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1. Advanced Grantor Trust Planning. 

 

(a) Intentionally Defective Irrevocable Grantor Trusts (“IDIGTs”) – General 

considerations 

 

 (1) Understand the difference between Code Sections 2031 through 2042 and Code 

Sections 671 through 679 

 

 (2) Estate tax includability is governed by Code Sections 2031 through 2042. 

 

 (3) Grantor trust rules are governed by IRC § 671 through 679. 

 

 (4) Many grantor trusts are includible in the decedent’s gross estate, such as a 

revocable trust under IRC § 2038 and which also is a grantor trust under IRC § 

676. 

 

 (5) The purpose of this section is to create an irrevocable trust that is out of the 

decedent’s estate but yet defective for income tax purposes, also known as an 

intentionally defective irrevocable grantor trust. 

 

  EXAMPLE 

 

  A grantor creates an irrevocable trust with a person other than the grantor as trustee 

(CPA, Attorney, Bank) with general trust provisions that state, “during the term of 

the trust, income and/or principal is payable to the class consisting of the donor’s 

issue of all generations.” 
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(b) How long can the trust last? 

 

This depends upon the applicable state law rule of perpetuities.  In New Hampshire, 

perpetual, in Massachusetts 90 years after the date of formation, or 21 years after the 

death of the lives in being at the time of creation of the instrument. 

 

(c) Can the Donor be a beneficiary? 

 

No, in Massachusetts, since the principles of Ware v. Gulda, 331 Mass. 68 (1954) 

and State Street Bank & Trust Company v. Reiser, 7 Mass. App. Ct. 633 (1979) 

debtors can attach a donor’s interest in a so-called self-settled trust and therefore the 

trust assets would be includible in the grantor’s estate under IRC § 2036. 

 

(d) Generation skipping considerations 

 

The generation skipping tax exemption is $5,000,000 (adjusted for inflation) as is the 

gift tax exclusion exemption.  In the case of a transfer to a trust which will continue 

for one or more generation members below that of the grantor, a gift tax return 

should be filed and generation skipping tax exemption shall be allocation. 

 

(e) Is the generation skipping tax exemption automatically be allocated? 

 

The answer is confusing, so a gift tax return should be filed in any event to either 

allocate GST or opt out of the automatic GST allocation rules. 

 

(f) What are the GST automatic allocation rules?   

 

IRC § 2632 provides that if any individual makes an indirect skip during such 

individual’s lifetime, any unused portion of such individual’s GST exemption shall 

be allocated to the property transferred to the extent necessary to make the inclusion 

ratio for such property zero.  If the amount of the indirect skip exceeds such unused 

portion, the entire unused portion shall be allocated to the property transferred. 

 

(g) What is an indirect skip? 

 

IRC § 2632(c) provides that the term “indirect skip” means any transfer of property 

(other than a direct skip) made to a so-called GST trust. 

 

(h) What is a GST trust? 

 

IRC § 2632(c)(3)(B) provides that a “GST Trust” means a trust that could have a 

generation skipping transfer with respect to the transferor unless… the trust is a trust, 

any portion of which would be included in the gross estate of a non-skip person 

(other than the transferor) if such person died immediately after the transfer.  (IRC § 

2632(c)(3)(B)(iv)) 
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PLANNING NOTE: 

In the example above, so-called “Crummey Notices” were not included so this provision would 

not be applicable but the result would be different if the trust included so-called Crummey 

withdrawal powers to make gifts to the trust eligible for the annual exclusion.  In such a case, the 

following provisions of IRC § 2632 may change the result. 

 

 IRC § 2632(c)(3)(B) provides that “the value of transferred property shall not be 

considered to be includible in the gross estate of a non-skip person or subject to a right of 

withdrawal by reason of such person holding a right to withdraw so much of such 

property as does not exceed the amount referred to in IRC § 2503(b) ($14,000) with 

respect to any transferor and it shall be assumed that powers of appointment held by non-

skip persons will not be exercised. 

 

 

 

PLANNING NOTE: 

This means that if the irrevocable trust contains so-called Crummey withdrawal powers, and 

those powers are held by a non-skip person such as the children, even if also held by 

grandchildren, IRC § 2632(c)(3)(B)(iii) and (iv) can get out of the automatic allocation rules, 

but the remaining Section § 2632 kept this by stating that essentially Crummey withdrawal 

powers, to the extent they do not exceed $14,000 per annum, will be ignored thereby bringing it 

back into a so-called GST trust and thereby resulting in an automatic allocation.  The problem 

here is where the Crummey withdrawal beneficiaries have the right to withdraw greater than 

$14,000 attributable to a carryover from the prior year, in which case the trust would not be 

considered a GST trust and would not be eligible for the automatic allocation. 

 

(i) Resolution: 

 

  File a gift tax return and either elect in or elect out of a GST treatment. 

  

 (j) Sample Withdrawal Powers: 

 

 (1) From and after the addition by gift of any property to the trust, who’s 

beneficiary shall be entitled to withdraw a pro rata share of the gift for 30 days.  

Each such beneficiary shall be provided reasonable notice to make this 

withdrawal. 

 

 (2) Notwithstanding the foregoing, a beneficiary’s right to withdraw property from 

the trust in any one calendar year shall not expire as to more than the greater of 

$5,000 or 5% of the aggregate value of the assets out of which or the proceeds 

of which a beneficiary’s withdrawal right may be satisfied.  To the extent of 

such excess, the withdrawal power shall not lapse, but rather shall be continued 

into the next succeeding calendar year. 

