual taxpayers was further aggravated by 
enactment of the Revenue Reconciliation Act of 1990. 

The compression of tax brackets also contraindicates the use of the conventional tax planning device of using 
trusts as separate taxable entities to accumulate income which can then be distributed tax-free to the beneficiaries on 
termination. Since enactment of the 1954 Internal Revenue Code, Congress has repeatedly penalized all trusts (and estates) 
because of the belief that multiple entities were being created to shift income among family members and otherwise avoid 
income taxes. 

Congress had done an exceptionally effective job of eliminating substantially all of the income tax avoidance 
advantages to creating one or more trusts to serve as separate income tax entities for income-shifting purposes. See, e.g., 
26 U.S.C. § 643(f) (multiple trusts); former section 643 taxing gain on trust’s sale of property within two years of grantor’s 
contribution to the trust at the grantor’s (and not the trust’s) tax former rates; and 26 U.S.C. § 643 (the throw-back rules). 
In addition, estates that are deemed to have completed their administration may be deemed terminated by the service for 
income tax purposes, even in the absence of a state court probate decree. 

To the extent fiduciaries are sensitive to income tax, they should also consider the impact of the Medicare 
surtax, enacted as part of the recent health reform legislation. The Patient Protection and Affordable Care Act (P.L. 111-
148), as supplemented by the Health Care and Education Reconciliation Act of 2010 (P.L. 111-152). To help finance the 
recent health care reform, 26 U.S.C. § 1411 imposes a 3.8-percent surtax on the passive investment income of certain 
taxpayers, including trusts and estates, for taxable years beginning on and after January 1, 2013. The annual 3.8-percent 
tax is imposed on the lesser of (i) the undistributed net investment income of the trust or estate and (ii) the amount by which 
adjusted gross income exceeds the top inflation-adjusted bracket for estate and trust income, which is $12,300 in 2015, 
$12,400 in 2016, and $12,500 in 2017 and 2018, $12,750 in 2019, 12,950 in 2020 and $13,050 in 2021. 

Under 26 U.S.C. § 1411, “net investment income” is the passive investment income earned by a trust or estate. 
“Adjusted gross income” is broadly defined as the sum of gross income in excess of any allowable deductions that are 
allocable to such gross income. “Gross income” under this section includes income from interest, dividends, annuities, 
royalties, rents, net gain from the disposition of property (other than property held in a trade or business), trade or business 
income that is from a passive activity with respect to the estate or trust, and a trade or business of trading in financial 
instruments or commodities. Stated another way, “net investment income” is the sum of gross income from interest, 
dividends, annuities, royalties, and rents, and income derived in the ordinary course of a trade or business which is a 
“passive activity” to the taxpayer, and the net gain attributable to the disposition of property other than certain property 
held in such a trade or business, minus deductions allowed in computing taxable income. In other words, the purpose of 
the surtax is to tax passive income not derived from the taxpayer’s business efforts. Therefore, there should be a similar 
definition of what is a trade or business for purposes of 26 U.S.C. § 1411 and the Treasury Regulations relating to 26 
U.S.C. § 469 for passive activity losses. The IRS was clear in the Final Regulations under 26 U.S.C. § 1411 that the 
concepts of a passive activity for purposes of those two Code sections are not necessarily identical. The IRS also declined 
to clarify how a trust or estate can be “active” with respect to a trade or business and that issue remains under study. Finally, 
the IRS also declined to define the term “derived in the ordinary course of a trade or business” for 26 U.S.C. § 1411 



purposes because it believes that the applicable definition under 26 U.S.C. § 469, and related case law, is sufficient to 
define the term. 

 

EXAMPLE 

In 2021, a nongrantor trust has undistributed net investment income of $100,000. 
The surtax to be paid by the trust is $3,304.10, and equals 3.8 percent of the excess 
of $100,000 over the threshold of $13,050, or 3.8 percent of $86,950. 

 
The surtax excludes income from an active trade or business, except for a gain or loss on the disposition of 

certain active interests in partnerships and S corporations. 

An important exception is that net investment income does not include distributions from qualified retirement 
plans and IRAs. Also, trusts in which all of the unexpired interests are devoted to one or more charitable purposes described 
in 26 U.S.C. § 170(c)(2)(B) are also exempt from the surtax. Further, charitable remainder trusts are exempt from the surtax 
because they are exempt from income tax under 26 U.S.C. § 664(c). Charitable lead trusts, however, will be subject to the 
surtax, but the surtax may be partially or entirely avoided by the required annuity or unitrust distributions to charitable 
beneficiaries. 

The surtax will also apply to the net investment income of individual taxpayers, including distributions of net 
investment income from trusts and estates.  

Fiduciaries of trusts with net investment income that is expected to exceed $13,050 should consider the impact 
that the 3.8-percent surtax will have on accumulated trust income and on distributions to beneficiaries with high incomes. 
When distributions are discretionary, the new surtax creates additional considerations for fiduciaries in deciding the timing 
and amounts of distributions to be made to respective beneficiaries. Unless the separate share rule, see 26 U.S.C. § 663(c), 
or another exception, see 26 U.S.C. § 662(a) or 663(a), applies, DNI is shared by beneficiaries based on the relative 
amounts distributed to them for the taxable year. In practice, therefore, it would be difficult to specially allocate one class 
of income to one beneficiary in preference to another. 

EXAMPLE 

A trust contains provisions authorizing the trustee to make discretionary 
distributions of either income or principal (or partly of each) to either or both of two 
beneficiaries. Distributions made to beneficiary A consisting of net investment 
income will be fully subject to the surtax. Distributions to B will not. The trustee 
intends to distribute all of the trust’s DNI for taxable year. If the trustee has the 
authority to make unequal distributions of trust income and principal between A and 
B, the trustee can shift most of the net investment income to B by distributing all of 
the trust’s DNI to B and making no distributions to A. If the trustee makes any 
distributions to A, whether of income or principal, then such distributions will cause 
a portion of the net investment income to be allocated to A. 

 
Another alternative is presented by the provisions of the Internal Revenue Code and Treasury Regulations 

permitting the trustee to allocate indirect (nonspecific) expenses in a non-pro rata manner among the various items of 
income making up DNI. 



EXAMPLE 

The trust described in the immediately preceding Example has net investment 
income included in DNI of $100,000 (before trustee’s fees) and other income 
included in DNI of $50,000 and incurred trustee’s fees of $45,000 (assume no 
portion of such fees is subject to the two-percent floor on miscellaneous itemized 
deductions and has no tax exempt income). The trustee could allocate the entire 
amount of the trustee’s fee to the items of DNI that consist of net investment income 
(that is, from the $100,000 of net investment income) and none to the remaining 
income. Net taxable DNI (that is, after the trustee’s fee) is $105,000, and $55,000 
of the DNI is deemed to consist of net investment income and $50,000 to other 
income. 

 
For trusts and estates that expect to have less than $13,050 in net investment income each year, it might be 

worth considering whether to retain income in the trust, rather than distribute it to beneficiaries who may already be in the 
top tax bracket and incur the surtax. 

In a world where it only takes about $13,050 of income to reach the top tax bracket for a trust (including the 
new 3.8-percent Medicare tax on investment income), the net impact is that most income will be taxed at top trust tax rates 
when, for all but the wealthiest of families, it could have been taxed at far lower tax brackets and potentially avoided the 
3.8-percent Medicare surtax. An often-recommended strategy is for the trustee to make distributions to beneficiaries, if 
those distributions would be taxed to the beneficiaries in lower marginal tax brackets. In general, this strategy is useful 
only for trusts with substantial ordinary income and to the extent that such distributions are not inconsistent with the non-
tax purposes for which the trust was created. Capital gains usually remain taxed to the trust. 

For non-grantor trusts, the default rule is that capital gains remain taxed to the trust and distributions to 
beneficiaries carry out only ordinary income. As mentioned above, a strategy for minimizing family income taxes is for 
the trustee to make distributions in addition to those that might already be required. Ordinary income that could be taxed 
to the trust at, say 37 percent or even 40.8 percent with the surtax, could be distributed to a beneficiary who may not pay 
tax on that same income at those rates. 

For capital gains, trusts are subject to an increased capital gains rate of 20 percent (up from 15 percent in 
2014). With a 3.8-percent health care surtax added, the rate increase for trust taxable income will be at least 8.8 percent. 
Because trusts ordinarily may not pass capital gains out to beneficiaries, a trust may be subject to the higher capital gains 
rate even if the beneficiary would not. If the trust permits distributions of principal and allows those distributions to be 
made in-kind (as well as in cash), a trustee could distribute an appreciated asset that the beneficiary can sell and recognize 
gain at the beneficiary level. 

Alternatively, if the trustee can make distributions that can be characterized to include capital gains recognized 
at the trust level, it might be possible to cause distributions to carry out all or some portion of the capital gains. Treasury 
Regulations section 1.643(a)-3(b) describes circumstances under which, contrary to the general rule (stated in Treas. Reg. 
§ 1.643(a)-3(a)), capital gains may be included in DNI. The Regulations are not a model of clarity, and the exceptions are 
likely to be narrowly interpreted by the IRS. 

Certain assets may become more attractive in light of the surtax. For example, assets such as tax-exempt 
municipal bonds, tax deferred annuities, and cash value life insurance may become more favorable investment options 
when compared to other investment assets whose income is subject to the surtax. 

Trustees of trusts which hold beneficial interests in IRA assets, both traditional and Roth, should consider that 
these assets will be even more tax-advantaged when distributions from these accounts are not subject to the surtax. 

Income deferral opportunities offered by charitable remainder trusts will be important. 



Finally, charitable lead trusts can provide an opportunity to shift net investment income that is otherwise 
subject to the surtax through the required annual distributions to charitable beneficiaries. 

In an era of dismal investment returns in which investors appear more interested in safety, a 3.8-percent surtax 
on passive investment income attains heightened significance. 

The income tax disadvantages of non-grantor trusts have existed for a long time, but these disadvantages are 
exacerbated by tax law changes made over the past decade. For many non-tax reasons, trusts remain powerful planning 
tools in the hands of a skilled planner and draftsperson. Trustees and other tax-oriented professionals should approach trust 
income tax planning with caution, so that the non-tax objectives are not sacrificed on the altar of tax reduction. On the 
other hand, where there does not exist strong reason to accumulate income, the increase in marginal rates may cause the 
trustee to err on the side of making distributions sooner, rather than later. The tension between the desire of certain 
beneficiaries for current distributions and the long-term benefits of accumulating income inside the trust is a consistent 
theme. It demands a level of sensitivity, experience, and sophistication that is often possessed by experienced trust 
professionals. 

8. Minnesota Income Taxation of Trusts 

Under Minnesota law, a “resident trust” pays taxes to Minnesota on 100 percent of its income from intangibles 
such as stocks and bonds (interest, dividends, and capital gains). Income from real estate is generally taxed in the state 
where the property is located, and income from privately held businesses (such as S corporations and partnerships) is 
apportioned to Minnesota based on business activities in Minnesota. The Minnesota definition of “resident trust” is based 
solely on a grantor’s having a Minnesota domicile when the trust became irrevocable, even if the trustee is located outside 
Minnesota and the trust assets are administered outside Minnesota. 

The statutory test for determining whether a trust is classified as a Minnesota resident trust varies depending 
on the type of trust and when the trust was created. For trusts: (1) created by the grantor during his or her lifetime; (2) that 
are separate taxpaying entities; and (3) that were irrevocable on or after January 1, 1996, the test is simple. Such a trust is 
a resident trust if the grantor was a Minnesota resident when the trust became irrevocable. No other connection to 
Minnesota is required. For trusts created by a decedent at death (trusts created under the decedent’s will or revocable trust), 
the test is whether the decedent died on or after January 1, 1996 and was a Minnesota resident at death. 

The Minnesota Tax Court recently ruled in Fielding v. Commissioner of Revenue1 that a state statute treating 
certain irrevocable trusts as Minnesota “residents” for income tax purposes is unconstitutional.  The classification of a trust as 
a resident or nonresident trust under Minnesota law determines how much of its income (if any) will be subject to Minnesota 
income tax. For example, a resident trust is subject to Minnesota income tax on income associated with nonbusiness intangible 
assets, such as interest payments, dividends, and capital gains from investment accounts. A nonresident trust, on the other hand, 
would not be subject to Minnesota income tax on its nonbusiness intangible assets. 

The test for determining whether a trust is classified as a Minnesota resident trust varies depending on the type of 
trust and when the trust was created. For trusts (1) created by the grantor during his or her lifetime; (2) that are separate 
taxpaying entities; and (3) that were irrevocable on or after January 1, 1996, the test is simple. Such a trust is a resident trust if 
the grantor was a Minnesota resident when the trust became irrevocable. No other connection to Minnesota is required. Many 
states have statutes containing definitions similar to Minnesota’s definition. 

Fielding involved irrevocable trusts created by a grantor who was a Minnesota resident at the time. No trustee 
was ever a Minnesota resident and no records or administrative activities occurred in Minnesota.  In a later year, the trust sold 
stock at a capital gain and the trustee challenged Minnesota’s constitutional capacity to tax the income based solely on the fact 
that the grantor was a resident of Minnesota when he created the trusts. The trustee argued that such a provision is 
unconstitutional as applied to those trusts.  

The Minnesota Tax Court concluded that Minnesota could not properly justify a tax based solely on the residency 
of the grantor at a discrete historical moment. Due process under the U.S. Constitution requires that there be a rational, 
contemporaneous relationship between a tax imposed by a state and the protections and benefits offered by the state in return. 
In this case, the trusts had no connection with Minnesota, and were receiving no protections or benefits from Minnesota. 

 
1 No. 8911-R, 2017 WL 2484593 (Minn. T.C. 5/31/2017). 



Therefore, the Court determined that the Commissioner erred in determining that the trusts were properly subject to tax in 
Minnesota. 

How the Fielding decision will affect the state income tax treatment of testamentary trusts (trusts that are created 
upon an individual’s death by the terms of his or her will) is unclear. Currently, testamentary trusts are considered to be resident 
trusts if the individual died on or after January 1, 1996, and was a Minnesota resident at death. 

The Minnesota Department of Revenue appealed the Fielding decision to the Minnesota Supreme Court.  On July 
18, 2018, the Minnesota Supreme Court published its decision in Fielding finding that the resident trust definition was 
unconstitutional as applied to the Fielding trusts. The court determined that it must look at the connections between the trust 
and the state of Minnesota, and whether the income that the state seeks to tax is rationally related to the benefits being conferred 
on the trust by the state. 

Trustees of trusts created by Minnesota residents after 1995 may qualify for tax refunds. Tax preparers should 
confer with trustees of post-1995 Minnesota resident trusts and determine the connections between the trust and the state of 
Minnesota, including whether the income that the state seeks to tax is rationally related to the benefits being conferred on the 
trust by the state. It is unclear, based on the Fielding case, whether the constitutionality of a testamentary Minnesota resident 
trust after 1995 will be viewed similar to an inter vivos trust, so caution must be applied in those fact situations. For cases that 
closely match the Fielding case, the trusts may potentially be eligible for refunds, but preparers and advisors should act quickly 
before expiration of the statute of limitations for past years. 

It is unclear whether there will be any legislation to address the constitutionality of the Minnesota resident trust 
statute. So, as tax professionals, we should be diligent in monitoring continued case law that may be established similar to 
Minnesota residency case law addressing whether an individual is a Minnesota resident for income tax purposes. 

The United States Supreme Court denied certiorari with respect to Fielding v. Commissioner of Revenue, 916 
N.W.2d 323 (Minn. 2018), cert. denied sub nom. Bauerly v. Fielding (Docket No. 18-664, June 28, 2019). 

Note:  State Income Taxation of Trusts – Kaestner (U.S. Supreme Court) 

State Income Taxation of Trusts: Kaestner (U.S. Supreme Court) 

More recently, the U.S. Supreme Court unanimously held that the income taxation of an out-of-state trust based 
on a beneficiary’s residence is unconstitutional. North Carolina Dept. of Revenue v. Kimberly Rice Kaestner 1992 Family 
Trust, 588 U.S. ___, 139 S. Ct. 2213 (June 21, 2019), aff’g 371 N.C. 133, 814 S.E.2d 43 (N.C. 2018).  As it is based primarily 
on North Carolina law, a complete review is beyond the scope of these materials.  The case is noteworthy because it may 
represent the beginnings of a trend with respect to the constitutionality of similar state laws. 

 

PRACTICE TIP 

Trustees of Minnesota resident trusts created trusts after 1995, that have paid 
income tax in Minnesota should consult their tax advisors to determine whether and 
when a refund claim should be filed in Minnesota. Each case is fact specific. 

 

B. Trusts Are Taxed as Individuals With Subchapter J Modifications 

Under 26 U.S.C. § 641, trusts are taxed like individuals, except as such taxation is modified by the provisions of 
subchapter J of the Internal Revenue Code. The approach this author uses to explain concepts of trust taxation is to begin 
with a concept called “tentative taxable income.” Tentative taxable income (TTI) is the taxable income of the trust as if the 
trust is an individual without consideration of the distribution deduction or personal exemption, and with the modifications 
discussed in 26 U.S.C. § 642 and other provisions. TTI is then modified to calculate DNI, which is the core concept of 
subchapter J taxation. 



C. Capital Loss on Sale of Decedent’s Residence Not Allowed 

Because the basis of the residence is stepped up to fair market value at the decedent’s death, on the subsequent 
sale of the residence there is almost always a loss due to the expenses of the sale. 

Courts have ruled that if the residence is not intended to be used for the beneficiary’s personal purposes, it is 
considered as acquired in a transaction entered into for profit, and therefore the loss on the sale is deductible on the Form 
1041 for the estate. Such a loss would not be deductible on the estate tax return (Form 706), unless the sale were required 
under the will or revocable trust or the sale was necessary in order to effect distribution to the beneficiaries or prevent loss 
in value to the estate. In the latter case, the expenses of sale would be deductible as an administrative expense, either on 
the estate tax return or the estate’s or trust’s income tax return. 

An IRS Service Center Advice Memorandum (SCA 1998-012, May 12, 1998) concludes that an estate generally 
may not deduct a loss incurred on the sale of the decedent’s personal residence unless it had been converted into income 
producing property. 

The Service Center Advice Memorandum further raises an issue as to whether any such losses, if proper, should 
be reported by the estate on its 1041 or should flow directly to the beneficiaries. The latter approach would apparently be 
proper if, under state law, the real property is considered a specific devise to the beneficiaries. 

PRACTICE TIP 

If possible, the estate should attempt to rent the decedent’s personal residence in 
order to convert it into income producing property. Arguably, a loss would be 
deductible if an attempt had been made to rent it, even though that attempt was 
unsuccessful. 

 

§ 1.3 FIDUCIARY INCOME TAX PRELIMINARIES 

A. Employer Identification Number (or Taxpayer Identification Number) 

Most irrevocable trusts and all estates are required to obtain an employer identification number (EIN), also referred 
to as a taxpayer identification number (TIN). 26 U.S.C. § 6109. Treasury Regulations section 1.671-4(b) provides that if 
the taxpayer is both the grantor and the trustee or a co-trustee, then there is no requirement the trust file a Form 1041; 
therefore, there is no reason to get an EIN for the trust. All the income of the trust during the grantor’s life while the grantor 
is one of the trustees will be reported on the grantor’s Form 1040 as though there were no trust. If the grantor ceases to be 
one of the trustees, the successor trustee has three options for reporting the trust’s income, deductions, and credits. 
Depending on the option chosen, the trustee may need to get an EIN. 

The first option is to provide the name and TIN of the grantor or other owner of the trust to each payor of income. 
If the trustee chooses this option, the trustee does not have to get an EIN for the trust. However, the trustee does have to 
provide the grantor or other owner of the trust with a statement outlined in Treasury Regulations section 1.671-
4(b)(2)(ii)(A). 

The second option is for the trustee to get an EIN and provide that EIN to each payor of income. If this option is 
chosen, the trustee is required to file Form 1099s with the IRS reporting the income received by the trust as belonging to 
the grantor or other owner. In addition to the Form 1099s, the trustee must furnish the grantor or owner with a statement 
outlined in Treasury Regulations section 1.671-4(b)(2)(iii)(B)(I)(iii). 

The third option is for the trustee to get a TIN, file a Form 1041, and attach a statement showing the income 
received, the deductions and credits available. In most cases, this third option may be the most expedient for the trustee. 

If necessary, obtain the EIN and retitle assets as soon as possible. 



Traditionally, the fiduciary would have to file Form SS-4, Application for Employer Identification Number to 
obtain EIN. The online option streamlines and accelerates this process considerably. 

Banks and other interest payers should be notified of the new tax ID number and requested to report interest after 
the creation of the trust using that number. Interest and other income payers commonly report all income for the decedent’s 
final year on 1099’s showing only the decedent’s Social Security number. This requires the tax preparer to allocate and 
apportion items of income to and among the appropriate taxpayers. 

For “closing month of accounting year” for a decedent’s estate on Form SS-4 enter “not yet determined” in order 
to defer selection of calendar or fiscal year. However, if one calls to obtain the number, the IRS representative will refuse 
to accept “not yet determined” as an answer. For a decedent’s revocable trust, consider making the 26 U.S.C. § 645 election 
to combine the revocable trust with decedent’s estate and treat the trust as if it is an estate for income tax purposes. See 
section 1.3.F, infra. 

The Form SS-4 can be found at <www.irs.gov/pub/irs-pdf/iss4.pdf> and the latest instructions to the Form SS-4 
can be found at <www.irs.gov/pub/irs-pdf/iss4.pdf>. In addition, the IRS provides an information page about how to apply 
for an EIN at <www.irs.gov/Businesses/Small-Businesses-&-Self-Employed/How-to-Apply-for- 
an-EIN>. 

B. Beneficiaries’ Taxpayer Numbers 

The personal representative or trustee will need the taxpayer identification numbers (Social Security numbers of 
individuals) of all beneficiaries, heirs, or devisees, other than specific devisees. 

Often the personal representative or trustee may obtain the numbers informally, particularly where the 
beneficiaries are close family members. If there are numerous beneficiaries who are unrelated or remotely related, however, 
the personal representative should request them to complete Form W-9—Request for Taxpayer Identification Number and 
Certification, so that the estate or trust has correct taxpayer identification numbers for completing fiduciary income tax 
return and Schedules K-I. 

If a beneficiary does not complete Form W-9, the personal representative or trustee can simply indicate on 
Schedule K-I that the taxpayer identification number is unavailable. 

C. Tax Year for the Revocable Trust Electing to Be Taxed as an Estate 

The tax year may be calendar or fiscal. The tax year begins on the date of death and must end on the last day of a 
month. The first year may be less than 12 months. 

If the tax year is not selected on Form SS-4, it is determined by filing the tax return no later than the 15th day of 
the fourth month after the desired fiscal year. Even if a tax year is selected on the Form SS-4, it can probably be changed 
by using a different year on the first return. 

The goal is to achieve favorable tax consequences by bunching income and deductions or deferring or accelerating 
recognition of income by the beneficiaries. 

D. Tax Year for a Trust 

The trust’s tax year must be a calendar year, unless a QRT election is made. 

E. Filing Requirements 

The U.S. Fiduciary Income Tax Return, Form 1041 is due on the 15th day of fourth month after the end of the 
entity’s tax year. Treas. Reg. § 1.6072-1(a). The completed form may contain numerous additional schedules and forms. 
A return is due if the estate has more than $600 of gross income, for a trust that is required to distribute all of its net income 
currently and has income of more than $300, and all other trusts that have income of more than $100. 26 U.S.C. 
§ 6012(a)(3). 

Even if an estate or trust does not have more than the amounts described in section 1.2, supra, for gross income, 
the personal representative or trustee may wish to file a return in the final year of the estate or trust if it has excess deductions 



or capital loss carryovers which can be passed through to the beneficiaries. The fiduciary is obligated to make and file the 
return and pay the tax. Treas. Reg. § 1.641(b)-2. 

F. Election to Treat Revocable Trust as Part of Estate 

There are differences between the use of an estate to administer a decedent’s affairs and the use of a trust to do the 
same. There can only be one estate, but a decedent could have numerous trusts. The estate may only be in existence for “a 
reasonable period,” while a trust may continue to exist for many years. 

There are also differences in the income tax treatment of estates and trusts. Estates may deduct charitable gifts 
which are “permanently set aside” for charity, while trusts created after October 9, 1942 may only deduct amounts paid to 
charity. The active participation requirement under the passive loss rules is waived for estates for the first two years after 
death, but not for trusts. The personal exemption for estates is $600, but for trusts is either $100 for a complex trust or $300 
for a trust required to distribute all of its income. The estate may select a fiscal year other than a calendar year, while a trust 
must select a calendar year for income tax purposes. 

The Taxpayer Relief Act of 1997 (TRA 97) added 26 U.S.C. § 646 (subsequently renumbered as 26 U.S.C. § 645) 
and amended 26 U.S.C. § 2652(b)(1) to allow trusts to be treated and taxed as part of the estate. 

• Both the executor of the estate and the trustee must agree. 

• The trust may be treated as part of the estate for all tax years ending after the decedent’s death and before: 

◦ two years after the decedent’s death if no estate tax return is required, or 

◦ if an estate tax return is required, six months after the final determination of estate tax liability. 

• The election must be made no later than the time for filing the 1041 for the first tax year of the estate 
(including extensions). 



COMMENT 

Be careful, as the time for making this election is specified by statute and not by 
regulation; 9100 relief is not available to correct an untimely election. The IRS is 
authorized to extend regulatory deadlines under Treasury Regulations sections 
301.9100-1 et. seq., provided the conditions of those Regulations are met and a 
request for a private letter ruling is submitted. Consider the following situation: A 
trust that was fully revocable by the decedent grantor alone during his lifetime 
provided after his death for certain pecuniary distributions to individual beneficiaries, 
with the balance of the trust, after expenses and taxes, payable to qualified 
charities. The decedent grantor died on March 1, 2008. The trust received 
substantial taxable income in 2008 that was reportable on its fiduciary income tax 
returns. The trustee did not make distributions to the charity until February and 
October of 2009. The trustee and personal representative of the estate did not 
make a 26 U.S.C. § 645 election. Had the election been made, the trustee could 
have elected a first fiscal year ending February 28, 2009, and treated the February 
2009 distributions as having been made in the trust’s first fiscal year and the 
additional income as having been set aside for later distribution (October 2009). If 
the trustee had elected a calendar fiscal year (first year ending December 31, 
2008), the trustee could still have deducted any amount of income that was set 
aside for later distribution to the charitable beneficiary (income earned in 2008 that 
was not distributed until 2009). Because the trustee did not make the QRT (26 
U.S.C. § 645) election on a timely basis, no relief is possible, and the trust is 
required to use a calendar year as its taxable year. The trustee may, however, treat 
a l l  d i s t r i b u t i o n s  t o  c h a r i t y  m a d e  d u r i n g 

 

COMMENT, CONTINUED 

calendar year 2009 as having been made during 2008, by making an election under 
26 U.S.C. § 642(c)(1). Under 26 U.S.C. § 642(c)(1), if a charitable contribution is 
paid after the close of a taxable year and on or before the last day of the year 
following the close of such taxable year, then the trustee or administrator may elect 
to treat such contribution as paid during such taxable year, at such time and in such 
manner as the Secretary prescribes by Regulations. If the trust failed to make a 
timely election under 26 U.S.C. § 642(c)(1) to treat distributions made to the 
charitable beneficiary before the close of 2009 as made in 2008, an extension of 
time to file a 26 U.S.C. § 642(c)(1) election for 2008 may be requested under 26 
C.F.R. §§ 301.9100-1 and 301.9100-3. See, e.g., Priv. Ltr. Rul. 2009-52034 (Dec. 
25, 2009). 

 
• The election is irrevocable. 

• The election is only available for a QRT, which is one that during the decedent’s lifetime was considered 
as owned by the decedent for income tax purposes under 26 U.S.C. § 676. 

• The differences described in section 1.2, supra, will not apply and the QRT will use the provisions 
applicable to estates (i.e., selection of non-calendar fiscal year). 



Treasury Regulations section 1.645-1(c)(1) provides that the election is made by filing Form 8885, entitled 
“Election to Treat a Qualified Revocable Trust as part of an Estate” (available six months after publication of Final 
Regulations) no later than the time prescribed for filing Form 1041 (with extensions) which contains: 

• a statement that the election is being made under 26 U.S.C. § 645; 

• the date of death; 

• the name, address, and TIN of the decedent, the qualified revocable trust (if one had been obtained), and 
the estate; 

• a representation that the trust was treated under 26 U.S.C. § 676 as owned by the decedent and containing 
statements from the trustee and the executor, under penalties of perjury, making the election and agreeing 
to file the combined returns for the election period, and to pay the tax; and 

• the signatures of the executor or administrator and the trustee. 

If there is no probate estate, and thus no executor (personal representative), the election may still be made. In that 
case, the trustee obtains the TIN for the estate and signs the statement that also must include a representation that there is 
no executor or administrator and that none will be appointed. If there is no estate, the election must be made by the due 
date of the trust’s income tax return, plus extensions, taking into account the election. “Taking into account the election” 
should mean a trust has as long as an estate would have, given the estate’s ability to elect a year-end other than a calendar 
year. The tax preparer should be careful when filing extensions for the trust where there is no estate because the filing date 
extensions granted to the trust itself will control the required timing. Thus, if a QRT files for extensions based on a calendar 
year, the QRT election must be made before those extensions expire, even though the trust would have made a different 
fiscal year election when filing its first Form 1041. 

If there is no probate estate, and thus no executor, the election may still be made. The electing trust and the estate 
are treated as separate shares for fiduciary income tax purposes. 

The Final Regulations provide that the trust must obtain its own TIN; but the trust need not file a return for the 
short year. If the election is not made, the short period return must be filed. 

The Final Regulations provide that if the trust can be revoked only with the approval of a nonadverse person or 
the grantor’s spouse, it may qualify for the election. This does not include a trust that can be revoked by either the grantor’s 
spouse acting alone, or a nonadverse party, acting alone. 

EXAMPLE 

A decedent dies on November 1, 2013. The estate of the decedent may elect to 
end the first tax year at the end of any calendar month through October 31, 2014. 
Assuming that the first income tax return of the estate covers the period beginning 
on November 1, 2013, and ending on October 31, 2014, the election may be made 
by February 15, 2015, the due date of the return, or, if an extension to file for an 
additional six months has been granted, the election may be made by August 15, 
2015. 

