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This paper’s primary focus is on the estate planning opportunities presented by portability, basis 

adjustment mechanisms and lifetime QTIPs.
1
 

I. Running the Numbers 
The benefits and burdens of any type of estate plan, whether portability or otherwise, are quite 

often illuminated by modeling the plan.  In order to analyze portability type plans four 

hypothetical clients are considered, each having a different amount of net worth.
2
  For each 

hypothetical client, a traditional type of plan is compared to a portability type of plan. 

The analysis compares the benefits and burdens of a portability type plan versus a traditional plan 

for: (1) clients who have net assets that will likely not have taxable estates (i.e., estates that will 

likely be less than the couple’s aggregate basic exclusion amounts (BEAs)), (2) clients who have 

net assets that may cross over from being a non-taxable estates to taxable estates (i.e., estates that 

will likely be more than the couple’s aggregate BEAs), and (3) clients who have net assets that 

will likely exceed the couple’s aggregate BEAs. 

Not considered is whether to use or preserve the use of the client’s applicable exclusion amounts 

while both of the spouses are living, rather the analysis below is focused upon the planning for 

any applicable exclusion remaining at the time of the death of the first to die (the “deceased 

spouse”).  

 A. The four hypothetical client fact patterns considered are: 

 $5 million ($5 MM) client; 

 $10 million ($10 MM) client;  

 $15 million ($15 MM) client; and  

 $30 million ($30 MM) client.   

1. Basic Fact Pattern 
Various factors (some that stay the same regardless of the client’s net worth, and some that will 

change based on net worth) are used to illustrate the benefits of using a portability type plan, 

versus a traditional plan (i.e., a plan that does not take portability into consideration).  For each 

hypothetical client, the impact of state estate taxes is also considered. 

                                                      

 

1
 See also, Portability – Part One, American Bar Association, Real Property Trust and Estate Law Section 

(ABA-RPTE), Income and Transfer Tax Group, Estate and Gift Tax Committee Project (distributed at 46
th

 

Heckerling Inst. Est. Plan Jan 2012;  Franklin, Law & Karibjanian, Portability – The Regulations, ABA-

RPTE, Income and Transfer Tax Group, Estate and Gift Tax Committee Project (distribute at 47
th

 

Heckerling Inst. Est. Plan Jan 2013);  Franklin, Law & Karibjanian, Portability – The Game Changer, 

ABA-RPTE, Income and Transfer Tax Group, Estate and Gift Tax Committee Project (distribute at 47
th

 

Heckerling Inst. Est. Plan Jan 2013); Franklin & Law, Portability:  Panacea? Pariah? Placebo?  ACTEC 

2013 Annual Meeting, Estate and Gift Committee, Maui, HI (March 2013).  Most of these articles are 

available on the ABA RPTE Section, Estate & Gift Committee’s webpage. 
2
 Sections I and II of the paper were adapted from an outline that Lester B. Law (Director Abbot Downing, 

Naples, Florida) and I wrote for the 48
th

 Annual Heckerling Institute on Estate Planning workshop on 

portability.  The numbers and years over which the analysis spans is unadjusted, but the predictive nature 

of the analysis remains intact. 
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 Factors that remain the same: 

o Citizenship:  H and W are U.S. citizens. 

o Marriage:  H and W have only been married to each other.   

o State of residence:  H and W live in a common law state.   

o Taxable gifts:  H and W make no lifetime taxable gifts. 

o Year of death of first spouse to die:  H dies in 2013  

o Marital status of W after H’s death:  W remains a widow after H’s death until her 

later death. 

o Year of death of surviving spouse:  W dies in 2022. 

o Basic Exclusion Amount (BEA) at H’s death:   $5.25 million (i.e., the BEA in 

2013) 

o Estimated BEA at W’s death:  The BEA is estimated to be $6.53 million in 2022. 

o Adjusted Basis (AB) of assets at H’s death:  At the time of H’s death, his assets’ 

AB were equal to their fair market value (i.e., full step-up in basis).  W’s assets’ 

AB are 80% of their fair market values.
3
 

o Cost of Living Adjustment (“COLA”) factor:  The COLA factor is 2.45%. 

o Rates of return:   

 principal growth rate of return is 5%; 

 ordinary income rate of return is 1.5%; and 

 qualified dividend rate of return is 1.5%. 

o Turnover Rate:  The portfolio turns over at a rate of 20% annually.
4
 

o Income tax rates:  The following flat income tax rates
5
 apply to the following 

individuals: 

 Federal capital gains and qualified dividend tax rates for the surviving 

spouse and any trust is 23.8%; 

 Federal ordinary income tax rate for the spouse is 35%; 

 Federal ordinary income tax rate for the trust is 39%; 

 Federal capital gains and qualified dividend tax rates for descendants is 

15%; 

                                                      

 

3
  In the analyses for all of the fact patterns, the income tax basis was 80% of the fair market value of the 

assets at the time of the first spouse’s death (i.e., H’s death).  In community property states, the income tax 

basis may be equal to the fair market value at that time for many, if not most of the assets.  In running the 

numbers, there was no appreciable difference in the results if the tax basis of assets in the surviving 

spouse’s estate was stepped up at the time of the first spouse’s (i.e., H’s) death. 
4
 In the fact patterns, the assumed turnover rate was 20%.  In “real life”, this would not necessarily be the 

case, because quite often the turnover is based on investment decisions, personal desires, and sometimes on 

income tax timing issues.  It is clear that the turnover rate had some influence on the results.  The most 

dramatic effect occurs when comparing the income tax detriment of using a by-pass trust versus not using 

such a trust.  A higher turnover rate translated to a less detriment, and a low turnover the rate resulted in 

greater detriment.  The reason that a low turnover yielded a greater detriment was because of the 

assumption that the assets in the by-pass trust would be sold immediately upon death; therefore, there 

would have been a larger disparity between the by-pass trust’s fair value and the tax basis. 
5
 The analysis did not consider the impact of alternative minimum taxes (AMT).  The computations would 

have become too cumbersome to factor the AMT into the situation.  The AMT is a factor, and it may make 

some difference, however, when trying to determine a rate for the AMT it was very difficult to come to a 

consensus on such a rate.  To add to the complication is the fact that rates would vary from state to state, 

and this would only lead to further confusion.  On balance, using a flat federal rate was a good middle 

ground for the analysis.  
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 Federal ordinary income tax rate for descendants is 31%; 

 State income tax rates (if any) for spouse and trust is 6%; and 

 State income tax rate (if any) for descendants is 5%. 

o Estate and gift tax laws:   

 The federal estate and gift tax regime that exists in 2013 will be the same 

through 2022. 

 If a particular plan has a state estate tax, the exemption will be deemed to 

be $1 million and there is a state QTIP deduction that is permissible.
6
 

 Generally, the taxpayer does not live in a state that has a gift tax.
7
 

 Factors that change: 

o Size of clients’ estate:  Each of H and W has one half of the assets, which are 

only marketable securities held in their individual name.  There are no retirement 

account assets (e.g., IRAs) or life insurance.   

 For example the $5MM client, H would have $2.5 million and W would 

have $2.5 million. 

o Annual consumption after H’s death:  After H’s death, the surviving spouse will 

have a certain level of consumption, based on the net worth of the client.  

Consumption will increase by a COLA factor each year: 

 For the $5 MM client consumption will be $150,000; 

 For the $10 MM client consumption will be $200,000; 

 For the $15 MM client consumption will be $250,000; and 

 For the $30 MM client consumption will be $500,000. 

 Assumption – Sale of Assets at Surviving Spouse’s death. 

At the time of the death of the second spouse, there will be assets that will have had a step-up in 

basis and others that do not.  The best way to compare assets with differing income tax basis is to 

sell the assets and convert them all to cash.  This may not happen in real life; however, to get the 

best “apples-to-apples” comparison, this assumption is made.
8
  

 

                                                      

 

6
 In the different scenarios, where there is an assumed state estate tax, it is assumed that the state estate tax 

exemption would be $1 million, which is akin to the District of Columbia.  Also assumed is that the tax 

rates were equal to the state estate tax credit, and that the state allows a QTIP marital deduction.  Not all 

states are alike; accordingly, the practitioner would have to determine the applicable state law impact.  

Some states, such as Hawaii, have their own portability provision. 
7
 Connecticut has a state gift tax.  Some of the planning described herein may not be as beneficial in 

Connecticut.    The analysis would have to be adjusted to take into consideration a state’s gift tax 

implications. 
8
 The “sale after the surviving spouse’s death” assumption causes the immediate recognition of gain.  

There is an array of assumptions that could have been used:  On other side of the spectrum, the built in 

gains tax could be ignored.  This would be unrealistic, since the portability plans being used are designed 

to overcome this income tax result by comparison.  A middle ground approach that could have been used 

was some type of a discount on the capital gain, so that it would take into consideration the effect as if the 

property was sold over time.  The problem with this approach is that one has to guess at a discount rate, 

and choosing one rate (e.g., a 35% discount) over another rate was simply arbitrary.  Thus, the assumption 

was made that the assets would be sold immediately upon the survivor’s death and all assets were 

converted to cash.   
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B. The $5 MM Hypothetical Client  
For the $5 million client, two different scenarios are considered:  One with no state estate tax and 

the other with a state estate tax. 

1. No State Estate Tax 
In the no state estate tax scenario, two types of estate plans are compared: (1) the traditional plan; 

and (2) the portability plan.  The traditional plan is a plan where the by-pass trust is funded, to the 

extent possible, with the assets of the first spouse to die (the “deceased spouse,” H, in our case).  

In this case, there will be a DSUE amount transferred to the surviving spouse (W, in our case).  In 

the portability plan, all of H’s assets are transferred to a QTIP trust and the personal 

representative
9
 will elect QTIP treatment.

10
 

2. State Estate Tax Scenario 
In the state estate tax scenario, three types of estate plans are compared:  (1) traditional plan - 

where all assets are funded into the by-pass trust and state death taxes are paid; (2) hybrid 

portability plan - where a by-pass trust is only funded with an amount equal to the state death tax 

exemption (which is assumed to be $1 million) and the balance is funded into a QTIP trust; and 

(3) full QTIP portability plan – where all assets are funded into a QTIP trust and there is no use of 

the state estate tax exclusion. 

3. Comparison of Scenarios 

a. No State Estate Tax 
This analysis compares traditional and portability plans in a state where there is no state estate 

tax. 

(I) Traditional Plan 

Upon H’s death, the by-pass trust
11

 is funded with H’s assets (i.e., $2.5 million), and the unused 

exclusion amount (i.e., the DSUE amount) of $2.75 million (i.e., $5.25 million BEA - $2.5 

million funded in the by-pass trust) is transferred to W. 

(II) Portability Plan 

Upon H’s death, his assets are transferred to a QTIP trust,
12

 and the unused exclusion amount of 

$5.25 million is transferred to W. 