 

PLANNING NOTE 

This so-called 5 and 5 limitation is derived from Code Section 2514(e), which recognizes the 

right to withdraw is the equivalent of ownership and failure to exercise the right to withdraw 
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represents a gift back to the trust and therefore would be a gift by the donee beneficiary not 

eligible for the annual exclusion. 

 

(k) Will this cause adverse gift tax consequences to the donee beneficiaries who do not 

withdraw their funds?  

 

  IRC § 2514(e) provides that there would only be a gift by the donee beneficiary with 

respect to the lapse of the powers during any calendar year only to the extent of the 

property which could have been appointed by exercise of such lapsed power exceeds 

in value the greater of the following amounts, $5,000, or 5% of the aggregate value 

of the assets out of which, or the proceeds of which the exercise of the lapsed powers 

could be satisfied. 

 

2. Flexibility of Irrevocable Grantor Trusts 

 

 (a) Can the donor reserve the right to remove and replace a trustee? 

 

Yes.  Pursuant to Rev. Rul. 95-58, the donor may reserve the right to remove and 

replace a trustee provided the replacement trustee must be an individual or an entity 

not related to or subordinate to the donor within the meaning of Section 672(c) of the 

Internal Revenue Code. 

 

(b) Can the donor retain any powers of appointment to affect the final disposition of the 

property? 

 

No.  Pursuant to IRC § 2036, the gross estate of the donor shall include all property 

to the extent of any interest therein transferred of which the decedent has at any time 

made a transfer by trust or otherwise, under which he has retained for his life… 

either (1) the possession or enjoyment of or the right to the income from the 

property, or (2) the right, either alone or in conjunction with any person, to designate 

the persons who shall possess or enjoy the property or the income therefrom. 

 

(c) How do Crummey withdrawal powers affect grantor status? 

 

It would be a grantor trust as to the beneficiaries under IRC § 678.  IRC § 678(a) 

provides that “A person other than the grantor shall be treated as the owner of any 

potion of a trust with respect to which: (1) such person has a power exercisable 

solely by himself to invest the corpus of the income therefrom in himself, or (2) such 

person has previously partially released or modified such a power and, after the 

release or modification, retained such control, with in the principles of Section 671 

through 677, inclusive, subject a grantor of a trust to treatment as the owner thereof. 

 

(d) What happens if power to withdraw is not exercised? 

 

While the beneficiaries have the power to withdraw, they would be considered the 

grantor under IRC § 678(a). To the extent such person has “partially released or 

otherwise modified such a power, and after the release and modification retained 
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such control within the principles of Section of 671 through 677, inclusive, subject 

to grantor of a trust for treatment as the owner thereof”, the beneficiary would 

remain grantor.  

 

Here, however, there is an open question as to whether the failure to exercise a 

withdrawal power is the same as either “partially releasing or otherwise modifying” 

such a power.  While the IRS does not seem to make a distinction between the two in 

certain Private Letter Rulings, it seems unfair to make the beneficiaries with grantor 

trust status when they do nothing rather than take an affirmative act to either 

partially release or otherwise modify such power. 

 

(e) How do you make it a grantor trust as to the grantor where there are Crummey 

withdrawal powers? 

 

Use an IRC § 675(4)(c) power to reacquire trust assets.  IRC § 678(b) provides that 

“Section 678(a) will not apply with respect to a power over income, as originally 

granted or thereafter modified, if the grantor of the trust or a transferor (to whom 679 

applies) is otherwise treated as the owner under the provisions of this subpart, other 

than this section.” 

 

PLANNING NOTE 

It is important that the trust be a “wholly grantor trust” as to the grantor.  

 

(f) How do you make an irrevocable trust a “wholly grantor trust” as to the grantor 

using the power of acquisition under IRC § 675(4)? 

 

Under IRC § 675(4), the grantor shall be treated as the owner of any portion of the 

trust with respect to which a power of administration is exercisable in a non-

fiduciary capacity by any person without the approval or consent of any person in a 

fiduciary capacity to “(C) reacquire the trust corpus by substituting other property of 

an equivalent value.”   

 

(g) Are you sure that the power to reacquire trust corpus will not result in estate tax 

includability? 

 

Yes.  In Rev. Rul. 2008-16, the IRS ruled that, when the grantor of an inter vivos 

trust has a non-fiduciary power to substitute property held in trust, the value of the 

trust corpus is not includible in the gross estate under 2036 or 2038 as long as the 

trustee has some fiduciary obligations that insure the grantor’s compliance with the 

trust terms.  It has been held to determine there is a fiduciary obligation to assure 

that the property is exchanged for its equivalent value and the trustee has a duty of 

impartiality concerning the trust beneficiaries. 

 

(h) Would the answer be the same if the trust held life insurance governed by IRC § 

2042? 
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Yes.  In Rev. Rul. 2011-28, the IRS ruled that the grantor’s retention of the power, 

exercisable in a non-fiduciary capacity, to acquire an insurance policy held in trust 

by substituting other assets of an equivalent value will not, by itself, cause the value 

of the insurance policy to be includible in the grantor’s gross estate under Section 

2042, provided the trustee has a fiduciary obligation (under local law of the trust 

instrument) to insure the grantor’s compliance with the terms of this power  by 

satisfying itself that the properties acquired and substituted by the grantor are, in 

fact, of equivalent value and further provided that the substitution power cannot be 

exercised in a manner that can shift benefits among the trust beneficiaries.   

 

(i) Pursuant to Rev. Rul. 85-13, a transfer between a grantor and his wholly owned 

grantor trust is not an income taxable event, with the following tax consequences. 

 

 (1) While the transferee trust takes a carryover basis, the sale to the trust is income 

tax free. 

 

 (2) Any interest paid by the trust to the grantor pursuant to the promissory note also 

is income tax free. 