 

G. Extension of Time to File 

If additional time is needed to file the fiduciary return, use Form 2758, “Application for Extension of Time to 
File.” 26 U.S.C. § 6081. The form must be filed prior to the due date. 



CAVEAT 

Filing this form for extension does not extend the time for paying the tax. 

 

H. Estimated Tax Payments 

Trusts and estates are required to make estimated tax payments in the same manner as individuals, with some 
exceptions. 26 U.S.C. § 6654(1). 

• No estimated tax payments are required for any tax year ending before two years after the date of 
decedent’s death. 

• No estimated tax payments are required if the tax for the current year is less than $500. 

Use Form 1041-ES to figure and pay estimated tax. The trust or the fiduciary may elect to treat any part of an estimated 
tax payment as made by a beneficiary by filing Form 104l-T. For an estate, election is only available in the final year of 
the estate. This election is the equivalent of a cash distribution and is subject to all of the distribution rules. 

§ 1.4 DISTRIBUTABLE NET INCOME 

A. Distributable Net Income Theory 

Trusts are legal entities which have the purpose of administering and distributing property, including income, to 
beneficiaries. When a trust distributes its income to beneficiaries, it serves as a conduit because the income is only taxed 
once. The mechanism for taxing trust income when it is distributed to beneficiaries is the allowance of a distributions 
deduction to the trust. The beneficiaries then include the distributions in their own gross incomes. 

The distributions deduction effectuates the so-called “conduit principle.” The conduit principle is not a totally 
accurate representation of the operation of subchapter J because some amounts may be taxed to the trust as a separate 
taxpaying entity; however, the conduit principle is found in many discussions of the subject. 

Under the “either/or” approach, the beneficiary includes in gross income the amount allowable to the trust as a 
distribution deduction. If the trust distributes corpus, however, one would naturally assume that 26 U.S.C. § 102(a) would 
operate to make the distribution nontaxable to the beneficiary. This is not so. If taxation were based on tracing the source 
of the actual distribution, then manipulation would be possible. For example, if a beneficiary were in a high bracket the 
trustee could make a tax-free distribution of corpus, but if in a low bracket the trustee could distribute income to the 
beneficiary. 

Distributable net income (DNI) is the concept that measures the trust’s distribution deduction and the beneficiaries’ 
gross income inclusion. DNI is therefore the mechanism for dealing with and eliminating many of the perceived 
opportunities for manipulation through use of the tracing concept and sets the upper limit for the entity’s distribution 
deduction and for the amounts which beneficiaries must include in gross income. Thus, the distribution deduction will be 
allowed, absent tax exempt income, to the extent of DNI without regard to the source of the distribution. The DNI concept 
also serves another important function. By limiting the beneficiary’s gross income to DNI (and possibly less if tax exempt 
income is involved), any distribution received by the beneficiary in excess of DNI will be received income tax free. The 
DNI concept also operates to preserve the character of the income. 

B. Calculation of DNI 

26 U.S.C. § 643(a) defines DNI and provides a method for its calculation. Normally, the calculation of DNI starts 
with TTI. TTI is then reduced by capital gains or increased by capital losses unless an exception applies, which is unusual, 
and then increased by tax-exempt income, reduced by expenses attributable, either directly or indirectly, to tax-exempt 
income under 26 U.S.C. § 265. 



§ 1.5 TAXATION OF SIMPLE TRUSTS 

A. Simple Trust Definition 

Whether a specific trust is a simple trust is determined by a “governing instrument” test and an “operational” test. 

• The governing instrument test: a simple trust is a trust which is required to distribute all of its income 
currently and cannot require or provide for distributions to charity. 26 U.S.C. § 651(a). 

• The operational test: Although a simple trust can permit distributions of principal, it will not be a simple 
trust in any year in which actual distributions of principal are made. 

B. Income is Fiduciary Accounting Income 

“Income” is fiduciary accounting income (FAI) under the governing instrument or applicable local law. 26 U.S.C. 
§ 643(b). Income includes such common items as interest, both taxable and non-taxable, rents, and cash dividends. 

C. Trust’s Distributions Deduction 

A simple trust is allowed a distribution deduction equal to the lesser of income required to be distributed currently 
(which will be the calculated amount of FAI) or DNI, but this lesser amount is reduced by the portion of DNI consisting 
of tax-exempt income. 26 U.S.C. § 651. Again, a simple trust (as well as any complex trust all of the income of which is 
required to be distributed currently) is entitled to $300 personal exemption deduction. 26 U.S.C. § 642(b). 

D. Illustrations of the Definition of Simple Trusts 

A trustee’s power to invade trust principal does not trigger complex trust classification. An actual distribution of 
trust principal in a specific taxable year of the trust will result in classification as a complex trust in that year because the 
trust fails the operational test. Treas. Reg. § 1.651(a)-1. A trust is not a simple trust if it permits or requires distributions to 
charity. The trust fails the governing instrument test. A “spray type” trust is a simple trust if all income is required to be 
distributed currently, even though amount distributable to a particular beneficiary is unknown until trustee has exercised 
discretion. Treas. Reg. § 1.651(a)-2(b). A trust is not a simple trust even though all income is in fact distributed currently 
unless it is required to be distributed currently. This illustrates the governing instrument test. A simple trust becomes a 
complex trust for the year during which a terminating event occurs. Treas. Reg. § 1.651(a)-3(a). 

E. Beneficiary’s Gross Income Inclusion 

A sole beneficiary includes in gross income the lesser of amount of FAI required to be distributed currently, 
whether or not distributed, or DNI with the lesser amount reduced by the portion of DNI consisting of tax exempt income. 

If there are multiple beneficiaries, and if required FAI distributions exceed DNI, each beneficiary includes a ratable 
portion of DNI based on such beneficiary’s share of FAI. 

Character of income shall be the same in the hands of the beneficiaries as in hands of trust. 26 U.S.C. § 652(b); 
Treas. Reg. § 1.652(b)-1. 

Year of inclusion: Because both trust and beneficiary are required to report on a calendar year, beneficiary includes 
calendar year tax consequences of trust. 26 U.S.C. § 652(c). 



F. Simple Trust Problems 

EXAMPLE 

A marital trust created under D’s will requires the distribution of all of the net income 
to D’s surviving spouse, S, for life. During calendar year 2013 the trust had the 
following items of income and expense: 

Taxable interest 20,000 
Dividends 20,000 
Capital gains 10,000 
Trustee commissions 16,000 

Fiduciary accounting income is $32,000 (one-half of trustee commissions are 
allocable to income under local law). DNI is $24,000. Trust taxable income is: 

TTI 34,000 
Distributions 
deduction (24,000) 
 
Taxable income  
before personal  
exemption 10,000 

 

§ 1.6 TAXATION OF COMPLEX TRUSTS 

A. Estates are Treated as Complex Trusts 

Complex trusts and estates and their beneficiaries are taxed under 26 U.S.C. §§ 661 and 662. 

B. Complex Trust Defined 

A complex trust is a trust other than a simple trust. For example, a complex trust may be required to distribute all 
of its income (i.e., FAI) currently, but also may be authorized to (and does) make principal distributions during the 
applicable year. If discretionary principal distributions are permitted but not made, the trust will be a simple trust if it is 
required to distribute all income currently (because it meets both the governing instrument and the operational tests for that 
year). A complex trust also exists if the trust does not require distributions of all income currently (i.e., a discretionary 
trust). In the year of termination, a simple trust will be taxed as a complex trust because the trust then makes principal 
distributions. 

C. Similarities Between Complex Trust and Simple Trust 

Tentative taxable income (TTI) calculation is virtually identical. 26 U.S.C. § 641(b). Distributable net income 
calculation is the same. 26 U.S.C. § 643(a). But see 26 U.S.C. § 643(a)(4). Both types of trusts are entitled to a “personal 
exemption” deduction. The exemption for simple trusts and for complex trusts that are required to distribute all of their 
income currently is $300, and for complex trusts that are not required to distribute all income currently, the exemption is 
only $100. 26 U.S.C. § 642(b). If the appropriate election is made, QRTs for decedents dying after August 5, 1997, qualify 
for the $600 exemption applicable to estates, but only for the first two taxable years. See 26 U.S.C. § 645. A complex trust 
is also allowed a deduction for income required to be distributed currently, limited only by the amount of distributable net 
income. 26 U.S.C. § 661(a)(1). Capital gains not included in DNI are taxed to the trust. The character of amounts of income 
is the same to beneficiaries as it is to trust. 26 U.S.C. §§ 652(b) & 662(b). The year of inclusion in beneficiaries gross 
income is the same as in the case of a simple trust. 26 U.S.C. §§ 652(c) & 662(c). 



 

D. Differences Between Complex Trust and Simple Trust 

Although simple trusts are conduits for tax purposes (except that capital gains remain taxable to the trust, in most 
cases), complex trusts are at the heart of the “either/or” system of taxation because undistributed FAI may be taxed to the 
trust itself. In addition to deducting FAI required to be distributed, a complex trust may claim (subject to the limit of DNI): 

• a distributions deduction for so-called “annuity amounts” paid to the beneficiaries out of income in 
satisfaction of trustee obligations to make distributions which may be out of income or principal, 26 U.S.C. 
§ 661(a)(1); and 

• a distribution deduction for any other amounts of income or principal “properly paid or credited or 
required to be distributed for such taxable year.” 26 U.S.C. § 661(a)(2). Thus, items of principal that are 
properly paid or credited, or required to be distributed, can carry out income to the beneficiaries for income 
tax purposes. 

Beneficiaries are taxable under a two-tier system. 26 U.S.C. § 662(a). As discussed above, subchapter J 
implements a system that furthers the policy of excluding gifts from taxable income under the rationale of 26 U.S.C. 
§ 102(a), while at the same time restricting a trustee’s ability to manipulate the reporting of income by choosing the source 
from which distributions are made (i.e., from principal or income). The two tier system implements this balanced 
approached by placing the income tax burden first on beneficiaries who are required to be paid FAI and treating all other 
beneficiaries equally (whether they receive amounts designated as “income” or “principal” is irrelevant). 

EXAMPLE 

A trust has $100,000 in both FAI and DNI. Under the terms of the trust, the trustee 
is required to pay to A from income the sum of $50,000. The trustee can, in addition, 
distribute principal or income to either A or B. In the taxable year, the trustee 
distributes the required $50,000 in income to A and in addition makes discretionary 
distributions of principal of $50,000 to A and $50,000 to B. On the trust income tax 
return for the year the trustee deducts $100,000 as distributions to A and B, 
because actual distributions exceeded distributable net income. A reports the 
$50,000 received as a required income payment, plus one-half ($50,000 of such 
“other amounts” divided by the $100,000 total of such amounts) of the remaining 
$50,000 in distributable net income. Thus, A reports income of $75,000. B reports 
the other $25,000, which is treated as taxable income even though paid out of 
principal for accounting purposes. Each of A and B treats $25,000 of his or her 
distribution as a nontaxable receipt of principal. 

 
The two-tier system operates as follows: Assign beneficiaries to tiers based on the priority in allocation of DNI 

required by 26 U.S.C. § 662. All beneficiaries in the same tier will share DNI allocated to that tier on a pro rata basis. The 
tiers include: 

1. Tier 1 (first priority)—Beneficiaries to whom FAI is required to be distributed currently; 

2. Tier I (second priority)–Beneficiaries to whom amounts are required to be distributed either out of income 
(FAI) or principal, to the extent there is FAI available (annuity amounts); and 

3. Tier 2—All other amounts, whether required or discretionary (including annuity amounts required to be 
distributed either out of FAI or principal to the extent no FAI is available). Any charitable contribution 
deduction to which the trust is entitled will reduce Tier 2 (but not Tier 1). 

Approach: 



• If Tier I beneficiaries exist, allocate DNI to Tier 1. All Tier I beneficiaries share Tier I DNI pro rata based 
on the FAI allocable to each beneficiary. 

• If DNI is left after allocation to Tier 1, excess DNI is allocated to Tier 2 on a proportionate (or pro rata) 
basis. 

26 U.S.C. § 663(a)(1) provides an important exception to the general rule that distributions of principal will carry 
out income (resulting in a distributions deduction to the trust and potential gross income inclusion to the beneficiaries). 
Under 26 U.S.C. § 663(a)(1), any amount of principal properly paid or credited as a specific gift or bequest of a specific 
amount of money or specifically identifiable property may, under certain circumstances, not be deductible by the trust or 
taxed to the beneficiaries. The specifics of 26 U.S.C. § 663(a)(1) are discussed in a subsequent portion of this outline. 

In effect, complex trusts are generally taxed in the same manner as decedents’ estates, including application of 26 
U.S.C. §§ 661-663(a). 

E. Differences Between Complex Trusts and Decedents’ Estates 

The 65-day rule was formerly applicable to trusts but not estates. For taxable years beginning after August 5, 1997, 
the 65-day rule is applicable to estates. 26 U.S.C. § 663(b) allows a trustee or an executor to elect distributions (paid or 
credited) by March 6 (March 5 in leap year) as made in previous years. The beneficiaries are deemed to have received 
distribution in previous year. See Treas. Reg. § 1.663(b)-l. The general rule requires income to be distributed on or before 
the last day of the trust’s or estate’s taxable year in order to qualify for the distributions deduction. This presents a practical 
difficulty because it is often impossible to determine or calculate the FAI until all items are known, usually sometime after 
the close of the year. The 65-day rule offers a practical solution to this problem. This rule is limited to FAI or DNI, 
whichever is greater, reduced by non-65 day rule distributions made in the taxable year to which the current election 
applies. 

The separate share rule was formerly applicable to trusts but not estates. Effective for estates of descendants dying 
after August 5, 1997, the separate share rule has been extended to estates. Final Regulations were issued on December 28, 
1999. 26 C.F.R. § 1.663(c). 26 U.S.C. § 663(c) prevents unfairness under a trust or estate in which two or more 
beneficiaries have substantially separate shares. The classic example is a trust in which the trustee is directed to divide the 
principal into separate shares (but not separate trusts) for children of the grantor. Application of the normal rules outlined 
above would produce a potentially unfair result if the trust did not make equal distributions to all beneficiaries in any 
taxable year. 

EXAMPLE 

If income and principal were distributed to beneficiary B from his share, but nothing 
was distributed to the beneficiaries of the other shares, the normal rules would 
require B to report as income even the principal distributions, up to the DNI of the 
entire trust. 

 

EXAMPLE, CONT’D 

B would thus bear the tax costs of income properly chargeable to the other 
beneficiaries. To avoid this result, 26 U.S.C. § 663(c) requires DNI for “share” trusts 
(and now estates) to be calculated on a “share” basis. Thus B would be taxed only 
on the distributable net income of his share of the trust, and the principal distribution 
may pass to him tax free. This provision is mandatory; it is not elective. 

 



The throwback rules have been repealed for domestic complex trusts created after February 29, 1984, for 
distributions made in trust taxable years beginning after August 5, 1997. The rules still apply to distributions from foreign 
trusts (including foreign trusts that later become domestic trusts) and to certain domestic trusts created before March 1, 
1984, unless the trust establishes that it would not be aggregated as a multiple trust under 26 U.S.C. § 643(f). The throwback 
rules (when they apply) apply to complex trusts but not to estates. 

§ 1.7 FIDUCIARY INCOME TAX CALCULATION 

A. Gross Income 

Gross income for trusts is generally determined according to the same rules as for individuals (26 U.S.C. § 641(b)) 
and includes: 

• interest income; 

• dividends; 

• business income; 

• capital gain or loss; and 

• rents, royalties, and partnership income. 

When appreciated property of a trust is used to satisfy a pecuniary gift or a specific gift of other property, the trust 
will recognize gain. 

This portion of the chapter does not discuss those trusts known as grantor trusts or beneficiary-controlled trusts 
under the provisions of subpart E of subchapter J of the Internal Revenue Code. These trusts are treated, either in whole or 
in part, as if they do not exist for federal income tax purposes and all items of income, deduction, gain, loss, and credit 
attributable to such portion are taxed to the appropriate person (the grantor or the beneficiary) on his or her individual 
income tax return. The most common example is a fully revocable trust prior to the grantor’s death. 

B. Income in Respect of Decedent 

Income in respect of decedent (IRD) is income attributable to the decedent that was not properly includable on the 
final individual return due to the accounting method. 26 U.S.C. § 691. In other words, because the decedent was a cash 
basis taxpayer and did not actually receive the income, it was not properly includable on the decedent’s return. 

The IRD is reported by the estate (or other recipient) in the year of receipt. IRD is also included in the decedent’s 
gross estate for the estate tax return. A deduction is allowed on the fiduciary return for the portion of estate tax attributable 
to IRD. 26 U.S.C. § 691(c). 

IRD has the same character in the hands of the recipient as it would have in hands of decedent. There is no step-
up in basis for IRD items. 26 U.S.C. § 1014(c). Examples of IRD are unpaid salary, accrued interest, qualified plan benefits 
and IRAs, nonqualified deferred compensation benefits, undistributed partnership income, and installment payments. 

CAVEAT 

Avoid using IRD items to satisfy a pecuniary bequest because doing so will result 
in income recognition to the estate. 

 
Beware of the significant IRD issue presented when the decedent enters into a contract to sell real estate or other 

property prior to death but where the closing does not take place until after death. When the proceeds are received by the 
executor or trustee, such items may constitute IRD. Therefore, there may be a substantial income tax obligation to the 
estate because no basis step-up is available for an IRD item. Of course, the executor will argue that the property should 
receive a fair market value basis and that no gain should be recognized when the sale proceeds are received. In Estate of 



Peterson, 74 T.C. 630 (1980), aff’d 667 F.2d 675 (8th Cir. 1981), the tax court devised a four-part test to determine if a 
sale proceeds constitute IRD. If the answer to all of the following questions is “yes,” then the proceeds would be IRD: 

• Did the decedent enter into a legally significant arrangement regarding the subject matter of the sale? 

• Did the decedent perform the substantive (non-ministerial) acts required as preconditions to the sale? 

• At the decedent’s death, were there no economically material contingencies which might have disrupted 
the sale? 

• If the decedent had lived, would he or she have received the sale proceeds? 

If only non-ministerial acts remain to be performed in order to result in maturation of the IRD item and no 
economically material contingencies existed as of the decedent’s death that would have disrupted the sale, then the 
decedent’s interest in the contract of the sale should be characterized as IRD. 

C. Deductions 

The following items are deductible on the fiduciary return: 

• investment interest (to limited extent); 

• qualified residence (mortgage); 

• taxes: 

◦ state and local income taxes (now limited by the TCJA 2017 to a non-indexed amount of 
$10,000); and 

◦ state and local personal property taxes; 

• certain administration expenses (must be reasonable and necessary); 

• fiduciary fees (see discussion below regarding the effect of new Code§ 67(g)); 

• attorney, accountant, and return preparer fees; 

• administration costs incurred which would not have been incurred if the property were not held in the 
estate, i.e., court costs and miscellaneous expenses of personal representative; and 

• other deductions not subject to the two-percent floor, such as non-business casualty or theft losses, and 
amortization deductions. 

Other miscellaneous estate or trust administration expenses are deductible to the extent that the total amount 
exceeds two percent of adjusted gross income subject to a 2% of adjusted gross income limitation for miscellaneous 
itemized deductions (Code§ 67(a) but see discussion below for discussion of new Code§ 67(g), enacted as part of the TCJA 
2017, which disallows all itemized deductions, notwithstanding Code § 67(a)). 

• Adjusted gross income is total income (Line 9, Form 1041), less: 

◦ administration costs (those not subject to the two-percent limit); 

◦ income distribution deduction; 

◦ deduction for personal exemption; and 

◦ other deductions claimed on Lines 10 through 15a, Form 1041. 

• Deductions subject to the two-percent limit include administration costs that would have been incurred 
even if the property were not held in the estate. 



EXAMPLE 

Tax return preparation costs for the decedent’s final individual return are probably 
subject to the two-percent limit. However, note that on Form 1041 line 14, the IRS 
appears to allow, without limitation, a deduction for professional services, including 
accountant’s fees for tax preparation. 

 
This is a gray area; it is not clear which specific kinds of administration costs were formerly subject to the two-

percent limitation and rendered completely non-deductible under new Code§ 67(g), enacted as part of the TCJA 2017, 
which disallows all itemized deductions, notwithstanding Code § 67(a) .  The issue has been whether this disallowance 
extends to fiduciary fees and perhaps to attorneys’ fees and tax preparation fees. 

New Code§ 67(g) states that [n]otwithstanding subsection (a), no miscellaneous itemized deductions shall be 
allowed for any taxable year beginning after December 31, 2017, and before January 1, 2026.”  Section 67(a) provides that 
“miscellaneous itemized deductions” (as defined in Code § 67(b)) may be deducted but only to the extent they exceed 2% 
of adjusted gross income. “Itemized deductions” are deductions under Chapter 1 (the Federal income tax) other than 
deductions allowable in computing adjusted gross income, the deduction for personal exemptions under Code § 151 and 
any deductions under Code § 199A.  Code § 67(d). Miscellaneous itemized deductions are all itemized deductions other 
than those specifically set forth in Code § 67(b).  The deductions that are specifically listed in Code § 67(b) and therefore 
remain deductible even under Code § 67(g) include deductions for payment of interest, charitable contributions by 
individuals and trusts and estates, medical expenses, and estate tax attributable to income in respect of a decedent under 
Code § 691.  Trustees (and personal representative’s) fees and miscellaneous trust expenses are not listed in Code § 67(b) 
and there has been some uncertainty whether this means that new Code § 67(g) eliminates any deduction.  The statutory 
language is unclear.  Trustee’s fees and miscellaneous trust expenses have been (and still appear to be) deductible under 
Code § 67(e) so long as they qualify as expenses that “would not have been incurred if the property were not held in such 
trust or estate.”  New Code § 67(g) makes no reference to Code § 67(e). 

Notice 2018-61, effective July 31, 2018,2 states that the Treasury and IRS intend to issue regulations clarifying 
that estates and non-grantor trusts may continue to deduct expenses that would otherwise be allowable under Code § 67(e).  
Expenses deductible under Code § 67(e) are not miscellaneous deductions in the first place; therefore Code § 67(g) cannot 
apply to them. 

 As examples of services that are not deductible under Code § 67(e)., the costs of which are subject to the two-
percent floor and therefore non-deductible under new Code § 67(g) include custody services, management of property, 
investment advice, preparation of gift tax returns, defense of claims by creditors of the grantor or decedent, and the 
purchase, sale, maintenance, repair, insurance, or management of property not used in a trade or business. 

Most professional fiduciaries do not charge separately for their activities. For example, most trustees’ bundle 
their services and charge a fee based on a percentage of the value of the trust assets. This bundled fee represents 
compensation for all fiduciary services, including acting as a custodian for the trust assets, investing the trust assets, filing 
income tax returns, communicating with beneficiaries, and handling any necessary court filings. 

In a departure from what had been standard practice at the IRS, Proposed and Final Regulations under Code 
§ 67(a) require the “unbundling” of such fiduciary fees or commissions, to identify the portions attributable to activities 
and services that are not “unique” and are therefore subject to the two-percent floor. Treas. Reg. 1.67-4. 

Bundled fees are fees that are billed together, where a portion is fully deductible and another was subject to 
the 2% of AGI floor. In the preamble to the final regulations, the IRS noted that it received many comments on the treatment 
of bundled fees in the proposed regulations. Commentators objected to the administrative difficulty of unbundling fiduciary 

 
2 Estates and trusts may relay on the notice for taxable years beginning after December 31, 2017, notwithstanding the effective 
date. 



fees, and the IRS did not enforce unbundling pending the issuance of final regulations (Notice 2011-37). However, despite 
the objections of these commentators, the final regulations do include the unbundling requirement. 

The final regulations, like the proposed regulations, require the deductible and nondeductible portions to be 
unbundled—that is, allocated between costs that are subject to the 2% floor and those that are not. The proposed regulations 
contain one exception to the allocation requirement: If a bundled fee is not computed on an hourly basis, only the portion 
attributable to investment advice (including any related services that would be provided to any individual investor as part 
of the investment advisory fee) is subject to the 2% floor. However, despite this exception, payments made to a third party 
out of the bundled fee that would have been subject to the 2% floor if paid directly by the trust or estate and separately 
assessed expenses (in addition to usual or basic fees or commissions) that are commonly or customarily incurred by an 
individual will be subject to the 2% floor. If amounts are allocable to investment advice but are not traceable to separate 
payments, the final regulations, consistent with the proposed regulations, allow the use of “any reasonable method” to 
make the allocation to investment advice. However, the final regulations expand on the proposed regulations by including 
a list of the facts that may be considered in determining whether an allocation is reasonable.  These final regulations are 
discussed in detail below. 

EXAMPLE 

Under this proposed approach, if 30 percent of a trustee’s fee is allocable to 
fiduciary accountings, fiduciary income tax returns, and distributions and 
communications to beneficiaries, while 70 percent of the fee is allocable to custody, 
management, and investment advice, then only 30 percent of the fee will be fully 
deductible as an “above-the-line” expense, and the other 70 percent will be non-
deductible under Code § 67(g) (formerly subject to the two-percent floor). 

 

a. Final Regulations 

The IRS and the Treasury Department issued final regulations under Treasury Regulations section 1.67-
4, effective for taxable years beginning on or after May 9, 2014. 

The final rules adopt the proposed regulations with a few modifications in response to comments. The 
proposed regulations provided costs that do not depend on whether the payer is an individual or an estate or trust count as 
costs that are commonly incurred by an individual. One commentator said that this treatment was overly broad and was a 
disguised attempt to reassert the IRS’s effort, rejected in Knight, to subject any costs that could be incurred by an individual 
to the two-percent floor. The IRS agreed with this and removed the reference to costs that do not depend on the payer’s 
identity. 

One significant change was the specific addition of appraisal fees to the category of costs that are fully 
deductible if they are needed to determine the value of property as of the decedent’s date of death (or the alternate valuation 
date), to determine value for purposes of making distributions, or to properly prepare the estate or trust’s tax returns. The 
final regulations provided a nonexclusive list of other fiduciary expenses that are not commonly or customarily incurred 
by individuals, such as probate court fees and costs, fiduciary bond premiums, publication costs for notices to creditors or 
heirs, fees to obtain certified copies of the decedent’s death certificate, and costs related to the preparation and management 
of fiduciary accounts. 

b. Bundled Fees 

Bundled fees are fees that are billed together, where a portion is fully deductible and another is subject to 
the two-percent-of-AGI floor. The proposed regulations required that the deductible and nondeductible portions be 
“unbundled”—that is, allocated between costs that are subject to the two-percent floor and those that are not. In an 
exception to this rule, if a bundled fee is not computed on an hourly basis, only the portion attributable to investment advice 
(including any related services that would be provided to any individual investor as part of the investment advisory fee) is 
subject to the two-percent floor. Notwithstanding the exception, payments made to third parties out of the bundled fee that 
would have been subject to the two-percent floor if they had been paid directly by the estate or non-grantor trust and any 
payments for expenses separately assessed by the fiduciary or other service provider that are commonly or customarily 



incurred by an individual owner of such property will be subject to the two-percent floor. For example, it would appear 
that if a corporate trustee were to outsource the investment advice to a third party, that fee paid to the third party would be 
treated as subject to the two-percent limit entirely even though the trust may have just paid a single fee to the corporate 
trustee. 

As part of the unbundling requirement, the final regulations retain the rule that if amounts are allocable to 
investment advice but are not traceable to separate payments, taxpayers are allowed to use “any reasonable method” to 
make the allocation to investment advice. Treas. Reg. § 1.67-4(c)(4). However, to provide additional guidance, the final 
regulations include a nonexclusive list of facts that may be considered in determining whether an allocation is reasonable 
including: 

• percentage of the value of the corpus subject to investment advice; 

• what a third-party adviser would have charged for similar advisory services; and 

• amount of fiduciary’s time devoted to investment advice as opposed to dealing with beneficiaries 
and distribution decisions or other fiduciary matters. 

 
2. What Should Trustees Do? 

Trustees should revise account opening documentation to capture information that might be useful in 
classifying expenses for purposes of unbundling. A trustee should also revise its annual review procedures and 
documentation to bolster or strengthen the ability of a trust to invoke any provisions of the Regulations that might be 
desirable. 

Trustees wishing to avoid the issue altogether might consider investing in mutual funds, which are exempt 
from the two-percent floor under 26 U.S.C. § 67(c). Of course the trustee does so at its own risk. Mutual funds are more 
suited to the smaller portfolios that cannot adequately diversify without them. But certain fund fees may be cost prohibitive 
to the larger portfolios that will spend less with an investment advisor. 

Alternatively, a trustee could invest in common trust funds (CTFs), which are available only for trusts. Most 
trust companies have replaced CTFs with private equity funds. 

Another alternative is for the trustee to distribute all the trust DNI where possible (and advisable considering 
the beneficiary’s likely use of the distribution). Because the distribution deduction reduces AGI, against which the two-
percent limitation was formerly applied (as well as the denial of any deduction under new Code§ 67(g)), the trustee can 
fully deduct its investment advisor fees and carry out only the net income to the beneficiary. 

Some professional fiduciaries are even claiming that their entire fee is attributable to assuming the 
responsibilities and liability as a trustee and their investment costs are part of the cost of doing business—in other words, 
that they would maintain the investment department for non-trust customers in any case. Therefore, there is little or no 
additional cost associated with investing trust assets. This position is in stark contrast to the marketing position taken by 
many trust departments during the late 1990s that investment management is where all the value is provided and that 
additional custody, exercise of fiduciary discretion, and application of planning expertise were incidental. Indeed, most 
corporate fiduciaries charged a nearly identical fee for accounts they managed in the capacity of trustee and accounts held 
in the capacity of agent. 

A trust is also entitled to a $100 exemption if the trust is not required to distribute all of its fiduciary accounting 
income currently or a $300 exemption if the trust is required to distribute all of its fiduciary accounting income currently, 
except in the trust’s final year. 26 U.S.C. § 642(b), (h). 

The following items are still not deductible on the fiduciary income tax return: 

• funeral expenses; 

• medical and dental expenses; 

• miscellaneous itemized deductions not in excess of two percent of adjusted gross income; 

• personal interest (charge cards, etc.); and 

• expenses attributable to tax-exempt income. 26 U.S.C. § 265. 



