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Grantor Trust Basics
By Philip A. Di Giorgio

While all men {and
women) may indeed be cre-
ated equal, all trusts are not
created equal, at Jeast for tax
purposes. In general, a trust
is treated as a separate entity
for income tax purposes from
its grantor and as such the
trustee is obliged to report
the trust’s annual income on
an IRS Form 1041 Fiduciary
Income Tax Return. However,
the income, deductions and credits of some trusts
are attributable to grantors and others as substantial
owners under L.R.C. § 671. These trusts are known as
“grantor trusts.”

. Some Motivations to Obtain Treatment as
a Grantor Trust

There are a number of motivations which might
Inspire a grantor to structure a trust as a grantor trust.
Such motivations include, but are not Limited to, the
following:

* One such motivation is avoiding the disparity
between the tax rates for trusts and for individu-
als. In 2009, the top tax rate of 35% is applicable
to married couples filing jointly with taxable
income of $372,950 or more, whereas the top
income tax rate of 35% applies to trusts with tax-
able income of $11,150 or more.

* Another motivation for structuring a trust as a
granior trust is to permit the assets of a trust to
grow tax free for the benefit of the beneficiaries,
with the income tax instead being borne by the
grantor. This effectively enables a grantor to pass
wealth to trust beneficiaries free of fransfer taxa-
tion, making the grantor trust a powerful estate
planning tool.

® Yet another motivation might be a grantor’s de-
sire to avoid the recognition of capital gains in
transactions between the grantor and a trust es-
tablished by the grantor.

I Income Tax Filing Requirements for
Grantor Trusts

In general, the trustee of a grantor trust must
obitain an EIN for the trust and file an IRS Form 1041

@ Fiduciary Income Tax Return for the trust unless the
¥ trustee elects one of the optional filing methods.! Note,

however, that in some cases where an optional report-

ing method is elected, it may not be necessary for the
trust to obtain an EIN 2

The optional reporting methods are described in
Treasury Regulation § 1.671-4(b) and in the instruc-
tions for Form 1041. Most trusts must file on a calendar
year basis and the due date of a Form 1041 Fiduciary
Income Tax Return for a calendar year trust is on or
before April 15 of the year following the close of the
calendar year.

. Seven Statutory Triggers for Grantor Trust
Status

1. Reversionary Interests in Excess of 5% of
Principal or Income;

2. Power to Control Beneficial Enjoyment of
Principal or Income;

3. Certain Administrative Powers;
4. Power to Revoke;

5. Income for Benefit of Grantor or Grantor’s
Spouse;

6. Person Other Than Grantor Treated as
Substantial Owner; and

7. Foreign Trusts Having One or More U.S.
Beneficiaries

These seven statufory triggers for grantor trust
treatment are set forth in greater detail under L.R.C.
§§ 673 through 679, and the regulations promulgated
thereunder.

IV, Basic Categories of Grantor Trusts

There are many different types of trusts that may
be classified as grantor trusts. For the purposes of
this article, however, all grantor trusts will be broken
into the following three basic categories: Revocable
Trusts; Irrevocable Trusts Included in the Grantor's
Gross Estate for Estate Tax Purposes; and Intentionally
Defective Grantor Trusts {IDGTs) Excluded from the
Grantor’s Gross Estate for Estate Tax Purposes,

A. Revocable Trusts

All revocable trusts are classified as grantor trusts
under LR.C. § 676. Typically, the grantor retains com-
plete control and access over the assets contributed to a
revocable trust. Revocable trusts are commonly drafted
in order to simplify the estate administration process
to avoid probate or to provide for the ongoing manage-
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ment of the grantor’s assets by a successor trustee if
and when the grantor becomes incapacitated.

Revocable trusts are grantor trusts as to both in-
come and principal. It is generally accepted among
practitioners in the trusts and estates field that transfers
to revocable trusts will not trigger any capital gains
or other income tax consequences for the grantor. The
income, deductions and credits of grantor trusts are
attributable to the grantor under LR.C. § 671. Thus, for
example, the sale of a residence by a revocable trust
that triggers a capital gain will be attributable tc the
grantor, who also would be entitled to claim the LR.C.
§ 121 exclusion from capital gain on the sale of that
residence to the same extent that said exclusion would
be available had the residence been seld direcily by the
grantor?

All of the ordinary income and capital gains earned
by revocable trusts are reported on the grantor’s in-
come tax return. A revocable trust typically uses the
grantor’s Social Security number as its tax identifica-
tion number. A Form 1041 is not generally filed in con-
nection with a revocable trust until after the grantor’s
death when the trust becomes irrevocable, and a sepa-
rate identification number must be obtained for the
frust.