 

 (3) If the trust owns property and the grantor is paying rent, the payment of rent to 

the trust is income tax free. 

 

 (4) The transferor can reacquire trust assets by substituting property of an 

equivalent value to obtain a step-up in basis upon death by exchanging cash for 

zero or no basis assets. 

 

 (j) Will a grantor trust be considered the insured for purposes of the transfer for value 

rules? 

 

Yes.  In Rev. Rul. 2007-13, the IRS ruled that the transfer (by sale) of a policy from 

one wholly irrevocable grantor trust to another as well as a policy from a non-grantor 

trust to a wholly grantor trust would be ignored since it was a transaction between 

the grantor and the grantor trust.   

 

If the trust owns the individual’s home and the home is sold, the trust does not report 

the gain but, rather, the gain is reported on the transferor’s personal tax return and 

therefore would be eligible for the $250,000 (or $500,000 capital gain tax exclusion 

in the case of a married couple filing jointly).  PLR 199912026 

 

(k) Who pays income taxes with respect to income earned by the irrevocable trust? 

 

  The Grantor.  Pursuant to IRC § 671, all items of income, deductions, and credit will 

not be reported on the trust income tax return, but, rather, shall be reported on the 

return of the grantor. 

 

A wholly grantor trust is an eligible S corporation shareholder without the need to 

make any election.  IRC § 1361 
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(l) What about life insurance trusts? 

 

Under § 677(a)(3), the grantor shall be treated as the owner of any portion of the 

trust, whether or not he is treated as such owner under 674, who’s income, without 

the approval or consent of any adverse party, is or, in the discretion of the grantor or 

a non-adverse party, or both, may be… applied to the payment of premiums of 

policies of insurance on the life of the grantor or the grantor’s spouse.” 

 

PLANNING NOTE 

In Iverson v. Commissioner, 3 T.C. 756 (1944), the Tax Court ruled that this provision would 

apply only to the extent the trust actually owned a life insurance policy and used income to pay 

premiums.  (Caveat, this section would certainly make the trust a grantor trust as to the grantor 

as to “income” but probably not as to principal and therefore would not be sufficient to allow 

this trust to be an eligible S corporation shareholder as a “wholly grantor trust.”) 

 

(m) What if my spouse is a beneficiary? 

 

Under 677(a)(1), the grantor shall be treated as the owner of any portion of the trust 

whether or not he is treated as such owner under 674, who’s income, without the 

approval or consent of any adverse party, is, or under the discretion of the grantor or 

a non-adverse party, or both, may be distributed to the grantor or the grantor’s 

spouse.  This would be the case where a grantor sets up an irrevocable trust where 

the provisions provide that income and principal may be payable to or for the benefit 

of the class consisting of the surviving spouse and the issue, in an independent 

trustee’s sole and absolute discretion. 

 

PLANNING NOTE 

There are other ways to make a trust an intentionally defective grantor trust, but these do not 

have the protections of Private Letter Rulings as to the estate tax includibility under IRC § 

675(4)(C). 

 

 (n) What if the grantor does not have sufficient funds to pay the income tax attributable 

to the grantor trust earnings?   

 

More good news!  Under Rev. Rul. 2004-64, the IRS ruled that a trustee, or any 

other individual who is not related to or subordinate to the donor as defined in IRC § 

672(c), in the trustee’s or such person’s sole and absolute discretion may make 

distributions to the donor in order to satisfy any federal estate income tax liability 

incurred by the donor pursuant to the laws of the United States of America or any 

state which is attributable to income of the trust or any share thereof.  The amount of 

such payments shall not exceed the excess of the donor’s personal income tax 

liability over his or her income tax liability computed as if the trust was not a grantor 

trust under IRC § 671, et seq. 

 

3. Summary of Tax Considerations of Intentionally Defective Irrevocable Grantor Trust 
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 (a) Trust is irrevocable for estate tax purposes.  See, Rev. Rul. 2008-22 (excluded under 

IRC § 2038 & § 2041) and Rev. Rul. 2011-28 (excluded under IRC § 2042). 

 

 (b) Trust is ignored for income tax purposes.  See, Rev. Rul. 85-13 

 

 (c) In the event the trust owns residential real estate, the grantor must pay rent to keep 

the asset out of the estate, but the rent paid to the trust by the grantor is nontaxable. 

 

 (d) Property taxes paid by the trust are deductible by the grantor. 

 

 (e) Sale of assets to the trust or the use of appreciated assets by the trust to pay off the 

grantor are nontaxable. 

 

 (f) Grantor can retain the right to remove and replace the trustee, provided the 

replacement trustee is not related to or subordinate to the grantor.  See, Rev. Rul. 95-

58 

 

 (g) The trustee can reimburse the grantor for any incremental income taxes caused by 

grantor trust status. See, Rev. Rul. 2004-64 

 

4. Selling Assets to the Intentionally Defective Grantor Trust in Exchange for a Promissory 

Note or Private Life Annuity 

 

 (a) Tax Considerations 

 

  (1) Summary of Transaction 

 

  A. The trust is a grantor trust for income tax purposes by including the power 

of substitution under IRC § 675(4)(C), which provides: “The grantor shall 

have the right to reacquire trust corpus by substituting property of an 

equivalent value.” 

 

  B. The trust’s basis is a carryover basis since no taxable gain was recognized at 

the time of the sale. 