(III) Results 
The results show the amounts that H and W’s beneficiaries will receive after W’s death: 

                                                      

 

9
 The term “personal representative” also means executor, executrix and other similar designations. 

10
 For GST purposes, assume that the personal representative also elected reverse QTIP treatment, so 

effectively no GST exemption is wasted at either the first or second spouses’ deaths. 
11

 The by-pass and the QTIP trusts will provide all income to the surviving spouse so there is no difference 

in the dispositive plans between the traditional and portability plans.  
12

 Id. 
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Year 

Traditional Plan 

Assets Passing to 

Beneficiaries 

Portability Plan Assets 

Passing to 

Beneficiaries Difference 

2013 $5,146,400 $5,170,200 $      (23,800) 

2014 5,299,701 5,343,674 $      (43,973) 

2015 5,459,932 5,521,187 $      (61,254) 

2016 5,627,181 5,703,420 $      (76,238) 

2017 5,801,587 5,890,991 $      (89,404) 

2018 5,983,328 6,084,474 $    (101,145) 

2019 6,172,631 6,284,409 $    (111,778) 

2020 6,369,750 6,491,312 $    (121,561) 

2021 6,574,978 6,705,684 $    (130,707) 

2022 6,788,638 6,928,021 $    (139,384) 

 
The portability plan yields a better result by comparison to the traditional plan. In reviewing the 

results, if W dies in 2013, the beneficiaries would receive approximately $5.17 million under the 

portability plan, where they would receive approximately $5.146 million under the traditional 

plan.  If W dies in 2022 the beneficiaries would receive $6.928 million under the portability plan, 

which is approximately $140,000 more than they would have received under the traditional plan. 

If the principal rate of return is increased from 5% to 10%, the benefit of the portability plan 

increases, as illustrated below: 

 

This chart demonstrates that increased rates of return yield better results for both plans.  It also 

demonstrates that the portability plan is much better with increased rates of return.  By example, 

in 2022, by doubling the return (from 5% to 10%), the net cash positive differential is almost 
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260% better (i.e., the benefit moved from approximately $140,000 to $370,000).  Thus, there is a 

multiplier effect when the rate of return increases. 

If the principal rate of return is decreased to 2% the benefit decreases as illustrated below: 

 

When the rate of return decreases, so does the net benefit.  This is the anticipated result.  When 

the rate of return is zero, there is no difference in result.  This is true because there is no basis 

differential from the fair market value.  Accordingly, the take away is that positive rates of return 

increase the benefit under the portability plan at a higher pace by comparison to the traditional 

plan. 

b. State Estate Taxes 
The next example demonstrates the impact of state estate taxes. Recall that there will be three 

different plans:  (1) the traditional (fully funded by-pass trust) plan; (2) the hybrid portability plan 

(fund the by-pass trust with the state estate tax exemption); and (3) full portability plan (fully 

funded QTIP trust).  Recall that the state estate tax exclusion is $1 million and the state allows for 

a state QTIP deduction.   

(I) Traditional Plan  
By fully funding the by-pass trust, a state estate tax of $138,800 is triggered; accordingly, the by-

pass trust is funded in the amount of $2,361,200.
13

  The DSUE amount passing to the surviving 

spouse is $2,888,800 ($5.25 million less $2,361,200 used to fund the by-pass trust).  

                                                      

 

13
 Any state estate taxes are paid by the trust that causes the tax; thus, the by-pass trust will pay the taxes. 
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(II) Hybrid Portability Plan 
The by-pass trust is funded with $1 million (i.e., the assumed maximum state estate tax 

exemption amount),
14

 and a QTIP trust is funded with the balance of $1.5 million.  The DSUE 

amount transferred to the surviving spouse is $4.25 million ($5.25 million less $1 million used to 

fund the by-pass trust). 

(III) Full Portability Plan 
The QTIP trust is funded with the decedent’s $2.5 million, and the $5.25 million DSUE amount is 

transferred to W. 

(IV) Results 
The comparative results of the three plans are as follows: 

Year 

Full By-Pass 

Trust Plan 

Hybrid 

Portability Plan 

Full QTIP 

Portability Plan 

2013 $ 4,834,681   $4,848,900  $ 4,743,136  

2014  4,951,411   4,979,622   4,877,487  

2015  5,072,450   5,112,929   5,012,930  

2016  5,197,461   5,249,138   5,150,038  

2017  5,326,617   5,388,534   5,289,305  

2018  5,459,919   5,531,377   5,431,155  

2019  5,597,375   5,677,907   5,575,962  

2020  5,739,016   5,828,347   5,722,718  

2021  5,884,893   5,982,912   5,873,017  

2022  6,035,071   6,141,648   6,027,141  

 

The full QTIP portability plan yields the worse net result, because it fails to take advantage of the 

state estate tax exemption.  The other plans (i.e., the traditional and hybrid portability plans) take 

advantage of the state estate tax exemption, thus, yielding better results.  The hybrid portability 

plan yields the best results, for two reasons.  First, in the hybrid plan, there was no payment of 

state estate taxes in the first spouse’s estate. Second, there is an income tax benefit of having left 

some of the assets in the QTIP trust that will get a step up in basis upon the death of the surviving 

spouse. 

As in the scenario where there were no state death taxes, if the rate of return increases, the 

benefits of the portability plans increase more than a non-portability type of plan. 

C. The $10 MM Hypothetical Client 
From this point forward, portability planning’s impact on larger estates is analyzed.  “Larger 

estates” are those estates that will likely trigger an estate tax at the anticipated death of the 

surviving spouse (recall that W dies in 2022 in our case).   

                                                      

 

14
 In this example, no state estate taxes are triggered, since the by-pass trust is only funded to the extent of 

the state estate tax exclusion amount. 
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In this fact pattern, the couple has a total net worth of $10 million (instead of $5 million as 

assumed in the previous fact pattern), and consumption has increased to $200,000 annually (from 

$150,000). 

Consistent with the analysis of the $5 MM client, two different scenarios are contemplated:  One 

with no state estate tax and the other with a state estate tax. 

1. No State Estate Tax 
In the no state estate tax scenario, two types of estate plans are compared: (1) the traditional plan; 

and (2) the portability plan.  Recall that the traditional plan is a plan where the by-pass trust is 

funded to the extent possible with the assets of the deceased spouse (H, in our case).  In this case, 

there will be a DSUE amount that is transferred to the surviving spouse (W, in our case).  In the 

portability plan, all of H’s assets are transferred to a QTIP trust and the personal representative 

will elect QTIP treatment.
15

 

2. State Estate Tax 
In the state estate tax scenario, three types of estate plans are compared:  (1) traditional plan; (2) 

hybrid portability plan; and (3) full QTIP portability plan. 

3. Comparison of Scenarios 

a. No State Estate Tax 
This scenario contemplates that there will be no state estate tax and the traditional plan is 

compared to the hybrid and full portability plans. 

(I) Traditional Plan 
Upon H’s death, the by-pass trust is funded with $5 million, and the DSUE amount of $0.25 

million ($5.25 million BEA - $5 million funded in the by-pass trust) is transferred to W. 

(II) Portability Plan 
Upon H’s death, the QTIP trust is funded with $5 million, and the DSUE amount of $5.25 million 

is ported to W. 

(III) Results 
The comparative results of the plans showing assets passing to the beneficiaries after W’s death 

are as follows: 

                                                      

 

15
 For GST tax purposes, assume that the personal representative also elected reverse QTIP treatment, so 

effectively no GST exemption is wasted at either the first or second spouse’s death. 
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Year 

Traditional Plan 

Assets Passing to 

Beneficiaries 

Portability Plan 

Assets Passing to 

Beneficiaries Difference 

2013 $10,392,800  $10,440,400  $(47,600) 

2014 10,808,733  10,790,008  18,725  

2015 11,248,368  11,126,526  121,843  

2016 11,710,176  11,474,954  235,222  

2017 12,150,803  11,840,409  310,394  

2018 12,611,131  12,219,987  391,144  

2019 13,095,971  12,618,777  477,193  

2020 13,602,227  13,033,875  568,352  

2021 14,130,891  13,466,395  664,496  

2022 14,687,039  13,921,479  765,560  

 

What is interesting in this $10 million fact pattern is that there is a cross-over point, where one 

plan would be better than the other.
16

  The cross-over point happens after there is estate tax due.  

There is no exact dollar point; it differs based on the circumstances.  The cross-over point is that 

point at which the estate tax liability is greater than the income tax savings.  In this case, the fact 

pattern favors the traditional plan (i.e., because the portability plan’s estate tax detriment becomes 

larger than the income tax detriment). 

(IV) Impact of Rates of Return 
For this $10 million client, when the principal rate of return increases from 5% to 10%, the by-

pass trust plan outperforms the portability plan.  The reason for this is that the portability plan 

subjects more assets to estate tax, and the estate tax detriment is larger than the income tax 

detriment. 

b. State Estate Tax 
The next examples demonstrate the impact of state estate taxes on the $10 million plans. Recall 

that there will be three different plans:  (1) the traditional; (2) the hybrid portability plan; and (3) 

the full portability plan.  Recall that the state estate tax exclusion is $1 million and the state 

allows a state only QTIP deduction.   

(I) Traditional Plan 
By fully funding the by-pass trust, a state estate tax of approximately $391,600 is triggered; 

according, the by-pass trust is funded in the amount of $4,608,400.  The DSUE amount passing to 

the surviving spouse is $641,600 ($5.25 million less $4,608,400).  

                                                      

 

16
 In a smaller estate, the cross-over point occurs later in time, and that later point in time is when the 

smaller estate has grown to become an estate tax taxable estate.  In the $5 million fact pattern, with a 5% 

rate of return, it would have taken many, many more years than 9 years to trigger a taxable estate.  What 

we noted was when the $5 million estate had grown to cause a taxable estate; we found that there was a 

cross over point, as there was with this $10 million estate. 



Copyright 2015 Richard S. Franklin.  All Rights Reserved. Page 10 

(II) Hybrid Portability Plan 
The by-pass trust is funded with $1 million, and a QTIP trust is funded with the balance of $4 

million.  The DSUE amount transferred to the surviving spouse is $4.25 million (5.25 million less 

$1 million used to fund the by-pass trust). 

(III) Full Portability 
The QTIP trust is funded with the H’s $5 million, and the $5.25 million DSUE amount is 

transferred to W. 

(IV) Results 
The comparative results of the three cases are as follows: 

Year Traditional Plan 

Hybrid Portability 

Plan 

Full Portability 

Plan 

2013 $9,521,660  $9,422,558  $9,272,896  

2014 9,842,158  9,771,019  9,621,018  

2015 10,179,195  10,131,111  9,979,220  

2016 10,533,008  10,501,025  10,349,000  

2017 10,903,956  10,884,948  10,731,744  

2018 11,292,306  11,284,027  11,128,757  

2019 11,697,211  11,659,845  11,452,770  

2020 12,120,833  11,998,247  11,770,321  

2021 12,563,894  12,348,470  12,098,621  

2022 13,027,171  12,715,211  12,442,385  

 

In these $10 million fact patterns, the traditional plan yields the better result because the savings 

from not paying estate tax on the by-pass trust exceeds the potential income tax benefit from the 

step-up in basis.  This result is anticipated.  One of the short-comings of porting the DSUE 

amount is that such amount is set as of H’s death, thus, if assets are passed to the survivor, and 

those assets grow, the DSUE amount may not shelter those assets from estate taxes.  By 

comparison, when the by-pass trust is funded at death, those assets, regardless of growth are 

sheltered from the estate tax in the survivor’s estate.  The short-coming of the frozen DSUE 

amount can however be easily cured – the survivor can make a gift immediately after death 

utilizing part or all of the ported DSUE amount.  