Congress recognized that the relationship between
a grantor and his or her revocable trustis more in-
tertwined for tax purposes than other grantor trusts
wher, as a part of the Taxpayer Relief Act of 1997, it
permitted trustees of trusts that were revocable until
the time of the grantor’s death to make an election un-
der IR.C. § 645 to have the trust treated as a part of the
decedent’s estate for a limited period of time.

B. irrevocable Trusts Included in the Grantor's
Gross Estate for Estate Tax Purposes

Several factors will cause a trust to be included in a
grantor’s gross estate for estate tax purposes. Many of
these factors also trigger grantor trust status.

Some of the most commeon factors that would cause
estate tax inclusion are:

¢ Grantor retains the right to possess or enjoy the
transferred property for life;*

e Grantor retains the right to income from the
transferred property for life;

» Grantor retains the right to designate who wiil
possess or enjoy the transferred property;®

» Grantor retains a reversionary interest in excess
of 5% of the value of the transferred property as
of the date of death;”

s Grantor retains the right to alter, revoke or
amend the trust;®

® Crantor is deemed to have a general power of
appointment over trust assets;”

s Grantor has retained an incident of ownership
over an insurance policy transferred to a trust;!
and

= Grantor transfers or otherwise relinquishes any
of the aforementioned powers within three years
of death.!!

Grantor Retained Annuity Trusts (GRATs),
Qualified Personal Residence Trusts (QPRTs),
Charitable Lead Annuity Trusts (CLATS), and Retained
Income Trusts are all examples of irrevocable trusts
that may be designed as grantor trusts and that may be
included in the grantor’s gross estate, even if properly
designed, in the event that the grantor does not sur-
vive the trust term. The inclusion would be automatic
for GRATs and QPRTs under LR.C. § 2035(a)(1}. For
CLATS, estate inclusion would only occur under lim-
ited circumstances where the transfer to the CLAT is
deemed not to be a completed gift,!? or the grantor was
deemed to retain too much control over the charitable
beneficiary.'*

The advantage of estate tax inclusion is that the
beneficiaries of the decedent’s estate will be entitled to
a stepped-up basis in the trust’s assets for income tax
purposes.'* The disadvantage is that, depending on the
size of the estate and the allowable deductions, estate
tax may be due on such assets.

Treatment of GRATs as Grantor Trusts: A GRAT
is treated as a grantor trust as to income because of the
annuity payments that must be made to the grantor
from income and, to the extent income is insuffictent,
from principal.’® A GRAT is treated as a grantor trust as
to principal if the grantor has retained a testamentary
power to appoint accumulated capital gains.'® In addi-
tion, the retention by the grantor of a reversionary in-
terest having a value in excess of 5% of the value of the
GRAT at the time of transfer will also cause the GRAT
to be treated as a grantor trust.’”

If a grantor is treated as the owner of a GRAT un-~
der the grantor trust rules, no gain wiki be recognized
in connection with transfers between the grantor and
the GRAT.'8

The income generated by the assets of a GRAT that
is treated as a grantor trust will be taxed to the grantor
during the GRAT term, thereby generating additional
estate tax savings to the grantor, while transferring ad-
ditional wealth to the GRAT beneficiaries. If the grantor
survives the GRAT term, the assets transferred to a
properly designed GRAT will be excluded from the
grantor’s estate.

A GRAT is generally not a good planning vehicie
for generation-skipping tax because the grantor’s gen-
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eration skipping transfer tax exemption cannot be ap-
plied to property transferred to the GRAT until the end
of the GRAT term.

If the grantor fails to survive the GRAT term, “the

- portion of the trust’s corpus included in the decedent’s
gross estate for Federal estate tax purposes is that por-
tion of the trust corpus necessary to provide the dece-
dent’s retained use or retained annuity, unitrust or oth-
er payment (without reducing or invading principal)
as determined in accordance with Trea sury Regulation
§ 20.2031-7 {or Treasury Regulation § 20.2031-7A, if ap-
plicable). The portion of the trust's corpus includible in
the decedent’s gross estate under LR.C. § 2036, howev-
er, shall not exceed the fair market value of the frust’s
corpus at the decedent’s date of death.”1¢

Treatment of QPRTs as Grantor Trusts: Al of
the income of a QPRT must be paid to the grantor?
Consequently, all QPRTs are grantor trusts as to income
under LR.C. § 677. As with GRATs, a OFPRT in which
the grantor has retained a testamentary power of ap-
pointment over principal or a reversionary interest in
excess of 5% will be a grantor frust as to principal un-
der LR.C. § 674(a) or § 673(a), respectively,