 

  C. Determine applicable interest rate using applicable federal rate, which is as 

follows for the month of March 2015: 

 

    Item   Applicable Rate  Annual Rate 

 

    3 years or less federal short term rate    .40% 

    4 to 9 years  federal midterm rate  1.47% 

     9 years or greater long term rate   2.19% 

 

    See, Frazee v. Commissioner, 98 T.C. 554 (1992) 

    IRC § 1374(d) 
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 (b) Consider using a self-cancelling note so that no amount is includible in the grantor’s 

estate, but any deferred gain (to the extent such gain needs to be recognized) will be 

taxed to the estate and not on the grantor’s final return.  See, Frane v. Commissioner, 

998 F.2d 567 (8th Cir. 1993)   

 

 (c) Consider the use of a private life annuity.  See, Estate of Kite, T.C. Memo. 2013-43 

(2013)   

 

 (d) 65 year old taxpayer transfers cash ($5,000,000 each) in exchange for a private life 

annuity and wishes to zero out the gift.  See, GCM 39503 

 

 (e) Computation of Annuity 

 

  (1) Assume the IRC § 7520 Rate is 2.2% 

 

  (2) Annuity factor 14.0065 

 

  (3) Annual Annuity $356.977 

 

 (f) Income tax treatment on death of grantor while note is unpaid. 

 

  (1) No income tax gain on death - On death, the trust is no longer a grantor trust.  

The note is included in the grantor’s estate.  The note will have a basis equal to 

the balance due on the date of death.  Post-death payments of principal are 

income tax free but any interest portion may be taxable.  This approach is 

consistent with the fact that the sale took place before death. 

 

  (2) Income tax gain on death - In one scenario, the sale is deemed to occur on death 

but here a portion of the assets sold equal to the amount of the note outstanding 

would be deemed to be includible in the decedent’s estate and therefore would 

get a step-up in basis under IRC § 1014.  In another scenario, the sale is deemed 

to occur before death and the gain would be considered IRD.  The trust assets 

sold would also receive a basis adjustment equal to the amount of the gain 

recognized. 

 

  This may be settled in 2017 as this issue has been added to the Green Book: 

 

Section 1014.  Basis of Property Acquired from a Decedent.  Whether the assets in a 

grantor trust receive a Section 1014 basis adjustment at the death of the deemed 

owner of the trust for income tax purposes when those assets are not includible in the 

gross estate of that owner under Chapter 11 of subtitle B of the Internal Revenue 

Code. 

 

 (g) See Case Study – Appendix A 
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5. The Basis Rules 

 

 (a) IRC § 1014 - Basis of Property Acquired From the Decedent 

 

 IRC § 1014(a) provides: 

 

“Except as otherwise provided in this section, the basis of property in the hands of a 

person acquiring the property from a decedent or to whom the property passes from 

a decedent shall, if not sold, exchanged, or otherwise disposed of before the 

decedent’s death by such person be – (1) the fair market value of the property on the 

date of the decedent’s death.” IRC § 1014(a)(1) 

 

IRC § 1014(b) provides: 

 

“For purposes of subsection (a), the following property shall be considered to have 

been acquired from or to have passed from the decedent: 

 

(1) Property acquired by bequest, devise, or inheritance, or by the decedent’s estate 

from the decedent; 

 

(2) Property transferred by the decedent during his lifetime in trust to pay the 

income for life to or on the order or direction of the decedent, with the right 

reserved to the decedent at all times before his death to revoke the trust;… 

 

(4)  Property passing without full and adequate consideration under a general power 

of appointment exercised by the decedent by will;… 

 

(9) In the case of decedents dying after December 31, 1953, property acquired from 

the decedent by reason of death, form of ownership, or other conditions 

(including property acquired through the exercise or non-exercise of a power of 

appointment), if by reason thereof the property is required to be included in 

determining the value of the decedent’s gross estate… 

 

(10) Property includible in the gross estate of the decedent under section 2044 

(relating to certain property for which marital deduction was previously 

allowed)…” 

 

   Exception: 

 

IRC § 1014 prohibits a step-up acquired from a decedent if appreciated property 

was acquired by the decedent by gift during the one year period ending on the 

date of the decedent’s death and such property is acquired from the decedent (or 

passes from the decedent to) the donor of such property (or the spouse of such 

donor). In such a case, the basis of such property in the hands of the donor or 

donor’s spouse shall be the adjusted basis of such property in the hands of the 

decedent immediately before the death of the decedent. IRC § 1014(e)(1) 
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 (b) Basis of Property Acquired by Gifts and Transfers in Trust (IRC § 1015) 

 

 IRC § 1015(a) provides: 

 

If property is acquired by gift after December 31, 1920, the basis shall be the same 

as it would be in the hands of the donor (or the last preceding owner) by whom it 

was not acquired by gift, except that if such basis is greater than the fair market 

value of the property at the time of the gift, then, for the purpose of determining loss, 

the basis shall be such fair market value. 

 

 Example: 

Property 

 

FMV $ 90,000 

AB  $100,000 

 

*If sold for $95,000, no gain or loss because the FMV is used to determine loss and 

no gain since basis is $100,000 

 

  Increased Basis for Gift Taxes Paid  

 

 a.  General Rule 

 

 IRC § 1015(d)(1) provides: 

 

 “If the property is acquired by gift on or after September 2, 1958, the basis shall be 

the basis determined under subsection (a) (carryover basis) increased (but not above 

the fair market value of the property at the time of the gift) by the amount of gift tax 

paid with respect to such gifts.” 

  

 b.  Limitations 

 

 IRC § 1015(d)(6) provides: 

 

 Special rule for gifts made after December 31, 1976 

 

 (A) In general In the case of any gift made after December 31, 1976, the increase in 

basis provided by this subsection with respect to any gift for the gift tax paid 

under chapter 12 shall be an amount (not in excess of the amount of tax so paid) 

which bears the same ratio to the amount of tax so paid as— 

 

   (i) the net appreciation in value of the gift, bears to 

   (ii) the amount of the gift. 
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 (B)  Net appreciation For purposes of paragraph (1), the net appreciation in value of 

any gift is the amount by which the fair market value of the gift exceeds the 

donor’s adjusted basis immediately before the gift. 