As illustrated immediately below, combining the same hybrid and full portability plans with gifts 

of a small part of the ported DSUE amount achieves superior result to the traditional by-pass trust 

plan. 

4. Adding a New Concept 

a. Making Gifts Using the DSUE Amount 
The $10 million hypothetical client who used the traditional plan had better results by comparison 

to the hybrid and full portability plans.  As indicated above, the main reason for this is the ported 

DSUE amounts failed to shelter the growth in the hybrid and full portability plans, causing more 

estate tax than income tax savings.  That just means that the planning was not complete …  
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At the end of 2011, the authors developed the idea that portability could be affirmatively used as 

a planning tool to create greater income and estate tax benefits, without losing the nontax benefits 

of a by-pass trust.  While most commentators had relegated portability to salvaging an otherwise 

poorly planned estate, in the author’s March 2012 article entitled Portability's Role in the 

Evolution Away from Traditional By-Pass Trusts to Grantor Trusts
17

 it explains the advantages of 

intentionally using portability to transfer the DSUE amount to the surviving spouse, who would 

then use the DSUE amount to immediately make gifts to an irrevocable grantor trust for the 

descendants; thus, garnering the benefits of grantor trust status (as well as other benefits) that a 

traditional by-pass trust does not provide.  This is referred to as the “SS Gift Plan.”   

In the “revised” hybrid and full portability plans, the surviving spouse will use a portion of the 

ported DSUE amount soon after the deceased spouse’s death and implement a SS Gift Plan.  The 

amount of the gift funding the irrevocable grantor trust for descendants is $2 million.  By 

implementing this SS Gift Plan, the growth of the gifted assets in the irrevocable trust would 

grow outside of the survivor’s estate (similarly to the by-pass trust), and thus the beneficiaries 

will not be disadvantaged by the growth outpacing the ported DSUE amount.  

b. The “Revised” Results 

(I) In General 
The hybrid portability plan combined with the $2MM SS Gift Plan yields the best result by far, 

yielding a bit more than $600,000 benefit over the traditional plan in 2022 (i.e., $13,639,301 - 

$13,027,171).  The results are as follows: 

Year 

Traditional 

Plan 

Hybrid 

Portability 

Plan 

Full 

Portability 

Plan 

Hybrid 

Portability 

Plan with 

$2 MM SS 

Gift Plan 

Full 

Portability 

Plan with 

$2 MM SS 

Gift Plan 

2013 $9,521,660  $9,422,558  $9,272,896  $ 9,648,436  $ 9,516,806  

2014   9,842,158   9,771,019   9,621,018  10,025,000   9,895,163  

2015 10,179,195  10,131,111    9,979,220  10,414,172   10,284,655  

2016 10,533,008  10,501,025  10,349,000   10,817,504   10,687,084  

2017 10,903,956  10,884,948  10,731,744   11,236,461   11,103,298  

2018 11,292,306  11,284,027  11,128,757   11,672,023   11,534,606  

2019 11,697,211  11,659,845  11,452,770   12,124,931   11,983,599  

2020 12,120,833  11,998,247  11,770,321   12,597,626   12,451,742  

2021 12,563,894  12,348,470  12,098,621   13,091,471   12,940,087  

2022 13,027,171  12,715,211  12,442,385   13,607,855   13,449,010  

 

                                                      

 

17
 Vol. 37, No. 2 of Bloomberg BNA/Tax Management's Estates, Gifts and Trusts Journal (March/April 

2012). 
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The first three columns of results are merely the results in the earlier analysis (i.e., comparing 

original three plans), the fourth and fifth columns, demonstrate the power of making a lifetime 

gift soon after the deceased spouse’s death (i.e., the SS Gift Plan).  The best result takes full 

advantage of the state estate tax exemption,
18

 and also used part of the DSUE amount soon after 

the death of the deceased spouse.   

When increasing the gift to the SS Gift Plan, the benefits were even greater.  The purpose for only 

using $2 million is because the surviving spouse, W, would have to use her own funds to make a 

gift, accordingly, there may be some reticence to making too large of a gift to the irrevocable 

grantor trust.
19

 

(II) Impact of Rates of Return 
When the principal rate of return increased from 5% to 10%, the benefit of the hybrid portability 

plan with the SS Gift Plan increased the benefit even more, as illustrated below: 

 

 

                                                      

 

18
 In Connecticut, which imposes a state gift tax, alternative planning may be warranted.  It may be that 

paying the gift tax to take advantage of the inter vivos giving is still more beneficial than the traditional 

plan.  Remember that fully funding a by-pass trust also requires the payment of state estate taxes.  

Practitioners in those states should run the numbers for the particular client to see if it makes sense. 
19

  If the surviving spouse wished to have some possible retention of the funds given, perhaps she could 

make a gift to a self-settled trust where she could be a potential beneficiary in a state that allows this, such 

as Delaware.  The planner would have to evaluate if this is a viable option. 
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(III) Impact of Grantor Trust Treatment for 

the Intervivos Gifting Trust  

In these scenarios, because the SS Gift Plan is a grantor trust,
20

 the surviving spouse could swap 

assets with a lower tax basis for assets with a higher basis to accomplish a “virtual step-up”.
21

 As 

illustrated below, by the year 2022, the additional potential net-after-tax benefit of the virtual 

step-up could be roughly $125,000.  The results for each year are illustrated as follows: 

Year 

Additional Tax 

Benefit 

2013  $80,000 

2014  $81,280 

2015  $83,686 

2016  $87,104 

2017  $91,451 

2018  $96,670 

2019  $102,726 

2020  $109,602 

2021  $117,297 

2022  $125,821 

 

D. The $15 MM Hypothetical Client 
In this fact pattern, the clients’ net worth is increased from $10 million to $15 million and annual 

consumption is increased further to $250,000 (recall that consumption was $200,000 for the $10 

million client and $150,000 for the $5 million client).  The other assumptions and plans and 

variations are the same as set forth in the $10 million fact pattern, except that the gifts by the 

surviving spouse in the SS Gift Plan is increased to $3 million. 

1. No State Estate Tax Results 
The comparative results of the traditional and portability plans in a state with no state estate tax 

are as follows: 

                                                      

 

20
 Recall, that the SS Gift Plan would provide that the grantor would have the ability to swap assets under 

Code § 675(4), thereby creating grantor trust status. 
21

 As used herein, the term “virtual step-up in basis” means that the grantor could swap cash or higher basis 

assets for lower basis assets inside the irrevocable grantor trust. If the grantor and trustee regularly swap 

assets, upon W’s death the assets in the irrevocable trust should have little built-in capital gains. 
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Year Traditional Plan Portability Plan Difference 

2013 $13,676,382  $13,626,360  $50,022  

2014 14,230,234  14,121,810  108,424  

2015 14,810,648  14,636,339  174,309  

2016 15,418,840  15,171,856  246,983  

2017 16,060,138  15,734,224  325,914  

2018 16,731,993  16,321,292  410,702  

2019 17,439,966  16,938,911  501,055  

2020 18,181,736  17,584,966  596,770  

2021 18,959,104  18,261,381  697,722  

2022 19,777,984  18,974,144  803,839  

The traditional plan yields a better result than the full portability plan, for the same reasons that it 

did in the $10 million hypothetical client.  

2. State Estate Tax Results 
The results of the five cases where there is a state estate tax are as follows: 

Year Traditional Plan 

Hybrid 

Portability Plan 

Full Portability 

Plan 

Hybrid 

Portability 

Plan with $3 

MM SS Gift 

Plan 

Full Portability 

Plan with $3 

MM SS Gift 

Plan 

2013  $12,703,346   $12,518,248   $12,410,846   $12,805,288   $12,697,886  

2014  13,145,091   12,924,189   12,803,648   13,337,872   13,217,331  

2015  13,605,271   13,343,150   13,207,917   13,892,072   13,756,839  

2016  14,084,571   13,776,458   13,625,127   14,470,209   14,318,877  

2017  14,587,749   14,229,382   14,060,658   15,078,565   14,909,841  

2018  15,111,639   14,699,158   14,511,831   15,715,421   15,528,094  

2019  15,661,144   15,191,005   14,983,929   16,387,085   16,180,010  

2020  16,233,233   15,702,141   15,474,215   17,091,922   16,863,996  

2021  16,828,953   16,233,796   15,983,947   17,832,370   17,582,521  

2022  17,453,412   16,791,220   16,518,393   18,614,968   18,342,142  

 

The data show that the best results come from a plan that takes advantage of the (1) state death 

tax credit, (2) portability, and (3) a partial gift of the ported DSUE amount. In this example the 

gift to the SS Gift Plan was $3 million.  When running the numbers and increasing the gift to the 

maximum amount of the ported DSUE amount, the benefit was even greater.  The use of part of 

the DSUE amount illustrates that the use is not an “all of nothing” proposition. 

The hybrid portability plan with the $3 million SS Gift Plan outpaces the traditional plan by about 

$100,000 in the first year and by the survivor’s year of death (about 10 years later) it is superior 
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by approximately $1.16 million.  Additional benefit over time would be applicable with the 

grantor trust “virtual step-up.”
22

 

E. The $30 MM Hypothetical Client 
In the next fact pattern, the hypothetical clients’ net worth is increased from $15 million to $30 

million and annual consumption is increased from $250,000 to $500,000.  The other assumptions 

and variations are identical to the $15 million hypothetical client, except that the gift by the 

surviving spouse in the SS Gift Plan is increased to $4.25 million. 

1. State Estate Tax Results 
The comparative results of the states with an estate tax, the results of the five cases are as follows: 

Year Traditional Plan 

Hybrid 

Portability Plan 

Full 

Portability 

Plan 

Hybrid Portability 

Plan with $4.25 

million SS Gift 

Plan 

 

Full Portability 

Plan with $4.25 

million SS Gift 

Plan 

2013 $20,594,273  $20,409,175  $20,301,773   $20,815,815   $20,708,413  

2014 21,376,818  21,155,916  21,035,375   21,741,968   21,621,427  

2015 22,189,268  21,927,148  21,791,915   22,704,787   22,569,554  

2016 23,033,777  22,725,666  22,574,335   23,708,480   23,557,148  

2017 23,916,487  23,558,121  23,389,397   24,761,130   24,592,407  

2018 24,835,550  24,423,070  24,235,744   25,862,776   25,675,450  

2019 25,797,153  25,327,015  25,119,940   27,021,464   26,814,389  

2020 26,799,528  26,268,436  26,040,511   28,237,292   28,009,367  

2021 27,844,979  27,249,822  26,999,973   29,514,469   29,264,620  

2022 28,939,885  28,277,694  28,004,868   30,861,336   30,588,511  

 

When viewing these plans, and comparing the results of the $30 million client to the $15 million 

client, the results are similar, other than the dollar amounts.  Most notably, the hybrid portability 

plan with a $4.25 million SS Gift Plan yields the best result followed by the full portability plan 

with the SS Gift Plan.  And, when comparing the traditional plan to the hybrid portability plan 

coupled with the $4.25 million SS Gift Plan, the benefit increased to roughly $1.9 million in the 

year of W’s anticipated death.  Additionally, the potential benefit of the “virtual step up” in basis 

                                                      

 

22
 See, Notes 20 and 21, and accompanying text. 
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would range from approximately $175,000 to $200,000 depending on the year of surviving 

spouse’s death.
23

 

The SS Gift Plan could be implemented in a state with no state death taxes, too.  Thus, when 

running the numbers the portability plan, combined with an SS Gift plan, always resulted in better 

net after tax amounts for the beneficiaries, when compared to a traditional by-pass trust plan. 