Treatment of CLATs as Grantor Trusts: The grant-
or of a CLAT may only claim an income tax deduction
for assets transferred to the CLAT if the trust is a grant-
or trust.” If the CLAT js treated as a grantor trust the
income of the CLAT will be attributed to the grantor.22

Treatment of Retained Income Trusts: Where
a grantor retains a non-qualified income interest for
life, the trust would be freated a5 a grantor trust with
respect to income under LR.C. § 677. Such trusts are
commonly used in connection with Medicaid planning.
By granting the grantor a power to substitute property
held by the grantor for property of equivalent value
held by the trust, these trusts can also be made grantor
trusts as to principal.  If the grantor retains a special
power of appointment over the corpus of the trust,
transfers to such trusts are incomplete gifts for gift tax
purposes,* causing the trust corpus to be inciuded in
the grantor’s gross estate under LR.C. 85 2036(a)(1) and
2036(a)(2).

C.  Grantor Trusts That Are Excluded from the
Grantor’s Gross Estate

Such trusts are commonly known as Intentionally
Defective Grantor Trusts, and typically referred to as
IDGTs. The primary tax characteristic of an IDGT is
that it has one or more provisions that trigger grantor
trust status under LR.C. §§ 673 through 679 for income
tax purposes, but no provision that would trigger the
inclusion of trust assets in the grantor’s gross estate
for estate tax purposes. Trusts commonly designed as
¥ [DGTs include, but are not limited to, Irrevocable Life

+

Insurance Trusts (ILITs) and Dynasty or Generation-
Skipping Transfer Tax (GST) Trusts.

In general, assets transferred to a grantor trust
retain the same character and tax basis, for income tax
purposes, as they had in the hands of the grantor just
prior to the transfer.” A notable exception to this rule
found in the case Rothstein v, United Siates.26 However,
in Rev. Rule 85-13,% the IRS indicated it will not fol-
low Rothstein. What does this mean for taxpayers in
the Second Circuit? Taxpayers may generally rely on
Revenue Rulings published in the fnternal Revenue
Bulletin as long as the facts and circumstances at issue
are substantially the same as those outlined in the rul-
ing and the ruling has not been superseded, modified
or revoked.” In addition, according to at least cne com-
mentator, the IRS decision not to follow the Rothsiein
case in Rev. Rul. 85-13 will be applied by the IRS even
in the Second Circuit #

The Treatment of TLITs: The [LIT is probably one
of the most common IDGTs in use. The grantor typical-
ly creates an ILIT with the intention of transferring an
existing life insurance policy or gifting cash to the ILIT
to enable the trustee to pay the premiums on a new
policy, or both. If properly drafted and maintained, the
assets of the ILIT will be excluded from the granfor’s
estate. Many TLITs, at least at inception, have nothing
in them but an insurance policy with little or no value.
Typically, the grantor gifts to the trust cash sufficient
to pay the premium due on the policy, usually about
a month or so prior to the premium due date, and the
trustee uses this cash to pay the premium.

As time goes by, however, the policies, other than
straight ferm policies, often accumulate significant cash
values, and may generate enough income to require the
filing of a fiduciary income tax return. If the provisions
of the ILIT do not include any of the grantor trust trig-
gers, the ILIT must have a trust identification number
assigned to it and pay taxes on the net income retained
by the trust in any given year. Such an ILIT would not
be an IDGT.

The ILIT as a Grantor Trust: If the terms of an ILIT
permit any portion of its income to be applied toward
the payment of premiums on life insurance policies on
the life of the grantor, at the direction of the grantor or
a non-adverse party, without the approval or consent
of an adverse party, the grantor will be treated as the
owner of that portion of the trust permitting its incorne
to be so used.*® The issue whether such a power held
by the grantor in a fiduciary capacity would cause es-
tate tax inclusion was answered in the negative in the
case of the Estate of jordahl v. Commissioner.5! This is one
way of making an ILIT a grantor trust.

Another provision commeonly used to trigger grant-
or trust status in an ILIT is the retention by the grantor
of a power to substitute property held by the grantor
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for property of equivalent value held by the trust. This
power must be held by the grantor in a non-fiduciary
capacity®

Until recently, the issue of whether or not the reten-
tion of such a power by the grantor, in a non-fiduciary
capacity, would cause estate tax inclusion under LR.C.
g8 2036 or 2038 was unsettled. In a recent ruling, how-
ever, the IRS addressed this issue as follows:

A grantor’s retained power, exercisable
in a nonfiduciary capacity, to acquire
property held in trust by substitut-

ing property of equivalent vatue will
not, by itself, cause the value of the
trust corpus to be includible in the
grantor’s gross estate under IRC § 2036
or § 2038, provided the trustee hasa
fiduciary obligation (under local law
or the frust 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 further provided that the
substitution power cannot be exercised
in a manner that can shift benefits
among the trust beneficiaries.®

if the ILIT is a grantor trust under LR.C. § 677(a)(3),
§ 675(4)(C), or any other provision of the LR.C., all of
the inceme of the trust will be taxable to the grantor.