◦ expenses directly attributable to tax-exempt income, i.e., brokerage commissions for tax-
exempt bonds, are completely disallowed. 

◦ a portion of other expenses is disallowed based on the formula: 

(tax exempt income X expenses distributable net income) 

Deductions allowable on the estate tax return and on the fiduciary return may only be taken on one of the 
returns. 26 U.S.C. § 642(g). It is generally better to take deductions against the estate tax because the marginal rate is 
higher. If deductions are taken on the fiduciary return, the Regulations state that you “should” file a statement and waiver 
of right to deduct on estate tax return in duplicate. However, the statement may be filed at any time before the expiration 
of the statute of limitations. Treas. Reg. § 1.642(g)-1. 

CAVEAT 

Once filed, the waiver is irrevocable. On the other hand, taking a deduction on the 
income tax return is not precluded by taking the same deduction on the estate tax 
return, as long as the estate tax deduction is not finally allowed and the estate tax 
waiver is filed. 

 
Some practitioners routinely omit the waiver until the estate tax return has been allowed. 

3. Hubert Regulations 

In C.I.R. v. Estate of Hubert, 520 U.S. 93 (1997), the U.S. Supreme Court held that an administration expense 
allocable to the income account of an estate which would otherwise be payable to the surviving spouse or charity does not 
reduce that gift for estate tax purposes unless it constitutes a “material limitation” on the right of the surviving spouse or 
charity to receive income earned after death. Further, even if the allocation results in a material limitation, it does not cause 
a complete disallowance of the marital or charitable deduction, but only reduces the value of the deductible bequest for 
estate tax purposes. Final Regulations were issued in December 1999. These Regulations adopt a new expense 
classification system that assigns different estate tax consequences to each classification depending upon whether the 
different types of expenses are paid from income or principal. Certain expenses that are not deducted on the estate tax 
return may be deductible on the estate’s or revocable trust’s income tax return. A comprehensive discussion of these 
Regulations is beyond the scope of this chapter. 

The new classification system defines the two types of administrative expense as follows: 

• Estate transmission expenses are expenses that would not have been incurred but for the decedent’s 
death. These include all expenses that are not management expenses, such as personal representatives 
fees, attorney’s fees (to the extent they are not related to estate management), probate fees, appraisal 
fees, and expenses incurred in will construction proceedings and will contests. 

• Estate management expenses are expenses that are incurred in connection with the investment of 
estate assets or with their preservation or maintenance during a reasonable period of administration. 
These include investment advisory fees, brokerage commissions, custodial fees, and interest. 

The effect of the new Regulations is as follows: 

• Marital and charitable deductions must be reduced by the amount of transmission expenses paid from 
the marital or charitable share, regardless of whether these expenses are paid from income or principal. 

• Marital and charitable deductions must also be reduced by the amount of management expenses paid 
from the marital or charitable share but attributable to property that is not part of the marital or 
charitable share. These are non-marital management expenses paid from the marital share. 

• Marital and charitable deductions are not reduced by management expenses attributable to and paid 
from the marital or charitable share, unless they are separately deducted on the estate tax return under 
26 U.S.C. § 2053. 



• Marital and charitable deductions are not reduced by expenses paid from the non-marital or the 
noncharitable share (including expenses paid from the income earned on a pecuniary bequest). 

• A planning opportunity here might be an outright pecuniary devise to the surviving spouse. This 
devise is not entitled to receive a share of estate income. No interest is payable if the devise is timely 
funded. Management expenses paid from income will not reduce the marital deduction, and these may 
be deducted on the estate’s income tax return. 

• Even if the allocation of an administration expense to income does reduce the amount of marital or 
charitable deduction allowed, the estate could always retain the option to deduct the expense for estate 
tax purposes under 26 U.S.C. § 2053. 

EXAMPLE 

In 2002, D dies with a gross estate of $9,000,000. D made no taxable gifts during 
his lifetime. D’s will makes an outright specific devise of shares of stock in DCO (a 
closely-held business) having a value of $3,000,000 and the residue to a qualified 
terminable interest property (QTIP) trust for the benefit of surviving spouse, S. The 
estate incurs transmission expenses of $400,000, paid from the residue. 

 

 

EXAMPLE, CONT’D 

If the expense were instead classified as a management expense attributable to the 
marital share, the marital deduction would be $3,900,000 and the expenses would 
not be separately deductible on 706, leaving a taxable estate in each case of 
$5,100,000. 

 
If the expenses had been management expenses specifically attributable to 
administering the D company stock, but paid from the residue, then the results 
would be different. 

 

 

D. Depreciation 

Allowable depreciation is apportioned between the trust and the beneficiaries based on fiduciary accounting 
income allocable to each. 26 U.S.C. § 167(d). 

E. Net-Operating Losses 

A trust is not a business, but net-operating losses (NOLs) may be generated if the trust operates a trade or business. 
26 U.S.C. § 642(d). Typically, management of an investment portfolio does not constitute a trade or business. Ownership 
and operation of income-producing real estate generally do constitute a trade or business. When an NOL is sustained there 
is a two-year carry-back and 20-year carry-forward. NOLs may indirectly benefit beneficiaries by reducing distributable 
net income (DNI), but NOLs do not pass through to beneficiaries currently. In the final year of the trust, current NOLs and 
carryovers do pass through to beneficiaries. 26 U.S.C. § 642(h). 



F. Excess Deductions 

Prior to the TCJA 2017, Code § 212 deductions in excess of income are not distributable to beneficiaries except 
in the final year. 26 U.S.C. § 642(h).  These expenses are not mentioned in Code § 67(b) and therefore are miscellaneous 
itemized deductions and their deduction is no longer allowed to beneficiaries under Code § 67(g).  See also Notice 2018-
61.  The IRS is now looking at whether to treat deductions that would have been deductible to the trust or estate under 
Code § 67(e) (i.e., not a miscellaneous itemized deduction) should be treated as deductible to beneficiaries who receive an 
allocation of excess deductions on termination. Note also that the 2018 Form 1041, Schedule K-1, and related instructions 
all appear to allow beneficiaries to treat excess deductions on termination as not subject to the Code § 67(g) suspension of 
miscellaneous deductions through 2015. 

If a trust is decanted into a new trust is considered to be a continuation of the existing trust and not a trust 
termination.  See PLRs 200736002 and 200607015.  If that is the case, then it would appear that the decanted trust can 
continue to deduct expenses that would have otherwise been deductible under Code § 67(e). 

G. Charitable Deduction 

The charitable deduction is not limited to a percentage of adjusted gross income as it is for individuals. 26 U.S.C. 
§ 642(c). An unlimited income tax charitable deduction is permitted for gross (taxable) income paid to or, in the case of an 
estate or revocable trust for which a 26 U.S.C. § 645 election is made, permanently set aside for charity. 

The charity does not have to be U.S. charity as long as it qualifies under 26 U.S.C. § 170(c). 

The distribution to the charity must be permanently set aside from gross income in accordance with the decedent’s 
will or revocable trust agreement (if a 26 U.S.C. § 645 election is made to treat the revocable trust as part of the estate) or 
actually paid from the irrevocable (nongrantor) inter vivos trust pursuant to its provisions. 

 

PRACTICE TIP 

When drafting wills with charitable provisions for wills or trusts in which the gross 
estates under the applicable exclusion amount, consider directing that the gift shall 
be paid from gross income. 

 
Most trusts (except, for example, for charitable lead trusts) usually do not direct that gifts to charity be paid or 

permanently set aside from gross income, and therefore charitable deductions on the fiduciary return are uncommon. 

If the charitable gift is a portion of the residue of the probate estate (or the equivalent for a revocable living trust 
for which a qualified revocable trust election under 26 U.S.C. § 645 is made after the grantor’s death), and there is a state 
law provision that income earned during an estate (or trust) administration is allocable to residuary beneficiaries, then such 
income is considered to be a permanently set aside for charity. 

H.  State and Local Tax Deduction 

Clients who reside in high-tax states may want to consider using non-grantor trusts to soften the blow of the new 
$10,000 federal limit on state and local tax (SALT) deductions. The limit, which was added by TCJA 2017, can 
significantly reduce itemized deductions if the client’s state income and property taxes are well over $10,000. A potential 
strategy for avoiding the limit is to transfer interests in real estate into several non-grantor trusts, each of which enjoys its 
own $10,000 SALT deduction. 

Before attempting this strategy, the planner should consider the multiple trust rule of Code § 643(f). That section 
provides that, under regulations prescribed by the U.S. Treasury Department, multiple trusts may be treated as a single 
trust if they have “substantially the same grantor or grantors and substantially the same primary beneficiary or 
beneficiaries” and a principal purpose of the arrangement is tax avoidance. 



 

In the past, the multiple trust rule wasn’t really a concern, because the required regulations hadn’t been issued. In 
August 2018, however, the Treasury issued proposed regulations implementing the rule. Final regulations were issued that 
essentially restate the statutory provision.  To preserve the benefits of multiple trusts, therefore, it’s important to designate 
a different beneficiary or beneficiaries for each trust and/or have the trusts contain different provisions for which there is a 
significant non-tax justification.  Treas. Reg. §1.643(f)-1. 

I.   Section 199A Deduction 

Among the underappreciated and underrated changes made by TCJA 2017 was the inclusion of Code §199A, 
which provided significant income tax benefits to individual owners or pass-through entities.  More recently, planners have 
been discussing its potential tax advantages to trusts. 

A Brief History 

As it made its way through Congress, TCJA 2017 was promoted as a boondoggle for corporate taxpayers, and 
indeed it was. The corporate tax rate was reduced from 35% to 21%. The corporate AMT was eliminated. The system for 
the taxation of foreign income was changed in a way that skews it in favor of C corporations. 

With the introduction of TCJA 2017, the owners of many S corporations, LLCs and partnerships (pass-through 
entities, or PTEs) began to wonder whether they should revoke their S corporation elections, or whether they should 
incorporate their sole proprietorships, LLCs and partnerships. 

Congress enacted a special deduction for PTEs in the form of Code §199A. Many PTEs were uncertain about its 
application. 

The IRS eventually proposed regulations in August, for which hearings were held in mid-October of 2018. 

In September, House Republicans introduced plans for making Code §199A “permanent.” Then, during the first 
week of November, the Republicans lost control of the House. 

Whatever its future, Code §199A is the law for at least two more years, and estate planners will have to deal with 
it; after all, the income tax consequences arising from an individual’s transfer of an interest in a PTE in furtherance of their 
estate plan will either enhance or reduce the overall economic benefit generated by the transfer. 

In order to better appreciate the application of Code §199A to such “estate planning transfers,” a quick refresher 
may be in order. 

Code §199A Basics 

Under Code § 199A, a non-corporate taxpayer – meaning an individual, a trust, or an estate – who owns an interest 
in a PTE that is engaged in a qualified trade or business (“QTB”)3, may claim a deduction for a taxable year equal to 20% 
of their qualified business income (“QBI”) for the taxable year. 

This general rule, however, is subject to a limitation that, if triggered, may reduce the amount of the Code §199A 
deduction that may be claimed by the non-corporate taxpayer (the “limitation”). 

Specifically, once the taxpayer’s taxable income from all sources (not just the taxpayer’s share of the QTB’s 
taxable income)4 exceeds a specified threshold amount, the limitation becomes applicable, though not fully; rather, it is 
phased in. In the case of a single individual, the limitation starts to apply at taxable income of $157,500 (the so-called 
“threshold amount”). The limitation is fully phased in when taxable income from all sources exceeds $207,500. 

 
3 In general, a QTB includes any trade or business other than a specified service trade or business (“SSTB”) and the provision of 
services as an employee.  If an individual taxpayer does not exceed the applicable taxable income threshold (described below), 
their QBI from their SSTB will be included in determining their Code § 199A deduction. If the taxpayer exceeds the applicable 
threshold and phase-in amounts, none of the income and deduction items from the SSTB will be included in determining their 
Code § 199A deduction. 
4 Including a spouse’s income if a joint return is filed. 



This $157,500 threshold amount also applies to non-grantor trusts and to estates. 

These thresholds are applied at the level of each non-corporate owner of the business – not at the level of the entity 
that actually conducts the business. Thus, some owners of a QTB who have higher taxable incomes may be subject to the 
limitations, while others with lower taxable incomes may not. 

The Limitation 

As stated above, the Code § 199A deduction for an individual, a trust, or an estate for a particular tax year is 
generally equal to the 20% of the taxpayer’s QBI for the year. 

When the above-referenced limitation becomes fully applicable, however, the taxpayer’s Code § 199A deduction 
for the year is equal to the lesser of: 

(a) 20% of their QBI from a QTB, and 

(b) The greater of: 

(i) 50% of the W-2 Wages w/r/t such QTB, or 

(ii) 25% of the W-2 Wages w/r/t such QTB plus 2.5% of the “unadjusted basis” of the “qualified property” in 
such QTB. 

In considering the application of this limitation, the IRS recognized that there are bona fide non-tax, legal or 
business reasons for holding certain properties – such as real estate – separate from the operating business, and renting it 
to such business. For that reason, the proposed regulations allow the owners of a QTB to consider the unadjusted basis of 
such rental property in determining the limitations described above – even if the rental activity itself is not a QTB – 
provided the same taxpayers control both the QTB and the property. 

Thus, assuming the presence of at least one QTB, much of the planning for Code § 199A will likely involve the 
taxpayer’s “management” of (i) their taxable income (including their wages and their share of QBI) and, thereby, their 
threshold amount for a particular year, (ii) the W-2 Wages paid by the business, (iii) the unadjusted basis of the qualified 
property5used in the business, and (iv) the aggregation of QTBs. 

Of the listed items, management of the unadjusted basis of qualified property may be provide some estate planning 
advantages (as well as management of the threshold amount. 

Unadjusted Basis 

Generally speaking, the unadjusted basis of qualified property is its original basis in the hands of the QTB as of 
the date it was placed into service by the business. 

Where the business purchased the property, its cost basis would be its unadjusted basis – without regard to any 
adjustments for depreciation or expensing subsequently claimed with respect to the property – and this amount would be 
utilized in determining the limitation on an owner’s Code § 199A deduction. 

Where the property was contributed to a PTE in a tax-free exchange for stock or a partnership interest, however, 
the PTE’s unadjusted basis would be the adjusted basis of the property in the hands of the contributor at the time of the 
contribution – i.e., it will reflect any cost recovery claimed by the contributor. 

For property acquired from a decedent that is later put into service in a QTB, the stepped-up basis becomes the 
unadjusted basis or purposes of Code § 199A. 

If the qualified property is held in an entity taxed as a partnership, no Code §  754 adjustment made at the death 
of a partner will be taken into account in determining the unadjusted basis for the transferee of the decedent’s interest for 
purposes of Code § 199A. 

 
5 In general, depreciable tangible property that is used in the QTB for the production of QBI, and for which the “depreciation 
period” has not yet expired. 



Thus, a taxpayer who can maximize the unadjusted basis of the QTB’s qualified property will increase the 
likelihood of supporting a larger Code § 199A deduction in the face of the limitation. 

Toward achieving this end, there may be circumstances in which qualified property should be owned directly by 
the owners of the PTE (say, as tenants-in-common), rather than by the PTE itself, and then leased by the owners to the 
business. 

Example: 

A sole proprietor is thinking about incorporating a business, or converting it into a partnership by bringing in a 
partner, and the business has qualified property with a relatively low unadjusted basis.  The sole proprietor owns 
depreciable real property that is used by the business.  The sole proprietor should considering retaining ownership of the 
depreciable property and lease it (rather than contribute it) to the business entity, so as (i) to preserve their original 
unadjusted cost basis and avoid a lower unadjusted cost basis in the hands of the entity (based on the owner’s adjusted 
basis for the property) to which it would otherwise have been contributed, and (ii) to afford their successors in the business 
and to the property an opportunity to increase their unadjusted basis in the property, assuming it has appreciated after the 
owner’s death. 

Trusts  

A non-grantor trust is generally treated as a form of pass-through entity to the extent it distributes (or is required 
to distribute) its DNI (“distributable net income;” basically, taxable income with certain adjustments) to its beneficiaries, 
for which the trust claims a corresponding distribution deduction. In that case, the income tax liability for the income that 
is treated as having been distributed by the trust shifts to the beneficiaries to whom the distribution was made. 

To the extent the trust retains its DNI – i.e., does not make (and is not required to make) a distribution to its 
beneficiaries – the trust itself is subject to income tax. 

In the case of a non-grantor trust, at least in the first instance, the Code § 199A deduction is applied at the trust 
level. Because the trust is generally treated as an individual for purposes of the income tax, the threshold amount for 
purposes of triggering the application of the limitation is set at $157,500 (with a $50,000 phase-in range). 

If the trust has made distributions during the tax year that carry out DNI to its beneficiaries, however, the trust’s 
share of the QBI, W-2 Wages, and Unadjusted Basis of the QTB in which it owns an interest are allocated between the 
trust and each beneficiary who receives (or who is deemed to have received) a distribution. 

This allocation is based on the relative proportion of the DNI of the trust that is distributed, or that is required to 
be distributed, to each beneficiary, or that is retained by the trust. In other words, each beneficiary’s share of the trust’s 
Code § 199A-related items is determined based on the proportion of the trust’s DNI that is deemed distributed to the 
beneficiary. 

The individual beneficiary treats these items as though they had been allocated to them directly from the PTE that 
is engaged in the QTB. 

Following this allocation, the trust uses its own taxable income for purposes of determining its own Code § 199A 
deduction, and the beneficiaries use their own taxable incomes for the same purpose. 

The trustee may decide to make a distribution in a particular tax year if the trust beneficiaries to whom the 
distribution is made are in a better position to use the Code § 199A deduction than are the trust and the other beneficiaries. 
This distribution must otherwise make sense; otherwise, beneficiaries to whom distributions are not made may object. 

On the other hand, if the trustee does not consider the tax attributes of an individual beneficiary and makes a 
distribution to such individual which pushes the beneficiary beyond the threshold amount, or disqualifies the beneficiary’s 
SSTB from a Code § 199A deduction, the beneficiary may very well assert that the trustee did not act prudently. 

Limitations Applied to Non-grantor Trusts 



The Code § 199A threshold and phase-in amounts are applied at the level of the non-grantor trust.6 

Because of this, the IRS is concerned that taxpayers will try to circumvent the threshold amount by dividing assets 
among multiple non-grantor trusts, each with its own threshold amount.  

In order to prevent this from happening, the regulations introduce certain anti-abuse rules under both Code §§199A 
and. 643(f). 

Specifically, if multiple trusts are formed with a “significant purpose” – not necessarily the primary purpose – of 
receiving a deduction under Code § 199A, the proposed regulations provide that the trusts will not be “respected” for 
purposes of Code § 199A.  Unfortunately, it is not entirely clear what this means: will the trusts not qualify at all, or will 
they be treated as a single trust for purposes of the deduction? 

In addition, two or more trusts will be aggregated by the IRS, and treated as a single trust for purposes of Code § 
199A, if: 

(a) The trusts have substantially the same grantor(s), 

(b) Substantially the same “primary” beneficiary(ies), and 

(c) “A” principal purpose for establishing the trusts is the avoidance of federal income tax. 

For purposes of applying this rule, spouses are treated as one person. In other words, if a spouse creates one trust 
and the other spouse creates a second trust, the grantors will be treated as the same for purposes of the applying this anti-
abuse test, even if the trusts are created and funded independently by the two spouses. 

If the creation of multiple trusts results in a “significant income tax benefit,” a principal purpose of avoiding tax 
will be presumed. 

This presumption may be overcome, however, if there is a significant non-tax (or “non-income tax”) purpose that 
could not have been achieved without the creation of separate trusts; for example, if the dispositive terms of the trusts differ 
from one another. 

Grantor Trusts 

The application of Code § 199A to a grantor trust is much simpler because the individual grantor is treated as the 
owner of the trust property and income, and the trust is ignored, for purposes of the income tax. Thus, any QTB interests 
held by the trust are treated as owned by the grantor for purposes of applying Code § 199A. 

In other words, the rules described above with respect to any individual owner of a QTB will apply to the grantor-
owner of the trust; for example, the QBI, W-2 Wages, and Unadjusted Basis of the QTB operated by the PTE in which the 
trust holds an interest will pass through to the grantor. 

Planning Opportunities 

Many irrevocable trusts to which completed gifts have been made are nevertheless taxed as grantor trusts for 
income tax purposes. The grantor has intentionally drafted the trust so that the income tax liability attributable to the trust 
will be taxed to the grantor, thereby enabling the trust to grow without reduction for income taxes, while at the same time 
reducing the grantor’s gross estate for purposes of the estate tax. 

This may prove to be an expensive proposition for some grantors, which they may remedy by renouncing the 
retained rights or authorizing the trustee to toggle them on or off, or by being reimbursed from the trust (which defeats the 
purpose of grantor trust status). 

The availability of the Code § 199A deduction may reduce the need for avoiding or turning off grantor trust status, 
thus preserving the transfer tax benefits described above. In particular, where the business income would otherwise be 

 
6 For purposes of determining whether the trust’s taxable income exceeds the limitation amounts, the proposed regulations 
provide that the trust’s taxable income is determined before taking into account any distribution deduction. As an odd form of 
double-counting, the distributed DNI is applied in determining the trust’s threshold, and it is applied again in determining the 
distributee’s threshold. 



taxed at a 37% Federal rate, the full benefit of Code § 199A would yield a less burdensome effective Ffederal rate of 
29.6%. 

In addition to more “traditional” grantor trusts – which are treated as such because the grantor has retained certain 
rights with respect to the property contributed to the trust – there are other trusts to which the grantor trust rules may apply 
and which may, thereby, lend themselves to some Code § 199A planning. 

For example, a trust that holds S corporation stock may qualify as a subchapter S trust for which the sole current 
beneficiary of the trust may elect under Sec. 1361(d) (a “QSST” election) to be treated as the owner of such stock under 
Sec. 678 of the Code. Or a trust with separate shares for different beneficiaries, each of which is treated as a separate trust 
for which a beneficiary may elect treatment as a QSST. 

Another possibility may be a trust that authorizes the trustee to grant a general power of appointment to a 
beneficiary as to only part of the trust – for example, as to a portion of one of the PTE interests held by the trust – thereby 
converting that portion of the trust into a grantor trust under Sec. 678. 

What’s Next? 

H. Specific Gifts 

26 U.S.C. § 663(a)(1) makes the distributions rules of 26 U.S.C. §§ 661 and 662 inapplicable to “[a]ny amount 
which, under the terms of the governing instrument, is properly paid or credited as a gift or bequest of a specific sum of 
money or of specific property and which is paid or credited all at once or in not more than 3 installments. For this purpose 
an amount which can be paid or credited only from the income of the … trust shall not be considered as a gift … of a 
specific sum of money.” Any amount excludable under 26 U.S.C. § 663(a)(1) is treated as property acquired by gift under 
26 U.S.C. § 102(a). Treas. Reg. § 1.102-1(d). 

1. A “Specific Sum of Money” or “Specific Property” 

Amount of money or identity of specific property must be ascertainable under terms of the inter vivos trust as 
of date of inception of trust. 

• The requirement is satisfied if value of asset at the date of trust inception is unknown but can be 
ascertained after inception See Treas. Reg. § 1.663(a)-1(b)(1). An example of a specific gift whose 
value can be ascertained after inception but as of the date of inception is a required specific distribution 
of an amount of money equal in value to the value of a partnership interest that was used to fund the 
trust. 

• If the value of a distribution can not be determined as of the inception of the trust, it is not 
ascertainable. 

• Property to be selected by the trustee is not ascertainable. 

Some examples of gifts which qualify as specific include: (See Treas. Reg. § 1.663(a)-1(b)(3)) 

• a gift of $1,000; 

• a gift of 1,000 shares of IBM Corporation stock; 

• a gift of all of the stock owned by the trust at inception; 

• a gift of a partnership interest or a gift of a sum of money equal to the value of such partnership interest 
(Treas. Reg. § 1.663(a)-1(b)(1)); 

• a gift of specifically described real estate or tangible personal property; and/or 

• distributions of $10,000 of trust principal required to be made to a beneficiary at specific times set 
forth in the trust instrument (i.e., $10,000 at each of ages 25, 30, and 35). 

Some examples of gifts which do not qualify as specific include: 



• a gift of a fraction of the trust (Treas. Reg. § 1.663(a)-1(b)(2)(iii)); 

• a distribution of the net sales proceeds from a sale of property by the trustee, as directed in the trust 
(the amount of money cannot be ascertained until the sale, after the inception of the trust), 

• formula clauses (whether pecuniary or fractional share) do not qualify; and/or 

• a required distribution of all or a specific fractional or percentage portion of the trust principal (i.e., 
distributions pursuant to an instrument requiring distributions to a beneficiary of 1/3 at age 25, 2/3 at 
age 30, and the balance at age 35). Although these amounts may become specific amounts, they are 
not ascertainable as of the inception of the trust. 

2. Paid or Credited All at Once or in Not More Than Three Installments 

Number of installments is determined by the terms of the governing instrument, not by the number of payments 
actually made by the trustee. Treas. Reg. § 1.663(a)-1(c). All gifts for which no time of payment is specified and which 
are to be paid in the ordinary course of the administration of trust are considered as required to be paid or credited in a 
single installment. Treas. Reg. § 1.663(a)-1(c)(3). If an instrument requires or trustee to pay a specific gift in more than 
three installments, all amounts paid (not only those in excess of three installments) fall outside 26 U.S.C.  
§ 663(a)(1). Treas. Reg. § 1.666(a)-1(b)(a)(iv). Gifts of articles for personal use are disregarded and are considered specific 
gifts. Treas. Reg. § 1.663(a)-1(c)(1)(i). 

Amount payable out of income is outside the scope of 26 U.S.C. § 102(a).“Income” means fiduciary 
accounting income (FAI). 26 U.S.C. § 643(b). 

If the trust does not require that devise be made out of income, then distribution is not payable out of income. 
For example, a will may not specifically describe the sources of a pecuniary or specific devise and the devise would 
therefore not be payable out of income. If amount of specific sum can be paid either from income or principal, it is not 
required to be made out of income and therefore it is not payable out of income, even though executor actually pays it out 
of income. Treas. Reg. § 1.663(a)-1(b)(3). Amount payable only from accumulated income (even if, for fiduciary 
accounting purposes, it is allocated to principal) is payable out of income. Treas. Reg.  
§ 1.663(a)-1(b)(2)(i). 

I. In-Kind Distributions 

If the in-kind distribution is not a specific gift, the amount considered for determining the distributions deduction 
for the trust and income for beneficiary is the lesser of basis or fair market value, unless the trust elected to recognize gain 
or loss on the distribution. In-kind distributions from irrevocable trusts are relatively rare. 

Specific gift of property under 26 U.S.C. § 663(a): 

• not income to beneficiary, 26 U.S.C. § 102(a); 

• beneficiary takes a carryover basis; 

• beneficiary’s holding period relates back (or is “tacked on”) to the holding period of the trust (no new 
holding period is created); and 

• transmission of property from trust to beneficiary is not “sale or other disposition” necessary for 
realization of gain trust. Treas. Reg. § 1.661(a)-2(f)(1). 

Distributions in-kind not qualifying as specific gifts under 26 U.S.C. § 663(a) are subject to the normal distribution 
rules of 26 U.S.C. §§ 661 and 662 and may carry out taxable income to the beneficiary. Treas. Reg. § 1.661(a)-2(f). 

Distributions from a trust not qualifying as specific bequests under 26 U.S.C. § 663 carry out DNI only to extent 
of the lesser of the property’s basis or its fair market value at the time of distribution. Basis of the property in the hands of 
beneficiary is the same as the trust’s basis in property. 26 U.S.C. § 643(e). 

Alternatively, the trustee may elect to treat distribution of property as taxable event resulting in recognition of gain 
or loss in the distribution as if the property had been sold to the beneficiary. 26 U.S.C. § 643(e)(3). However, the election 



must apply to all property distributed by the trust during the taxable year to which the election applies unless the election 
is revoked with the consent of the Secretary of the Treasury. The distribution would then carry out income equal to the 
property’s fair market value on the date of distribution. Basis of the property in the hands of the beneficiary will equal the 
trust’s basis as adjusted for gain or loss recognized by the trust on the distribution. It is believed that the beneficiary receives 
a fair market value basis if a trust makes a 26 U.S.C. § 643(e) election and distributes loss property. The loss on distribution 
is disallowed to a trust (but not an estate) under 26 U.S.C. § 267. For taxable years beginning after August 5, 1997, these 
losses are now also disallowed to an estate. This new provision, however, does not apply to losses realized on “a sale or 
exchange in satisfaction of a pecuniary bequest.” Note that this exception to the loss disallowance rule for an estate is 
limited to losses realized in satisfaction of the pecuniary bequest. This means that an estate executor may no longer elect 
under 26 U.S.C. § 643(e)(3) to recognize a loss on distribution of depreciated property in satisfaction of a fractional or 
residuary bequest. The recipient beneficiary will take a fair market value basis but can later exclude from a gain realized 
on a later sale of the property the amount of the loss previously disallowed to the trust. This eliminates the possibility of 
electing to recognize gain on an asset-by-asset basis. But, since the election may be made on a year-by-year basis, the 
trustee may group assets together for distribution in the same year in as advantageous. Assets can be sold at the entity level 
to trigger gain or loss, with the cash being distributed. 

1. Distribution In-Kind Resulting in Sale or Exchange Treatment 

General tax law treats a transfer of property in discharge of an obligation as a sale or exchange of property. 
The transferor is treated as realizing the fair market value of what he or she received in the exchange, or if that cannot be 
valued, then he or she is considered as realizing the value of the property transferred by him. United States v. Davis, 
370 U.S. 65 (1962). Taxable gain or deductible loss is measured by reference to the value of what the transferor receives, 
which may be equated with the value of the property transferred under Davis, in relation to the basis of the property 
transferred. 26 U.S.C. § 1001. 