 

  Example: 

 

Assume the value of the property gifted is $6,000,000, the basis is $2,000,000, 

and the gift tax paid is $2,400,000 ($6,000,000 x 40%). The basis in the case of 

the donee would be $3,156,000, determined as follows: 

 

1. Compute the gift tax attributable to the appreciation. 

  

                      $4,000,000   

       $2,400,000 x ------------- =    $1,600,000 

                      $6,000,000   

 

2. Add the amount of the donor’s basis. 

 

$2,000,000 + $1,600,000 = $3,600,000 

 

 

PLANNING NOTE: 

The Regulations provide that in allocating the gift tax paid to increase the basis of property 

acquired by gift, the tax adjustment must be allocated pro rata, which seems to prohibit the 

allocation to any particular asset for the purpose of selling the asset. 1.1015(b)-1 

  

 (c) The Holding Period Rules 

 

 (1) Inherited Property 

 

In the case of property acquired from a decedent (within the meaning of IRC § 

1014(b), if the basis of such property in the hands of the person is determined under 

IRC § 1014 and such property is sold or otherwise disposed of by such person within 

one year after the decedent’s death, then such person shall be considered to have 

held such property for more than one year. IRC § 1223 (9) 

 

 (2) Gifted Property 

 

In determining the holding period of property which has been acquired by gift, the 

holding period of the grantor will be added to the holding period of the donee for 

purpose of determining gain or loss from the seller exchange to the extent the donee 

was required to use the donor’s basis as his basis. IRC § 1223 (2) 

 

PLANNING NOTE: 

If the fair market value at the time of the gift is used as the donee’s basis, such as when property 

is sold for a loss, the holding period starts the date after the gift is made. IRS Publication 544 
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6. Income in Respect of a Decedent – IRS § 691 

  

(a) General Rule - IRC § 451(a) states: 

“The amount of any item of gross income shall be included in the gross income for 

the taxable year in which received by the taxpayer, unless, under the method of 

accounting used in computing taxable income, such amount is to be property 

accountable for as of a different period.” 

(b) Income in Respect of a Decedent – Defined IRC § 691(a) Inclusion in Gross 

Income 

General Rule – The amount of all items of gross income in respect of a decedent 

which are not properly includible in respect of the taxable period in which falls the 

date of his death or a prior period (including the amount of all items of gross income 

in respect of a prior decedent, if the right to receive such amount was acquired by 

reason of the death of the prior decedent or by bequest, devise, or inheritance from 

the prior decedent) shall be included in the gross income, for the taxable year when 

received, of: 

(1) the estate of the decedent, if the right to receive the amount is acquired by the 

decedent’s estate from the decedent; 

(2) the person who, by reason of the death of the decedent, acquires the right to 

receive the amount, if the right to receive the amount is not acquired by the 

decedent’s estate from the decedent; or 

(3) the person who acquires from the decedent the right to receive the amount by 

bequest, devise, or inheritance, if the amount is received after a distribution by 

the decedent’s estate of such right. 

The Regulations state “In general, the term ‘income in respect of the decedent’ 

refers to those amounts to which a decedent was entitled as gross income but which 

were not properly includible in computing his taxable income for the taxable year 

ending with the date of his death or for a previous taxable year under the method of 

accounting employed by the decedent.” Regs. 1.691(a)-1(c). 

(c) IRD is not entitled to a step-up in basis. IRC § 1014(c). See, Estate of Napolitano, 

63 T.C.M. 3092 (1992) 
 

 

 

7. General Rules of Installment Obligations Outside the Framework of a Sale to an IDIGT  
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(a) Installment Obligations – The Installment Sale Rules will govern and the transferee 

generally will use the same gross profit percentage that the decedent used. IRC § 

691(a)(4). 

(b) The character of the IRC § 691(a) income is determined by reference to the 

decedent and retains the character it would have in the hands of the decedent. IRC § 

691(a)(3). See also IRC § 453B(c). 

(c) If the installment obligation is acquired by the decedent’s estate from the decedent 

or by any person by reason of the death of the decedent, the unrecognized gain 

must be recognized by the decedent’s estate, if the obligation is cancelled by the 

Will or is transferred to the obligor. The full amount of the obligation is considered 

IRD but the amount realized is reduced by the decedent’s basis in the obligation. 

IRC § 691(a)(4). If the obligation is cancelled or the transfer is to the obligor, gain 

is recognized by and included in the gross income of A’s estate. IRC § 

691(a)(5)(B); PLR 9108027 (note was cancelled by the Will); PLR 8806048 (notes 

were transferred to obligors) 

EXAMPLE: 

Son owes decedent $100,000 for property sold with a basis of $40,000. If the 

obligation is cancelled by the Will or bequeathed to the son, the estate must 

recognize gain in the amount of $60,000. IRC § 691(a)(5). 
 

(d) If the installment obligation is a self-canceling note, no amount is included in   the 

decedent's estate but any deferred gain is IRD taxable to the decedent's estate. Estate 

of Frane, 998 F.2d 567 (8th Cir. 1993) 
 

PLANNING NOTE: 

The cancellation of the debt is considered a specific bequest under IRC § 663 and as a result, the 

estate is not entitled to a deduction under IRC § 661, and son does not include any amount 

attributable to the cancellation as income under IRC § 662 or as cancellation of debt. 