A Note on Demand (Crummey)} Powers: In order
to qualify for the annual exclusion from gift tax, which
is currently $13,000 per year per donee, the gift made
by the grantor to the'donee must be a gift of a present
interest.® In order to enable the grantor to take advan-
tage of the annual exclusion from gift tax for cash gifts
made to the trust to cover annual insurance premiums,
the ILIT typically grants each beneficiary the power to
demand the withdrawal of the beneficiary’s pro-rata
share of any contribution made to the trust. This power
is usually limited to the anrual exclusion amount avail-
able to the grantor in respect to each donee in a given
calendar year. To avoid having the lapse of such a de-
mand power held by a beneficiary from being treated
as a release (and therefore a gift) the amount of the ben-
eficiary’s power which may lapse ir any calendar year
should be limited to the greater of $5,000 or 5% of the
trust corpus. 3

The demand power described above would ordi-
narily make the beneficiary the owner, subject to the
grantor trust rules, as to that portion of the trust over
which the beneficiary has the power exercisable solely
by himself or herself ta vest the corpus or income
therefrom in himself or herself.?® However, LR.C. §
678(a) will not apply if the grantor is already treated as

the grantor of that portion of the trust for income tax
purposes LR.C. § 678(b}.%

Exchanging or Transferring an Insurance Policy
Held by an ILIT: If the goal is sitnply fo retire an insur-
ance policy that has outlived its usefulness in exchange
for a policy of similar value that is more in tune with
the current needs of the trust, an LR.C. § 1035 exchange
may be an appropriate way to avoid the recognition of
a capital gain upon the exchange of the policy.

if the trustee wishes to transfer a policy which
has accumulated a significant cash value, the trustee
must consider the transfer-for-value rule under ILR.C.
§101(a}2), which could require the recognition of
income by the grantor upon the sale of the policy. In
order to avoid this potential tax hazard, such trustee
should consider the sale of the policy to a grantor trust.
Such a transfer between two grantor trusts created by
the same grantor will not trigger the transfer for value
rule.®

Dynasty Trusts v. GRATs: The Dynasty Trustis a
vehicle commonly used for generation-skipping trans-
fer (GST) tax planning. Transfers of assets by gift or
sale to a Dynasty Trust designed as an [DGT are similar
to transfers to a GRAT in that both technigues belong
to a category of estate planning techniques known as
an “estate freeze.” The estate freeze technique allows
wealthy taxpayers to plan beyond the limitations of
the lifetime exemption from gift tax, which is curzently
limited to $1,000,000, and the exemption from GST tax,
which is currently Himited to $3,500,000. The objective
of an estate freeze is to transfer assets that are expected
to appreciate in value to the grantor’s heirs at their cur-
reni value and with minimal gift tax consequences to
the grantor, the‘reby “freezing” the value of the taxable
estate.

An estate freeze is especially effective when interest
rates are as low, as they have been of late, because the
success of a GRAT is tied to the ability of the GRAT's
assets to outperform the LR.C. § 7520 rate in effect at
the time of transfer; the success of a sale to an IDGT
depends on the ability of the IDGT’s assets to outper-
form the applicable federal rate {(AFR) in effect at the
time of transfer. When interest rates are low, it is more
likely that assets will outperform the § 7520 rate or
the AFR, resulting in greater amounts of wealth being
transferred to the beneficiaries of a grantor trust free of
transfer taxes. For this reason, when interest rates are
low family Dynasty Trusts, and the use of note-sale/
gift transactions, become very popular amang taxpay-
ers of significant wealth %

A Dynasty Trust, like a GRAT, may be designed as
a grantor trust for income tax purposes. If a Dynasty
Trust is designed as a grantor trust, a sale by the grant
or to that trust will not be recognized for tax purpos-
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es.* Unlike a GRAT, however, a transfer to a Dynasty
Trust designed as an IDGT can be used as an effective
GST tax planning tool. In addition, if the grantor dies
during the term of a note issued to the grantor in ex-
change for a sale to a Dynasty Trust, only the value of
¥ balance on the note, together with any accrued inter-
est, will be included in the grantor’s estate. Finally,
unlike a GRAT, which is intended to last for a term of
years that it is hoped the grantor will survive beyond,
the Dynasty Trust, like most other IDGTs, is generally
intended to last for the balance of the grantor’s life and
well beyond.