F. Initial Thoughts Derived From Running the Numbers 
In reviewing all of the hypothetical cases, there are common themes that runs through these plans, 

and it is true whether in a state with a state estate tax (or not).   

First, the simple portability plan (i.e., a plan where there a full QTIP trust is funded) appears to be 

better in cases where the family will not be subject to an estate tax.   

Second, initially, the traditional plan generally has a better result by comparison to the so-called 

simple portability plan if the family will suffer an estate tax.  However, if the portability plan is 

supplemented by making gifts soon after the death of the first spouse to die (thereby using part 

(or all) of the ported DSUE amount (depending on the case)) this revised portability plan (which 

incorporates the gift) is superior.  Even if only a portion of the DSUE amount is consumed (e.g., 

in the $15 MM cases, only $3.5 million was used), the results still favored the portability plan 

with the gift over the traditional plan.   

Third, in states where there is a state estate tax, use of the state estate tax exemption, versus 

wasting it, was almost always better.
24

 These are general rules, to better serve the client, running 

the numbers is best to see which plan could yield better potential results.   

The new portability provision has not necessarily simplified planning for some clients, for a great 

number of clients (and advisors) it has made planning more complicated. 

                                                      

 

23
 The potential benefit of the virtual step up is as follows: 

Year 

Additional Tax 

Benefit 

2013 $127,500  

2014 129,540  

2015 133,375  

2016 138,823  

2017 145,751  

2018 154,068  

2019 163,720  

2020 174,679  

2021 186,942  

2022 200,528  

 
24

 It was only in a rare case (where there was significantly-above-normal growth and low turnover of 

assets) that wasting the exemption derived a better result.  Note, if the surviving spouse was planning to 

move from a taxable to non-taxable estate (and the move would remove assets from being taxed in the 

taxable state), one could arguably waste the exemption, since it would not be needed upon the survivors 

death. 
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II. Basis Adjustment Mechanisms 
A. The Idea of Stepping-Up Basis of By-Pass Trust Property 

Section 1014’s
25

 general rule is that the income tax basis of property acquired from a decedent is 

the fair market value of such property at the date of the decedent's death, or, if the decedent's 

executor so elects, at the alternate valuation date (the “general basis adjustment rule”).
26

  Other 

than Section 1014(e) applicable to transfers to the decedent within one year of death, the main 

exception to this rule relates to items of income in respect of a decedent.
27

  Importantly, the 

general basis adjustment rule applies whether or not an estate tax return is filed.
28

 

The planning idea is to establish a mechanism that could be used to subject a portion of the by-

pass trust, or particular assets in the by-pass trust, to federal estate taxes upon the surviving 

spouse’s death.  If the amount included in the surviving spouse’s taxable estate is not in excess of 

the surviving spouse’s unused applicable exclusion amount (the “excess exclusion”) no federal 

estate tax liability is triggered.  The benefit of this strategy is that the general basis adjustment 

rule would be applicable to such portion or assets included in the surviving spouse’s estate and 

thereby reduce exposure to future income taxes without any estate tax costs.   

Assume that when H dies in 2013 he is the beneficiary of a by-pass 

trust established by W with a fair market value (“FMV”) of $1.5 

million and adjusted basis of $1 million on H’s death.  H has not 

remarried since W’s death. 

H's applicable exclusion amount (AEA) is $5.25 million and his taxable 

estate is $1.8 million.  If none of the by-pass trust is taxed as part of 

H’s estate, his excess exclusion is $3,450,000 ($5.25 million - $1.8 

million). 

H could be granted a general power of appointment (“GPOA”) over the 

entire by-pass to increase the basis of the by-pass trust assets without 

any increase to federal estate taxes. 

There are many considerations in executing this strategy.  The big considerations include federal 

and state income taxes, asset and creditor protection, and disposition control by the decedent. 

These mechanisms are generally useful if the surviving spouse will have excess applicable 

exclusion amount available and the FMV of the assets in the by-pass trust are greater than the 

adjusted basis of such assets.
29

  Therefore, they will be of little utility in larger estates where the 

                                                      

 

25
 References to a “section” are to a section of the Internal Revenue Code of 1986, as amended (the 

“IRC”), unless otherwise indicated, and references to Regs. or Regulations are to the Treasury Regulations 

promulgated thereunder. 
26

 IRC § 1014(a); Treas. Reg. § 1.1014-1(a). 
27

 Treas. Reg. § 1.1014-1(c)(1).  Also excepted from the general basis adjustment rule are unexercised 

incentive stock options and options to purchase pursuant to an employee stock purchase plan.  Treas. Reg. 

§ 1.1014-1(c)(2). 
28

 Treas. Reg. § 1.1014-2(b)(2). 
29

 The same general basis increase strategy could be applied to GST trusts.  In this context, a beneficiary’s 

excess exclusion could be used to achieve a basis increase for appreciated trust assets.   
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surviving spouse’s assets will be in excess of his or her applicable exclusion amount or in estates 

where the FMV is less than the adjusted basis of assets. 

Additionally, these mechanisms will often not be as efficient as relying upon portability in using 

applicable exclusion amounts.  The inefficiency by comparison to portability is that applicable 

exclusion will be used two times to cover some of the same asset value – i.e., once when the by-

pass trust is funded and once by inclusion in the surviving spouse's estate. This means that in 

some cases causing inclusion in the surviving spouse’s estate cannot achieve a full increase in 

basis for the by-pass trust assets without increasing federal estate taxes.  The following example 

illustrates that in some cases the basis adjustment techniques will only help to mitigate the 

income tax disadvantage of the by-pass trust, not eliminate it. 

Example:  Assume that when H dies in 2013 his by-pass trust is funded 

with two assets each with a FMV of $1.5 million ($3 million total).  H's 

applicable exclusion amount (“AEA”) is $5.25 million.  The DSUE 

amount passing from H to W is $2.25 million.  

W does not remarry, has not made any gifts, and the basic exclusion 

amount (BEA) has increased via indexing from today's amount of 

$5.25 million to $5.75 million.  Suppose that when W dies her taxable 

estate is $5.5 million.  W's AEA is $8 million, which is comprised of 

her BEA of $5.75 million and $2.25 million of H’s DSUE amount.  If 

none of the by-pass trust is taxed as part of W's estate, her excess 

exclusion will be $2.5 million (i.e., $8 million AEA - $5.5 million).  

Suppose that upon W's death, the two by-pass trust assets have 

appreciated each to $2.25 million, so that upon W's death there is total 

by-pass trust appreciation of $1.5 million, potentially subject to capital 

gains tax at some point in the future. 

 If portability had been used, upon the W's death, the total estate would 

be $10 million (W's $5.5 million and H's $4.5 million) and W would 

have $11 million of AEA (H's DSUE $5.25 million and W's inflation 

adjusted BEA of $5.75 million).  There would be no federal estate tax 

and the aggregate estate assets would subject to the general basis 

adjustment rule (i.e., no capital gain potential at W’s death). 

With using the by-pass trust, W cannot be granted a GPOA over the 

entire by-pass trust, as that would add $4.5 million to her taxable estate.   

With $3 million of H's AEA being used upon H's death when funding 

the by-pass trust, W only has $8 million of AEA when she dies.  If the 

total by-pass trust is added to her taxable estate, $2 million would be 

subjected to federal estate tax at a rate of 40%.  The best that could be 

hoped for in this case is to partially increase the basis of the by-pass 

trust assets by using one of the techniques to cause a portion of the by-

pass trust to be taxed in W's estate. 

Both the current large basic exclusion amount and portability are driving the need to consider 

these basis adjustment mechanisms.  Portability being available as a planning tool is creating 

pressure to attain better income tax results.  Moreover, the rate gap between capital gains taxes 

and estate taxes has narrowed, which is another factor driving the need to attain better income tax 

results. The planner needs to be prepared to defend against complaints that simply relying upon 

portability could have produced a superior income tax result.   
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Consider that the potential capital gains tax liability following the surviving spouse’s death for 

appreciated by-pass trust assets may vary based on state income taxes and the 3.8% surtax.  If for 

example the by-pass trust continues beyond the surviving spouse’s death for the descendants, it is 

necessary to determine if a state’s income tax is applicable to the trust.  State income taxation of a 

trust is typically based on one or more of the following: the place of the trust’s administration, the 

domicile of the beneficiaries, or residency of the trustee.  If upon the surviving spouse’s death the 

by-pass trust distributes its property out to the children, then the income tax, if any, in their 

respective states of domicile would be applicable to a sale.  Therefore, the potential income tax 

savings applicable to increasing the basis of by-pass trust property could vary widely.  In Florida, 

which has no state income tax, the applicable rate of taxation may be as high as 23.8% -- i.e., the 

highest marginal federal capital gains rate of 20% plus the 3.8% Medicare surtax.  In California, 

the aggregate marginal federal and state rate applicable to a capital gain might be near 40%.   

Additionally, the potential income tax savings applicable to increasing the basis of by-pass trust 

property could vary based on the type of asset.  For example, if the by-pass trust holds 

appreciated collectables, such as art, the federal capital gains rate is 28%.   

The discussion below highlights other elements for consideration, including the impact on state 

estate taxes, creditor protection and disposition control.   

B. Mechanism to Step-Up Basis of By-Pass Trust Property 
There are four potential mechanisms to achieve the basis step-up:  (1) providing an independent 

trustee the power to distribute assets to the surviving spouse; (2) creating a contingent general 

power of appointment in the surviving spouse: (3) providing a trust protector the ability to create 

a general power of appointment in the surviving spouse; and (4) creating a Delaware Tax Trap to 

essentially create a power of appointment in the surviving spouse.
30

 

1. Independent Power of Distribution 
The first alternative to achieve a basis step-up is to grant an independent trustee broad authority to 

make distributions to the surviving spouse (i.e., not limited to an ascertainable standard, as 

defined in the regulations under Section 2041).  Using such power, the independent trustee could 

make distributions to the surviving spouse of appreciated by-pass trust property.  If the amount 

distributed does not exceed the surviving spouse’s excess exclusion, federal estate taxes are not 

triggered.  Once the asset is distributed, the asset will be part of the surviving spouse’s gross 

estate for federal estate tax purposes. Pursuant to Section 1014(b)(1) the asset will be considered 

to have been acquired from the decedent (i.e., who is the second spouse to die) so that it is subject 

to the general basis adjustment rule.
31

 

a. Benefit  
This method allows the independent trustee to pick and choose the appreciated assets to be 

distributed.  Loss assets can remain in the by-pass trust preserving the existing basis and 

preventing a step-down in basis to fair market value.   