PLR 9108027 

8. Estate of Frane, 998 F.2d 567 (8th Cir. 1993) 

 Overview of Frane 

(a) In Frane, the Court examined the income tax consequences of an estate planning 

device known as the “death-determining installment note.” 

 

(b) Janet Frane and the estate of Robert Frane, her late husband, appealed from a Tax 

Court decision holding that they were required to report income resulting from the 

cancellation of notes from the Franes’ children upon Robert Frane’s death. 
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(c) On appeal, the Franes argued that no one should have to recognize income from 

the cancellation of notes or, in the alternative, that if anyone does, it should be by 

the estate and not Mr. Frane himself. 

 

(d) The Eighth Circuit Court of Appeals affirmed the judgment of the Tax Court in 

part and reversed in part. 

 Facts 

(a) At the age of fifty-three, Robert Frane sold stock in his company, the Sherwood 

Grove Co., to his four children by four separate stock purchase agreements. 

 

(b) Each child signed a note for the appraised value of the stock payable in annual 

installments over twenty years for a total principal amount of $141,050. 

 

(c) Key to the litigation is the self-cancellation clause in the stock purchase agreements, 

which required the notes to provide “that in the event of [Robert Frane’s] death prior 

to the final payment of principal and interest under said note, the unpaid principal and 

interest of such note shall be deemed cancelled and extinguished as though paid upon 

the death of [Robert Frane].” Estate of Robert E. Frane v. Commissioner, 98 T.C. 

341, 343, 1992 WL 62027 (1992). 

 

(d) The notes so provided, and the Franes contend they also included an above-market 

interest rate (twelve percent) meant to compensate Robert Frane for assuming the risk 

that he would die before twenty years passed and thus not receive full payment on the 

notes. 

 

(e) At the time of the sale, Frane's life expectancy (as determined from United States 

Department of Commerce statistics) exceeded the twenty year term of the promissory 

notes. 

 

(f) Frane lived to receive two of the installments, recognizing income on each 

installment according to the ratio between Frane's basis in the stock and the amount 

he would receive under the contracts if he lived the full twenty years.  

 

(g) After Frane died in 1984, his children made no further payments. 
 

(h) Neither Frane's last income tax return nor the estate's income tax return reported any 

income resulting from the self-cancellation of the notes. 

 

(i) The Commissioner issued a notice of deficiency, asserting that gain from the 

cancellation should have been reported on the estate's income tax return. 

 

(j) To protect her alternate position that the gain should have been recognized by Frane 

himself, the Commissioner also sent a notice of deficiency demanding Frane to report 

the same income on his last individual income tax return. 

15



 

 

 

(k) The Franes sought review of both notices, and the estate's case and the individual case 

were consolidated. 

 Analysis and Findings 

 

(a) The Tax Court upheld the Commissioner's position that gain was recognized upon 

Frane's death and the cancellation of the notes, but concluded that the gain was taxable 

to Frane himself, rather than to the estate. 

 

(b) The Franes' principal argument is that the automatic cancellation of the note upon 

Frane's death did not generate taxable income. This is an uphill battle, since the 

Internal Revenue Code specifically provides that "if any installment obligation is 

canceled or otherwise becomes unenforceable," and the obligee and obligor are 

related persons, it shall cause the obligee to recognize income equal to the difference 

between the basis of the obligation and its face value. 26 U.S.C. §§ 453B(a), (f) 

(Supp. III 1991). 

 

(c) A similar provision applies to estates, requiring "cancellation" of an installment 

obligation to be treated as a transfer of the obligation, which causes the estate to 

recognize income in respect of a decedent in the face amount of the obligation less its 

basis in the hands of the decedent. 26 U.S.C.A. §§ 691(a)(2), (4) & (5) 
 

(d) The Franes argue that the automatic self-cancellation of the notes is not the sort of 

"cancellation" covered by sections 453B and 691(a)(5). 

 

(e) The Franes first argue that the word "cancellation" does not, in ordinary usage, cover 

their death-terminating installment note, and second, they argue that since the code 

sections were drafted to prevent abuses that occur when an obligation is cancelled by 

an act subsequent and extraneous to the contract, they were not meant to apply to 

cancellation resulting from an integral term of the contract itself. 

 

(f) The Franes contend that the word "cancellation" describes an action occurring "after 

the original transaction and independently from it." While we agree with the Franes 

that there is a distinction to be made between cancellation by act subsequent to the 

contract and cancellation upon a contingency pursuant to the contract's terms, the 

term "cancellation" can be used to describe both situations. 

 

(g) To establish this we need go no further than point to the commonly used name for the 

very estate planning device used here: "self-cancelling installment notes," see note 1, 

supra, and Estate of Moss v. Commissioner, 74 T.C. 1239, 1247, (1980), acq. in result 

in part 1981-1 C.B., which recognized self-cancelling installment notes in the 

inheritance tax context. 

 

(h) Most telling, however, is the use of the words "cancelled and extinguished" in the 

Franes' notes. 
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(i) The Franes argue that sections 453B(f) and 691(a)(5) were not meant to apply to 

death-terminating installment notes because in such notes the actual price depends 

on when the obligee dies and the obligor's basis in the property acquired is thus the 

amount he actually paid on the note, not its face value. 

 

(j) The Franes claim that the abuse addressed by the statutes is not possible with death-

terminating installment notes, because there is no step-up in the obligor's basis in the 

property; consequently, there is no reason to adjust the basis on the obligee's side, as 

there would be in a gratuitous cancellation. 

 

(k) In addressing "Death Terminating Installment Sales," the IRS General Counsel 

acknowledges that generally a taxpayer may not increase its basis in property "to reflect 

obligations it assumed in acquiring the property which are contingent or indefinite." 