A distribution of specific property (in-kind) in satisfaction of a specific gift of such property contained in the 
governing instrument is a specific gift under 26 U.S.C. § 663(a) and does not trigger gain or loss to the trust on funding. A 
distribution of specific property (in-kind) in satisfaction of a residuary or fractional gift is not a specific gift under 26 U.S.C. 
§ 663 and is therefore within the distribution rules of 26 U.S.C. §§ 661–662, but no gain to the trust or loss is triggered on 
funding. An election to recognize gain may be made under 26 U.S.C. § 643(e). A distribution of specific property (in-kind) 
in satisfaction of a simple pecuniary amount (i.e., a devise of $1,000) is a specific gift under 26 U.S.C. § 663(a) but gain 
to the trust is triggered on the distribution. A distribution of specific property (in-kind) in satisfaction of a pecuniary formula 
(for example, a pecuniary marital deduction formula gift) is not a specific gift under 26 U.S.C. § 663(a) and triggers gain 
or loss to the trust on funding. 

CAVEAT 

26 U.S.C. § 267 disallows the recognition of losses on a distribution by a trustee 
(but not by an executor) of depreciated property to a trust beneficiary in satisfaction 
of a true worth pecuniary gift. A QRT election under 26 U.S.C. § 645 should allow 
the recognition of a loss on the trustee’s distribution of depreciated property in 
satisfaction of a true worth pecuniary. All other losses on transactions or distributing 
between a trustee and beneficiaries are now disallowed. If the loss is disallowed, 
and the trust beneficiary later sells the property at a gain, such gain will not be 
recognized to the extent of the prior non-deductible loss. 26 U.S.C. § 267(d). 

 
Effective in 2010, a new 26 U.S.C. § 1040 replaced existing 26 U.S.C. § 1040, relating to the recognition of gain 

upon transfer of certain farm or business real property to a qualified heir with respect to which a 26 U.S.C. § 2032A election 
was made. New 26 U.S.C. § 1040 provides that if an executor satisfies a pecuniary bequest with appreciated property, then 
gain will only be recognized to the extent the fair market value on the date of the transfer exceeds the fair market value on 
the date of death. The recipient’s basis will be the basis of the property immediately before the transfer increased by the 
amount of gain recognized to the estate or trust on the distribution. 



Under new Regulations effecting the definition of “income” under 26 U.S.C. § 643(b), the Regulations under 26 
U.S.C. §§ 651(a) and 661(b) in-kind distributions in satisfaction of a beneficiary’s right to receive income result in the 
recognition of gain or loss. See Treas. Reg. §§ 1.651(a)-2(d); 1.661(a)-2(f). The principle is applicable to trust transfers 
and to distributions of property to beneficiaries. Treas. Reg. §§ 1.661(a)-2(f)(1) & 1.1014-5(a)(3); Kenan v. C.I.R., 
114 F.2d 217 (2d Cir. 1940). 

EXAMPLE 

In 1996, a trustee distributed an interest in appreciated assets having a basis of 
$0.00 and a fair market value of $100,000 to a beneficiary as a required trust 
distribution of cash or other property equal in value to $100,000 On the distribution, 
the trust recognizes a capital gain (assuming a long-term holding period) in the 
amount of $100,000 and is treated as having made a distribution to the beneficiary 
of $100,000 for purposes of 26 U.S.C. §§ 661 and 662. The distribution was in 
satisfaction of a specific gift under 26 U.S.C. § 663. 

 

J. Distributions of Accumulated Income: The Throwback Rules 

The throwback rules contained in 26 U.S.C. §§ 665–667 were adopted at a time when income tax brackets were 
not as compressed as they are today. When income tax brackets were more progressive, there was an incentive to create 
trusts for the purpose of accumulating income at lower marginal rates, thus shifting income from beneficiaries to trusts at 
a lower overall tax cost. The throwback rules were designed to prevent a trust from making tax-free distributions (in excess 
of trust DNI) in later years out of income accumulated in earlier years at lower tax rates. 

Under the throwback rules, beneficiaries who receive distributions from previously accumulated DNI are required 
to make a special type of tax computation based on an income averaging approach. The throwback rules apply only to 
distributions of income accumulated by trusts. They do not apply to income accumulated by estates. 

K. Distributable Net Income 

Distributable net income (DNI) is a key concept in fiduciary income tax. It is an artificial concept designed, at 
least in part, to account for the differences between tax law income and fiduciary accounting income. DNI is taxable income 
with the following modifications: 

• no deduction for distributions; 

• no deduction for personal exemption; 

• capital gains: On February 15, 2001 the IRS released Regulations affecting the definition of income under 
26 U.S.C. § 643(b) and clarifying the circumstances under which capital gains will be included in the 
calculation of distributable net income under 26 U.S.C. § 643(a)(3). On December 30, 2003, Final 
Regulations were issued, and made effective on January 2, 2004; 

• under Treasury Regulations section 1.643(a)-3, capital gains will be included in DNI if  “pursuant to the 
terms of the governing instrument and applicable local law or pursuant to a reasonable and impartial 
exercise of discretion by the fiduciary (in accordance with the power granted to the fiduciary by local law 
or by the governing instrument if not consistent with local law): 

◦ allocated to income (but if the power is discretionary, it must be exercised consistently); 

◦ allocated to corpus but treated consistently by the fiduciary on the trust’s books, records and tax 
returns as part of a distribution to a beneficiary; or 

◦ allocated to corpus “but actually distributed to the beneficiary or utilized by the fiduciary in 
determining the amount that is distributed or required to be distributed to a beneficiary”. 



26 U.S.C. § 643(a). 

The former Regulations limited the fiduciary’s ability to include capital gains in the calculation of DNI. In contrast, 
the new language favors the inclusion of capital gains in DNI and provides significant discretion to fiduciaries in making 
allocations of capital gains to income when such gains are in fact to be distributed to a beneficiary. The Regulations provide 
additional examples to illustrate this. None of these examples, however, illustrates this in the context of a trust’s distribution 
of recognized capital gains to a trust beneficiary. These Regulations provide additional planning opportunities for trust 
distributions. 

It should also be noted that capital gains will be included in DNI during the final year of a trust (the year in which 
the trust makes its final distribution to beneficiaries). Tax-exempt interest is included, less the disallowed portion of 
expenses. DNI limits the distribution deduction available to the trust. DNI limits the amount included in gross income by 
beneficiaries. 

L. Distribution Deduction 

All amounts of income required to be distributed (whether or not actually distributed) and all other amounts 
properly paid for the taxable year are deductible by the trust, excluding specific gifts. 26 U.S.C. § 661. Payments are 
deductible only if made to persons who are beneficiaries, rather than creditors, of the trust, and only if the payments are 
made to the beneficiaries in that capacity. Payments of a family allowance are deductible distributions. Treas. Reg. 
§ 1.661(a)-2(e); Estate of McCoy v. C.I.R., 50 T.C. 562 (1968). 

Note that allowances and maintenance are required by state law to be charged against principal for the purpose of 
fiduciary accounting. Amounts paid to a spouse threatening to elect against the will are probably distributions that will 
carry out income. The distribution deduction cannot exceed DNI. The character of amounts distributed is determined 
according to proportions of items making up DNI. For example, if DNI consists of equal amounts of taxable interest 
income, tax-exempt interest income, and rental income, then the distributions received by the beneficiaries also have the 
same character. 

M. Inclusion of Distributions by Beneficiaries 

Beneficiaries include their proportionate share of DNI in their gross income. 26 U.S.C. § 662. The character of 
amounts included by beneficiaries is the same as in the hands of the trust. Amounts are included in the tax year of the 
beneficiary in which the tax year of the trust ends. In nearly all cases, this will result in calendar taxation, unless the trust 
was a revocable trust during the settlor’s lifetime and an election was made to treat the trust as part of the settlor’s estate 
for income tax purposes. 

EXAMPLE 

• Decedent’s revocable trust’s tax year: 10/10/02–9/30/03 
• Trust distributes $7,000 of income to beneficiary in December, 2002 and 

$3,000 in June, 2003. 
• Beneficiary includes $10,000 on her individual return for 2003 tax year. 

 
Income and deductions allocable to the beneficiaries are reported on Schedules K-I (see Form 1041), copies of 

which are attached to the Form 1041 and also provided to the beneficiaries. 

N. 65-Day Rule 

Under the 65-day rule, trusts have been able to treat distributions made during the first 65 days of a tax year as 
having been made in the preceding tax year. The Taxpayer Relief Act of 1997 extends the 65-day rule to estates. This is 
an important provision that allows trusts and estates to wait until after the close of a tax year to determine the amount of 
distributions, if any, necessary to carry out the income. This change further minimizes the differences in income tax 
treatment between estates and trusts. 



O. Fiduciary Accounting Income 

Fiduciary accounting income is not the same as income according to tax law. 

The most common differences are in the treatment of capital gains and tax exempt income. Under the traditional 
rule, capital gains are not considered income for purposes of fiduciary accounting income. Tax-exempt income is income 
for fiduciary accounting income purposes. 

The differences between fiduciary accounting income and tax law income are more significant in dealing with 
trusts because trusts frequently have provisions requiring or permitting distribution of “income” or “principal.” In those 
cases, distinguishing between income and principal has a real economic effect on the beneficiaries. The new Revised 
Principal and Income Act, and the relevant provisions actually adopted in Minnesota, allows the trustee to make allocations 
of principal (including capital gain) to income and essentially reclassify a capital gain, under certain circumstances 
(discussed below). 

Unless otherwise provided by the governing instrument, Minnesota Statutes section 501B.63 governs allocation 
of income and expenses. All expenses incurred in connection with the administration of an estate are charged against 
principal. One-half of most expenses incurred in the administration of a trust are charged to income and the remaining 
balance to principal. Income from specifically devised property, less expenses, including taxes for the property, is allocated 
to the specific devisees. All other income is allocated pro rata among residuary devisees. 

Minnesota made significant revisions to its Uniform Principal and Income Act, effective August 1, 2001. Chief 
among these is the enactment of Minnesota Statutes section 501B.705, which authorizes the fiduciary to allocate from 
income to principal or from principal to income in a manner that is reasonable and equitable to the beneficiaries. The power 
to adjust must take certain enumerated factors into account and be subject to many qualifications and exceptions. 

The Final Regulations under 26 U.S.C. § 643(b) state that “amounts allocated between income and principal 
pursuant to applicable local law will be respected if local law provides for a reasonable apportionment between the income 
and remainder beneficiaries of the total return of the trust for the year, including ordinary income, capital gains and 
appreciation.” The Regulations further state that if state law provides for payment to the income beneficiary of a unitrust 
amount of between three and five percent of the annual fair market value of the trust assets, then such return will be a 
reasonable apportionment of the total return of the trust. The Regulations also accept “a state law that permits the trustee 
to make equitable adjustments between income and principal to fulfill the trustee’s duty of impartiality between the income 
and remainder beneficiaries.” The Regulations further describe this power as “a reasonable apportionment of the total 
return of the trust.” 

The Regulations adopt an approach that recognizes recent state law changes to principal and income statutes and 
to allow a departure from traditional principles governing the allocation of receipts and disbursements between income 
and principal, provided that such discretion is granted under state law and certain conditions are met. The fiduciary must 
meet whatever state law requirements are imposed. This approach recognizes and validates variations in state laws. In 
certain circumstances, a fiduciary may allocate capital gains to income under state law and this allocation will be respected 
for federal income tax purposes. As discussed above, in certain circumstances, recognized capital gains can be allocated to 
income, included in the calculation of distributable net income and distributed to income beneficiaries. See section 1.6.Q, 
infra, for an extensive discussion of these issues. 

P. The Advent of New Principal and Income Statutes and Use of Total Return Trusts Final 
Regulations Regarding the Definition of Trust Income; Final Separate Share Regulations 

1. The Uniform Principal and Income Act 

The Uniform Principal and Income Act (1997), referred to as the UPIA, contains a key innovation, the power 
to adjust between principal and income, in Section 104. To date, the District of Columbia and 35 states have enacted all or 
some portions of the UPIA. Some states, such as North Dakota, have adopted the UPIA without Section 104. Other states, 
including New York and Minnesota, have modified provisions of the UPIA. Some states (approximately 17) have included 
a unitrust definition of income as an alternative to the power to adjust. 



Instead of adopting the UPIA, Minnesota made substantial revisions to its version of the 1962 Uniform 
Principal and Income Act, to incorporate the positive changes contained in the UPIA while retaining what it believed to be 
an otherwise workable statute. 

Some planners are recommending that their clients create so-called “total return trusts,” in which distributions 
are based on a fixed percentage of the fair market value of the trust assets, rather than trusts which pay income to one 
beneficiary and principal to another. 

The traditional way in which trusts were created separated a trusts’ value into two components, income and 
principal, with income paid to a current beneficiary for some period of time, with the principal passing to a remainder 
beneficiary at the end of the trust term. This made more sense when wealth was primarily concentrated in real estate, in 
which the products of the land could be separated from the land itself. With the advent of modern portfolio theory and the 
emphasis on total return investing, the distinction between income and principal has become increasingly irrelevant. 
Modern lawyers have been drafting trusts, in which both income and principal are distributable to the current beneficiary, 
either with or without a standard. Purely discretionary trusts (no standard) provide ultimate flexibility. Incentive trusts, in 
which discretion is governed by certain specified conditions, have also become increasingly common. 

Using the traditional trust pattern, by paying income to one beneficiary and principal to another beneficiary, 
creates the opportunity for conflict because current income beneficiaries desire large distributions and investments that 
produce high income. Future principal beneficiaries want to restrict current distributions and to invest in assets that offer 
high growth potential. 

Under traditional Principal and Income Acts, “income” has been defined as periodic receipts generated from 
the investment of trust principal, including interest (both taxable and tax-exempt), dividends, and rents. Capital gains have 
been traditionally allocated to principal. 

With the rise of modern portfolio theory, in which a rational investor seeks to produce the highest total return, 
whether that return comes from income or principal, the traditional trust drafting pattern created a huge opportunity for 
conflict and resulted in conservative investment mixes that, at best, disappointed each beneficiary equally. 

With the popularity of modern estate planning, trusts were increasingly created for the purpose of shifting 
wealth to descendants and other lower generation beneficiaries, as well as to shift income to beneficiaries in lower tax 
brackets. While income tax shifting opportunities were significantly curtailed beginning with the Tax Reform Act of 1986, 
wealth shifting opportunities became increasingly available. The result of this was that relatively less attention was given 
to actual trust operation, investment and distribution of trust assets from a non-tax, beneficiary centered perspective. 

The Prudent Investor Act and the UPIA were adopted by many states in response to the modern portfolio 
investing trend. Under the Prudent Investor Act, investors were permitted to invest for total return. In other words, an 
investor would want to invest, at any given level of risk, in assets producing the greatest overall level of return, regardless 
of whether such return comes from capital appreciation, dividends and interest, or both. 

Under the UPIA, the trustee is given the discretionary power to “adjust between principal and income to the 
extent the trustee considers necessary if the trustee invests and manages the trust assets as a prudent investor, the terms of 
the trust describe the amount that may or must be distributed to a beneficiary by referring to the trust’s income, and the 
trustee determines, after applying the rules in Section 103(a), that the trustee is unable to comply with Section 103(b).” 
Section 103(a) sets forth general rules for applying the UPIA, while section 103(b) requires the trustee to administer the 
trust impartially, based on what is fair and reasonable to all of the beneficiaries, except to the extent that the terms of the 
trust or the will clearly manifest an intention that the trustee may favor one or more of the beneficiaries. Minnesota has 
adopted this general scheme. 

The power to adjust requires that the prudent investor rule apply to the trust and that the trustee invests and 
manages trust assets as a prudent investor. For example, if the trustee holds a non-diversified concentration, it is likely that 
the first condition to application of the power to adjust is not present. 

The second condition is that the “terms of the trust describe an amount that may or must be distributed to a 
beneficiary by referring to the trust’s income…” This condition appears to be met in a discretionary trust that authorizes 
the distribution of both principal and income according to the same standard, but the substance of the condition is not met 
because whether trust property is income or principal has no effect on whether or to whom it can be distributed. The 



comments to UPIA, as adopted by the Uniform Law Commissioners, suggest that the power does not apply to such a 
discretionary trust. Until this is clarified, trustees of wholly discretionary trusts should exercise the power to distribute 
principal in preference to making adjustments from principal to income, or at least should consider documenting an 
adjustment as something that in the absence of a power to adjust the trustee would have done anyway pursuant to discretion 
over distributions. On the other hand, if the trustee’s authority to distribute principal is, to any extent, different from his 
power to distribute income, the power to adjust should apply. 

The third condition is that the trustee be subject to a duty of impartiality and is unable to discharge that duty, 
or, if the trustee is authorized to favor one beneficiary over another, he may exercise the power to adjust if he “is unable to 
achieve the degree of partiality required or permitted.” 

Section 105 was added to the UPIA on August 3, 2000, and has been adopted in several states. It provides that 
a court may not order a fiduciary to change a decision to exercise or not exercise a discretionary power (such as the power 
to adjust) unless it determines that there was an abuse of discretion. There is no abuse of discretion merely because the 
court would have exercised the power in a different manner or would not have exercised the power at all. Even if the court 
determines there has been an abuse of discretion, the remedy is limited. Even after a breach of trust has been found, the 
court may surcharge the trustee only as a “last resort”—that is, when it is not possible to remedy the situation by 
redistributing trust property, including previously distributed property, by restoring each beneficiary to his or her 
appropriate position, by withholding one or more future distributions from a beneficiary who received a distribution that 
was too large or ordering that the beneficiary return some or all of the distribution to the trust. The idea is that the court 
should attempt, to the extent possible, to place the beneficiaries, the trust, or both, in the positions they would have occupied 
if the discretion had not been abused. 

Minnesota has not adopted section 105, but has provided its own judicial supervision provision and a 
procedure in which the trustee can achieve some finality to its decision. Under Minnesota law, the process is not mandatory, 
but is something the trustee may avail itself of when exercising or deciding not to exercise the power to adjust. A trustee 
desiring to utilize the process will mail notice of its proposed action to beneficiaries described in the statute and the notice 
must contain certain information, as set forth in the statute. A beneficiary may object to the proposed action in writing. If 
the trustee does not receive a written objection within a 30-day period, the trustee is not liable for taking the proposed 
action to a beneficiary if the beneficiary fits within certain specified categories contained in the statute. If the trustee 
receives a written objection within the applicable time period, either the trustee or a beneficiary may petition the court to 
have the proposed action performed as proposed, performed with modifications, or denied. In the proceeding, a beneficiary 
objecting to the proposed action has the burden of proof. 

The UPIA, including the Minnesota version, contains several restrictions that prevent the exercise of the power 
where certain tax benefits may be lost (i.e., the marital deduction, the gift tax annual exclusion, the charitable deduction in 
a split-interest charitable trust, etc.). Certain beneficiaries are prevented from exercising the power, such as a trustee who 
is also a beneficiary, or a trustee who may, by reason of the power, be treated as possessing a general power of appointment 
or being taxable on trust income. 

Many states have enacted “unitrust statutes,” in which a specified unitrust percentage, or a safe harbor range 
(i.e., from three to five-percent) is defined as “income.” 

Q. Definition of Trust Income Under the Tax Law and Final Regulations Addressing the 
Concept of “Income” 

The concept of “income” occupies a central role in subchapter J of the Internal Revenue Code. A trust that is 
required to distribute “income” currently is entitled to a distributions deduction equal to the amount of such income. A 
trust beneficiary to whom income is required to be distributed currently is subject to tax in an amount not to exceed the 
“income” to which he or she is entitled. Because of this, it is important to know what the trust’s income is. 

Under 26 U.S.C. § 643(b), trust income is determined under the terms of the governing instrument and applicable 
local law. That is, “income” means income as determined under the state’s principal and income laws. 

The Regulations state that amounts allocated between income and principal pursuant to applicable law will be 
respected if local law provides for a reasonable apportionment between the income and remainder beneficiaries of the total 
return of the trust for the year. Treas. Reg. § 1.643(b)-1. This ties the tax definition of income to income determined upon 
exercise of a trustee’s power to adjust in UPIA section 104. They also appear to confirm that a state law definition of 



“income” as a unitrust amount will meet the tax definition of income. In fact, the Regulations state that if state law provides 
for an income beneficiary to receive an annual unitrust amount between three percent and five percent of the annual fair 
market value of the trust assets, the allocation is reasonable. The Regulations state that an allocation of capital gains to 
income if made either pursuant to the terms of the governing instrument and local law, or pursuant to a reasonable and 
consistent exercise of a discretionary power granted to the fiduciary by local law or by the governing instrument, if not 
inconsistent with local law, is to be respected. 

The Regulations confirm that a distribution of appreciated property to satisfy a beneficiary’s right to receive 
income is a taxable event and a trustee realizes gain upon distribution of appreciated assets in satisfaction of a right to 
receive income, as defined in 26 U.S.C. § 643(b). They also confirm that a “simple trust” does not become a “complex 
trust” merely because the trustee distributes appreciated property in satisfaction of a beneficiary’s right to receive current 
income. 

The Regulations also state that for purposes of net income, charitable remainder unitrusts and net income with 
charitable remainder unitrusts, “income” does, in fact mean fiduciary accounting income, as determined under 26 U.S.C. 
§ 643(b) and the applicable Regulations, but they state that trust income may not be determined by reference to a fixed 
percentage of the annual fair market value of the trust property. Also, the Regulations state that capital gain attributable to 
appreciation in the value of the trust’s assets after contribution to the charitable remainder trust may be allocated to income 
pursuant to applicable local law and the terms of the governing instrument but not pursuant to a discretionary power granted 
to the trustee. This appears to prevent trustees of net income CRUTs from engaging in total return investing, because a 
discretionary allocation of principal to income would appear to be pursuant to a discretionary power granted to the trustee. 

As for the marital deduction, the Regulations acknowledge that a trust can qualify for the marital deduction, 
notwithstanding the fact that a state statute provides for a reasonable apportionment between the income and remainder 
beneficiaries of the total return of the trust, provided that it meets the requirements of the Regulations under 26 U.S.C. 
§ 643(b). Under the Regulations, if state law gives a trustee the power to make equitable adjustments to fulfill the duty of 
impartiality, the trustee will not be considered to have a forbidden power to appoint trust property to a person other than 
the surviving spouse, thus permitting QTIP qualification. Therefore, the Regulations clearly concede that a transfer may 
qualify for the marital deduction even if the applicable state law grants the trustee a power of equitable adjustment or 
effectively converts the trust into a private unitrust. 

The Regulations also state that administration of a pre-September 25, 1985, trust in accordance with applicable 
state law defining “income” as a unitrust amount or permitting an equitable adjustment to fulfill the duty of impartiality 
will not constitute a modification that results in a shift of the beneficial interest or an increase in a generation skipping 
transfer, for purposes of the GST tax effective date rules, “if the state’s statute provides for a reasonable apportionment 
between the income and remainder beneficiaries of the total return of the trust and meets the requirements of [the 
Regulations under 26 U.S.C. § 643(b)]. “Thus, enactment and implementation of neither type of statute will result in loss 
of GST grandfathering. 

The next issue is whether and to what extent capital gains can be included in DNI. The Regulations confirm that 
capital gains allocated to an income beneficiary under either an equitable adjustment type of statute or the unitrust type of 
statute are included in DNI to the extent that the statute characterizes them as “income.” 

The Regulations also provide that capital gains allocated to corpus but treated by the fiduciary on the trust’s books, 
records, and tax returns as part of a distribution to a beneficiary are also included in DNI. 

If a trustee distributes principal in a year in which the trust has capital gains, the capital gains enter into DNI if and 
only to the extent that the trustee, on the trust’s tax return and the books and records, shows them as entering into DNI, 
provided the trustee’s exercise of the allocation power is “reasonable and consistent.” Several examples in the Regulations 
use the word “practice.” And they seem to admit that it is possible to establish a regular practice in the very first year of an 
entity’s existence and thus they abandon one of the IRS’s current positions, which states that a consistent practice cannot 
be established to cause capital gains to be included in DNI in the first year of administration. Finally, once the trustee 
exercises the discretion to allocate capital gains to a distribution of principal on the trust records and tax return, the trustee 
must do so each and every year after that. 

The Regulations also permit capital gains to be included in DNI if such gains are allocated to corpus but utilized 
by the fiduciary in determining the amount which is distributed or required to be distributed to a beneficiary. Current 



Regulations refer to gains allocated to principal but “utilized” by the fiduciary in determining the amount distributed. What 
appears to have changed is that the current version of the Regulations requires that the utilization occur pursuant to the 
governing instrument or the fiduciary’s “practice.” The term “practice” has been interpreted restrictively in that a “practice” 
cannot exist in the first year of a trust’s existence. The Regulations do not refer to a practice, and leave open the possibility 
that a practice can be established in the first year, so long as the fiduciary’s exercise of discretion is “reasonable and 
consistent.” 

The Regulations contain several helpful examples. These examples change the current word “practice” to “regular 
practice” and seem to treat a trustee who exercises a power in a certain way one year as committing to exercise the power 
in the same way indefinitely. Also, all three bases for including capital gains in DNI require that an exercise of fiduciary 
discretion be “reasonable and consistent.” The requirement of consistency, as applied to the ability to allocate capital gains 
to income and thus include them in DNI, appears to place too much restriction on the trustee. The decision whether a 
principal to income allocation should be made under UPIA section 104 or a similar statute is a decision that has many non-
tax implications. Therefore, the Regulations’ requirement that such discretion be exercised consistently appears too 
restrictive. Trustees will likely wish to make these decisions on a year-to-year basis, rather than maintain a rigid consistency 
to a decision made in a prior year. 

R. Separate Share Rule 

Separate share status exists for the sole purpose of determining the amount of DNI allocable to the respective 
beneficiaries under 26 U.S.C. §§ 661 and 662. It takes overall DNI and allocates it among the various shares for purposes 
of calculating the amount of the distributions deduction available to the entity under section 661 with respect to each share 
and the amount of which each beneficiary is subject to tax under 26 U.S.C. § 662. It requires separate computation of DNI 
for each of the separate shares. For example, in a trust consisting of two equal, substantially separate and independent 
shares, allocation of DNI is easy: one-half is allocated to each separate share. 

The consequence of separate share treatment is that a trust as a whole may distribute amounts equal to or exceeding 
its total DNI, without deducting the entire distribution. Correspondingly, beneficiaries may not be required to include the 
total amount of the distribution they receive in gross income. 

EXAMPLE 

An irrevocable nongrantor trust consists of two equal separate shares, Share One 
for one beneficiary and Share Two for a separate beneficiary. The trust generates 
$40,000 in net income (consisting of DNI), of which $20,000 is allocated to each 
share. The trustee elects to distribute $25,000 to the beneficiary of Share One and 
nothing to the beneficiary of Share Two. Because the separate share rule applies 
to the trust, the trust’s distributions deduction is limited to $20,000, as is the income 
of the beneficiary of Share One. The $5,000 the beneficiary receives in excess of 
the net income from his share is treated as a non-taxable distribution of principal. 
The beneficiary of Share Two has no income from the trust for that year. Were the 
separate share rule not in effect, the trustee could deduct the full distribution to the 
beneficiary of Share One ($25,000) and the Beneficiary of Share One would have 
to include the full distribution in income ($25,000). 

 
Separate share treatment formerly did not apply to estates. Under the Taxpayer Relief Act of 1997, the separate 

share rule was made applicable to estates, effective for taxable years beginning after the date of enactment (Aug. 5, 1997). 
When separate share status does arise, it is mandatory, and it arises at the earliest moment that a fiduciary may reasonably 
determine, based upon the known facts, that a separate shares exists. 

26 U.S.C. § 663(c) specifies separate share treatment only if the estate or trust has “substantially separate and 
independent shares of different beneficiaries.” According to the Regulations, in the case of a trust, applicability of the 
separate share rule “generally depends upon whether distributions of the trust are to be made in substantially the same 



manner as if separate trusts had been created.” The regulation continues and states that “it is immaterial whether the 
principal and any accumulated income…is ultimately distributable to the beneficiary of such share.” Thus, even if principal 
and accumulated income may be distributed, upon the death of the child for whom the share is established, to someone 
else, including the grantor’s other child, the share is and remains separate. 

As to estates, as well as to qualified revocable trusts within the meaning of 26 U.S.C. § 645(b)(1), the general 
separate share test is “whether the governing instrument and applicable local law create separate economic interests in one 
beneficiary or class of beneficiaries.” 

The Regulations provide several examples of separate shares in the estate context. See Treas. Reg.  
§§ 1.663(c)-4(a); 1.663(b)-2; 1.663(c)-5 (and the accompanying examples). 

S. Minnesota Fiduciary Income Tax Return 

Form M-2, Minnesota fiduciary income tax return must be filed if the estate’s Minnesota income is more than 
$600. A Minnesota tax ID is requested on the form, but is not necessary. The Minnesota tax is based on taxable income 
from U.S. Form 1041. Deductions are made for non-Minnesota income and interest from U.S. bonds. Additions are made 
for non-Minnesota losses and for expenses attributable to non-Minnesota income. Adjustments are allocated between the 
estate and the beneficiaries according to proportions of DNI received. 

1. Taxable Year and Fiscal Year Selection 

All trusts are required to be on a calendar tax year. Estates and QRTs may elect a fiscal year end other than a 
calendar year. Because an estate is a separate taxpayer, its tax year begins with the date the taxpayer dies. The personal 
representative may select a fiscal year ending at the end of any month after the taxpayer’s death provided the total period 
does not exceed 12 months. Be cautious in completing Block 11 on the Form SS-4. The IRS may take the position that the 
date specified in Block 11 is the election of a fiscal year end and any change must have IRS approval. 

Be sure to always include a specific devise or distribution provision in a will or revocable trust that provides 
for the outright distribution of tangible personal property, and, in many cases, the principal residence, outright to a surviving 
spouse or to the children. If no such provision is included, then a distribution of tangible property or residential property 
may carry out DNI to the beneficiary and cause the beneficiary to pay tax on the distribution, even though the beneficiary 
does not have the cash with which to pay the tax. If the will or revocable trust includes a specific devise or distribution 
provision, then under 26 U.S.C. § 663, no DNI is carried out to the beneficiary. 

Whenever a person dies without a will or a revocable trust or dies with a will or revocable trust which has no 
specific gift provisions, it is vital for the fiduciary to take steps to minimize the tax impact of such distributions. Because 
the beneficiaries of an estate or trust are usually anxious to receive the type of property distributed (i.e., tangible personal 
property), and the fiduciary is usually equally anxious to distribute these items and be relieved of responsibility for caring 
for them, insuring them, etc., the best way to minimize the tax problem is to consider electing a short first fiscal year in the 
case of an estate. Recall that for a trust, this planning opportunity is not available. By electing a shorter fiscal year for an 
estate, there may be a limited amount of income (and therefore DNI) than can practically be contained within that year. If 
a personal representative selects an initial tax year which has a loss, the benefit of that loss is lost to both the estate and the 
beneficiaries. 