                                                      

 

30
 These mechanisms are also discussed in Franklin & Karibianian, Portability and Second Marriages – 

Worth a Second Look, Vol. 39, No. 5 Bloomberg BNA/Tax Mang. Est. Gifts & Trusts J. 179 (Sept. 2014). 
31

 IRC § 1014(b); Treas. Reg. § 1.1014-2(a)(1). 
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This is a relatively simple arrangement, not based on a formula or involving complicated power 

of appointment issues.  It is likely that clients, accountants, and financial representatives could all 

understand this approach.  Alternatively, explaining formula or springing GPOAs or the Delaware 

Tax Trap will be more challenging.  Therefore, the simplicity of this approach should not be 

dismissed lightly. 

b. Risk  
The risks are that the independent trustee may be shy in exercising the authority and that the 

surviving spouse’s death may occur unexpectedly.  The result is that the distributions might not 

occur and the opportunity is lost.  Another risk is that any distributed assets might be exposed to 

the surviving spouse’s creditors.
32

   

c. Sample Forms Language 
The following suggested language could be added to an existing by-pass trust: 

An Independent Trustee may also make payments from the net income 

and principal either outright to or to trusts for the benefit of my 

spouse, without limit, including trusts created by other instruments, at 

such times and in such amounts as the Independent Trustee deems 

appropriate, in such Trustee’s sole discretion.  No Trustee who is not 

an Independent Trustee may participate in a decision under this 

Paragraph. 

Additional language that could be added to the trustee appointment/succession article with respect 

to an existing by-pass trust: 

If at any time no person who is an Independent Trustee is serving as a 

Trustee of any trust hereunder, the Trustee then serving may appoint 

an individual, bank or trust company to serve as an Independent 

Trustee, but shall not be required to do so.  If more than one Trustee 

shall be serving as Trustee of a trust hereunder, all appointments shall 

be made by unanimous vote.  Any Independent Trustee or additional 

Trustee appointed by the Trustee may be removed by the Trustee who 

made such appointment if such Trustee is then serving or by such 

appointing Trustee's successor, if such Trustee is no longer serving as 

a Trustee of such trust. 

For purposes of this Agreement, the term Independent Trustee shall 

mean a Trustee who is not a beneficiary of such trust or a person 

whose powers may be imputed to a beneficiary, such as a related or 

subordinate party as defined in section 672(c) of the Code with respect 

to a beneficiary who appointed such Trustee or a Trustee who is the 

beneficiary of another trust of which a beneficiary is a trustee.  

                                                      

 

32
 Consider whether the Independent Trustee could transfer the assets to a discretionary trust or domestic 

asset protection trust, over which the spouse is granted a testamentary GPOA, perhaps requiring advance 

written consent of a trust protector to exercise. 
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2. Contingent Formula General Power of Appointment 
An alternative to the independent trustee’s distribution power is for the by-pass trust to grant a 

contingent general power of appointment to the surviving spouse.  As explained below, this 

strategy has some gaps in the legal analysis, and is thus not without its risks. 

If the surviving spouse is granted a general power of appointment (“GPOA”) over all, or a 

portion, of the by-pass trust the GPOA will cause inclusion in the estate of the surviving spouse 

for Federal estate tax purposes under Section 2041.  If the surviving spouse exercises a GPOA, 

then pursuant to Section 1014(b)(4) the property passing, without full and adequate consideration, 

as a result of the exercise is considered to have been acquired from or to have passed from the 

now deceased surviving spouse, and thereby the general basis adjustment rule will apply.
33

  If the 

surviving spouse does not exercise the GPOA, then pursuant to Section 1014(b)(9) the property 

required to be included in determining the value of the surviving spouse’s gross estate is 

considered to have been acquired, or to have passed, from the now deceased surviving spouse, 

and thereby the general basis adjustment rule will also apply.
34

 

Granting the surviving spouse a GPOA over all, or a portion, of the by-pass trust is not abusive 

for purposes of the general basis adjustment rule.  The by-pass trust is funded upon the death of 

the deceased spouse.  The surviving spouse is granted a testamentary GPOA over that trust.  Even 

if the surviving spouse dies within one year of the deceased donor spouse’s death, the by-pass 

trust cannot ever pass assets back to the deceased donor spouse.  Therefore, Section 1014(e) is 

inapplicable.
35

     

This section of the paper addresses whether it is possible to create a formula GPOA that is (i) 

contingent on the surviving spouse having any unused applicable exclusion amount and (ii) 

structured to be applicable to particular assets in the by-pass trust that, without an automatic basis 

adjustment pursuant to Section 1014, upon the surviving spouse’s death would have the potential 

of triggering an income tax liability upon disposition as a result of appreciation in value or for 

other reasons such as having been depreciated for income tax purposes.  Furthermore, we address 

whether it possible to structure the GPOA over the assets or classes of assets that (i) have the 

most significant appreciation, (ii) will be taxed at the highest rates (e.g., collectables at higher 

capital gains rates or depreciated assets subject to recapture at ordinary rates), or (iii) will be 

subject to disposition at the earliest point in time. 

a. Can a GPOA be based on a Formula that is 

Limited to the Surviving Spouse’s Remaining 

Unused Applicable Exclusion Amount? 
The Service has approved of formula GPOAs based on the remaining estate tax exclusion of the 

decedent spouse.  In PLRs 200403094 (Jan. 16, 2004) and 200604028 (Jan. 27, 2006), the 

decedent spouse was granted a formula GPOA over a share of the surviving spouse’s revocable 
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 Treas. Reg. § 1.1014-2(a)(4). 

34
 Treas. Reg. § 1.1014-2(b)(1).  “Also, this paragraph includes property acquired through the exercise or 

nonexercise of a power of appointment where such property is includible in the decedent’s gross estate.” 

Treas. Reg. § 1.1014-2(b)(2).  Rev. Rul. 69-239, 1969-1 C.B. 198 (1969).   
35

 Cf. TAM 9308002 (in a joint basis increase trust funded by the surviving spouse, surviving spouse did 

not relinquish dominion and control more than one year prior to first spouse’s death and Section 1014(e) 

applied). 
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trust based on the amount of the decedent spouse’s applicable exclusion amount that would 

otherwise be unused.
36

  The power of appointment in PLR 200403094 is quoted in the ruling as 

follows: 

At my wife's death, if I am still living, I give to my wife a testamentary 

general power of appointment, exercisable alone and in all events to 

appoint part of the assets of the Trust Estate, having a value equal to 

(i) the amount of my wife's remaining applicable exclusion amount less 

(ii) the value of my wife's taxable estate determined by excluding the 

amount of those assets subject to this power, free of trust to my 

deceased wife's estate or to or for the benefit of one or more persons or 

entities, in such proportions, outright, in trust, or otherwise as my wife 

may direct in her Will. 

The power of appointment in PLR 200604028 is described as follows: 

Trust 1 provides that if Wife is living at the time of Husband's death, 

Husband shall have a testamentary general power of appointment 

equal to the amount of Husband's remaining applicable exclusion 

amount set forth in § 2010 of the Internal Revenue Code (“Code”) 

minus the value of Husband's taxable estate (determined by excluding 

the amount of those assets subject to this power). 

The strategy of the planning outlined in these PLRs allowed for the use of the lesser moneyed 

spouse’s applicable exclusion amount if he or she died first by granting the lesser moneyed 

spouse a GPOA over the moneyed spouse’s revocable trust but only to the extent the lesser 

moneyed spouse had exclusion that would otherwise be unused.  This structure would enable the 

moneyed spouse to retain control over his or her assets to be used for this purpose, unless and 

until the lesser moneyed spouse died first.  These rulings raise many interesting tax questions that 

are not of concern for purposes of this discussion.
37

  Importantly, however, no one questioned the 

scope of the formula GPOA being defined by reference to the deceased spouse’s remaining 

unused applicable exclusion amount, which by definition would not be determined until the 

deceased spouse died. 

Similar formula structures are sanctioned in the contexts of disclaimers and partial QTIP 

elections.  Treas. Reg. § 25.2518-3(d), Ex. 20, allows a fractional formula disclaimer by reference 

to the smallest amount which would allow the decedent’s estate to pass free of Federal estate 

tax.
38

  Treas. Reg. § 25.2523(f)-1(b)(3) provides that the taxpayer may make the gift tax QTIP 

                                                      

 

36
 See, John F. Bergner, Waste Not Want Not – Creative Use of General Powers of Appointment to Fund 

Tax-Advantaged Trusts, (2006 ACTEC Annual Meeting). 
37

 The questions include: (i) whether the lesser moneyed spouse had a GPOA given the moneyed spouse’s 

ability to revoke his or her revocable trust, (ii) whether the moneyed spouse should be considered the 

transferor of the assets for purposes of Sections 2036 and 2038 after being subject to the GPOA in the less 

moneyed spouse’s estate and transferred to a by-pass trust for the moneyed spouse’s benefit, (iii) whether 

the gift tax marital deduction applied to the transfer at the moment of death from the moneyed spouse to 

the less moneyed spouse, and (iv) whether Section 1014(e) applied to prevent a step-up in basis. 
38

 Example 20 provides: “A bequeathed his residuary estate to B. B disclaims a fractional share of the 

residuary estate. Any disclaimed property will pass to A's surviving spouse, W. The numerator of the 

fraction disclaimed is the smallest amount which will allow A's estate to pass free of Federal estate tax and 
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election by means of a formula that relates to a fraction or percentage of the QTIP trust, but the 

gift tax regulations provide no examples of such an election.  The estate tax QTIP regulations, 

however, are helpful in illustrating such formula elections.  Examples 7 and 8 of Treas. Reg. § 

20.2056(b)-7(h) provide: 

Example 7. Formula partial election. 

D’s will established a trust funded with the residue of D's estate. Trust 

income is to be paid annually to S for life, and the principal is to be 

distributed to D's children upon S's death. S has the power to require 

that all the trust property be made productive. There is no power to 

distribute trust property during S's lifetime to any person other than S. 

D's executor elects to deduct a fractional share of the residuary estate 

under section 2056(b)(7). The election specifies that the numerator of 

the fraction is the amount of deduction necessary to reduce the Federal 

estate tax to zero (taking into account final estate tax values) and the 

denominator of the fraction is the final estate tax value of the residuary 

estate (taking into account any specific bequests or liabilities of the 

estate paid out of the residuary estate). The formula election is of a 

fractional share. The value of the share qualifies for the marital 

deduction even though the executor's determinations to claim 

administration expenses as estate or income tax deductions and the 

final estate tax values will affect the size of the fractional share. 

Example 8. Formula partial election. 

The facts are the same as in Example 7 except that, rather than 

defining a fraction, the executor's formula states:  ‘I elect to treat as 

qualified terminable interest property that portion of the residuary 

trust, up to 100 percent, necessary to reduce the Federal estate tax to 

zero, after taking into account the available unified credit, final estate 

tax values and any liabilities and specific bequests paid from the 

residuary estate.’ The formula election is of a fractional share. The 

share is equivalent to the fractional share determined in Example 7. 