Gen.Couns.Mem. 39,503 (May 7, 1986). 

 

(l) This reasoning would lead to the conclusion that the Frane childrens' basis in the 

property is the principal they actually paid. 

 

(m) However, the memorandum concludes that the obligor of a self-cancelling installment 

note has a basis in property purchased with the note equal to the note's face value. 

Interestingly, the General Counsel's reasoning is that since section 453B will tax the 

obligee on the amount of appreciation, the obligor should get the benefit of an 

increased basis. 

 

(n) This argument is, of course, circular in our case, for the Franes have tried to establish 

that section 453B cannot tax the obligee because the obligor will not receive the 

benefit of an increased basis. 

 

(o) The General Counsel's reasoning is nevertheless instructive, because the injustice the 

Franes complain of only occurs if the treatments accorded the obligor and obligee are 

inconsistent. 

 

(p) The General Counsel's memorandum shows that the plain language of sections 453B 

and 691(a)(5) can be applied to make the obligee recognize gain, a consistent 

treatment can be afforded the obligor, and no injustice results. 

 

(q) Therefore, the Franes lose their uphill battle to adopt a specialized meaning for the 

word "canceled" in sections 453B and 691(a)(5), and we affirm the Tax Court's result. 

 

(r) Next, we must decide whether the income should be taxed to Robert Frane 

individually or to his estate. The Code provides that income in respect of a decedent 

which is not properly included in the decedent's last tax return shall be taxed to his 

estate. 26 U.S.C. § 691(a)(1). 
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(s) "Transfer" of the right to receive such income by the estate would be a taxable event 

for the estate under section 691(a)(2). Section 691(a)(5)(A)(iii) provides that "any 

cancellation of [an installment] obligation occurring at the death of the decedent shall 

be treated as a transfer by the estate of the decedent." 

 

(t) The Tax Court reasoned that the cancellation constituted a "disposition," which 

453B(f) provides is taxed to the individual under 453B, rather than a "transmission of 

installment obligations at death," which section 453B(c) provides is covered under 

section 691 and thus taxed to the estate. 

 

(u) This reasoning appears to us quite nebulous in comparison with the unambiguous 

language in section 691(a)(5)(A)(iii) that cancellation occurring at the death of obligee 

shall be treated as a transfer by the estate, taxable under section 691(a)(2). This 

language covers the case before us. Accord Rev.Rul. 86-72, 1986-1 C.B. 253. 

 

(v) We affirm the Tax Court's decision that income was recognized on Robert Frane's 

death, but reverse the holding that the income was recognizable by Frane himself and 

hold that instead the estate was responsible for it. 

 

9. Gain on death in the case of a sale to an IDIGT for a private life annuity or a self-

cancelling note 

 

 

(a) IRC § 691 

 

In the case of a self-cancelling note or a private life annuity, death clearly does 

not trigger any gain because, in both cases, there is no continuing obligation on 

the part of the IDIGT to make payments.  Since there is no continuing obligation 

to make payments of either principal or interest, there is no basis upon which the 

IRS could assert that IRC § 691 is applicable. IRC § 691 (a) is applicable when 

there is “an item of gross income” in respect of a decedent which was not 

properly reportable on the decedent’s final return.   

 

In such a case, IRC § 691(a)(1) provides that the recipient of the right to receive 

the gross income is obligated to report the income.  In the case of a sale to an 

IDIGT, there not only is no gross income in respect of a decedent but there is no 

“transfer” and subsequent receipt of income under IRC § 691(a). 

 

(b) The Crane Case 

 

Most commentators conclude that there would be no gain on death under the case 

of Crane v. Commissioner, 331 U.S. 1 (1941).  If Crane is applicable, then death 

should not be an income recognition event.  The question, however, is whether 

Crane stands for such a proposition in that the case dealt primarily with whether 

and to what extent a sale by a legate included nonrecourse debt in addition to the 

cash paid to the seller.  In analyzing the legate’s basis for purposes of determining 

gain, the Court noted that the legate’s basis in the property was to be determined 
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by virtue of the fair market value of the property on the date of her husband’s 

death (using the predecessor to current IRC § 1014) and was not based upon any 

theory suggesting a purchase by the legate on death.  Nevertheless, Crane 

generally stands for the proposition that death is not an income tax realization 

event.  

 

(c) Rev. Rul. 73-183 

 

In Rev. Rul. 73-183, the IRS ruled that the transfer of stock of a deceased 

taxpayer to the executor of the estate was not a taxable event under IRC § 1001 of 

the Code and denied recognition of any loss (for income tax purposes) as a result 

of the taxpayer’s death. 

 

(d) Why Frane is inapplicable 

 

Frane is not applicable by virtue of a literal reading of IRC § 691(a)(1) and IRC § 

691(a)(3).  Under IRC § 691(a)(1), all items of gross income in respect of a 

decedent which are not properly includible in respect of the taxable period in 

which falls the date of his death falls or a prior period (including the amount of all 

items of gross income in respect of a prior decedent, if the right to receive such 

amount was acquired by reason of the death of the prior decedent or by bequest, 

devise, or inheritance from the prior decedent) shall be included in the gross 

income, for the taxable year when received, of: 

 

(1) the estate of the decedent, if the right to receive the amount is 

acquired by the decedent’s estate from the decedent; 

 

(2) the person who, by reason of the death of the decedent, acquires 

the right to receive the amount, if the right to receive the amount is 

not acquired by the decedent’s estate from the decedent; or 

 

(3) the person who acquires from the decedent the right to receive the 

amount by bequest, devise, or inheritance, if the amount is 

received after a distribution by the decedent’s estate of such right. 