§ 1.8 TAX PLANNING FOR TRUST DISTRIBUTIONS 

A. Distributions of Income 

As income tax rates continue to increase and the brackets continue to expand from the compression imposed by 
the Tax Reform Act of 1986, the greater overall tax savings will be possible through the careful distribution of the income. 
For example, in the case of a sprinkling or a spray trust in which the trustee has discretion to distribute income to one or 
more members of a group, disproportionate distributions can be made to different beneficiaries in different years. If 
desirable, income can be shifted to beneficiaries in low tax brackets or who reside in states which do not have state income 
tax. Of course, the exercise of discretion is governed by provisions of the trust document and applicable state law. If 
permissible, the overall income tax burden of the group can be minimized. 



B. Distributions of Principal 

Because distributions of principal can result in a distribution deduction for the trust and taxable income for the 
beneficiary, distributions of principal can be used to shift taxable income in much the same way as distributions of income. 
Because distributions of principal can carry out this trust income, the fiduciary must be careful not to inadvertently cause 
the recipient of tangible assets to incur an income tax liability because the distribution carried out distributable net income. 

Trapping distributions can also effectively reduce the overall income taxes of various entities and their 
beneficiaries. The trapping distribution involves a transfer of principal by an estate or trust to another trust, which carries 
distributable net income to the recipient trust. Because the receipt is considered a distribution of principal for fiduciary 
accounting purposes to the distributee trust, it is not considered an item of income which is required to be distributed to the 
income beneficiary of the recipient trust. The DNI results in income tax consequences to the distributees trust because the 
distribution of principal operated to carry out the distributing estate or trust DNI. This DNI is therefore “trapped” in the 
second trust because it constitutes receipt of principal rather than income. Principal is not required to be distributed to the 
income beneficiary. This technique is possible because of differences in the state law and tax law definitions of “income.” 
If income tax brackets expand, with a rise in the top rate brackets, the use of trapping distributions may be revitalized as a 
planning technique. 

Planning for the recognition of gain or loss on the distribution of property. As discussed in a previous portion of 
this outline, the trustee has available an election under 26 U.S.C. § 643(e)(3) to determine whether to recognize gain on 
property distributions. Losses may no longer be recognized because of certain amendments made to 26 U.S.C. §§ 267(b) 
and 1239(b). The 26 U.S.C. § 643(e)(3) election also permits the trustee to choose whether the trust or the beneficiary will 
report such gains as well as the timing of such recognition. 

The numerous planning considerations involved in determining whether and how to make a 26 U.S.C. § 643(e) 
election. The trustee must consider the relative tax situations of the trust and each of the beneficiaries before determining 
whether and when to make the election. 

C. Distributions Upon Termination of the Trust 

In the final year of a trust, all income (including capital gains) is taxed to the beneficiaries and not to the trust itself. 
The Form 1041 merely becomes an information return for the year of termination. 

The trustee must be careful not to pay too many of the non-business expenses in a non-final year. Only in the 
termination year can a beneficiary receive the benefit of the trust’s excess deductions (deductions other than the personal 
exemption and for charitable contributions in excess of the income). 26 U.S.C. § 642(h). The excess of such deductions in 
any other year is completely lost. Neither the fiduciary nor the beneficiaries can benefit from them. Excess deductions 
consist of the excess of: 

• eligible itemized deductions in the trust’s termination year over; or 

• the gross income in its terminating year. 

Treas. Reg. § 1.642(h)-2(a); Treas. Reg. § 1.642(h)-5 (Example). 

The termination of a trust usually results in abnormally large expenses (i.e., trustee’s termination commissions and 
legal and accounting fees). These expenses often exceed the final year’s income. To insure that the beneficiaries who 
succeed to the property on termination receive the benefit of any such excess deductions, it is necessary for the terminating 
distributions to be made in the same year in which the termination expenses are paid. Excess deductions are itemized 
deductions to the beneficiaries who succeed to them, but are subject to the two-percent floor. 

Proper planning should involve paying administration expenses currently to the extent there is trust income to 
offset them. Again, any excess will be wasted. Therefore, the remaining expenses can be deferred until the final year when 
they can flow out to the beneficiaries. 

It should also be remembered that the beneficiary will also succeed to any unused net-operating loss (NOL) carry 
forward of the trust, and any unused capital loss carry forward. Thus, NOLs and capital losses incurred during a non-final 
year are not wasted, but carry forward to future years and then flow out to beneficiaries in the final year. 



§ 1.9 SUBCHAPTER S TRUSTS 

A. Trusts as Subchapter S Shareholders 

Since 1980, three types of trusts could hold S corporation stock for an extended period: voting trusts, qualified 
subchapter S trusts (QSSTs), and eligible subpart E trusts (wholly owned grantor or beneficiary controlled trusts). 26 
U.S.C. § 1361(c)(2)(A). An election to treat a trust as a QSST must be made by the income beneficiary and not the trustee 
within two months and 16 days after the trust’s receipt of S stock. Having the trustee sign the election instead of the 
beneficiary is such a common mistake that the IRS has an automatic correction procedure that allows retroactive 
qualification if the error is corrected within two years. Rev. Proc. 94-23, 1994-1 CB 609. 

For tax years beginning after 1996, the Small Business Job Protection Act additionally permits most estate 
planning trusts to hold S corporation shares by creating a new type of eligible S corporation trust known as an electing 
small business trust (ESBT). An ESBT, defined in 26 U.S.C. § 1361(e), is any trust—other than a QSST—all of the 
beneficiaries of which are U.S. individuals or estates eligible to be S corporation shareholders, no interest in which is 
acquired by purchase or other taxable transfer (the trust itself, however, may purchase S corporation stock). Charitable 
organizations may hold contingent remainder interests in 1997 (and current interests starting in 1998), but a tax-exempt 
trust (i.e., charitable remainder trust) cannot be an ESBT. 26 U.S.C. § 1361(e)(1)(A), (B). The trustee must make an 
election for a trust to be taxed as an ESBT. The Internal Revenue Code sets no specific filing date for this election, but 
states that it applies to the taxable year for which it is made and all later years. The election may be revoked only with the 
consent of the Secretary of the Treasury. 26 U.S.C. § 1361(e)(3). The portion of an ESBT that consists of stock of an S 
corporation to which the ESBT election applies is treated as a separate trust for income tax purposes under 26 U.S.C. 
§ 641(d). This separate trust is taxable on its S corporation income, notwithstanding the usual fiduciary income tax rules. 
This separate trust is taxed at the highest individual rate on ordinary income on all items of income, loss, or deduction 
allocated to it as an S corporation shareholder, and all gains or losses from the sale of the S corporation stock. 

This eligibility of an ESBT as a subchapter S shareholder allows the use of accumulation trusts, sprinkling trusts, 
and other flexible arrangements to hold subchapter S stock. The cost of this flexibility may be a higher income tax on the 
S corporation net income, if the trust distributes much of its income to beneficiaries who have little or no other taxable 
income. However, the income tax on an ESBT that accumulates its income may not be significantly higher than that on 
another trust. The ESBT provisions generally apply to taxable years beginning after December 31, 1996. 

B. Post-Death Holding Period Rules for Subchapter S Trusts 

A trust has been able to remain an S corporation shareholder for up to 60 days following the death of the grantor, 
or for two years if the entire corpus of the trust was includible in the gross estate of the deemed owner. 26 U.S.C. 
§ 1361(c)(2)(A)(i) & (ii) (prior to amendment). In addition, testamentary trusts had 60 days following receipt of the stock 
within which to become eligible S corporation shareholders. 26 U.S.C. § 1361(c)(2)(A)(iii) (prior to amendment). The 
Small Business Act, 26 U.S.C. § 1303, gives all trusts, including those that are not includible in the gross estate of the 
deceased grantor, two years from the date of death in which to become eligible S corporation shareholders. 26 U.S.C. 
§ 1361(c)(2)(A)(ii). Testamentary trusts are given two years following the receipt of the stock within which to become 
eligible S corporation shareholders. 26 U.S.C. § 1361(c)(2)(A)(iii). These provisions apply to taxable years beginning after 
December 31, 1996. P.L. 104-188 § 1317(a). 

Before the expiration of the two-year period, the trustee and beneficiaries should consider making qualified 
subchapter S trust (QSST) or electing small business trust (ESBT) elections if the trust otherwise meets the ESBT or QSST 
qualification criteria. 

If the S corporation stock is not distributed to an eligible shareholder or no ESBT or QSST election is timely made 
for the trust, the trust will cease to qualify as a permitted S corporation shareholder. Consequently, the corporation’s 
election to be an S corporation will terminate. 

In certain situations, the trustee of the trust and the personal representative of the deemed owner’s estate may elect 
to the have the trust treated as part of the decedent’s gross estate under 26 U.S.C. § 645. To make the 26 U.S.C. § 645 
election, the trust must be a QRT. A QRT is a trust that was treated as owned by the decedent under 26 U.S.C. § 676, 
because the decedent retained a power to revest trust property in himself or herself, if such power was exercisable by the 



decedent alone or by a nonadverse party, or both; or a trust in which the power to revoke is exercisable by the decedent 
alone or by his/her spouse, or both. 

The effect of making a 26 U.S.C. § 645 election is that the QRT is treated as part of an estate, and not as a separate 
taxable entity, during the election period for purposes of the subchapter S shareholder requirements of 26 U.S.C. 
§ 1361(b)(1). The election makes available to trusts some of the income tax advantages available only to estates. 

EXAMPLE 

QRT owns S corporation stock. A valid 26 U.S.C. § 645 election is made by QRT 
trustee and executor. A QRT does not have to make QSST or ESBT election within 
two years of decedent’s date of death. Generally, a revocable trust has two years 
from decedent’s date of death to elect to be a QSST or ESBT and to, therefore, 
remain a valid S corporation shareholder. However, during the 26 U.S.C. § 645 
election period, the QRT is treated as part of the estate and the estate is a generally 
permissible S corporation shareholder for as long as the estate holds the stock. 
During the 26 U.S.C. § 645 period, the estate will be the deemed shareholder of 
the S corporation stock. The estate will be allowed to hold the stock for the entire 
period of the 26 U.S.C. § 645 election without terminating the S election. Treasury 
Regulations section 1.1361-1(h)(1)(iv)(B) provides that if, under the terms of a QRT 
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EXAMPLE, CONT’D 

election has been made, S corporation stock is transferred or deemed distributed 
from the QRT to another trust, the subsequent trust will be a permitted testamentary 
trust for subchapter S purposes for a period of two years without regard to whether 
the successor trust would otherwise qualify as an S corporation shareholder. 

 
The first 26 U.S.C. § 645 private letter ruling issued by the IRS (PLR 200529006) provides an indication of the 

operation of a 26 U.S.C. § 645 election for a revocable trust that holds S corporation stock. In PLR 200529006, a decedent 
died owning S corporation stock through a grantor trust qualified under 26 U.S.C.  
§ 1361(c)(2)(A)(i). The terms of the trust provided that upon the decedent’s death and after satisfaction of debts, expenses, 
and gifts, the trustee must distribute the trust corpus to decedent’s family members outright or, if under the age 25, in trust. 
Decedent’s estate planned to elect to treat the trust as part of the estate under 26 U.S.C. § 645. Further, the decedent’s estate 
planned to pay the estate tax affiliated with the S corporation in installments under 26 U.S.C. § 6166. 

The IRS ruled that, provided a valid 26 U.S.C. § 645 election is made for the trust, the trust would be treated as 
part of decedent’s estate and as a permitted S corporation shareholder during the 26 U.S.C. § 645 period. Further, the IRS 
said the estate would be treated as the shareholder for purposes of 26 U.S.C. §§ 1361, 1366, 1367, and 1368. The 26 U.S.C. 
§ 6166 election would not affect the date on which the trust’s 26 U.S.C. § 645 election period terminates. Upon the 
termination of the 26 U.S.C. § 645 election period, the trust would be treated as having been distributed to a new trust that 
qualifies as a testamentary trust. New trust would continue to be a permitted shareholder for the two-year period beginning 
on the day following the termination of the 26 U.S.C. § 645 election period. 

With respect to the S corporation stock held by new trust, the IRS said it would treat decedent’s estate as the 
shareholder of the corporation for purposes of 26 U.S.C. § 1361 and new trust as the shareholder for purposes of 26 U.S.C. 
§§ 1366, 1367, and 1368. Additionally, new trust would be permitted to elect ESBT treatment at any time during the two-
year period that new trust is treated as a testamentary trust for the 16-day and two-month period beginning on the date after 



the end of the two-year period. If an ESBT election is not timely made, the IRS said new trust would cease to be a permitted 
shareholder at the end of the two-year period and the corporation’s S election would terminate. 

If a federal estate tax return is required to be filed, the 26 U.S.C. § 645 period terminates two years after the 
decedent’s date of death or six months after the date of final determination of liability for estate tax. The date of final 
determination is deemed to be six months thereafter. Thus, the applicable date, the date the 26 U.S.C. § 645 election 
terminates, is 12 months after the date the closing letter is issued. Treas. Reg. § 1.645-1(f)(2)(iv), Example 2. 

C. Caution: Trapping Distributions 

When a 26 U.S.C. § 645 combined estate and QRT make an actual or deemed distribution of corpus of the electing 
trust, including S corporation stock, to a new trust before or upon termination of the 26 U.S.C. § 645 election, such 
distribution is known as a “trapping distribution.” 

A trapping distribution occurs for federal tax purposes because the distribution of corpus from an estate is deemed 
to be a distribution of DNI for tax purposes but not a distribution of trust accounting income (TAI) for state law purposes. 

If an estate makes a distribution of principal to a trust, in general that distribution must be allocated to principal by 
the receiving trust and not to trust accounting income. The estate is entitled to a distribution deduction for the amount 
(whether principal or income) distributed and the trust must include a corresponding amount (whether principal or income) 
in its taxable income to the extent of the estate’s DNI for the QRT share. The taxable income received by the trust as a 
result of the estate’s distribution of principal is trapped at the trust level if the receiving trust provides only for distribution 
of trust accounting income or no distributions of principal actually occur. 

Trapping distributions often create liquidity problems for the receiving trust because the distribution of principal 
may not include cash with which the trust will pay the resulting income tax. 

EXAMPLE 

Assume that an estate makes a distribution of S corporation stock to a testamentary 
trust that constitutes a distribution of principal to the trust. The trust is allowed to 
hold the S corporation stock under the two-year testamentary trust rule. Assume 
further that the distribution carries much or all of the estate’s DNI out with it. Finally, 
assume that the S corporation makes no distributions between the date of the 
estate’s distribution and the end of the calendar year. Under these assumptions, 
the trust’s trust accounting income is zero because there was no cash distributed 
from the S corporation to the trust. The only distribution to the trust was the 
distribution of principal in the form of S corporation stock. In such a situation, the 
trust will receive taxable income. This will result in the trust having a tax liability 
without the cash to pay the resulting tax. 

 
If the trust had instead filed a timely QSST election effective for the date that the estate distributes the stock to the 

receiving trust, the income beneficiary would be treated as a 26 U.S.C. § 678 owner of that portion of the trust that consists 
of the stock of the S corporation for which the QSST election was made. Therefore, the distribution of the S corporation 
stock from a 26 U.S.C. § 645 estate to the new trust after the 26 U.S.C. § 645 election terminates may constitute taxable 
income to the income beneficiary—not the trust—because the taxable income carried out with the S corporation stock is 
attributable to that portion of the trust consisting of the S corporation stock. In our fact pattern, the income beneficiary will 
receive no cash from the trust, but the income beneficiary is more likely to have other sources of funds with which to pay 
the tax attributable to the distribution than would the receiving trust. The rest of the trust is treated as a regular complex 
trust and will be subject to the trapping distribution situation at the trust level. 

Generally, on the death of an S corporation shareholder, the basis of the shareholder’s stock included in the 
decedent’s gross estate is stepped-up to the fair market value of the stock on the valuation date (subject of course to any 
carryover basis rules that may be in effect). This basis step-up occurs for the stock of the corporation, not its assets. 



Because of this step-up in the stock basis, an estate may be able to take advantage of S corporation losses and other 
deductions attributable to the period in which the estate holds the S corporation stock and is an eligible shareholder. 

COMMENT 

A deceased shareholder’s suspended losses cannot be carried over to the estate. 
These suspended losses may be wasted if the deceased shareholder has 
insufficient stock basis at death to deduct losses on the the deceased shareholder’s 
final income tax return. 

 
During the period when the estate holds the stock and is an eligible shareholder, the estate will be able to deduct 

its pro rata share of losses that pass through from the corporation to the extent of its stock basis if it meets the at-risk rules 
under 26 U.S.C. § 465 and the passive activity rules under 26 U.S.C. § 469. Generally, any losses not taken in a current 
year are carried forward to subsequent years until the estate has sufficient stock basis and/or meets the at-risk and passive 
activity rules. However, if, when the estate terminates, it has suspended 26 U.S.C. § 172(f) net operating losses incurred 
during estate administration, the net operating losses carry over to the estate beneficiaries on the final estate income tax 
return. 

Generally, income attributable to S corporation stock that accrued during a decedent’s lifetime but was not reported 
on the decedent’s last income tax return is included in the decedent’s gross estate as income in respect of a decedent (IRD). 
26 U.S.C. § 691 requires the person entitled to receive the income to include such amounts in their gross income. 

The recipient is also entitled to a deduction for the amount of federal estate tax paid attributable to the income in 
respect of decedent that was included in the decedent’s gross estate. 

For decedents dying after August 20, 1996, the basis of stock stepped-up after death under section 1014 will be 
reduced by the amount of IRD attributable to the S corporation stock. 

Many times, S corporation shareholders die with suspended passive activity losses. If the shareholder transfers his 
or her stock upon death, the decedent’s suspended passive activity losses are not generally deductible on the decedent’s 
last income tax return against any other income. However, the losses are deductible on the decedent’s income tax return to 
the extent that the losses exceed the amount of the 26 U.S.C. § 1014 step-up in basis at death. This result effectively reduces 
the benefits of obtaining a step-up in basis. 

If the estate has a suspended passive activity loss when it distributes S corporation stock to the beneficiaries, the 
loss increases the basis of the stock under 26 U.S.C. § 469(j)(12)(A). The estate’s suspended activity losses are effectively 
capitalized because they are not allowable as a deduction for any taxable year by any person. 

D. Closing the Books 

Generally, the income and losses of an S corporation pass through to shareholders on a per-share, per-day basis. 
This rule of thumb holds true when an S corporation shareholder dies. Unless the affected shareholders consent and the 
corporation elects to terminate the year of the decedent’s date of death, an equal portion of each S corporation item for the 
corporation’s entire year is allocated on a per-share, per-day basis. If an election is made to terminate the corporation’s tax 
year, the S corporation’s taxable year is treated as two separate years, the first of which ends at the close of the day of the 
deceased shareholder’s entire stock interest in the S corporation is terminated. 

A shareholder’s entire interest in an S corporation ceases on the death of the shareholder. Therefore, a 
shareholder’s death will allow a closing of the books if an election is made under 26 U.S.C. § 1377(a)(2). 

The closing of the books applies to all affected shareholders, defined as the shareholder whose interest is 
terminated and all shareholders to whom such shareholder has transferred shares. With a deceased shareholder whose stock 
passes to an estate, the deceased shareholder and the estate are the affected shareholders. 



If the election is made, for these affected shareholders, the corporation must use the short taxable years for 
allocating items of income (including tax-exempt income) loss, deduction, and credit. The corporation must also use the 
short taxable years for adjusting the AAA, E&P, and stock basis. The corporation uses the short taxable years to determine 
the effect of distributions for all affected shareholders. 

To allocate tax items to one short year or the other, the corporation uses its normal method of accounting. This 
election does not affect the date on which the corporation must file its return for its actual taxable year. This election also 
does not affect the taxable year in which an affected shareholder must take income or loss into account. If the corporation 
has a calendar year and the estate has a fiscal year, as discussed more fully below, the estate may be able to defer the 
reporting of income or loss from the S corporation 

An estate shareholder’s adoption of a taxable year different from the taxable year of the S corporation may result 
in deferral of the estate’s recognition of its pro rata share of S corporation tax items. An estate may adopt any taxable year, 
calendar or fiscal, without the consent of the commissioner. 

In general, an S corporation shareholder must report a pro rata share of S corporation income, deductions, credits, 
and losses for the shareholder’s taxable year in which the corporation’s tax year ends. When the corporation and the 
shareholder have different taxable years, there may be opportunities for deferral of income recognition. 

Generally, individual S corporation shareholders use the calendar taxable year while S corporations use either a 
calendar year or a fiscal year. Unlike most individual shareholders, estates may choose calendar or fiscal taxable years of 
a period of 12 months ending on the last day of any month other than December. If an estate has a fiscal year, the estate 
does not have to include in income its share of the S corporation’s income until the estate’s taxable year that includes the 
end of the corporation’s taxable year. If the S corporation has a calendar taxable year and the estate has a fiscal taxable 
year, the estate could defer the recognition of its pro rata share of tax items attributable to its S corporation stock of up to 
11 months, depending upon the fiscal year selected, until the estate’s taxable year includes the end of the corporation’s 
taxable year. 

EXAMPLE 

W owns all of the stock of Z, an S corporation that uses a calendar taxable year, as 
does W. On June 17, 2005, W dies. W’s estate chooses a taxable year ending on 
October 31, 2005. W’s estate includes no pass-through of income from Z for its 
taxable year ending October 31, 2005, because its taxable year ends before the 
corporation’s 2005 taxable year. For the taxable year ending October 31, 2006, 
W’s estate includes its share of the corporation’s income for corporation’s calendar 
t a x a b l e  y e a r  2 0 0 5 . 

 

EXAMPLE, CONT’D 

Thus, the estate has deferred the taxation of some income (subject to the offsetting 
effect of any estimated tax payments). Conversely, if Z incurs a loss in 2005, the 
estate will have deferred the deduction of the loss. 

 
While an estate may be able to defer the recognition of taxable income of the S corporation by electing a fiscal 

year, selecting a tax year different from an S corporation may cause significant problems when determining whether 
distributions are taxable to a shareholder. A shareholder must take into account distributions when they are made. 

However, to determine the taxability of a distribution, the shareholder must first adjust its stock basis; but 
adjustments for stock basis and AAA are made at the close of the corporation’s tax year unless the shareholder disposes of 



the stock during the corporation’s taxable year. If the corporation’s tax year ends after the shareholder’s tax year, the 
shareholder may not have the information needed to make basis adjustments before the shareholder must take into account 
distributions. In such cases, for example, where the stock does not receive a section 1014 basis step-up, the shareholder 
may have to file an extension to file its tax return or make a best effort guess of the stock basis and then amend its tax 
return later when the corporation’s tax year closes in order to adjust to actual stock basis. 

Unlike the rules for reporting a pro rata share of S corporation’s tax items including income, deductions, losses, 
and credits, the rules concerning reporting of distributions do not allow for deferral of reporting. A shareholder must report 
distributions in the year received. 

§ 1.10 GRANTOR TRUST RULES AND PLANNING FOR USE OF DEFECTIVE TRUSTS 

A. Introduction 

An increasingly popular planning technique used today is to intentionally structure irrevocable trusts so that they 
are considered owned by the grantor for federal income tax purposes but not for federal estate or gift tax purposes. This 
planning technique is structured so that the grantor makes a completed gift of the trust assets for federal transfer tax 
purposes, thus removing the assets from the grantor’s transfer tax base. At the same time, the grantor must pay the income 
tax obligation on the income earned on the trust assets, while the beneficiaries of the trust or the trust itself will receive 
trust income free of that income tax obligation. Not only does the grantor’s transfer to the trust result in the shifting of post-
gift income and appreciation on the gifted assets, but also this technique permits the grantor to make a nontaxable gift to 
the beneficiaries when the grantor pays his or her own income tax obligation. 

B. Grantor Trust Rules 

The grantor trust rules are intended to prevent a grantor from shifting income to lower income tax bracket taxpayers 
without giving up beneficial interest or control of the trust property. The traditional planning gambit was to transfer income-
producing property to a trust having children or other low-bracket taxpayers as the beneficiaries, thus shifting taxable 
income from the grantor to either the trust or to the beneficiaries. When the federal income tax brackets were compressed 
in 1986, the result was less incentive to avoid the grantor trust rules because it became less likely that the trust or the 
beneficiaries would be taxed in a lower bracket than that of the grantor. There is particular disincentive to shift taxable 
income to trusts because trusts are taxed in even more compressed brackets and trusts reach their highest bracket at very 
low levels of taxable income. Therefore, even if the grantor trust rules are inadvertently triggered, the resulting income tax 
burden on the grantor would very likely not be greater than the income tax burden imposed on either the trust or the 
beneficiaries. Even so, many grantors who create irrevocable trusts do not intend to retain the income tax obligation on 
income that the grantor does not otherwise have a right to receive. 

The grantor trust rules create a number of obstacles to the grantor’s attempt to shift the income tax obligation to 
the trust or the beneficiaries. If the grantor does not overcome these obstacles, the grantor remains taxable on the income 
of the trust, even if the trust income is accumulated in the trust or paid to a beneficiary. The grantor trust rules, therefore, 
may override the normal rules for taxation of ordinary trusts under subparts A through D of subchapter J. 

The grantor will be treated as the owner of “any portion” of a trust if: 

• The grantor has a reversionary interest in the trust and the reversionary interest has an actuarial value 
exceeding five percent of the value of the trust property at the date of inception of the trust. 26 U.S.C. 
§ 673. 

• The grantor or a nonadverse party (or both) has the power to dispose of the “beneficial enjoyment” of the 
income or principal of the trust without the consent of any adverse party. 26 U.S.C. § 674(a). Certain 
exceptions to application of the 26 U.S.C. § 674(a) are found in 26 U.S.C. §§ 674(b), 674(c) and 674(d). 
If any of the exceptions set forth in these subsections apply, then the general rule of 26 U.S.C. § 674(a) 
does not apply and the grantor does not possess the income tax obligation. 

• The grantor possesses certain administrative powers exercisable primarily for the grantor’s benefit. 26 
U.S.C. § 675. 



• The grantor or any nonadverse party (or both) holds the power to revest title to the trust property in the 
grantor. 26 U.S.C. § 676. An example of this power is a power of revocation held by the grantor or a 
nonadverse party where the trust assets will return to the grantor upon exercise of the power. 

• The income from the trust property may be used for the grantor’s benefit, without the consent or approval 
of an adverse party. 26 U.S.C. § 677. 

An “adverse party” is anyone having a substantial beneficial interest in the trust which may be adversely affected 
by the exercise or nonexercise of the power which that person possesses respecting the trust. 26 U.S.C. § 672(a). A 
“nonadverse party” is anyone who is not an adverse party. 26 U.S.C. § 672(b). 

The grantor is considered to possess any power or interest held by the grantor’s spouse if the spouse is living with 
the grantor at the time of the creation of the power or interest. 26 U.S.C. § 678 will cause a person other than the grantor 
to be treated as the owner of a trust under certain circumstances. 26 U.S.C. § 679 causes a U.S. grantor to be treated as the 
owner of a foreign trust if the trust has one or more U.S. beneficiaries. This section applies regardless of whether the grantor 
retains any powers or interests in the trust. 

C. Application of the Grantor Trust Rules 

The consequence of violating any of the grantor trust rules is that the trust is ignored as a separate taxable entity 
for federal income tax purposes and the trust assets are treated as owned by the grantor for federal income tax purposes. 
Therefore, the grantor must include in computing the grantor’s income tax obligation “all items of income, deductions, and 
credits against tax of the trust which are attributable to that portion of the trust to the extent that such items would be taken 
into account under this chapter in computing taxable income or credits against the tax of an individual.” 

If the grantor is a co-trustee, the trust is not required to file Form 1041 and all items of income are identified by 
the grantor’s taxpayer identification number, unless the trust situs or any of the trust assets is located outside of the United 
States. 

The grantor trust rules apply to any “portion” of which the grantor is considered the income tax owner. If the 
grantor is treated under the grantor trust rules as the owner of a “portion” of the trust, then the grantor will report the 
income, credit, and deductions attributable to that portion. Therefore, the grantor trust rules are applied separately to the 
income and principal interests of a trust. For example, if the grantor is taxed only on the income portion of the trust, items 
of income, credit, and deductions must be allocated to the grantor which would be included in calculating the income 
payable to an income beneficiary, including “expenses allocable to corpus which enter into the computation of distributable 
net income.” Treas. Reg. § 1.671-3(c). Thus, it is possible for a grantor to own the fiduciary accounting income portion of 
a trust but not the principal, and vice versa. 

Further, a grantor may also own a fractional or pecuniary portion of a trust or a specific asset, such as, for example, 
S corporation stock, but not real estate or other trust assets. Any portion of the trust that is not a grantor trust is taxed under 
the ordinary trust rules of subchapter J. 

D. Planning for Use of Defective Trusts 

By creating irrevocable trusts that are considered owned by the grantor for federal income tax purposes, but not 
for federal transfer tax purposes, the grantor can achieve substantial transfer tax savings because the grantor’s payment of 
his or her income tax obligation should not be treated as an additional gift to the trust beneficiaries and the trust income 
can accumulate unencumbered by the federal income tax obligation. Therefore, intentionally structuring trusts (IDGTs) so 
as to fall within the ambit of the grantor trust rules is done not in order to shift taxable income to lower bracket taxpayers, 
but rather in order to achieve substantial transfer tax savings. Because, as discussed above, application of the grantor trust 
rules to a trust does not necessarily cause the trust to be included in the grantor’s gross estate, it may be possible to achieve 
significant tax planning goals by causing an otherwise irrevocable trust to be treated as a grantor trust for federal income 
tax purposes. In a ruling of tremendous significance for its potential for estate tax savings, the IRS clarified the tax 
consequences if the grantor pays his own income tax obligation attributable to a grantor trust he created in Rev. Rul. 2004-
64, 2004-27 I.R.B. 7. This ruling negates several prior private letter rulings. (PLRs 9109001, 9444033 (a GRAT); 9504021, 
9416009, 9413045 and 9352004). 



First, the IRS ruled payment of income tax by the grantor that arises from the trust’s income is not a gift by the 
grantor. 