The type of contingent GPOA contemplated as a basis increase mechanism upon the surviving 

spouse’s death must be fixed and determinable upon the surviving spouse’s date of death.  A 

power of appointment is considered to exist even when the time for the exercise of the power is 

determined by the date of the donee’s death.
39

 

While the assets of the by-pass trust may fluctuate during the surviving spouse’s lifetime, the 

rights of the surviving spouse should not be considered a mere expectancy.  For example, the 

Eighth Circuit Court of Appeals, in Est. of Margrave v. Comm’r,
40

 considered a situation in 

which the wife owned a life insurance policy made payable by revocable beneficiary designation 

to trust over which the husband held an inter vivos GPOA.  The court found that the husband had 

                                                                                                                                                              

 

the denominator is the value of the residuary estate. B's disclaimer is a qualified disclaimer.” 
39

 “[T]he value of an interest in property subject to such a power is includable in a decedent’s gross estate 

under section 2014(a)(2) if … [t]he decedent has the power at the time of his death (and the interest exists 

at the time of his death)…” Treas. Reg. § 20-2041-3(a)(2).   
40

 618 F.2d 34 (8
th

 Cir. 1980). 
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a mere expectancy in the policy because the designation could be revoked; additionally, it held 

that the policy was not includible under section 2041 or 2042 in husband’s estate.  This is 

distinguishable from a funded by-pass trust subject to a testamentary GPOA.  The surviving 

spouse’s beneficial interests in and the testamentary GPOA over the by-pass trust are generally 

considered vested.  Perhaps the testamentary GPOA could be vested subject to divestment based 

on the trustee’s exercise of fiduciary discretion to make distributions. 

(I) Sample Formula GPOA over Share that 

Will Not Increase Federal Estate Tax 
Consider the following sample language in drafting a formula GPOA attempting to take 

advantage of the basis adjustment rule for income tax purposes, while limiting any inclusion in 

the donee spouse’s estate to the maximum amount that will not cause an estate tax liability.   

By-Pass Trust - Spousal Testamentary General Power of Appointment.  

I give to my spouse a testamentary general power of appointment, 

exercisable alone and in all events to appoint a fractional share of the 

By-Pass Trust.  The fractional share and other terms applicable to the 

power are as follows: 

Fractional Share.  The numerator of the fraction shall be the largest 

amount which, if added to my spouse’s taxable estate, will not result in 

or increase the federal estate tax payable by reason of my spouse’s 

death.  The denominator of the fraction shall be the value of the By-

Pass Trust as of my spouse’s death. 

How Exercised.  My spouse may exercise the power by appointing the 

said fractional share free of trust to my spouse’s estate or to or for the 

benefit of one or more persons or entities, in such proportions, 

outright, in trust, or otherwise as my spouse may direct in my spouse’s 

Will that specifically refers to this general power of appointment.
41

 

b. Can a GPOA be Granted Over Particular Assets 

rather than a Portion or Fractional Share of a 

Trust?   
The regulations under Section 2041 do not directly address situations in which the power holder 

has a power over particular assets.  The term power of appointment is defined as follows:  

The term “power of appointment” includes all powers which are in 

substance and effect powers of appointment regardless of the 

nomenclature used in creating the power and regardless of local 

property law connotations. For example, if a trust instrument provides 

that the beneficiary may appropriate or consume the principal of the 

trust, the power to consume or appropriate is a power of appointment. 

Similarly, a power given to a decedent to affect the beneficial 

enjoyment of trust property or its income by altering, amending, or 

                                                      

 

41
  For the sake of brevity, the sample GPOA language provided herein does not include all of the forms 

language needed to address other matters such as the permissible scope of a power of appointment granted 

to an object of the power, the allowable effect of an exercise on an S election, whether the last will and 

testament exercising the testamentary power of appointment must be probated, etc. 
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revoking the trust instrument or terminating the trust is a power of 

appointment. Treas. Reg. § 20.2041-1(b)(1)(emphasis added). 

The regulations refer to powers over “part” of a trust or an interest in a trust: 

If a power of appointment exists as to part of an entire group of assets 

or only over a limited interest in property, section 2041 applies only to 

such part or interest. For example, if a trust created by S provides for 

the payment of income to A for life, then to W for life, with power in A 

to appoint the remainder by will and in default of appointment for 

payment of the remainder to B or his estate, and if A dies before W, 

section 2041 applies only to the value of the remainder interest 

excluding W's life estate. If A dies after W, section 2041 would apply to 

the value of the entire property. If the power were only over one-half 

the remainder interest, section 2041 would apply only to one-half the 

value of the amounts described above. Treas. Reg. § 20.2041-

1(b)(3)(emphasis added). 

The following example illuminates the issues presented in the regulations.  Let’s suppose the 

assets of Trust A consist of a tract of land and shares of a family company.  Additionally, assume 

that B, a beneficiary, is granted a GPOA over the land.  Since B has a power to affect the 

beneficial enjoyment of the trust property, the power of appointment should be taxed as a GPOA.  

No ruling or cases could be found in which the power was defined in terms of specific assets 

rather than a fraction or share of the trust.  But it appears that this would not be a concern to 

establishing the GPOA. 

Let’s further suppose that the general power of appointment over the land is contingent on 

whether an increase in basis would be possible if the property were considered to have passed 

from the surviving spouse as contemplated by Section 1014(b) of the Code.  There appears to be 

no impediment to this contingency or means of classification of assets over which the GPOA 

should be granted. 

(I) Sample Formula GPOA Over Share of 

Appreciated Assets that Will Not Increase 

Federal Estate Tax 
By-Pass Trust - Spousal Testamentary General Power of Appointment.  

I give to my spouse a testamentary general power of appointment, 

exercisable alone and in all events to appoint a fractional share of the 

Appreciated Assets (as such term is defined hereunder).  The fractional 

share and other terms applicable to the power are as follows: 

Fractional Share.  The numerator of the fraction shall be the largest 

amount which, if added to my spouse’s taxable estate, will not result in 

or increase the federal estate tax payable by reason of my spouse’s 

death.  The denominator of the fraction shall be the value of the 

Appreciated Assets as of my spouse’s death.   

Appreciated Assets.  The Appreciated Assets shall mean those assets 

owned by the By-Pass Trust upon my spouse’s death the income tax 

basis of which may increase (and not decrease) pursuant to Section 

1014(a) of the Code if such assets passed from my spouse within the 

meaning of Section 1014(b) of the Code. 
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How Exercised.  My spouse may exercise the power by appointing the 

said fractional share of the Appreciated Assets of the By-Pass Trust 

free of trust to my spouse’s estate or to or for the benefit of one or 

more persons or entities, in such proportions, outright, in trust, or 

otherwise as my spouse may direct in my spouse’s Will that specifically 

refers to this general power of appointment. 

(II) Tiered Formula Based on Classes of 

Assets Carrying Highest Tax Burden 
As noted above, not all gain is taxed alike.  One approach would be to have a tiered formula.  

This tiered formula would be a series of sequential contingent GPOAs.  For example, the first 

GPOA would be over a fractional share of the appreciated assets that would be exposed to the 

highest tax rate if sold by the by-pass trust immediately prior to the surviving spouse’s death.  

The second GPOA would be over a fractional share of the appreciated assets that would be 

exposed to the second highest tax rate if sold by the by-pass trust immediately prior to the 

surviving spouse’s death, and so on.  For this purpose, consider tiers of powers of appointment as 

follows: 

By-Pass Trust - Spousal Testamentary General Power of Appointment.   

1. General Power of Appointment Over Class #1 Appreciated Assets.  

I give to my spouse a testamentary general power of appointment, 

exercisable alone and in all events to appoint a fractional share of 

Class #1.  The numerator of the fraction shall be the largest 

amount which, if added to my spouse’s taxable estate, will not 

result in or increase the federal estate tax payable by reason of my 

spouse’s death.  The denominator of the fraction shall be the value 

of Class #1 as of my spouse’s death.  Class #1 shall mean those 

Appreciated Assets (as such term is defined below), if any, that 

would be subject to the highest aggregate rate of federal and state 

income tax if sold by the By-Pass Trust immediately prior to my 

spouse’s death. 

2. General Power of Appointment Over Class #2 Appreciated Assets.  

I give to my spouse a testamentary general power of appointment, 

exercisable alone and in all events to appoint a fractional share of 

Class #2.  The numerator of the fraction shall be the excess of (a) 

the largest amount which, if added to my spouse’s taxable estate, 

will not result in or increase the federal estate tax payable by 

reason of my spouse’s death over (b) the denominator of the 

fraction in Paragraph 1 above.  The denominator of the fraction 

shall be the value of Class #2 as of my spouse’s death.  Class #2 

shall mean those Appreciated Assets, if any, that would be subject 

to the second highest aggregate rate of federal and state income 

tax if sold by the By-Pass Trust immediately prior to my spouse’s 

death. 

3. General Power of Appointment Over Class #3 Appreciated Assets.  

I give to my spouse a testamentary general power of appointment, 

exercisable alone and in all events to appoint a fractional share of 

Class #3.  The numerator of the fraction shall be the excess of (a) 

the largest amount which, if added to my spouse’s taxable estate, 

will not result in or increase the federal estate tax payable by 

reason of my spouse’s death over (b) the sum of the denominators 
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of the fractions in Paragraphs 1 and 2 above. The denominator of 

the fraction shall be the value of Class #3 as of my spouse’s death.  

Class #3 shall mean those Appreciated Assets, if any, that would 

be subject to the third highest aggregate rate of federal and state 

income tax if sold by the By-Pass Trust immediately prior to my 

spouse’s death. 

4. Additional General Powers of Appointment Over Additional 

Classes of Appreciated Assets.  I give to my spouse additional 

testamentary general powers of appointment following the pattern 

of Paragraphs 1 – 3 over additional Classes of Appreciated 

Assets, with each successive Class of Appreciated Assets being 

those assets of the By-Pass Trust subject to the next highest 

aggregate rate of federal and state income tax if sold by the By-

Pass Trust immediately prior to my spouse’s death.  The 

numerator of the fraction of each successive power of appointment 

shall be the excess of (a) the largest amount which, if added to my 

spouse’s taxable estate, will not result in or increase the federal 

estate tax payable by reason of my spouse’s death over (b) the sum 

of the denominators of the fractions used in the prior powers of 

appointment. 

5. Last General Power of Appointment.  Notwithstanding the above, 

the last general power of appointment granted by this Section 

shall be the power whose fraction has a numerator less than its 

denominator. 

6. Appreciated Assets of the By-Pass Trust. For purposes of this 

Section, the term “Appreciated Assets” shall mean those assets 

owned by the By-Pass Trust upon my spouse’s death the income 

tax basis of which may increase (and not decrease) pursuant to 

Section 1014(a) of the Code if such assets passed from my spouse 

within the meaning Section 1014(b) of the Code. 

7. How Exercised.  My spouse may exercise the powers granted by 

this section by appointing the said fractional shares of the 

particular Class of Appreciated Assets free of trust to my spouse’s 

estate or to or for the benefit of one or more persons or entities, in 

such proportions, outright, in trust, or otherwise as my spouse 

may direct in my spouse’s Will that specifically refers to this 

general power of appointment. 

Importantly, however, the above formula will not likely achieve the best results.  This is because 

grouping the assets by classes having the highest to lowest rate of income tax applicable to a sale 

will not necessarily increase the basis of the assets that have the most potential gain subject to tax.   
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For example, the by-pass trust owns asset A, with a FMV of $1 million 

and adjusted basis of $900,000, and asset B, with a FMV of $1 million 

and adjusted basis of $500,000.  Assume the surviving spouse has 

excess applicable exclusion amount of $1 million available, which sets 

the limit on the scope of the GPOA.  If sold immediately prior to the 

surviving spouse’s death, assume rate of tax applicable to asset A is 

30% and asset B is 25%.  Under the above formula, the GPOA would 

be granted first over asset A, but this would achieve a less favorable 

result than if it were granted over asset B since that would save more in 

total taxes even though the rate of tax applicable to asset B is less than 

the rate that would be applicable to asset A. 