 

Based upon the foregoing, for IRC § 691(a) to apply, there must be gross income 

not properly includible in respect of the tax period in which the date of his death 

falls or a prior period.  In fact, since the sale was to an IDIGT, there was no 

“gross income” as that term is defined in Frane.   

 

IRC § 691(a)(3) supports this result.  IRC § 691(a)(3) provides the following: 

 

“The right, described in paragraph (1) to receive an amount shall be 

treated in the hands of the estate of the decedent or any person who 

acquires such right by reason of the death of the decedent, or by bequest, 

devise, or inheritance from the decedent, as if it had been acquired by the 

estate or such person in the transaction in which the right to receive the 
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income was originally derived and the amount includible in the gross 

income under paragraphs (1) or (2) shall be considered in the hands of the 

estate of such person to have the character which it would have had in the 

hands of the decedent if the decedent had lived and received such 

amount.” 

 

Unlike the case in which there was a sale to an individual in Frane, in the case of 

a sale to an IDIGT, the payments were not income to the decedent while living 

and therefore, such payment should not convert themselves into IRD upon death.  

As a result, IRC § 691(a)(3) cannot apply. 

 

10. Gain on death in the case of a sale to an IDIGT in the case of a non-self-cancelling 

promissory note with a balance due on death. 

 

While it is clear that in the case of a self-cancelling note and a private life annuity there is 

no gain recognition on death, it has been suggested that there may be a different result in 

the case of a non-self-cancelling note.  We disagree for the following reasons: 

 

Crane and Rev. Rul. 73-183 both stand for the proposition that death is not an income 

triggering event.  The commentators who suggest that gain might be recognized seem to 

ignore the necessity of gross income to the decedent before death as a prerequisite to the 

applicability of IRC § 691.   

 

Other commentators also rely on the case of Madorin v. Commissioner, 84 T.C. 667 

(1985), where the Tax Court ruled that the cessation of grantor trust status during the 

grantor’s life triggered a gain.   

 

This, of course, has nothing to do with a transaction occurring as a result of death.  In 

Madorin, the taxpayer had transferred limited partnership assets to an intentionally 

defective grantor trust and reported losses.  At such time as the losses were utilized and 

income was going to be recognized attributable to the investment, grantor trust status was 

ended.  The Tax Court ruled that the cessation of grantor trust status triggered a gain 

attributable to so-called negative basis. 

 

11. Basis to Transferee of Assets Purchased by IDIGT 

 

In Frane, the purchaser acquired a basis in the stock purchased equal to the purchase 

price.  There was no reduction in this basis attributable to the fact that the note itself was 

self-cancelling.  Logically, it made sense therefore for the estate to recognize income as a 

result of the death of Frane.   

 

Nevertheless, in the case of a sale to an IDIGT, the IDIGT would have acquired a 

carryover basis in the asset acquired since no gain was being recognized.  As a result, in 

the case of a sale in exchange for a private life annuity or for a self-cancelling note, the 

IDIGT’s basis in the asset purchased would remain the grantor’s basis under IRC § 1012 

and 1015. 
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In the case of a sale for a non-self-cancelling promissory note, if there is no gain on 

death, then the basis of the property acquired should be essentially a carryover basis 

under IRC § 1012 and 1015.   

 

If gain is to be recognized, then the basis of the property to the IDIGT would be the 

amount of the remaining obligation as of the decedent’s death.  In such a case, the next 

question becomes whether the “deemed sale” took place immediately before death or 

after death.  Here, IRC § 684 can provide guidance.   

 

IRC § 684 requires taxpayers to recognize gain upon the transfer of appreciated property 

to foreign trusts unless the foreign trust is a grantor trust.  Notwithstanding this general 

rule, under Regulation 1.684-2(e), the IRS stated that gain is recognized as if the 

decedent transferred the appreciated property at the moment before his death and that 

gain is taxed on the decedent’s final income tax return, not his estate’s income tax return.  

If the sale took place immediately before death, then logically the property would receive 

a step-up in basis equal to the fair market value on the date of death or at least equal to 

the remaining balance of the note thereby reducing gain on a subsequent sale.  If 

somehow the IRS successfully argues that there is a gain recognized and there is no step-

up under IRC § 1014, then an argument can be made that the gain should be reported on 

the decedent’s final return.   

 

It would generally be better to have the gain recognized on the decedent’s final return to 

take advantage of much higher income tax brackets and the taxpayer’s tax attributes 

incurred during the year, such as losses and itemized deductions.  Further, any tax that 

might be due attributable to the inclusion of such gain on the final return would be a debt 

of the decedent’s estate thereby providing at least some benefit in the form of a reduced 

estate tax. 

 

In the case of a non-self-cancelling note, it would be preferable to avoid this issue 

altogether and pay the note off with IDIGT assets, preferably non-discounted assets 

whereupon the assets used to pay off the note will at least obtain a step-up in basis. 

 

Conclusion: 

 

While there is no reported case directly on point, the authors are aware of at least one 

case involving a self-cancelling note where the IRS conceded that there was no gain 

recognition on death and the taxpayer’s memo in support of this position is attached.  As 

far as basis is concerned, in Rev. Proc. 2015-37, the IRS has said that it will not issue any 

private letter rulings on whether the assets in a grantor trust receive a section 1014 basis 

adjustment at the death of the deemed owner of the trust for income tax purposes when 

those assets are not includible in the gross estate of that owner until the IRS resolves the 

issue through publication of a revenue ruling, a revenue procedure, regulations, or 

otherwise.   

 

 

 


	House 1-4.pdf (p.1-4)