Second, the IRS provided guidance on how to avoid inclusion in the gross estate of the grantor for estate tax 
purposes under 26 U.S.C. § 2036. In a summary, the grantor of a properly-structured IDGT is encouraged to pay the income 
tax arising from the trust and may achieve significant gift tax savings and income shifting for the benefit of his descendants 
and other beneficiaries. 

The IRS concluded that no portion of the IDGT will be included in the gross estate of the grantor under 26 U.S.C. 
§ 2036 if the grantor must pay the income tax of the IDGT without reimbursement from the trust. 

A retained interest and gross estate inclusion will arise under 26 U.S.C. § 2036, however, if the trust must 
reimburse the grantor for the income tax liability, whether this mandatory payment obligation arises under the trust 
agreement or state law. 

The IDGT, therefore, should expressly prohibit such payments while it is an intentionally defective grantor trust, 
if this approach to avoiding 26 U.S.C. § 2036 inclusion is preferred. Finally, gross estate inclusion may arise if the 
independent trustee has discretion to reimburse the grantor for income taxes and there was a pre-existing agreement to 
reimburse. This third prong encourages a fact and circumstances analysis on a case-by-case basis. 

Each of the examples in the ruling assumed the use of an independent trustee. Even with an independent trustee, 
many clients may find the approach under which the trustee has discretion to reimburse the grantor for income taxes arising 
on income received by the trust to be too risky an approach given the large estate tax savings potential with an IDGT. Other 
alternatives exist if the grantor cannot afford to continually pay tax on income he or she is not receiving. 

EXAMPLE 

Grantor creates an irrevocable trust and transfers income-producing property 
having a fair market value of $600,000. The trust is structured so that the grantor’s 
transfer to the trust is a completed gift for federal transfer tax purposes, but not for 
income tax purposes. The dispositive provisions of the trust provide for discretionary 
distributions of income and principal to the grantor’s children and grandchildren for 
a period measured by the Grantor’s lifetime. Because the income can accumulate 
in the trust free of the income tax obligation, the trust principal can grow at a much 
faster rate, much like a qualified retirement plan or IRA. If the trust is structured as 
a grantor trust, the grantor will pay the federal income tax obligation and these 
federal income tax payments should not be subject to transfer tax, provided that the 
trust is not required to reimburse the grantor for such payments. 

 

E. Creating the Defective Grantor Trust 

Caution is required here. The goal is to create a trust by the grantor’s retention of powers or interests that are 
sufficient to cause the trust to be treated as grantor trust for federal income tax purposes, but not for federal transfer tax 
purposes. The key is for the grantor to retain the powers or interests that are sufficient to trigger the grantor trust rules, but 
yet are not sufficient to prevent a completed gift of the assets into the trust and/or trigger application of the estate tax 
“string” provisions of 26 U.S.C. §§ 2036, 2037, or 2038. If careful attention is given to proper drafting, the following 
provisions may achieve the intended results: 

• granting a nonadverse party, other than the grantor or the grantor’s spouse, the power to add beneficiaries 
to the trust; 

• granting a nonadverse party, other than the grantor or the grantor’s spouse, the power to distribute income 
and principal among a class of beneficiaries without being limited by an ascertainable standard; 



• granting the grantor or a nonadverse party the power to borrow the income and principal of the trust 
without adequate interest or security; 

• granting the grantor or some nonadverse party the power to reacquire trust property by substituting other 
property of an equivalent value; and 

• allowing a nonadverse party to use trust income to pay premiums on life insurance on the life of the grantor 
or the grantor’s spouse. 

The grantor will also be considered the owner of the trust if the trust is a foreign trust with at least one U.S. 
beneficiary under section 679 or the grantor’s spouse is eligible to receive distributions of income or principal under 26 
U.S.C. § 677(a). 

F. Payment of Income Tax as Additional Gift 

Before the IRS issued Revenue Ruling 2004-64, the question was whether the grantor’s payment of the income 
tax obligation with respect to a grantor trust constitutes a taxable gift to the beneficiaries of the trust. Because the grantor 
trust rules impose the income tax obligation on the grantor, no gift should result when a person satisfies his or her own 
income tax obligation and Revenue Ruling 2004-64 has confirmed that result, subject to certain qualifications. 

In addition, the courts have never insisted on closely coordinating the income and transfer tax systems. C.I.R. v. 
Beck’s Estate, 129 F.2d 243 (2d. Cir. 1942); Hogle v. C.I.R., 165 F.2d 352 (10th Cir. 1947). Both Hogle and Beck’s Estate 
rejected the IRS’s attempts to apply income tax concepts to a gift tax issue. In both cases, the courts concluded that 
Congress intentionally decided not to integrate the income and gift tax systems. Therefore, case law has long recognized 
that a donor may make a completed gift for federal gift tax purposes and continue to be treated as the owner of the property 
for federal income tax purposes. Further, this scenario does not impact the valuation of the initial transfer into the trust for 
federal gift tax purposes and does not result in annual gifts by the grantor of the income taxes paid by the grantor under the 
grantor trust rules. 

There have been some recent suggestions that the provisions of the Uniform Principal and Income Act may impose 
an obligation on the fiduciary to pay certain taxes out of trust principal, in which case the grantor’s payment of such taxes 
discharges the fiduciary’s obligation and results in a further gift by the grantor to the trust. This result would probably not 
be changed by Revenue Ruling 2004-64. These state law provisions, however, do not support the imposition of gift tax 
liability when the grantor pays the income tax and fails to enforce the trustee’s obligation to pay certain taxes out of 
principal. A close examination of the Uniform Principal and Income Act enforced in most states establishes that it does 
not support the imposition of gift tax liability when the grantor pays the income tax with respect to an intentionally defective 
grantor trust. The stated purpose of the Act is to govern the apportionment of receipts and expenses of a trust between the 
income beneficiaries and the remainder beneficiaries, and not to impose on the fiduciary a legal obligation not otherwise 
imposed by law. In addition, in most intentional grantor trusts, the grantor is neither an income nor a principal beneficiary 
of the trust, so the results reached certain of the cited cases (listed below) are not applicable. See French Estate, 61 Pa. 
D.C. 2d. 654 (1963); Doughty Trust, 6 Fid. Rep. 2d. 260 (1985). The cautious drafter, however, will prohibit the trustee 
from reimbursing the grantor for any income tax liability resulting from the trust’s classification as a grantor trust. 

Payment by the grantor of an income tax liability imposed on the grantor as a result of the federal income tax laws 
is not considered a gift to another person. See Treas. Reg. § 25.2511-1(d). However, if the grantor is entitled to 
reimbursement from the trust under state law, payment of the tax liability without seeking reimbursement would appear to 
constitute a gift in the year that the tax liability is paid. See, e.g., New York EPTL, 7-1.11; French Estate; Doughty Trust. 
If the right to reimbursement is overridden in the trust instrument, any “gift” would occur at the time of the transfer to the 
trust. This should not increase the value of the gift, however, since future income tax liabilities associated with the trust 
property are not taken into account in valuing the transferred property. 

Structuring the trust to fall within the grantor trust rules of 26 U.S.C. § 671–679 would permit a grantor who 
chooses to do so to increase the true economic value of the transfer by shifting liability for the trust’s income taxes on to 
himself, including taxes on capital gains, and in effect convert the income distributions to the beneficiaries into tax-free 
income. 

Revenue Ruling 2008-22 ruled that: 



A grantor’s retained power, exercisable in a non-fiduciary capacity, to acquire property held in trust 
by substituting property of equivalent value will not, by itself, cause the value of the trust corpus to 
be includible in the grantor’s gross estate under § 2036 or 2038… 

2008-16 IRB 796 (Apr. 21, 2008). 

The ruling was conditioned on the following: (a) the trustee has a fiduciary obligation (under local law or the trust 
instrument) 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 (b) the substitution power cannot be exercised in a manner 
that can shift benefits among the trust beneficiaries. 

In a private letter ruling, the IRS ruled that the exercise of the power to substitute assets of a GRAT for assets of 
equivalent value (both during the GRAT term and after) was not a gift, did not give rise to the recognition of gain or loss 
and did not disqualify the GRAT and that the trust would constitute a grantor trust with respect to the grantor (both during 
the GRAT term and after). The IRS analyzed the GRAT instrument, and, in particular, the power of substitution. 
Interestingly, the power of substitution could be exercised only in a fiduciary capacity. The IRS cited Rev. Rul. 85-13 for 
the proposition that there would be no gain or loss recognition on any exercise of the power of substitution. PLR 
200846001. 

G. 2015 Green Book Proposed Changes to Grantor Trusts 

1. Deemed Realization Proposal 

President Obama proposed changes to the taxation of wealth transfers during life and at death in the General 
Explanations of the Administration’s Fiscal Year 2016 Revenue Proposals (Feb. 2015), known as the “Green Book.” Many 
of them were made in past Green Books, and carried over to the subsequent Fiscal Year 2017 Revenue Proposals (Feb. 
2016), although two addressing GRATs and grantor trusts were considerably revised.  It is entirely possible that the Biden 
administration will advance these changes for enactment in 2021 or after. 

One new proposal would treat gifts and bequests of appreciated assets as sales (as deemed realization events 
or “DRs”), resulting in capital gain. The capital gains tax on a gift or at death would not replace the gift and estate tax, but 
would be an additional tax. The President’s proposals are also discussed by the Joint Committee on Taxation in its History, 
Present Law, and Analysis of the Federal Wealth Transfer Tax System (JCX-52-15, Mar. 16, 2015) (the “Joint Committee 
Description”). 

The DR proposal is discussed here because it demonstrates one method by which transfer tax relief to affluent 
families might be mitigated in the future. Note that Canada imposes a similar tax at death. 

Though sweeping in its effect, the deemed realization events proposal (DR proposal) is described in relatively 
few words on pages 156–157 of the Green Book: 

Under the proposal, transfers of appreciated property generally would be treated as a sale of the 
property. The donor or deceased owner of an appreciated asset would realize a capital gain at the 
time the asset is given or bequeathed to another. The amount of the gain realized would be the 
excess of the asset’s fair market value on the date of the transfer over the donor’s basis in that 
asset. That gain would be taxable income to the donor in the year the transfer was made, and to 
the decedent either on the final individual return or on a separate capital gains return. The 
unlimited use of capital losses and carry-forwards would be allowed against ordinary income on 
the decedent’s final income tax return, and the tax imposed on gains deemed realized at death 
would be deductible on the estate tax return of the decedent’s estate (if any). Gifts or bequests to 
a spouse or to charity would carry the basis of the donor or decedent. Capital gain would not be 
realized until the spouse disposes of the asset or dies, and appreciated property donated or 
bequeathed to charity would be exempt from capital gains tax. 

The DR proposal would exempt any gain on all tangible personal property such as household furnishings and 
personal effects (excluding collectibles). The DR proposal also would allow a $100,000 per person exclusion of other 
capital gains recognized by reason of death that would be indexed for inflation after 2016, and would be portable to the 
decedent’s surviving spouse under the same rules that apply to portability for estate and gift tax purposes (making the 



exclusion effectively $200,000 per couple). The $250,000 per person exclusion under current law for capital gain on a 
principal residence would apply to all residences, and would also be portable to the decedent’s surviving spouse (making 
the exclusion effectively $500,000 per couple). 

The exclusion under current law for capital gain on certain small business stock would also apply. In addition, 
payment of tax on the appreciation of certain small family-owned and family-operated businesses would not be due until 
the business is sold or ceases to be family-owned and operated. The DR proposal would further allow a 15-year fixed-rate 
payment plan for the tax on appreciated assets transferred at death, other than liquid assets such as publicly traded financial 
assets and other than businesses for which the deferral election is made. 

The DR proposal also would include other legislative changes designed to facilitate and implement this 
proposal, including without limitation: the allowance of a deduction for the full cost of appraisals of appreciated assets; the 
imposition of liens; the waiver of penalty for underpayment of estimated tax if the underpayment is attributable to 
unrealized gains at death; the grant of a right of recovery of the tax on unrealized gains; rules to determine who has the 
right to select the return filed; the achievement of consistency in valuation for transfer and income tax purposes; and a 
broad grant of regulatory authority to provide implementing rules. 

To facilitate the transition to taxing gains at death and gift, the secretary would be granted authority to issue 
any regulations necessary or appropriate to implement the proposal, including rules and safe harbors for determining the 
basis of assets in cases where complete records are unavailable. 

This DR proposal was proposed to be effective for capital gains realized and qualified dividends received in 
taxable years beginning after December 31, 2015, and for gains on gifts made and of decedents dying after December 31, 
2015. 

a. Application of DR Proposal to Sales to Grantor Trusts 

EXAMPLE 

Consider P, who wishes to make a gift to P’s child, C, of an asset with a value of $1 
million and a basis of $200,000. An outright gift to C will produce a DR of $1 million 
and a capital gain of $800,000 (long-term or short-term, depending on P’s holding 
period for the asset) reportable on P’s income tax return for the year of the gift. 
Assume that the gift tax on the $1 million gift is $400,000. Assume that the resulting 
tax on the gain, including the net investment income tax, is at a rate of 25 percent, 
or $200,000. Disentangling the tax attributable to the gift from the donor’s other 
capital gains tax on a complicated return may not be easy, and rules will be needed 
regarding how this is to be done. 

 
The capital gains tax is a liability of the donor, so payment of that tax does not increase the taxable gift. 

Does the capital gains tax liability perhaps reduce the taxable gift? The proposal provides that as to DR at death, “the tax 
imposed on gains deemed realized at death would be deductible on the estate tax return of the decedent’s estate (if any).” 
No comparable statement is made concerning gifts. Capital gains tax at death reduces the value that can be transferred to 
the decedent’s beneficiaries, so the deduction on the estate tax return is appropriate. By contrast, tax on DR paid by the 
donor on a gift does not reduce the value passing to the donee, so a deduction for income tax paid by the donor would not 
be appropriate. 



EXAMPLE 

A gift is subject to DR. A sale for fair market value is not. Suppose in the preceding 
example, the gift of the asset to C would be subject to gift tax. Since a gift will 
produce the same capital gain as a sale, as compared to current law, the scales 
are tilted to structure the transfer as a sale, to avoid the gift tax. The choice, of 
course, involves other factors, including the differing impacts on the eventual estate 
tax of the consideration paid in a sale, and the adjusted taxable gift and avoidance 
of “estate tax on the gift tax” in the case of a gift. A “true” sale can be structured as 
an installment sale, while it is unclear how this could be done in the case of a gift. 
An installment obligation held by a decedent at death is treated as an item of income 
in respect of a decedent and should not be subject to the DR rules at death. 

 
DR applies to gifts and not to sales, but how are the two distinguished if the sale price turns out to be less 

than fair market value? Any transfer for less than fair market value is potentially a taxable gift. Under current law, to avoid 
being treated as a taxable gift, a transfer must meet the test of Treasury Regulations  
section 25.2512-8, which provides that “a sale, exchange, or other transfer of property made in the ordinary course of 
business (a transaction which is bona fide, at arm’s length, and free from any donative intent), will be considered as made 
for an adequate and full consideration in money or money’s worth.” The regulation applies to family transactions but the 
test is not easy to meet in the family context. The DR provisions would have to include clarification of the treatment of 
bargain sales, including net gifts. 

EXAMPLE 

Suppose that instead of transferring the asset to C, P transfers it to an irrevocable, 
non-includible grantor trust for C’s benefit, transfers to which are complete for gift 
tax purposes. It would be inappropriate to treat a gift to such a trust as a realization 
event, when a sale to the same trust would not be. Gifts to a grantor trust must be 
excluded from any immediate DR, but under current law that opens up a loophole 
since subsequent distributions from the trust to C are not taxable gifts giving rise to 
DR, and are not ordinary realization events as between P and C. A rule is needed 
that would catch the subsequent distributions to C and make them realization 
events, even though they are not gifts. It would seem fair to include appreciation 
occurring inside the trust in the DR upon subsequent distributions. The rules must 
also cover the cessation of grantor trust status, such as the release by P of the 
power that makes the trust a grantor trust. Under existing law, cessation of grantor 
trust status during P’s life may be treated as a transfer by P to the trust for income 
tax purposes under Treasury Regulations section 1.1001-2(c), Example 5, but the 
deemed transfer is not a gift for gift tax purposes and would not give rise to DR 
absent a special rule. If P dies before the trust is terminated, the trust property is 
not includible, so DR is avoided, unless there is a special rule for that case as well. 

 
Gifts to irrevocable grantor trusts present problems in implementing a DR regime. The administration 

proposals for grantor trusts, discussed below, apply to sales to a grantor trust. Would those proposals apply to gifts under 
a DR regime? They might, given that under DR, a gift is treated as a sale. However, the grantor trust proposals do not, in 
themselves, generate capital gain. For sales, the grantor trust proposals provide that transferred property remains includible 
in the transferor’s gross estate. They also provide that distributions are treated as taxable gifts, but they exempt previously 
gift-taxed property. Something resembling the grantor trust proposals could be adopted to address the DR issues presented 



by gifts to irrevocable non-includible grantor trusts, because distributions treated as gifts would be subject to DR, as would 
property includible at death. However, some adjustments would be required. 

What about sales to grantor trusts, assuming the grantor trust proposals discussed below are not adopted? 

EXAMPLE 

P sells for cash appreciated property to an irrevocable, non-includible grantor trust 
for C’s benefit. Assume the purchase price is equal to fair market value, and that 
current law (with the addition of the DR rules) applies. The sale would seem to be 
outside the scope of the DR rules because it is not a gift. Thus, even the sort of 
l o o p h o l e - c l o s i n g 

 

EXAMPLE CONT’D 

rules for gifts discussed in the preceding paragraph would not apply. No gain is 
recognized on the sale because the trust is a grantor trust. Neither distributions to 
C, nor P’s death, would be a gift or bequest subject to DR. The termination of grantor 
trust status during P’s life could result in a deemed transfer by P to the trust for 
income tax purposes, but here again the deemed transfer is not a gift for gift tax 
purposes and would not give rise to DR. The income tax result under current law 
apart from DR is uncertain because the treatment of the previously paid 
consideration is uncertain. 
In the more common case of a sale for a note equal to fair market value, the result 
during P’s life is the same as with the sale for cash. If the note is not fully paid during 
P’s life, the note could give rise to DR at P’s death if P’s basis in the note is less 
than its value, which is likely to be the case. Today, we do not normally think about 
P’s basis in the note because it has no significance during life and arguably is 
stepped up at death, but under DR the stepped up basis at death will no longer 
apply. As today, the effort will be to pay off the note before death to avoid this issue. 

 
If the only change to current law were the introduction of DR for gifts and bequests, a sale to a grantor 

trust could avoid DR. The DR will therefore create pressure to change the rules applicable to sales to grantor trusts. The 
grantor trusts proposal would radically change those rules. While the initial sale would remain income tax exempt, 
subsequent distributions of or traceable to the sold property, or the cessation of grantor trust status, would be treated as 
gifts, and any such property remaining at death would be included in the transferor’s gross estate, in each case subject to 
DR. As drafted, these rules would apply only to sales. As discussed above, the enactment of DR will create pressure to 
extend them in some form to gifts as well. 

It appears unlikely that there will be either a viable DR proposal or significant changes to the grantor trust 
rules under the Trump Administration, unless these form part of a comprehensive reform package. 

In summary, the enactment of DR would be likely to lead to significant changes in the treatment of gifts 
and sales to irrevocable grantor trusts that are not includible in the grantor/seller’s gross estate. 

b. Application of Other Green Book Proposed Changes for Grantor Trusts 

Previous Green Books recommended changes to the rules governing sales to grantor trusts. The current 
Green Book repeats these recommendations without substantive change. The grantor trust proposal is now included in the 



same section as the GRAT proposals, but the two are still separate, and grantor trust proposals do not apply to GRATs 
even though GRATs are grantor trusts. The latest Green Book proposal is: 

If a person who is a deemed owner under the grantor trust rules of all or a portion of any other 
type of trust engages in a transaction with that trust that constitutes a sale, exchange, or 
comparable transaction that is disregarded for income tax purposes by reason of the person’s 
treatment as a deemed owner of the trust, then the portion of the trust attributable to the 
property received by the trust in that transaction (including all retained income therefrom, 
appreciation thereon, and reinvestments thereof, net of the amount of the consideration 
received by the person in that transaction) would be subject to estate tax as part of the gross 
estate of the deemed owner, would be subject to gift tax at any time during the deemed 
owner’s life when his or her treatment as a deemed owner of the trust is terminated, and would 
be treated as a gift by the deemed owner to the extent any distribution is made to another 
person (except in discharge of the deemed owner’s obligation to the distribute) during the life 
of the deemed owner. The proposal would reduce the amount subject to transfer tax by any 
portion of that amount that was treated as a prior taxable gift by the deemed owner. The 
transfer tax imposed by this proposal would be payable from the trust. 

The proposal would not change the treatment of any trust that is already includable in the grantor’s gross 
estate under existing provisions of the Internal Revenue Code, including without limitation the following: grantor retained 
income trusts; grantor retained annuity trusts; personal residence trusts; and qualified personal residence trusts. Similarly, 
it would not apply to any trust having the exclusive purpose of paying deferred compensation under a nonqualified deferred 
compensation plan if the assets of such trust are available to satisfy claims of general creditors of the grantor. It also would 
not apply to any irrevocable trust whose only assets typically consist of one or more life insurance policies on the life of 
the grantor and/or the grantor’s spouse. 

The proposal would end the use of sales to grantor trusts to transfer appreciation because the appreciation 
would be subjected to gift tax or would remain includible in the seller’s gross estate. No indication is given as to how these 
rules would be coordinated with the proposed DR rules. Since under DR a gift would be treated as sale, would a gift to a 
grantor trust be subject to these rules? From a transfer tax perspective, the answer should be no because a gift, unlike a 
sale, is subject to gift tax. There is no policy against using a taxable gift to remove appreciation from the transfer tax base. 
On the other hand, as discussed above, in a DR world some loophole-avoiding rules are necessary to prevent grantor trusts 
from being used to avoid DR, and the proposed grantor trust changes would accomplish that. 

A simpler approach would be to end the tax free treatment of sales to grantor trusts and return to the 
holding of the Second Circuit in Rothstein v. U.S., 735 F.2d 704 (2d Cir. 1984). Payment of capital gains tax should be a 
sufficient “price” for removing appreciation from the seller’s estate, just as it would be in a sale to a child. 

2. 2017 Green Book Proposed Changes to GRATs 

a. Application of DR Proposal to GRATs 

Assuming current law otherwise applies, how should a transfer to a GRAT be treated under DR? Assume 
initially that the GRAT is zeroed out. The transfer to the GRAT should be exempt from DR because it is not a taxable gift. 
Much of the transferred principal may return to the grantor (actuarially, all of it is expected to). If the transferor survives 
the GRAT term, and at that point appreciated property remains in the trust, is there any basis for applying DR upon 
expiration of the GRAT term? The answer should be no, absent some special rule. In a DR world, however, the government 
may view allowing appreciation in the GRAT upon expiration of the GRAT term to escape tax as too good a result. It 
would be possible to apply a rule analogous to the GST “ETIP” rule to provide that DR applies at the expiration of the 
ETIP, based on appreciation at that point. DR would be applied as if a taxable gift occurred upon the expiration of the 
GRAT term. If such a rule existed, it might make a difference whether the GRAT remainder continued in wholly grantor 
trusts, depending on what the rules are for gratuitous transfers to grantor trusts that are not includible in the grantor’s gross 
estate. This could be a two-edged sword, however. It would not be desirable for distributions from such trusts, or the death 
of the grantor, to result in DR, but rules designed to prevent avoidance of DR using grantor trusts might apply. Those rules 
should be drafted so as not to apply to trusts following a zeroed-out GRAT, because the property in the trusts was never 
the subject of a taxable gift. 



If the GRAT is not zeroed out, a taxable gift will occur of the value of the remainder interest upon creation 
of the GRAT. Assuming no ETIP rule, DR could be applied on the transfer, but only as to the value of the remainder 
interest. The amount of DR would be computed by multiplying the remainder percentage times the value of the transferred 
property. Regulations would have to specify whether the transferor’s entire basis or only a pro rata portion of it applied in 
computing the capital gain. Against this result, one could argue that the GRAT is a grantor trust, but here again whether 
this produces a good result would depend on how DR applies to grantor trusts. 

b. Application of Other Proposed Changes to GRATs 

Previous Green Books recommended changes to the rules governing GRATs. In addition to the changes 
in the treatment of GRATs that may be required if the current Green Book’s DR proposal is adopted (and which was 
discussed supra), the Green Book for Fiscal 2017 described additional changes for GRATs. 

The revised proposal in 2015 Green Book is much harsher than prior proposals: 

The proposal would require that a GRAT have a minimum term of ten years and a maximum 
term of the life expectancy of the annuitant plus ten years to impose some downside risk in 
the use of a GRAT. The proposal also would include a requirement that the remainder interest 
in the GRAT at the time the interest is created must have a minimum value equal to the greater 
of 25 percent of the value of the assets contributed to the GRAT or $500,000 (but not more 
than the value of the assets contributed). In addition, the proposal would prohibit any decrease 
in the annuity during the GRAT term, and would prohibit the grantor from engaging in a tax-
free exchange of any asset held in the trust. 

The requirement of a remainder with a value equal to the greater of 25 percent of the initial value of the 
GRAT or $500,000 (but not more than initial value) will discourage the use of GRATs, whose great attraction has been 
that little or no gift tax was imposed upon creation and little or no use of the donor’s unified credit necessary, with no 
downside risk if the trust assets did not appreciate. While significant GRAT transfers could be shielded by the unified 
credit, the credit used is wasted if the GRAT does not earn greater than the I.R.C. § 7520 rate, and thus a significant 
downside risk would be present. 

The remainder rule seems incoherent as applied to transfers of $500,000 or less. For example, a transfer 
of $500,000 would be required to have a remainder interest valued at $500,000, which is impossible. 

In recent years some planners have recommended creation of “leveraged” GRATs, in which the asset 
transferred to the GRAT is an interest in a single member LLC that is a “disregarded entity” to which property was 
previously sold for a note. The note reduces the value of the LLC interest and thus the value transferred to the GRAT, so 
the value of the remainder interest can be kept low. This technique would offer a possible way of coping with the stiffer 
remainder requirement. 

The proposal would also “prohibit the grantor from engaging in a tax-free exchange of any asset held in 
the trust.” The ability to engage in such an exchange is an attractive feature of current law. For example, an asset that has 
appreciated can be repurchased, thus locking in the appreciation. 

On the whole, unlike prior versions of this proposal, this version would seriously curtail the use of GRATs. 
The proposal would apply to GRATs created after the date of enactment. 

Again, it is unlikely that these changes will appear in future proposals. 

3. Installment Sale Compared to GRAT 

Compared to a GRAT, the installment sale can provide greater flexibility and tax benefits, without the 
requirement that the grantor survive the term. The interest and payment terms of the note can be written to accommodate 
the grantor/seller’s financial requirements and certain restrictions on the buyer’s cash flow. For example, the note can defer 
the repayment of principal until the end of the note term (a balloon note). A GRAT requires equal annual payments be 
made and these payments effectively include the repayment of principal each year. 

Because the GRAT is not considered an income taxable transaction, there is no income tax incurred when it 
is created or when annuity payments are received. The grantor will, however, pay income tax generated by the trust assets, 



independent of the GRAT payments. A taxable installment sale is taxed to the grantor/seller as interest and principal 
payments are made on the note (note that a substantial portion of the gain can be deferred to maturity if a balloon note is 
used). A non-taxable installment sale will not require the grantor to pay tax on the gain and interest, but the grantor will 
continue to pay the income tax attributable to all of the trust assets. The non-taxable installment sale is similar to a GRAT 
in this regard. This ongoing obligation can become a significant burden if the grantor/seller is required to pay rapidly 
increasing amounts of income tax out of the assets he or she depends on to support his or her current standard of living. 
The installment sale trust can be designed to terminate its status as a non-separate taxpaying entity, but the grantor will 
then have to include the gain and interest portions of future installments on his or her individual returns. The GRAT will 
never be a separate income taxable entity. 

H. Conclusion 

Because the federal income tax system and the federal transfer tax system are not closely coordinated, there are 
transfer tax advantages if an irrevocable trust is intentionally structured as a grantor trust for federal income tax purposes. 
A grantor may significantly increase the amount of property transferred to children or other beneficiaries by intentionally 
making an irrevocable trust a grantor trust for federal income tax purposes. This technique requires caution on the part of 
the practitioner. Careful attention to drafting is required. Further, the practitioner must thoroughly familiarize himself or 
herself with the grantor trust rules, as well as the federal estate and gift tax provisions, and especially Revenue Ruling 
2004-64. 

Under existing authorities, the grantor’s payment of the federal income tax liability imposed on the grantor by the 
grantor trust rules does not result in annual taxable transfers to the trust. It is possible that the IRS will contend that 
applicable state law requires that the grantor be reimbursed from the trust for the grantor’s payment of the income tax 
liability, in which case the failure to enforce this could result in annual transfer under the rationale of Dickman and similar 
cases and Revenue Ruling 2004-64. Assuming that state law does not provide the grantor with a right of reimbursement, 
however, it will be difficult for the IRS to assert gift tax liability, unless the trust agreement itself requires reimbursement. 

Therefore, until the rules are changed by legislation or further rulings, this can be a planning opportunity for the 
aggressive taxpayer. 

 



FUNDING THE TRUST AND INTEGRATING IT INTO THE 
REST OF THE ESTATE PLAN 

 
TRANSFERRING ASSETS TO REVOCABLE TRUSTS, RETITLING AND 

BENEFICIARY DESIGNATIONS 
 

We cannot overemphasize the importance of actually transferring the appropriate property 
or assets to your Revocable Trusts.  The process of transferring property or assets to a Revocable 
Trust is known as “funding.”  An unfunded or partially funded Revocable Trust does not avoid 
probate for the assets that are not transferred to the Revocable Trust. These instructions will help 
each of you fund your respective Revocable Trusts and will sometimes refer to the funding of a 
single Revocable Trust. 

• Each of you will make ownership changes to change the title of most of your assets from 
your name as an individual to both your names as Trustees of your Revocable Trust.  For 
an example of the actual titles to use for each of your trusts, please see the Titling Assets 
in Your Names as Trustees section below. 