 

A possible better result will be achieved by restructuring the formula to be based on each asset, 

such that the GPOA is first subject to the individual asset that would produce the most income tax 

liability if sold by the by-pass trust immediately prior to the surviving spouse’s death.  This 

approach will consider both the by-pass trust’s adjusted basis in each asset, as well as the rate of 

tax that would be applicable on a sale by the by-pass trust.    

(III) Tiered Formula Based on Individual 

Assets Carrying Highest Tax Burden 
As noted above, the goal is to use the unused applicable exclusion amount of the surviving spouse 

to achieve the greatest income tax benefit.  Not all gain is taxed at the same rate, but also the 

potential gain will vary among the by-pass trust assets.  One approach would be to have 

sequential contingent GPOAs, but this time designed to first be applicable to the particular asset 

of the by-pass trust that would result in the most anticipated savings from a basis adjustment.  For 

this purpose, consider the follows: 

By-Pass Trust - Spousal Testamentary General Power of Appointment.   

1.  General Power of Appointment Over Asset #1 of the Appreciated 

Assets.  I give to my spouse a testamentary general power of 

appointment, exercisable alone and in all events to appoint a 

fractional share of Asset #1.  The numerator of the fraction shall 

be the largest amount which, if added to my spouse’s taxable 

estate, will not result in or increase the federal estate tax payable 

by reason of my spouse’s death.  The denominator of the fraction 

shall be the value of Asset #1 as of my spouse’s death.  Asset #1 

shall mean that asset from among the Appreciated Assets (as 

defined hereinbelow), if any, that if sold by the By-Pass Trust 

immediately prior to my spouse’s death would generate the 

greatest aggregate amount of federal and state income tax. 

2. General Power of Appointment Over Asset #2 of the Appreciated 

Assets.  I give to my spouse a testamentary general power of 

appointment, exercisable alone and in all events to appoint a 

fractional share of Asset #2.  The numerator of the fraction shall 

be the excess of (a) the largest amount which, if added to my 

spouse’s taxable estate, will not result in or increase the federal 

estate tax payable by reason of my spouse’s death over (b) the 

denominator of the fraction in Paragraph 1 above.  The 

denominator of the fraction shall be the value of Asset #2 as of my 

spouse’s death.  Asset #2 shall mean that asset from among the 
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Appreciated Assets, if any, that if sold by the By-Pass Trust 

immediately prior to my spouse’s death would generate the second 

greatest aggregate amount of federal and state income tax. 

3. General Power of Appointment Over Asset #3 of the Appreciated 

Assets.  I give to my spouse a testamentary general power of 

appointment, exercisable alone and in all events to appoint a 

fractional share of Asset #3.  The numerator of the fraction shall 

be the excess of (a) the largest amount which, if added to my 

spouse’s taxable estate, will not result in or increase the federal 

estate tax payable by reason of my spouse’s death over (b) the sum 

of the denominators of the fractions in Paragraphs 1 and 2 above. 

The denominator of the fraction shall be the value of Asset #3 as 

of my spouse’s death.  The Asset #3 shall mean that asset from 

among the Appreciated Assets, if any, that if sold by the By-Pass 

Trust immediately prior to my spouse’s death would generate the 

third greatest aggregate amount of federal and state income tax. 

4. Additional General Powers of Appointment Over Additional 

Assets of the Appreciated Assets.  I give to my spouse additional 

testamentary general powers of appointment following the pattern 

of Paragraphs 1 – 3 over additional assets of the Appreciated 

Assets, with each successive asset of the Appreciated Assets being 

that asset of the By-Pass Trust subject to the next highest 

aggregate amount of federal and state income tax if sold by the 

By-Pass Trust immediately prior to my spouse’s death.  The 

numerator of the fraction of each successive power of appointment 

shall be the excess of (a) the largest amount which, if added to my 

spouse’s taxable estate, will not result in or increase the federal 

estate tax payable by reason of my spouse’s death over (b) the sum 

of the denominators of the fractions used in the prior powers of 

appointment. 

5. Last General Power of Appointment.  Notwithstanding the above, 

the last general power of appointment granted by this Section 

shall be the power whose fraction has a numerator less than its 

denominator. 

6. Appreciated Assets of the By-Pass Trust. For purposes of this 

Section, the term “Appreciated Assets” shall mean those assets 

owned by the By-Pass Trust upon my spouse’s death the income 

tax basis of which may increase (and not decrease) pursuant to 

Section 1014(a) of the Code if such assets passed from my spouse 

within the meaning Section 1014(b) of the Code [OPTIONAL 

PROVISION: ,provided, however, that any Family Assets shall be 

considered last (and then classed based on greatest aggregate 

amount of federal and state income tax in a similar manner as 

provided above)  For purposes of this Section the term “Family 

Assets” means ______ (e.g., the family farm or private family 

company, which is unlikely to be sold in the near future, etc.)].  

For this purpose, blocks of shares of the same stock in the same 

company and having the same basis shall be consider as a block 

as one asset. 

7. How Exercised.  My spouse may exercise the powers granted by 

this section by appointing the said fractional shares of the 



Copyright 2015 Richard S. Franklin.  All Rights Reserved. Page 30 

particular assets of Appreciated Assets free of trust to my spouse’s 

estate or to or for the benefit of one or more persons or entities, in 

such proportions, outright, in trust, or otherwise as my spouse 

may direct in my spouse’s Will that specifically refers to this 

general power of appointment. 

An additional sample provision, provided by the Day Pitney law firm, granting a contingent 

formula GPOA is included at Appendix A. 

The above contingent clause is good; however, it does not take into consideration the fact that 

some assets may never be sold.  The assets may pass from generation to generation.  If that is the 

case, increasing the basis of such heirloom type assets is of little merit.  Posit the situation where 

the family business is in the by-pass trust; however, the business has been in the family for five 

generations, and will likely be there at least another five generations.  In these types of cases, 

consider funding two separate by-pass trusts:  One by-pass trust will have no language to cause 

inclusion in the estate of the surviving spouse (i.e., where the particular asset will be held but not 

sold).  The other by-pass trust, which is funded with other assets will have inclusion language.  

To the extent that there will be wasted exemption, then, and only then have language that would 

cause the heirloom-type assets to be includible. 

c. State Estate Taxes 
If the surviving spouse lives in a state or the District of Columbia that imposes an estate tax 

separate from the federal estate tax, considering the impact of such additional estate tax is critical 

in designing the formula GPOA.  The value of achieving a basis adjustment for income tax 

purposes may not justify incurring a state estate tax upon the spouse’s death.   
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Example:  Assume that when H dies in 2013 he is the beneficiary of a 

by-pass trust established by W with a value of $3 million and a basis of 

$2 million on H’s death.  H has not remarried since W’s death and he is 

a DC resident.  DC has a separate estate tax with a $1 million 

exemption. 

H's applicable exclusion amount (AEA) is $5.25 million and his 

separate estate is $2 million.  If none of the by-pass trust is taxed as 

part of H’s estate, his excess exclusion is $3,250,000 ($5.25 million - 

$2 million) and his estate’s DC estate tax liability is $99,600.   

H could be granted a GPOA over the entire by-pass to increase the 

basis of the by-pass trust assets without any increase to federal estate 

taxes, but the DC estate tax would be $391,600 on his $5 million 

taxable estate, which is an increase of $292,000. 

Assume that the by-pass trust would distribute to W and H’s one child 

upon H’s death.  The child is a DC resident also and his estimated 

aggregate federal and DC capital gains rate is 30%.  Therefore, 

achieving a basis adjustment on the by-pass trust assets would save 

approximately $300,000. 

The child may not realize the capital gain right after H’s death.  

Moreover, the child would have many options for delaying or deferring 

the capital gains tax that are not applicable to the DC estate tax.  

Therefore, trading a potential capital gains tax for a DC estate tax due 

shortly after H’s death in an approximately equivalent amount may be 

unwise. 

The formula could be adjusted to limit the scope of the GPOA to the lesser of the excess of the 

federal exclusion or state estate tax exemption that would otherwise be unused.  This would in 

many cases substantially limit the utility of the basis adjustment technique since many state estate 

tax exemptions are $1 million, which is the case in DC, MD, MA, MN, NY, OR ($675,000 in NJ 

and $910,725 in RI).  Again, keep in mind that the state death tax applicable, if any, would be for 

the surviving spouse’s state of domicile, whereas the capital gains tax applicable may be based on 

the tax situs of the trust or the state of residency of the by-pass trust remaindermen if the by-pass 

trust distributes outright following the surviving spouse’s death. 

(I) Sample Formula GPOA Over 

Appreciated Assets that Will Not Increase 

Federal or State Estate Tax 
By-Pass Trust - Spousal Testamentary General Power of Appointment.  

I give to my spouse a testamentary general power of appointment, 

exercisable alone and in all events to appoint a fractional share of the 

Appreciated Assets (as defined hereinbelow) of the By-Pass Trust.  The 

fractional share and other terms applicable to the power are as 

follows: 

Fractional Share.  The numerator of the fraction shall be the largest 

amount which, if added to my spouse’s taxable estate, will not result in 

or increase the federal or state (or District of Columbia) estate tax 

payable by reason of my spouse’s death.  The denominator of the 

fraction shall be the value of the Appreciated Assets of the By-Pass 

Trust as of my spouse’s death.   
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Appreciated Assets.  The Appreciated Assets of the By-Pass Trust shall 

mean those assets owned by the By-Pass Trust upon my spouse’s death 

the income tax basis of which may increase (and not decrease) 

pursuant to Section 1014(a) of the Code if such assets passed from my 

spouse within the meaning of Section 1014(b) of the Code. 

How Exercised.  My spouse may exercise the power by appointing the 

said share of the Appreciated Assets of the By-Pass Trust free of trust 

to my spouse’s estate or to or for the benefit of one or more persons or 

entities, in such proportions, outright, in trust, or otherwise as my 

spouse may direct in my spouse’s Will that specifically refers to this 

general power of appointment. 

d. What’s so Significant about Acts of Independent 

Significance? – A review of Estate of Kurz 

What does the Est. of Kurz
42

 case have to do with creating contingent GPOAs in by-pass trusts?  

A lot!  In Kurz, the Tax Court decided the issue of whether the decedent’s 5% withdrawal right 

over a family trust would be included in her gross estate.  The unremarkable facts are as follows:  

The decedent, a surviving spouse, had a 5% withdrawal right over the Family Trust, but only after 

the Marital Trust was exhausted.  The surviving spouse had the power to withdraw the assets 

from the Marital Trust at any time, but did not actually do so prior to her death.  The Tax Court’s 

narrow issue was whether the contingency of exhausting the Marital Trust, which was completely 

within the surviving spouse’s control, would prevent 5% of the Family Trust from being subject 

to withdrawal and taxable to the surviving spouse’s estate as a GPOA.  The Tax Court reasoned: 

Petitioner argues that, pursuant to section 20.2041-3(b), Estate Tax 

Regs., because decedent's power to withdraw 5 percent of the principal 

from the Family Trust Fund was exercisable only upon the occurrence 

during decedent's lifetime of an event or a contingency (complete 

exhaustion of the entire principal of the Marital Trust Fund), which did 

not in fact occur during decedent's lifetime, the power did not exist on 

the date of decedent's death. Petitioner argues that the regulation 

requires that a condition precedent cannot be deemed to have occurred 

but must have in fact occurred. Petitioner concludes, therefore, that at 

the time of her death, decedent did not have a general power of 

appointment over any portion of the principal of the Family Trust Fund 

that would be includable in her gross estate. 