V. Other Considerations

A.  Tax Basis of Assets Transferred to a Grantor
Trust ‘

Assets transferred gratuitously by a grantor o a
grantor trust have the same tax basis in the hands of
the trustee immediately after the transfer as they did
in the hands of the grantor immediately before the
transfer.®’

B. Releving the Grantor of the Income Tax
Burden of Grantor Trusts

What happens if the grantor’s estaté is reduced
so significantly during the grantor’s lifetime that the
income fax attributable from the IDGT or other grantor
trust to the grantor becomes a burden? A release of a
grantor trust power by the grantor can cause adverse
tax consequences in certain circumstances, such as
when the trust holds assets subject to debt in excess of
hasis.* A grantor trust can be designed, however, to
grant a disinterested party, such as a trust protector, the
power to toggle off the grantor trust provisions—so the
trust is no longer a grantor trust and the income of the
trust is no longer attributable to the grantor—without
triggering adverse tax consequences.

One safe, although usually expensive, way to
toggle grantor trust provisions back on once they have
been toggled off, or add them where they previously
did not exist, is through a trust reformation.®3 In the
alternative, a disinterested trustee could be given the
discretion to reimburse the grantor from trust assets for
the amount of income tax attributable to the grantor
from the trust. The payment of the tax by the grantor
would not constitute a gift by the grantor because the
grantor is Hable for the tax; and the trustee’s discretion-
ary power to reimburse the grantor would not cause
inclusion of trust assets in the grantor’s estate.#

€. Income Tax Consequences of Notes and
Termination of Grantor Trust Status

Release of Grantor Trust Powers During the
Grantor’s Lifetime: As previously discussed, the initial
transfer of assets to a grantor trust by the grantor is

disregarded for tax purposes. If the frust ceases to be

a grantor trust, however, the grantor is ne longer con-
sidered to be the owner of the trust. At that time, the
grantor will be considered to have made a transfer for
tax purposes of the assets previously transferred to the
trust.

1f the grantor sold assets to a trust in exchange for
a note, for example, which was not recognized as a
gain at the time of transfer because of the trust’s status
as a grantor trust, then upon the release by the grantor
of the power that made the trust a grantor trust, the
grantor would be deemed to have completed the trans-
fer and will be required to recognize the gain %5 The
amount of the gain would be the difference between
the grantor’s adjusted basis in the property held by the
trust and the outstanding balance of any debt deemed
to be assumed by the trust at the time the trust ceased
to be a grantor trust.* Therefore, the potential recogni-
tion of gain on termination of grantor frust status is a
compelling reason not to extinguish grantor trust status
prior to extinguishing the debt acquired by the trust at
the time of transfer.

Termination of Grantor Trust Status as a Result of
Grantor’s Death: Commentators generally agree that a
grantor trust ceases fo be a grantor trust upon the death
of the grantor. The tax consequences of the death of the
grantor while a note is received in exchange for a sale
to an IDGT are still unclear.

While most authorities specifically address the
termination of grantor trust status during the grantor’s
life, there is no clear authority on whether gain must be
recognized on the cutstanding balance of a note held
by a grantor trust on the grantor’s death, The amount
of gain that must be recognized by a deceased grant-
or’s estate will likely be determined by the estate’s ba-
sis in the trust’s assets.*” Some commentators maintain
that the basis of the grantor’s estate in the trust assets
as of the date of death will be the same as the grantor’s
basis in the assets as of the date of transfer to the
trust.48 Other commentators, however, take a more ag-
gressive position and argue that it may be possible for
the grantor’s estate to acquire a stepped-up basis in the
trust assets as of the date of death.®°

Given the uncertainty of the potential capital gains
that may be triggered by the grantor’s death, this prac-
titioner agrees with the commentators who argue that
the best approach is fo make every effort to ensure that
the note is paid off prior to the date of death.5

Vi Conciusion

The grantor trust is an essential estate planning
tool. It offers practical and beneficial solutions to a
wide variety of planning objectives, running the gamut
from simple probate avoidance to asset protection to
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complex tax planning and more. However, the income,
gift, estate and generation skipping transfer tax impli-
cations will vary significantly depending upon the pro-
visions of the trust and the actions taken by the trustee.
Therefore, the attorney draftsman, the grantor and the
trustee must give serious consideration to tax implica-
tions before implementing an estate plan that utilizes a
grantor frust.
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