• For other assets, such as life insurance and retirement accounts (including IRAs and other 
assets that provide for distribution by beneficiary designation at death), each of you will 
make beneficiary changes to properly distribute those assets upon your death. The 
beneficiary will not necessarily be your Revocable Trust – please see the Retirement Plans 
and IRAs and Life Insurance and Annuities sections of the Instructions for 
Transferring Specific Assets portion of this document.  

Generally, to transfer assets to your trust, you must execute new documents of title, deeds to real 
property, and signature cards for your bank accounts, as well as change of beneficiary forms for 
pension plans, individual retirement plans, and life insurance policies. 
Your financial advisor, accountant, broker, or life insurance agent may need to help you make 
ownership or beneficiary changes. These instructions will give you general knowledge of how to 
fund your trust, but they cannot comprehensively address every type of transfer. Please call us if 
you must make transfers that are not addressed in these instructions. 
We recommend that you place copies of all written documents that evidence the assets of your 
Revocable Trust into a file or notebook that contains a copy of your Revocable Trust. These assets 
may include bank accounts, investment management accounts, real property, business interests, 
insurance policy proceeds, or any other property.  
We also recommend that you provide us with copies of any account statements, transfer 
documents, deeds, assignments, bills of sale or any other document evidencing the transfer of 
assets to your Revocable Trust. We will then update Schedule A attached to your Revocable Trust 
to list the assets transferred to the Trust in summary form. The bolded, italicized sentence ending 
the transfer instructions for each type of asset tells you what documents to send to us and to put 
into your Revocable Trust file or notebook. 



Taxpayer Identification Number (also referred to as Employer Identification Number) of 
Your Revocable Trust 
As long as you are acting as a Trustee of your Revocable Trust, you do not need to obtain a separate 
taxpayer identification number for your Trust or to file a separate Trust tax return. The Internal 
Revenue Service prefers that you use your own Social Security number. You should report all of 
the income generated by Revocable Trust assets on your Personal Income Tax Returns.  Each 
payer of income who issues a 1099 or similar document should report items of taxable income 
using your individual Social Security Number.  
At each of your respective deaths, your trust will require its own taxpayer identification number. 
Titling Assets in Your Names as Trustees 
Generally, you should title all of your currently owned and newly acquired assets in the name of 
each of your trusts.  
Please use the following format for [Wife 1st Name]’s trust: 
[Wife Full Name] and [Husband Full Name], Trustees, or their successors in interest, of the [Wife 
Full Name] Revocable Trust dated _______________, as amended.  
Please use the following format for [Husband 1st Name]’s trust: 
[Husband Full Name] and [Wife Full Name], Trustees, or their successors in interest, of the 
[Husband Full Name] Revocable Trust dated ______________, as amended.  

 

Instructions for Transferring Specific Assets 
Cash Accounts 
You should sign new signature and ownership cards to retitle any sizeable bank accounts or cash 
equivalents, including treasury bills, money market accounts, and certificates of deposit, to name 
yourselves as Trustees of those accounts. You need not change any small joint or other checking 
accounts used primarily for household expenses. 
Before you retitle your certificates of deposit, consult with a bank officer to make sure that the 
institution does not consider the change in account name to be an early withdrawal that incurs a 
penalty. Generally, this should not be a problem because your tax identification number for the 
account will remain the same. 
Instruct your financial institution by letter or in person to change the title to your trust. The tax 
identification number (your Social Security number) on the account for withholding and reporting 
purposes will remain the same. Because both of you are Trustees of each Revocable Trust, you 
can either give each trustee signature power with respect to the account or give that signature 
power to only one of you as Trustee. Sign the new signature cards as Trustees. 
Retitling the account records should have no effect on the name you wish to have printed on your 
checks. There is no reason to have the name of your trust on your printed checks. Ask your bank 
to continue to print your individual name on the checks. 



Attached is a sample Letter of Instructions that can be addressed to each specific financial 
institution directing it to change the ownership and title to bank accounts to the name of your 
Revocable Trust. 
After changing title, your next account statements will confirm the retitling by listing both of you 
as Trustees of each of your trusts. Please send a copy of each account statement to us and put a 
copy in your trust notebook or file. 
Investment Accounts 
If you hold publicly traded stocks and bonds that are already in brokerage or investment accounts, 
contact your brokers or custodians and direct them to change the title of the accounts to the name 
of each of your trusts. The procedure for doing so is the same as the procedure for retitling cash 
accounts explained above. You may have to complete new account applications and present a copy 
of each Trust in order to change the title. Title to the accounts should be in the trust name. 
After changing title, your next account statements will confirm the retitling by listing both of you 
as Trustees of each of your trusts. Please send a copy of each account statement to us and put a 
copy in your trust notebook or file. 
Stocks and Bonds Not Held in Investment Accounts 
If you possess original stock or bond certificates, there are two ways to transfer the certificates to 
your trust. 

• Open a brokerage or investment account in the name of your Revocable Trust and 
deposit your original certificates in the account. (You may later have your broker 
deliver the certificates to you made out in the name of the trust if you wish.) Your future 
account statements, titled in the name of your Revocable Trust, will prove your 
ownership of the transferred stock or bonds. Please send a copy of each account 
statement proving ownership by the trust to us and put a copy in your trust notebook 
or file.  

• Work directly with the transfer agent for the stock or bond and direct the agent to 
reissue your stock with your Revocable Trust named as the new owner. Please be sure 
to send to us a copy of both the front and back of the new bond or stock certificate 
and place a copy in your trust notebook or file. 

 
Stock Options 
Transferring or assigning stock options requires a careful analysis of the tax and legal issues. We 
recommend you ask your Certified Public Accountant (CPA) and your stock plan administrator 
about your choices in assigning your interests to a Revocable Trust.  
Personal Effects 
Tangible personal property refers to such items as household furnishings, appliances and fixtures, 
works of art, motor vehicles, pictures, collectibles, personal wearing apparel and jewelry, books, 
sporting goods, and hobby paraphernalia. Your tangible personal property has been transferred to 
your Revocable Trust by declaration in Article One of the Trust. 



Your personal vehicles can be titled in the name of one or both Revocable Trusts, but we find that 
most of our clients prefer to leave their vehicles outside their trusts for reasons of convenience. If 
you decide to title your vehicle in the name of your trust, consult your casualty insurance agent to 
make certain the transfer will not result in a business rating on your insurance policy that would 
increase your premiums. 
Retirement Plans and IRAs 
You should never transfer the ownership of a qualified retirement or pension plan or individual 
retirement account to a Revocable Trust.  
Making the proper beneficiary designations for retirement plans involve many complex tax and 
individual family issues. Therefore, making a recommendation without further consultation is 
difficult. You have many trade-offs to consider in naming your beneficiaries–tradeoffs that affect 
your required minimum distributions and the taxation of your benefits after your death. 
Attached to this Memorandum is a form of Instruction Letter to send to financial institutions or 
other custodians of retirement plans and IRAs that requests that the beneficiary be changed in a 
manner consistent with your Revocable Trusts. 
Your retirement plan administrator should send you a letter confirming the change of beneficiaries 
in your retirement plan records. Please put a copy of this confirmation letter in the TRUST 
ASSETS section of your Revocable Trust Portfolio.1 
Qualified Tuition Plans (529 Plans) 
Transferring a 529 plan to your Revocable Trust often makes sense, but your trust must contain 
specific language enabling the Trustee to manage the account. We recommend that you contact us 
before naming your trust as an owner of a 529 plan. 
Life Insurance Policies and Annuities 
You may want to tax-proof your major life insurance policies by creating one or more irrevocable 
life insurance trusts. In any event, you will probably want some policy proceeds paid directly to 
your Revocable Trust. Please consult with us so we can help you determine the proper ownership 
and beneficiary designation for each. 
Here is a typical format for a policy on [Husband 1st Name]’s life: 

Primary Beneficiary: [Wife Full Name] 
Secondary Beneficiary: [Husband Full Name] and [Wife Full Name], Trustees, or 
their successors in interest, of the [Husband Full Name] Revocable Trust dated 
______________, as amended.  

For a policy on [Wife 1st Name]’s life: 
Primary Beneficiary: [Husband Full Name] 

 
1 In case your retirement plan administrator fails to send you a confirmation letter, please put a copy of 
the change of beneficiary designation you sent to the plan administrator in the TRUST ASSETS section of 
your Living Trust Portfolio. When you do receive the confirmation letter, you can then substitute it for the 
change of beneficiary designation. 



Secondary Beneficiary: [Wife Full Name] and [Husband Full Name], Trustees, or 
their successors in interest, of the [Wife Full Name] Revocable Trust dated 
_______________, as amended.  

Your insurance company should send you a letter confirming the change of beneficiaries in your 
insurance policy or annuity records. Please send a copy of each confirmation letter and put a 
copy in your trust notebook or file.2 
Mortgage, Notes, and Other Receivables 
If you have loaned money to anyone, you should assign your interest as lender to your Revocable 
Trust by a written document and notify your debtor of the assignment. We can prepare assignment 
documents for each interest for your signature. Please send a copy of each executed assignment 
document to us and put a copy in your trust notebook or file. 
Partnership Interests 
If there are no restrictions in your general partnership agreement, your interest in the general 
partnership should be transferred through a written assignment of interest signed by you and 
acknowledged by your partners. Transfer of an interest in a limited partnership is accomplished in 
the same way as the transfer of a general partnership interest. 
We can prepare assignment documents for each interest for your signature. Please send a copy of 
each executed assignment document to us and put a copy in your trust notebook or file. 
Corporate Business or Professional Interests 
You should contact your corporate counsel or ask us to assist you in transferring your professional 
business interests to the Revocable Trust. 
If your business is a corporation, you will have to cancel shares held in your name and reissue 
them in your name as Trustee of your Revocable Trust. Please send us a copy of both the front and 
back of the new stock certificate and put a copy in your trust notebook or file. 
If your business is a limited liability company, we will draft assignment documents to assign your 
interest to your Revocable Trust. Please send a copy of each executed assignment document to us 
and put a copy in your trust notebook or file. 
Sole Proprietorship Business Interests 
A sole proprietorship is a business entity owned by one person. Ownership of a sole proprietorship 
can be transferred to a Revocable Trust with a written assignment of interest. All items of tangible 
personal property should be listed individually or by category in the assignment. Please send a 
copy of each executed assignment document to us and put a copy in your trust notebook or file. 
Oil, Gas, and Mineral Interests 
The method of transferring interests in oil, minerals, and gas depends on whether you own or lease 
the interests. Generally, if you own the interests, you should record a deed that transfers title of 
your interests to your Revocable Trusts. If your interest is a lease, you should assign your rights 

 
2 In case your insurance company fails to send you a confirmation letter, please put a copy of the change 
of beneficiary designation you sent to the insurance company in the TRUST ASSETS section of your 
Living Trust Portfolio. When you do receive the confirmation letter, you can then substitute it for the 
change of beneficiary designation. 



as a lessee to your Revocable Trusts by a written assignment. Please send us the original of each 
executed deed or assignment so that we may record it in the real estate records and put a copy of 
each executed deed or assignment in your trust notebook or file. 
Real Property 
Transferring your real property to your trust will require attention to ownership and tax issues 
based on the nature of the current title to the property. Ultimately, the transfer will require 
preparing, executing, and recording new deeds for each property. This should be done through an 
attorney. At your request, we will assist you with this. Please send the original of each executed 
deed so that we may record it in the real estate records and put a copy in your trust notebook or 
file. 
Anticipated Inheritance, Gift, or Lawsuit Judgment 
If you are the beneficiary of an estate of someone who has already died, or if you are a plaintiff in 
a lawsuit, you can assign your interest in the estate or lawsuit to your Revocable Trust in case you 
are disabled or die before receiving distributions or payments. Please send a copy of the executed 
assignment to us and put a copy in your trust notebook or file. 

Reviewing Your Estate Plans 
You should review your estate plans with an attorney every two to three years because all estate 
plans require on-going maintenance. In particular, a change in your family, a significant change in 
your net worth, or a change in the tax law could significantly affect the effectiveness of your plan. 

 
 
 
 
 
 
 
 
 
 
 
 
 



[Client Name] 
[Client Address] 

 
 

Instructions Regarding Retirement Plans & IRAs 
 

Date: _______________, 20___ 
 
To: ______________________________________ 
 ______________________________________ 
 ______________________________________ 
 {Write Name of Custodian And Address} 
Re:   _____________ Account No._________________. 
In the event of my death before complete distribution of the above-referenced account, I hereby 
designate the following beneficiaries of the remaining balance of such account: 
PRIMARY BENEFICIARY: The primary beneficiary of One Hundred Percent (100%) of such 
remaining account balance shall be my Spouse, __________, if my Spouse survives me.  
If my Spouse survives me but disclaims all or any part of such remaining account balance, the 
beneficiary of such disclaimed portion shall be the successor Trustees of the 
[Disclaimer/Family/Residuary Trust] created under Article/Section ____ of my Will [the [Client 
Name] Revocable Trust, dated ______________, as amended during my lifetime (hereinafter my 
“Revocable Trust”)].  
If my Spouse survives me but disclaims all or any part of such remaining account balance, the 
beneficiary of such disclaimed portion shall be the Trustees of the [Exempt][Nonexempt] Marital 
Trust created under Article/Section _____  of my Will [the [Client Name] Revocable Trust, dated 
______________, as amended during my lifetime (hereinafter my “Revocable Trust”)]. If my 
Spouse survives me and disclaims all or any part of the remaining account balance distributable to 
the Trust created under Article/Section ______ of my Will [my Revocable Trust], then such 
remaining account balance shall be payable as if my Spouse did not survive me. 
CONTINGENT BENEFICIARIES:  If my Spouse does not survive me, then One Hundred 
Percent (100%) of such remaining account balance shall be distributed to my descendants who 
survive me, in separate shares, [per stirpes] [per capita at each generation][; provided, however, 
that the share of any such descendant for whom a Descendant's Separate Trust is set aside under 
Article/Section _____  of my Will [the [Client Name] Revocable Trust, dated ______________, 
as amended] and who is the Primary Beneficiary of such Descendant's Separate Trust shall be 
distributed to the Trustee of the [Descendant’s Separate] Trust] established for the benefit of said 
descendant under my Will [the [Client Name] Revocable Trust dated _______, as amended during 
my lifetime]. Each such descendant to whom a separate share of such remaining account balance 



is distributable or for whom a [Descendant’s Separate] Trust is established under Article/Section 
_____  of my Will [the [Client Name] Revocable Trust, dated ______________, as amended] shall 
be the beneficiary of a separate share of the remaining account balance represented by such portion 
and such separate share shall be treated as a separate account, as described below. 
If there is no [Descendant’s Separate] Trust provided under my Will [Revocable Trust] for any 
one or more of said descendants and: (i) if at the time of my death he or she has attained twenty-
one (21) years of age and is not “disabled,” his or her separate account shall be designated to him 
or her outright and free of trust; (ii) if at the time of my death he or she has not attained twenty-
one (21) years of age and is not otherwise “disabled,” his or her separate account shall be 
distributed to him or her free of trust and held for him or her by his or her legal guardian as 
custodian under the Uniform Transfers to Minors Act until the descendant attains twenty-one (21) 
years of age or, if there is no such legal guardian, the custodian shall be the then serving Trustee 
of the [Disclaimer/Family/Residuary] Trust created under my Will [Revocable Trust]; or (iii) if at 
the time of my death, he or she is “disabled,” his or her separate account shall be distributable to 
the Trustee of the [Disclaimer/Family/Residuary] Trust created under my Will [Revocable Trust] 
to hold for his or her benefit. 
A person is “disabled” if he or she suffers from a mental or physical condition (other than minority) 
that renders said person mentally incapable of managing his or her business or personal affairs, 
whether or not there is an adjudication of incapacity or disability, which condition is likely to 
extend for a period of greater than ninety days. Any such condition shall be evidenced by written 
declaration of two licensed physicians under penalty of perjury filed with the plan administrator 
or IRA custodian. Neither the plan administrator, IRA custodian nor any licensed physician who 
executes such a declaration (other than under circumstances of fraud or gross negligence) shall be 
subject to liability because of such execution. 
I direct that each beneficiary’s proportionate share of the above account shall be treated as a 
separate account, payable solely to such beneficiary, within the meaning of Treasury Regulation 
1.401(a)(9)-8, A-3, and that the account shall be deemed divided as of the date of my death into 
separate accounts in proportion to the relative amounts payable to the respective beneficiaries with 
one such separate account payable to each of my beneficiaries for purposes of determining the 
amount required to be distributed to each beneficiary under Section 401(a)(9) of the Internal 
Revenue Code.  So long as the separate accounts remain commingled, all investment gains and 
losses incurred in the account shall be allocated among the separate accounts pro rata, that is in 
proportion to the relative values of the separate accounts.  A distribution from the account to any 
beneficiary (or a transfer from the account to a separate individual Retirement Account still in my 
name and payable to such beneficiary) shall be charged to that beneficiary’s separate account 
(reducing its value for purposes of subsequent allocation of investment gains or losses).  The 
beneficiaries shall be entitled by written instructions to the administrator to have the account 
partitioned into multiple accounts, corresponding to each beneficiary’s separate account, as of or 
at any time after my death to the maximum extent such division is permitted by law to occur 
without causing a deemed distribution of the account.  Following such partition the newly created 
separate accounts shall be maintained as if each were an account in my name payable solely to the 
applicable beneficiary, and no beneficiary shall have any further interest in or claim to any account 
other than the separate account representing his or her interest. 
Please confirm this change in writing to me.   



Thank you. 
Sincerely yours, 
 
 
 
 
[Name of Client] 
 



Letter of Instruction to Change Beneficiaries of Retirement Plans and IRAs 
 
Date: _______________, 20__ 

 
To: ______________________________________ 
 ______________________________________ 
 ______________________________________ 

{Write Name And Address of Financial Institution, including Name of Contact Person or 
Representative, if applicable} 

 
Re:   _________________ Account No._________________. 
 Social Security No. #___ - __ - ____. 
 
Dear Sir or Madam: 
I would like to change the beneficiary designation of the above referenced account as follows: 
In the event of my death before complete distribution of the above-referenced account, I hereby 
designate the following beneficiaries: 
PRIMARY BENEFICIARY: 
The primary beneficiary of One Hundred Percent (100%) of such remaining account balance shall 
be my Spouse, [Nonparticipant Spouse Full Name], if my Spouse survives me.  If my Spouse 
survives me and disclaims all or any portion of such remaining account balance, then the 
beneficiary of the portion so disclaimed shall be the successor Trustees of the [Participant Spouse 
Full Name] Revocable Trust, dated ______________, as amended.  
CONTINGENT BENEFICIARY: 
If my Spouse does not survive me, then One Hundred Percent (100%) of such remaining account 
balance shall be distributed to my descendants who survive me, [per stirpes] [per capita at each 
generation].  Each such descendant to whom a portion of such remaining account balance is 
distributable shall be the beneficiary of a separate share of the remaining account balance 
represented by such portion and such separate share shall be treated as a separate account, as 
described below. 
SEPARATE ACCOUNTS:  
I direct that each beneficiary’s proportionate share of the remaining account balance shall be 
treated as a separate account, payable solely to such beneficiary, within the meaning of Treasury 
Regulation 1.401(a)(9)-8, A-3, and that the account shall be deemed divided as of the date of my 
death into separate accounts in proportion to the relative amounts payable to the respective 
beneficiaries with one such separate account payable to each of my beneficiaries for purposes of 
determining the amount required to be distributed to each beneficiary under Section 401(a)(9) of 
the Internal Revenue Code. So long as the separate accounts remain commingled, all investment 



gains and losses incurred in the account shall be allocated among the separate accounts pro rata, 
that is in proportion to the relative values of the separate accounts.  A distribution from the 
account to any beneficiary (or a transfer from the account to a separate individual Retirement 
Account still in my name and payable to such beneficiary) shall be charged to that beneficiary’s 
separate account (reducing its value for purposes of subsequent allocation of investment gains or 
losses).  The beneficiaries shall be entitled by written instructions to the administrator to have the 
account partitioned into multiple accounts, corresponding to each beneficiary’s separate account, 
as of or at any time after my death to the maximum extent such division is permitted by law to 
occur without causing a deemed distribution of the account.  Following such partition the newly 
created separate accounts shall be maintained as if each were an account in my name payable 
solely to the applicable beneficiary, and no beneficiary shall have any further interest in or claim 
to any account other than the separate account representing his or her interest. 
If you require me to sign any special forms, please send them to me.  If there are any problems 
with making the changes requested in this letter, please contact me, or my attorney, 
_______________, Esq., of Hinman, Howard & Kattell, LLP, 700 Security Mutual Building, 80 
Exchange Street, P.O. Box 5250, Binghamton, New York 13902-5250.  Telephone number: 
607.723.5341 (general); 607. ___.____ (direct); Fax number: 607.723.6605; email: 
__________@hhk.com. 
Please confirm this change in writing to me.   
Thank you. 
Sincerely, 
_________________ 
 



Letter of Instruction to Change Ownership of Bank, Brokerage and Investment 
Management Accounts 

 
Date: _______________, 20__ 

 
To: ______________________________________ 
 ______________________________________ 
 ______________________________________ 

{Write Name And Address of Financial Institution, including Name of Contact Person or 
Representative, if applicable} 

 
Re:   Account No._________________. 
 Social Security No. #___ - __ - ____. 

Social Security No. #___ - __ - ____. 
 
Dear Sir or Madam: 
I would like to change the ownership of the above referenced account as follows: 

[Appropriate Fraction or Percentage] of the current account balance to: [Husband 
Full Name] and [Wife Full Name], Trustees, or their successors in interest, of the 
[Husband Full Name] Revocable Trust dated ______________, as amended.  
Social Security No. #___ - __ - ____. 
The remaining [1.00 minus above Fraction or Percentage] of the current account 
balance to: [Wife Full Name] and [Husband Full Name], Trustees, or their 
successors in interest, of the [Wife Full Name] Revocable Trust dated 
_______________, as amended.  Social Security No. #___ - __ - ____. 

If you require me to sign any special forms, please send them to me.  If there are any problems 
with making the changes requested in this letter, please contact me, or my attorney, 
_______________, Esq., of Hinman, Howard & Kattell, LLP, 700 Security Mutual Building, 80 
Exchange Street, P.O. Box 5250, Binghamton, New York 13902-5250.  Telephone number: 
607.723.5341 (general); 607. ___.____ (direct); Fax number: 607.723.6605; email: 
__________@hhk.com. 
 
Please confirm this change in writing to me.   
Thank you. 
Sincerely, 

 



Trustee Appointment, Succession and Substitution Provisions  
The following materials contain two sets of sample trustee appointment, succession and distribution 
provisions.  They represent a composite of provisions drafted for different documents at different times 
and for clients with different objectives.  Some of the provisions contain alternative language.  We did 
not include all of the possible alternatives but we did include a sufficient variety to highlight the nature 
of the choices they represent. 

We do not intend that any of the accompanying sample form provisions be used “out of the box.”  As 
we will repeatedly stress, these are not boilerplate provisions.  They must be read, studied, understood 
and coordinated with the remaining provisions of the trust instrument, as well as with the purpose and 
structure of a client family’s overall estate, business succession and financial plan. 

We have found that we spend a not inconsiderable amount of time addressing these issues with clients 
and drafting around our client’s tax and non-tax objectives.  While the sophisticated tax and business 
succession strategies may appear to provide a sexier intellectual challenge (at least to us), fiduciary 
designation and succession is the stuff we deal with nearly every day.  No one will appreciate the tax 
benefits produced by our meticulous attention to the technical details of the plan if there is conflict, 
litigation or improper administration resulting from poor fiduciary choices and the lack of foresight in 
planning for fiduciary succession. 

The approach we have NOT taken is to treat these provisions as boilerplate or to refrain from discussing 
the designation of fiduciaries with our clients.  We believe the designation and succession of fiduciaries 
are among the most important decisions an estate planning client will consider.  In our experience, we 
find that most clients do not understand the long-term implications of their fiduciary choices.  We also 
find that our own prejudices, preferences and predispositions have a significant effect on our client’s 
fiduciary choices and the proper methods of planning for future succession. 

For example, many clients (and their advisors who for various reasons encourage this point of view) 
adopt a default position that excludes corporate and other professional fiduciaries, except as a last 
resort.  These clients may focus on the anticipated “costs” and their preference not to admit “outsiders” 
into family financial affairs.  They prefer, therefore, to name family members, and often the son or 
daughter who appears to have the most financial or business experience. Of course, the family fiduciary 
is also a beneficiary, and it’s right here that problems can arise.  Our clients’ preferences are reinforced 
by a general distrust of large financial institutions (who appear to clients to place a larger emphasis on 
accumulating assets under management than they do to providing the promised extraordinary service 
once those assets are on the books), the lack of wisdom of so-called “financial experts” as reflected in 
their failure to avoid the same heuristic biases to which their clients are subject, and a failure on the 
part of the client’s attorneys to explain the duties and responsibilities imposed on non-professional 
fiduciaries and the possible consequences to both the client’s family and the fiduciary personally of 
such a deficiency in understanding.  A matter of fiduciary liability, our forms generally permit certain 
conflicts of interest to exist and we exonerate trustees from liability for engaging in transactions that 
might otherwise be called “self-dealing.”  We also take steps to minimize the potential tax problems 
that may arise when a beneficiary is also a trustee. What we need to discuss with clients, however, is 
how the appointment of a family member may affect the nature and balance of family relationships, 
often long after the client is gone. 

For example, how will the trustee-beneficiary react when faced with a choice that favors him at the 
expense of other beneficiaries—or favors other beneficiaries at his expense? What are the intra-family 
dynamics in play?  Are there latent family disputes going back to events that occurred (or didn’t occur) 



a long time ago?1  Can the trustee-beneficiary say no to a distribution requested by certain other family 
members (assuming denying the distribution is the proper decision)?  Will a trustee-beneficiary risk 
alienating one family member or family group by denying a distribution, if the trustee-beneficiary 
desires to retain their favor for other business or personal reasons? Or will the trustee-beneficiary want 
to ingratiate himself to another by being liberal in his policy of making distributions? Can the trustee 
and the other beneficiaries maintain a clear mental and emotional distinction between the legal role 
assumed by a fiduciary and the family role played by a father or mother, brother or sister? A trustee 
who is also a family member and beneficiary may be forced by conscience or by duty to make choices 
injurious to both his own rational self-interest and to long-term family harmony. 

Theoretically, an independent professional trustee is not subject to such conflicts. One of the 
responsibilities of a trustee is to be able to say no to a distributions request that is not in accordance 
with the settlor’s intention.  If a professional fiduciary is capable of exercising greater impartiality and 
objectivity, then clients should be encouraged to consider that fiduciary as a viable alternative. 

One caveat, however, is that for many years, professional fiduciaries gave less attention to the fiduciary 
nature of their “client relationships” and more to providing the same kind of personal service that was 
standard practice in top professional service firms, all encouraged by a “sales” focus driven by upper 
management as the sure road to Wall Street favor.  Coupled with the prospect of increased turnover, 
fueled by the accelerating use of trustee removal and replacement provisions, either by statutory 
authority or by express provision in a trust instrument, this shift in focus caused professional fiduciaries 
to treat trust beneficiaries as “clients,” for whom nothing was out of the question, at least during the 
sales process.  More accommodating trust companies replaced professional trustees who did not toe 
the line.  Salespeople (called “business development officers” or “financial advisors” in a laughably 
transparent attempt to fool the marketplace) were paid large bonuses relative to those paid to those who 
were charged to fulfill on the impossible promises made to bring business in the door.   

In response to market demands for increased fiduciary independence, a number of smaller, more 
boutique trust companies are being formed for the purpose of filling the gap.  As a result, the large 
financial institutions are slowly coming around to refocusing on the long-term nature of their fiduciary 
responsibilities. 

In spite of this, we believe that there exist a large number of trust administration professionals who 
have consistently held to their values, in spite of financial incentives to the contrary, and provide value 
to families that far outweighs the fees they charge. Client perception of the fees charged by professional 
fiduciaries is often the primary driver of a decision to use family members or friends as trustees rather 
than a professional fiduciary. There are certainly many situations in which it is appropriate to use 
certain individuals as trustees; however, the clients should consider the risks and burdens they are 
placing on those individuals and whether those individuals can truly act independently, as well as the 
overall, long-term effects on family relationships, as having higher priority than a fiduciary’s fee 
schedule.  In many cases, the fees charged by professional fiduciaries do not significantly exceed (if at 
all) the fees charged by other professionals who provide money management services only, and 
represent a real bargain. 

 
1 “Mom always liked you best.”  Tommy Smothers to brother, Dickie Smothers.  For those who do not remember (or 
were alive during) the 60’s and 70’s, the Smothers Brothers were one of the most popular and enduring comedy 
teams in history and built their act built around the tensions of sibling rivalry; they combined irreverent musical 
humor with subtle political satire, poking fun at institutions ranging from motherhood to the government and 
organized religion.  They attracted a large devoted following from the burgeoning youth culture and drew 
considerable ire from more conservative quarters. 



1.  
Trustee Succession 

1. Appointment of Initial Trustee2 

I appoint _________________ and ________________ [myself and my spouse], to serve as the initial 
trustees hereunder (sometimes collectively referred to in this instrument as “trustee” or the “initial 
trustee”). 

2. Resignation of a Trustee 

A trustee may resign by giving notice to me.  If I am deceased on incapacitated, a resigning trustee 
shall give notice to the income beneficiaries of the trust and to any other trustee then serving.   

Option   To the extent not prohibited by applicable law, any trustee may resign at any time without 
court approval, whether or not a successor has been appointed, provided the resigning trustee complies 
with any applicable state law governing the resignation of the trustee that may not be waived by a 
governing instrument.  Such resignation shall be by [acknowledged] instrument executed by the 
resigning trustee and delivered to me, or if I am deceased on incapacitated, to any other fiduciary (and 
any Trust Advisor) acting hereunder, or if none, to my eldest living descendant (who, if a trustee is 
resigning, is a beneficiary of the trust of which such trustee is resigning), or if none, then to the guardian 
of my eldest living descendant (who, if a trustee is resigning, is a beneficiary of the trust of which such 
trustee is resigning), or, if such descendant is a minor and no guardian for such minor has been 
appointed and is acting, then to the parent of such descendant or other individual with whom such 
minor resides.] 

3. Trustee Succession Before My Incapacity or Death 

I may remove any trustee with or without cause at any time.  If a trustee is removed, resigns or cannot 
continue to serve for any reason, I may serve as sole trustee, appoint a trustee to serve with me or 
appoint a successor trustee.   

4. Trustee Succession After My Incapacity or Death 

This Section and the following Sections of this Article shall govern the removal and replacement of 
my trustees upon my incapacity or death. 

*Option 1 – Spouse may serve alone and name additional and successors who take priority over 
Settlor’s named successors 

1. Trustee Succession 

My spouse shall serve as my trustee and may act alone.  My spouse may appoint additional 
and successor trustees (including a trustee whose appointment is designated for future effect), 
including my spouse, if my spouse is not then serving as a trustee.  If my spouse at any time, 
or from time to time, is unable or unwilling to serve, my spouse may when able and willing 
assume or (as the case may be) resume office in lieu of any trustee for which this Section 
prescribes a tenure consisting of any period of inability or unwillingness.  

Upon my spouse's incapacity or death, all of my individual trustees acting together shall have 
the power to appoint any additional or successor trustee.   

 
2 This Section may not be necessary, if the trustee or trustees are named or defined in a separate article or in the 
portion identifying the parties to the trust agreement.  It is included here for completeness.   



The appointment of any successor trustee for future effect may be revoked before such 
appointment becomes effective. 

*Option 1 a – 1 designated successor 

If my spouse fails or is unable to appoint a successor trustee, and no trustee (including a trustee 
whose appointment was designated for future effect) is willing or able to serve, then *[Name 
of Successor Trustee 1] shall serve as my successor trustee.   

*Option 1 b – list of designated successors 

If my spouse fails or is unable to appoint a successor trustee, and no trustee (including a trustee 
whose appointment was designated for future effect) is willing or able to serve, then, I appoint 
the following trustees, in the order named: 

*[Name of Successor Trustee 1], *[jointly, or either of them if one of them fails or 
ceases to serve,] then 
*[Name of Successor Trustee 2]*[, jointly, or either of them if one of them fails or 
ceases to serve]. 

*Option 1 c –designated successors appointed by majority of children.  

If my spouse fails or is unable to appoint a successor trustee, and no trustee (including a trustee 
whose appointment was designated for future effect) is willing or able to serve, then, my adult 
children, by majority vote, may appoint additional or successor trustees, including a descendant 
of mine. 

2. Trustee May Appoint Additional and Successor Trustees 

*Option 2 – Settlor’s designated successors take priority over additional or successor trustees named 
by appointing trustees  

3. Trustee Succession 

If both my spouse and I are unable or unwilling to serve or to continue to serve as trustee, then 
I appoint the following successor trustees, in the order named: 

*[Name of Successor Trustee 1], *[ jointly, or either of them if one of them fails or 
ceases to serve,] then 

*[Name of Successor Trustee 2]*[, jointly, or either of them if one of them fails or 
ceases to serve]. 

The appointment of any successor trustee for future effect may be revoked before such 
appointment becomes effective. 

  

4. Trustee May Appoint Additional and Successor Trustees 
*Option 3 a – All individual trustees acting together may appoint additional or successor trustees. 

Upon my spouse's incapacity or death, all of my individual trustees acting together shall 
have the power to appoint any additional or successor trustee.  

*Option 3 b – Each trustee can name an additional and successor trustees. 



An additional trustee may be appointed by a then serving trustee (the “appointing trustee”) 
at any time (including a trustee whose appointment is designated for future effect), 
regardless of how many trustees are serving.  An additional trustee so appointed shall serve 
while the appointing trustee serves, and shall continue to serve if the appointing trustee 
fails or ceases to serve if the appointing trustee fails or ceases to serve only if no successor 
has been named or identified by me in or pursuant to this Article or all successors named 
or identified by me are unable or unwilling to serve. 
A trustee (the “appointing trustee”) may appoint successor trustees in accordance with the 
following:   

Any trustee serving at any time may appoint a successor trustee to serve 
when the appointing trustee fails or ceases to serve as trustee 
(including a trustee whose appointment was designated for future 
effect).  

If an appointing trustee names a successor trustee, and if I have also named 
or provided for the appointment of one or more successor trustees in 
or pursuant to this Article, the appointments I have made shall take 
priority.3  

5. Trustees of the Separate Trusts 
*Opt 3 The primary beneficiary of a separate trust created under this agreement may, upon 
attaining the age of *____, appoint himself or herself as a [(n) additional] trustee of his or her 
separate trust [to serve with the then serving successor trustee]. 
*Opt 3a  

At any time a beneficiary is serving as a trustee of his or her trust, there must be at least 
one other trustee serving with the beneficiary. 

*Opt 3a (i) - other trustee - individual or corporate fiduciary 

It is provided however, that the other trustee must be a person or a corporate fiduciary who 
qualifies to serve as an independent trustee. 

*Opt 3a (ii) - other trustee - attny, CPA or corporate fiduciary 

It is provided however, that the other trustee must be an attorney, a certified public accountant 
or a corporate fiduciary who qualifies to serve as an independent trustee. 

*Opt 3a (iii) - - corporate fiduciary only 

It is provided however, that the other trustee must be a corporate fiduciary who qualifies to 
serve as an independent trustee. 

*Opt 3 b 

At any time a beneficiary is serving as the sole trustee of his or her separate trust, the trustee may 
appoint, but shall not be required to appoint, an additional trustee as provided herein.  A beneficiary's 
interest shall not be merged or converted into a legal life estate or estate for years because the 

 
3 Successors named or designated by Settlor take priority over successors designated by acting trustees. 



beneficiary is the sole trustee.  If this would still happen under applicable law, then an additional trustee 
shall be appointed in preference to such merger or conversion. 

Same *Opt 3a (i), (ii) and (iii) 

Separate trusts held under this Agreement may have different trustees. 

5. Trustee Substitution 

An independent trustee may be removed at any time, but only if, on or before the effective date of 
removal,  

*Opt1- Replacement Trustee - individual or corporate fiduciary 

a person who qualifies to serve as an independent trustee or a corporate fiduciary has been appointed 
and commenced service as an independent trustee. 

*Opt2- Replacement Trustee attny, cpa or corporate fiduciary 

an attorney, a CPA or a corporate fiduciary, each of which must qualify to serve as an independent 
trustee has been appointed and commenced service as independent trustee. 

*Opt3- Replacement Trustee - corporate fiduciary 

a corporate fiduciary has been appointed and commenced service as independent trustee. 

The independent trustee or corporate fiduciary so appointed shall not be a person who is related or 
subordinate as those terms are defined under Internal Revenue Code Section 672 (c) to the person 
authorized to substitute trustees.  The trustee substitution power may be exercised by the first of the 
following who is then able to act and does not refuse to consider whether a trustee should be 
substituted: 

My spouse, then 

*Optional [Name of Successor Trustee Substitutor], then 

The primary beneficiary of the Trust if age 25 or older, then 

If the trust has no primary beneficiary who is age 25 or older, or if the primary beneficiary is 
unable to act, then by a majority of the beneficiaries then eligible to receive a distribution from 
the trust who are at least 25 years old, and if none of such beneficiaries are at least 25 years 
old, then by a majority of the class consisting of (1) the persons serving as Guardians for minor 
Beneficiaries then eligible to receive a distribution from the Trust, (2) and the last person who 
then has capacity to act who served as guardian for any beneficiary over age 18 and less than 
25 years old (and, if such child had more than one guardian, all of such guardians acting 
together). 

A person having a removal power has the right to review Trust records and accountings. No person 
shall be liable for the exercise or failure to exercise the removal power. No person shall have the duty 
to monitor the performance of a trustee or take any action with respect to a Trust by reason of having 
a removal power. Each person having the power to remove the trustee of a Trust shall be held harmless 
and indemnified from the assets of the Trust for any claim or cause of action threatened or filed for 
exercising or failing to exercise the removal power. 

The right to remove a trustee under this subsection shall not be deemed to grant to the person holding 
that right any of the powers of that trustee. 



*Optional Provision-Insert If Trust Advisor Is Selected [Nothing in this subsection shall limit the 
authority of a Trust Advisor to remove a trustee under the provisions of Section ____ of this Article.] 

Alternate 1.05 Trustee Substitution 

[The primary beneficiary] [A majority of the group consisting of the beneficiaries] of the trust (other 
than the trustee that such group proposes to remove) who are then living and competent to act shall 
have the right to remove any trustee hereunder, whether that trustee is currently serving or has been 
named or designated to serve in the future, for any reason or no reason at all, but only if, on or before 
the effective date of removal, a person who qualifies to serve as an independent trustee has been 
appointed and commenced service the person or group exercising the right to remove.  If any trustee 
is removed under this Section, any successor trustee appointed by the removed trustee shall not take 
office. 

The independent trustee so appointed shall not be a person who is related or subordinate as those terms 
are defined under Section 672 (c) of the Internal Revenue Code to the person or persons who are 
authorized to remove trustees.  A person having a removal power has the right to review trust records 
and accountings. No person shall be liable for the exercise or failure to exercise the removal power. 
No person shall have the duty to monitor the performance of a trustee or take any action with respect 
to a trust by reason of having a removal power. Each person having the power to remove the trustee of 
a trust shall be held harmless and indemnified from the assets of the trust for any claim or cause of 
action threatened or filed for exercising or failing to exercise the removal power. 

The right to remove a Trustee under this subsection shall not be deemed to grant to the person holding 
that right any of the powers of that trustee. 

6. Unfilled Trustee Vacancy 

If the office of trustee of a trust is vacant and no designated successor trustee is able and willing to 
serve, then the following persons, in the order named shall appoint a successor *individual or corporate 
fiduciary as successor trustee. 

My spouse, then  

*Optional [Name of Successor Trustee Substitutor], then 

The primary beneficiary of the Trust, then 

If the trust has no primary beneficiary or if the primary beneficiary is unable to act, then by a 
majority of the beneficiaries then eligible to receive a distribution from the trust who are at 
least 25 years old, and if none of such beneficiaries are at least 25 years old, then by a majority 
of the class consisting of (1) the persons serving as Guardians for minor Beneficiaries then 
eligible to receive a distribution from the Trust, and (2) the last person who then has capacity 
to act who served as guardian for any beneficiary over age 18 and less than 25 years old (and, 
if such child had more than one guardian, all of such guardians acting together). 

Any beneficiary may petition a court of competent jurisdiction to appoint a successor trustee 
to fill any vacancy remaining unfilled after a period of 30 days.  By making such appointment, 
the court shall not thereby acquire any jurisdiction over the trust, except to the extent necessary 
for making the appointment.  If a beneficiary is a minor or is incapacitated, the parent or legal 
representative of the beneficiary may act on behalf of the beneficiary. 



7. Notice of Removal and Appointment 

Notice of removal shall be in writing and shall be delivered to the trustee being removed, along with 
any other trustees then serving.  The notice of removal shall be effective in accordance with its 
provisions. 

Notice of appointment shall be in writing and shall be delivered to the successor trustee and any other 
trustees then serving.  The appointment shall become effective at the time of acceptance by the 
successor trustee.  A copy of the notice shall be attached to this agreement. 

*Optional [Any action taken pursuant to this Section shall be evidenced by an acknowledged, written 
instrument, delivered to the trustee so removed and/or appointed, as the case may be, and to any and 
all other trustees who may then be serving, and in the case of an appointment which shall be effective 
upon acceptance thereof by execution of an acknowledged, written instrument by the Trustee so 
appointed.  A copy of each written instrument shall be attached to this agreement.] 

8. Minimum Number of Trustees After My Death 

Following my death, there shall at all times be a minimum of _________ trustees serving under this 
agreement for each trust created under this agreement unless an individual trustee is specifically 
authorized to serve as sole trustee or unless a corporate fiduciary is serving as trustee. 

If at any time there is only one individual trustee serving as trustee of a trust created under this 
agreement and no successor trustee is designated in this agreement, or the successor so designated is 
unwilling or unable to serve, the remaining trustee shall notify the primary beneficiary of the trust in 
writing that he or she must name an individual or corporate fiduciary to serve as an additional trustee.  
If a beneficiary is a minor or is incapacitated, the parent or legal representative of the beneficiary may 
act on behalf of the beneficiary. 

Option  [In the event that the sole trustee of any trust is a beneficiary of the trust, the trustee [shall 
appoint an additional trustee as provided in this instrument]. 

Option   [In the event that the sole trustee of any trust is a beneficiary of the trust, the trustee may 
appoint, but shall not be required to appoint, an additional trustee as provided in this instrument.  A 
beneficiary’s interest shall not be merged or converted into a legal life estate or estate for years because 
the beneficiary is the sole trustee.  If this would still happen under applicable law, then an additional 
trustee shall be appointed in preference to such merger or conversion.] 

9. Corporate Fiduciaries 

Any corporate fiduciary serving under this agreement as a trustee must be a bank, trust company, or 
public charity that is qualified to act as a fiduciary under applicable federal and state law and that is 
not related or subordinate to any beneficiary within the meaning of Section 672I of the Internal 
Revenue Code, and shall not include any trustee that has less than $100,000,000 under its management. 

10. Incapacity of a Trustee 

If any individual trustee becomes incapacitated, it shall not be necessary for the incapacitated trustee 
to resign as trustee.  For trustees other than me, a written declaration of incapacity by the Cotrustee, if 
any, or, if none, by the party designated to succeed the incapacitated trustee, if made in good faith and 
if supported by a written opinion of incapacity by a physician who has examined the incapacitated 
trustee, will terminate the trusteeship. 



11. Appointment of Independent Special Trustee 

No individual trustee shall participate in any decision with respect to any tax election or option, under 
Federal, state or local law that could enlarge, diminish or shift his or her beneficial interest hereunder 
from or to the beneficial interest hereunder of another person.  Any such tax election or option shall be 
made only by a trustee or trustees that do not have a beneficial interest hereunder or whose beneficial 
interest could not be enlarged, diminished or shifted by the election or option.  If the only trustee or 
trustees who otherwise could exercise such tax election or option hold beneficial interests hereunder 
that could be so enlarged, diminished or shifted, another individual or a bank or trust company (but not 
an individual, bank or trust company that is related or subordinate within the meaning of Code Sec. 
672I to any acting trustee) shall be appointed by the trustee or trustees to serve as an independent 
special trustee as to such property or with respect to such provision by an [acknowledged] instrument 
delivered to the person so appointed and the trustee so appointed shall alone exercise any such election 
or option.   

If for any other reason the trustee of any trust created under this agreement is unwilling or unable to 
act with respect to any trust property or any provision of this agreement, another individual or a bank 
or trust company (but not an individual, bank or trust company that is related or subordinate within the 
meaning of Section 672I of the Internal Revenue Code to any acting trustee) shall be appointed by the 
trustee or trustees as an independent special trustee as to such property or with respect to such provision 
by an [acknowledged] instrument delivered to the person so appointed and the trustee so appointed 
shall alone exercise any and all powers, rights or interests of the trustees over such property or with 
respect to such provision.  The independent special trustee appointed shall not be related or subordinate 
to any beneficiary of the trust within the meaning of Section 672I of the Internal Revenue Code.   

An independent special trustee shall exercise all fiduciary powers granted by this agreement unless 
expressly limited elsewhere in this agreement or by my Trust Advisor in the instrument appointing the 
independent special trustee.  An independent special trustee may resign at any time by delivering 
written notice of resignation to my trustee.  Notice of resignation shall be effective in accordance with 
the terms of the notice. 

12. Rights and Obligations of Successor Trustees 

Each successor trustee serving under this agreement, whether corporate or individual, shall have all of 
the title, rights, powers and privileges granted to the initial trustees named under this agreement.  In 
addition, each successor trustee shall be subject to all of the restrictions imposed upon, as well as all 
obligations and duties, given to the initial trustees named under this agreement.   

13. Additional General Provisions Regarding Trustees 

If the trustee is given discretion concerning distributions of income or principal, that discretion shall 
be absolute and uncontrolled and subject to correction by a court only if the trustee should act utterly 
without reason, in bad faith, or in violation of specific provisions of this Agreement.  If the I have set 
forth general guidelines (as opposed to directions or dollar limits) for the trustee in making 
distributions, those guidelines shall be merely suggestive and shall not create an enforceable standard 
whereby a distribution could be criticized or compelled.  It is my strong belief that the trustee will be 
in the best position to interpret and carry out the intentions expressed herein under changing 
circumstances.  This Section shall not, however, apply to any standards framed in terms of health, 
education, maintenance or support (including support in an accustomed manner of living), as those 
words shall create an ascertainable standard for Federal tax purposes under Section 2041(b) of the 
Internal Revenue Code, when applied to a trustee’s power or a power held individually, although even 
in those cases the holder of the power shall have as much discretion as is consistent therewith.  An 



interested trustee who is otherwise authorized to make distributions to himself or herself subject to an 
ascertainable standard may exercise such discretion, notwithstanding any contrary rule of law, unless 
such authorization would cause the trust property to be subject to the claims of the creditors of such 
tnterested trustee.   

Option 1 [Notwithstanding any other provision of this Agreement, each trustee is prohibited from 
making, voting on or otherwise participating in any discretionary distribution of income or principal 
from a trust that would discharge or substitute for a legal obligation of that trustee, including the 
obligation to support a beneficiary of the trust.  Further, notwithstanding any other provision of this 
Agreement, any trustee authorized to distribute income or principal for his or her own health, 
education, maintenance or support in his or her accustomed manner of living, as those words shall 
create an ascertainable standard for Federal tax purposes under Section 2041(b) of the Internal Revenue 
Code, shall consider all resources reasonably available to himself or herself.  Subject to that, in 
exercising discretion over distributions, the trustee may consider or disregard other resources available 
to any beneficiary.] 

Option 2 [Notwithstanding any other provision of this Agreement (including, but without limitation, 
any power specifically conferred upon a trustee hereunder), no trustee who is a beneficiary of any trust 
created hereunder shall ever participate as trustee of that trust in (i) the exercise, or decision not to 
exercise, any discretion over payments, distributions, applications, uses or accumulations of income or 
principal to or for the benefit of a beneficiary by the trustee, (ii) the exercise or decision not to exercise 
any power conferred on the trustees under subparagraphs (15) through (29) of Article FIFTH hereof, 
(iii) the exercise or decision not to exercise any powers, (iv) any decision about whether or not to 
change the situs of the trust, (v) the exercise or decision not to exercise any power as trustee to disclaim 
any property or power, or (vi) the exercise of any general power of appointment described in Section 
2041 or 2514 of the Internal Revenue Code.  If any trustee is under a duty to support a beneficiary or 
is acting as a guardian, conservator or committee of any person who is a beneficiary, such trustee shall 
not participate in the exercise, or decision not to exercise, any discretion over payments, distributions, 
applications or uses of trust property to or for the benefit of a beneficiary in discharge of any obligation 
of support.  No trustee shall participate in the exercise of any discretion (including, but without 
limitation, any discretion which would constitute an “incident of ownership” within the meaning of 
Section 2042(2) of the Internal Revenue Code) with respect to any insurance policy on his or her life 
held hereunder.  In each case, the determination of the remaining trustees or trustee shall be final and 
binding upon the beneficiaries of such trust.  In addition, no individual shall serve as trustee of any 
trust which holds property with respect to which such individual has made a qualified disclaimer within 
the meaning of Section 2518 of the Internal Revenue Code.] 

Except to the extent, if any, specifically provided otherwise in this Agreement, references to the trustee 
shall, in their application to a trust hereunder, refer to all those from time to time acting as trustee and, 
if two trustees are eligible to act on any given matter, they shall act unanimously, and if more than two 
trustees are eligible to act on a given matter, they shall act by majority.  In the exercise of discretion 
over distributions, if this Agreement provides that certain trustees may participate in distributions 
limited by an ascertainable standard while a different set of trustees may participate in distributions for 
any purpose, if the two sets of trustees (each acting by its own majority) want to distribute the same 
item of income or principal to different recipients, the distribution desired by the set of trustees 
participating in distributions for any purpose shall prevail.   

*Optional Section 1.14 



14. Provisions for Trust Advisor4 

The function of the Trust Advisor is to direct my trustee in matters concerning the trust, and to assist, 
if needed, in achieving my objectives as manifested by the other provisions of my estate plan. 

Any Trust Advisor named or appointed under this Section must be a corporate fiduciary or an 
individual who is not related or subordinate to a transferor or any beneficiary within the meaning of 
Section 672I of the Internal Revenue Code. 

1. Designation of Trust Advisor 

I appoint *________________________ to serve as Trust Advisor of each trust created under 
this agreement.   

2. Resignation of Trust Advisor 

A Trust Advisor may resign by giving notice to me.  If I am deceased, a resigning Trust Advisor 
must give notice to the income beneficiaries of the trust and to the trustee then serving. 

A Trust Advisor’s resignation takes effect on the date set forth in the notice, but in any event 
no earlier than thirty (30) days after the date of delivery of the notice of resignation, unless an 
earlier effective date is agreed to by me or by the trustee.  A resigning Trust Advisor shall not 
be liable or responsible for the act of any successor Trust Advisor. 

3. Removal and Replacement of Trust Advisor 

I may remove any Trust Advisor with or without cause at any time.  If a Trust Advisor is 
removed, resigns or cannot continue to serve for any reason, I may appoint a successor Trust 
Advisor.  

4. Authority of My Trust Advisor to Appoint a Successor Trust Advisor 

Any Trust Advisor (including successor Trust Advisors) may appoint a successor Trust 
Advisor in writing. The appointment of a successor will take effect upon the death, resignation 
or incapacity of the appointing Trust Advisor.  If I have named a successor Trust Advisor, the 
appointment of a successor Trust Advisor under this subsection shall take effect only if all 
Trust Advisors that I have named fail to qualify or cease to act. 

5. Default of a Designated Trust Advisor 

If the office of Trust Advisor for a trust is vacant and there is no effectively named successor 
Trust Advisor, any beneficiary may petition a court of competent jurisdiction to appoint a 
successor Trust Advisor to fill any vacancy remaining unfilled after a period of 30 days.  The 
court making the appointment will not acquire any jurisdiction over the trust except to the 
extent necessary for making the appointment. 

If a beneficiary is a minor or is incapacitated, the parent or legal representative of the 
beneficiary may act on behalf of the beneficiary. 

6. Rights of Successor Trust Advisors 

A successor Trust Advisor has all of the authority of any predecessor Trust Advisor, but will 
not be responsible for the acts or omissions of its predecessor. 

 
4 A Trust Advisor can also be called a “Trust Protector.”  Note that the Trust Advisor is given certain powers here 
and not others. 



7. Power to Remove and Appoint Trustees 

During any time I am incapacitated and following my death, my Trust Advisor may remove 
any trustee of a trust created under this agreement other than my spouse or any of my 
descendants. 

If the office of trustee of a trust is vacant and no successor trustee is designated, my Trust 
Advisor may appoint an individual or a corporate fiduciary to serve as trustee. 

A Trust Advisor may not appoint itself as a trustee.  A Trust Advisor may simultaneously serve 
as both Trust Advisor and trustee.   

8. Good Faith Standard Imposed 

The authority of my Trust Advisor is conferred in a nonfiduciary capacity, and my Trust 
Advisor is not liable for any action taken in good faith.  My Trust Advisor is not liable for any 
act or omission to act.  My Trust Advisor must be reimbursed promptly for any costs incurred 
in defending or settling any claim brought against it in its capacity as Trust Advisor unless it 
is conclusively established that the act or omission to act was motivated by an actual intent to 
harm the beneficiaries of the trust or was an act of self-dealing for personal benefit. 

9. Power to Amend Trust Agreement 

During any time I am incapacitated and following my death, my Trust Advisor may amend any 
provision of this agreement as it applies to any trust to which the Trust Advisor is serving as 
Trust Advisor to: 

Alter the administrative and investment powers of my trustee; 

Reflect tax or other legal changes that affect trust administration; 

Correct ambiguities, including scrivener errors, that might otherwise require court 
construction or reformation; 

Grant a beneficiary of any trust created under this agreement the testamentary power 
to appoint all or part of the beneficiary’s trust or trust share to the creditors of the 
beneficiary’s estate.  My Trust Advisor may require, as a condition for the beneficiary’s 
exercise of such power, that the beneficiary first obtain the consent of my Trust 
Advisor.  Any testamentary power of appointment granted by my Trust Advisor must 
be in writing and may be revoked by my Trust Advisor at any time during the lifetime 
of the beneficiary to whom the power was given.  I suggest, but do not require, that my 
Trust Advisor exercise this authority to subject trust property to estate tax instead of 
the generation-skipping transfer tax when it appears that it may reduce overall taxes. 

My Trust Advisor may not amend this agreement in any manner that would result in a 
reduction in the estate tax marital deduction under Section 2056 of the Internal Revenue 
Code or the estate tax charitable deduction under Section 2055 to which my estate 
would otherwise be entitled.  Further, my Trust Advisor may not limit or alter the rights 
of a beneficiary in any trust assets held by the trust before the amendment. 

Any amendment made by my Trust Advisor in good faith is conclusive on all persons 
interested in the trust and my Trust Advisor is not liable for the consequences of any 
amendment or for not having amended the trust.  Any amendment to this agreement 
made by my Trust Advisor must be made in a written instrument signed by my Trust 
Advisor.  My Trust Advisor must deliver a copy of the amendment to the income 
beneficiaries and to my trustee. 



10. Not a General Power of Appointment 

My Trust Advisor may not participate in the exercise of a power or a discretion conferred under 
this agreement that would cause my Trust Advisor to possess a general power of appointment 
within the meaning of Sections 2041 and 2514 of the Internal Revenue Code.  Specifically, my 
Trust Advisor may not use such powers for his or her personal benefit, nor for the discharge of 
his or her financial obligations. 

11. Release of Powers 

My Trust Advisor, acting on its own behalf and on behalf of all successor Trust Advisors, may 
at any time, by a written instrument delivered to my trustee, irrevocably release, renounce, 
suspend or reduce any or all powers and discretions conferred on my Trust Advisor by this 
agreement. 

12. No Duty to Monitor 

My Trust Advisor has no duty to monitor any trust created under this agreement in order to 
determine whether any of the powers and discretions conferred by this agreement on my Trust 
Advisor should be exercised.  Further, my Trust Advisor has no duty to be informed as to the 
acts or omissions of others or to take any action to prevent or minimize loss.  Any exercise or 
non-exercise of the powers and discretions granted to my Trust Advisor is in the sole and 
absolute discretion of my Trust Advisor, and will be binding and conclusive on all persons.  
My Trust Advisor is not required to exercise any power or discretion granted under this 
agreement. 

13. Compensation 

Any Trust Advisor serving under this agreement is entitled to receive (but is not required to 
accept) reasonable compensation for services as determined by my trustee.  My Trust Advisor 
is entitled to reimbursement for all expenses incurred in the performance of its duties as Trust 
Advisor, including travel expenses. 

Serving in the capacity of Trust Advisor does not prevent my Trust Advisor from also 
providing legal, investment or accounting services on behalf of the trust or the trust 
beneficiaries.  If my Trust Advisor is providing professional services, my Trust Advisor may 
charge its typical fees for professional services, and may also be compensated for its services 
as Trust Advisor. 

14. Right to Examine 

The books and records of each trust created under this agreement, including all documentation, 
inventories and accountings, must be open and available for inspection by my Trust Advisor 
at all reasonable times. 

15. Definitions5 

For purposes of this agreement, the following terms have the following meanings: 

 
5 Included are only definitions of terms that bear on trustee appointment, removal and selection.  There will likely be 
other terms to define.  Some terms defined here may need to be eliminated as unnecessary depending upon the 
draftsperson’s approach to trustee succession. 



1. Independent Trustee 

The term “independent trustee” means a trustee who is not an interested trustee as defined in 
subsection [insert subsection letter or number in which Interested Trustee is defined]. 
Whenever (1) a power is granted exclusively to an independent trustee (including an 
independent special trustee) or (2) the phrase “other than an interested trustee” is used, then 
the power or discretion may be exercised only by an independent trustee. Whenever my will 
specifically prohibits an Interested trustee from exercising discretion or performing an act, then 
only an independent trustee may exercise that discretion or perform that act. 

2. Interested Trustee 

The term “interested trustee” means a trustee who (1) is a transferor of any property to the trust 
or a beneficiary of the trust; (2) is related or subordinate to a transferor or beneficiary; (3) can 
be removed and replaced by a transferor with either the transferor or a party who is related or 
subordinate to the transferor; or (4) can be removed and replaced by a beneficiary with either 
the beneficiary or a party who is related or subordinate to the beneficiary. 

For purposes of this subsection, (1) “transferor” means a person who transferred property to 
the trust, including a person whose disclaimer resulted in property passing to the trust, but only 
with respect to the transferred property (including income and gain on, and reinvestment of, 
such property); (2) “beneficiary” means a person who is or in the future may be eligible to 
receive income or principal from the trust pursuant to the terms of the trust, even if such person 
has only a remote contingent remainder interest in the trust, but not if the person’s only interest 
is as a potential appointee under a power of appointment, such as a testamentary power held 
by a living person; and (3) “related or subordinate” means related or subordinate within the 
meaning of Section 672I of the Internal Revenue Code. 

Optional Provision requiring additional and successor Trustees to possess certain 
qualifications. 

The Grantor appoints ____________________ to serve as Trustee hereunder. __________ 
may appoint additional and successor Trustees (including a Trustee whose appointment is 
designated for future effect), including ____________, if ______________ is not then 
serving as a Trustee, so long as the additional or successor Trustees so appointed possess 
the following qualifications: (1) a bank or trust company which has a combined capital and 
surplus in excess of $1,000,000 (no substantial portion of which is directly or indirectly 
owned by any beneficiary of the trust with respect to which the appointment is made) or 
(2) an individual who is experienced in business, finance, or investments or who is an 
attorney experienced in the trust or tax fields and who is not (a) a transferor of property to 
the trust, including a person whose qualified disclaimer resulted in property passing to the 
trust; (b) a person who is, or in the future may be, eligible to receive income or principal 
pursuant to the terms of the trust, including a remote contingent remainder interest, but not 
if such person’s only interest is as a potential appointee under a non-fiduciary power of 
appointment held by another person, the exercise of which will take effect only in the 
future, such as a testamentary power held by a living person; or (c) any person who is 
related or subordinate within the meaning of Section 672(c) of the Internal Revenue Code 
with respect to either of the individuals described in (a) and (b).   
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