Respondent counters that petitioner's interpretation of the regulation is 

overly broad and “does violence to the intent of the statute”.  We 

agree, but we do not accept respondent's own overbroad view that 

whether the event or contingency is beyond the control of the decedent 

is the determinative factor. (emphasis added) 

However, although we decline to read into the statute a requirement 

that the event or contingency must necessarily be beyond a decedent's 

control, the event or contingency must not be illusory and must have 

some significant non-tax consequence independent of the decedent's 

ability to exercise the power. The legislative history, however, clearly 
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indicates that all property of which the decedent on the date of his 

death had practical, if not technical, ownership is to be included in his 

estate. We think any illusory or sham restriction placed on a power of 

appointment should be ignored. An event or condition that has no 

significant non-tax consequence independent of a decedent's power to 

appoint the property for his own benefit is illusory. For example, for 

purposes of section 2038, a power is disregarded if it becomes 

operational as a mere by-product of an event, the non-tax 

consequences of which greatly overshadow its significance for tax 

purposes. See Bittker & Lokken, Federal Taxation of Income, Estates 

and Gifts, par. 126.5.4, at 126-64 (2d ed. 1984). If the power involves 

acts of “independent significance”, whose effect on the trust is 

“incidental and collateral”, such acts are also deemed to be beyond 

the decedent's control. See Rev. Rul. 80- 255, 1980-2 C.B. 272 (power 

to bear or adopt children involves act of “independent significance”, 

whose effect on a trust that included after-born and after-adopted 

children was “incidental and collateral”); see also Estate of Tully v. 

United States, 208 Ct. Cl. 596, 528 F.2d 1401, 1406 (1976) (“In 

reality, a man might divorce his wife, but to assume that he would fight 

through an entire divorce process merely to alter employee death 

benefits approaches the absurd.”). Thus, if a power is contingent upon 

an event of substantial independent consequence that the decedent 

could, but did not, bring about, the event is deemed to be beyond the 

decedent's control for purposes of section 2038. (emphasis added) 

We do not think that, where the general power of appointment is the 

right to withdraw principal from a trust, Congress intended that 

application of section 2041(a)(2) could be avoided by stacking or 

ordering the withdrawal powers; i.e., exercising the power to withdraw 

a certain number of dollars before the power to withdraw the next 

portion comes into operation. A condition that has no significant non-

tax consequence independent of a decedent's power to appoint the 

property for her own benefit does not prevent practical ownership; it is 

illusory and should be ignored. We conclude that for purposes of 

section 2041, although the condition does not have to be beyond the 

decedent's control, it must have some significant non-tax 

consequence independent of the decedent's power to appoint the 

property. Petitioner has not demonstrated that withdrawing principal 

from the Marital Trust Fund has any significant non-tax consequence 

independent of decedent's power to withdraw principal from the 

Family Trust Fund. Such condition is illusory and, thus, is not an event 

or a contingency contemplated by the section 20.2041-3(b), Estate Tax 

Regs. (emphasis added) 

We hold that, if by its terms a general power of appointment is 

exercisable only upon the occurrence during the decedent's lifetime of 

an event or contingency that has no significant non-tax consequence 

independent of the decedent's ability to exercise the power, the power 

exists on the date of decedent's death, regardless of whether the event 

or contingency did in fact occur during such time. Because petitioner 

has failed to demonstrate any significant non-tax consequence 

independent of decedent's right to withdraw principal from the Family 

Trust Fund, we hold that, on the date of her death, decedent had a 

general power of appointment over 5 percent of the Family Trust Fund 

that causes that portion to be includable in her estate under section 

2041. 
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Decedent's power of appointment over 5 percent of the Family Trust 

Fund was in existence on the date of her death regardless of the fact 

that the principal of the Marital Trust Fund had not been completely 

exhausted by that date. Hence, 5 percent of the Family Trust Fund was 

includable in her gross estate. 

The holding states that “the condition must have some significant non-tax consequence 

independent of the decedent’s power to appoint the property.”  Thus, fairly read, the import of 

Kurz is that there must be some real economic effect independent of tax reasons.  Thus, one may 

ask the question, when using a formula GPOA, “Should the surviving spouse be prohibited from 

acting as trustee?”  As trustee, the surviving spouse would have discretion over investments.  The 

trustee could sell appreciated assets or retain them.  Retaining the appreciated asset would 

potentially subject the asset to the surviving spouse’s formula GPOA if the form language in 

section (II) or (III) is used.  Arguably, the surviving spouse as trustee has a duty to invest the trust 

assets fairly and prudently for the benefit of all trust beneficiaries.  The principles governing the 

trustee’s fiduciary obligations for investment are not illusory and have independent significance.  

Thus, perhaps the surviving spouse could be trustee. 

Another issue that may arise is whether the surviving spouse’s ability to effect the scope of the 

GPOA would cause the contingent GPOA to lack independent significance.  For instance, the 

surviving spouse could enlarge the scope of the GPOA by making transfers upon surviving 

spouse’s death from his or her estate that qualify for the unlimited estate tax marital or charitable 

deduction.  The giving of assets to the surviving spouse or to charity seems again to be an 

independent act having significance separate and apart from taxes.  In other words, the surviving 

spouse and/or the charity is economically enhanced by the transfer, thus, it appears that there is 

independent non-tax significance.  Perhaps this point of view is stronger as concerns gifts where 

the surviving spouse is parting with property during lifetime. 

The law is not well developed, however, and caution may mean attempting to limit the surviving 

spouse’s ability to manipulate scope of the formula.
43

  One alternative is to provide that the 

formula operates without considering any transfers by the surviving spouse that qualify for the 

estate tax charitable or marital deduction.
44

 

e. Requiring Consent of a Non-Adverse Party 
If the donor of the power is concerned with the surviving spouse actually exercising the power or 

exercising it in an undesirable manner, the contingent GPOA could be designed with the 

requirement that the donee obtain the consent of a nonadverse person.  Caution is warranted, 

however, because under section 2041(b)(1)(C)(ii), a person is not treated as holding a general 

power of appointment if the power is not exercisable except in conjunction with a person having a 

substantial interest, in the property subject to the power, which interest is adverse to exercise of 
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 See, Morrow, The Optimal Basis Increase and Income Tax Efficiency Trust, ACTEC Estate & Gift 
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Exercisable by Will to Subject Property to Estate Tax, ACTEC Estate & Gift Committee (Fort Worth, TX, 
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the power in favor of the person who holds the power. A taker in default of the power’s exercise 

is adverse.
45

 

3. Independent Power to Grant a General Power of 

Appointment 
Another alternative is to grant an independent trustee broad authority to grant the surviving 

spouse a general power of appointment.  For the reasons discussed in section 2 hereof, it appears 

that the independent trustee could grant the surviving spouse a general power of appointment over 

particular appreciated by-pass trust assets – e.g., the assets that are likely to generate the greatest 

aggregate income tax liability if they do not receive a basis adjustment – and/or those assets that 

are likely to be sold nearest in time following the surviving spouse’s death.  If the value of the 

assets subject to the GPOA do not exceed the surviving spouse’s excess exclusion, federal estate 

taxes are not triggered.  The inclusion in the surviving spouse’s estate and basis adjustment rules 

incident to the GPOA are outlined in section 2 hereof. 

a. Benefit  
This method allows the independent trustee to pick and choose the appreciated assets to be 

subject to the GPOA.  Loss assets can be excluded from the GPOA preserving the existing basis 

and preventing a step-down in basis to fair market value.  Not being on autopilot, the independent 

trustee can take all factors into considering when granting a GPOA.  It may not be possible to 

draft a contingent GPOA that can do that. 

This is a relatively simple arrangement, not necessarily based on a formula. 

b. Risk  
The risks are that the independent trustee may be shy in exercising the authority and that the 

surviving spouse’s death may occur unexpectedly.  In the latter case, the independent trustee may 

not have had the opportunity to grant the GPOA.  

c. Sample Forms Language 
Additional language that could be added to an existing by-pass trust: 

I authorize the Independent Trustee to grant by notice in writing to my 

spouse a general power of appointment over all, a portion, or 

particular assets of such trust, exercisable by Will making specific 

reference to such power of appointment, which grant may be subject to 

conditions or take effect at a future time.  The Independent Trustee may 

also fully or partially revoke such grant of a power of appointment by 

notice in writing to my spouse.  The power to grant and to revoke 

powers of appointment may be exercised more than once.  Each grant 

or revocation shall be effective upon delivery of written notice to my 

spouse.  [Optional: Any general power of appointment granted 

hereunder, or, if more than one general power of appointment is 

granted hereunder, all such powers in the aggregate, shall be limited 

to the largest amount which, if added to my spouse’s taxable estate, 

will not result in or increase the federal [or state (or District of 

Columbia)] estate tax payable by reason of my spouse’s death. ] 
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4. Delaware Tax Trap 
Perhaps the most technical of the basis adjustment mechanisms is the so-called “Delaware Tax 

Trap.”  The practical hurdles of using this technique as a standardized basis adjustment 

mechanism in by-pass trusts seem almost insurmountable.  The attorney preparing the document 

should understand it – and how many of us can honestly say that we do?  The concept will be 

challenging to explain to the couple at that the time of implementing the estate plan and at the 

time of springing the trap by the surviving spouse.  Moreover, it will be challenging for rest of the 

estate planning team to understand, the trust officers, accountants and financial advisors.  How 

likely is it that anyone other than the drafting attorney could spot the language and understand the 

potential planning possibilities?   

Just understanding the background of the Delaware Tax Trap – why it is called a trap – is 

complicated.  Historically, Delaware allowed successive exercises of non-general powers of 

appointment in favor of non-charitable beneficiaries, which could in effect extend the life of a 

trust indefinitely without running afoul of the rule against perpetuities (RAP).  Thus, assets that 

would otherwise have to be distributed and vest in a non-charitable beneficiary within the RAP 

could be held in trust for a longer period of time (or indefinitely) simply by exercising the power 

and creating another non-general POA.   Since donees of non-general POAs were not subject to 

gift and estate taxes at that time, not only could the assets be held in trust indefinitely, but estate 

and gift taxes could also be avoided indefinitely.
46

  Congress responded by amending Sections 

2514 and 2041 so that exercises of the non-general POAs in those cases would be considered the 

exercise of a general POA and thus be subject to gift and estate taxes, respectively.
47

  Thus, if the 

non-general POA was exercised, the exercise would be a taxable gift (if exercised during life) or 

included in the donee’s estate (if exercised in the donee’s testamentary instrument).  Causing the 

donee of the non-general power to be taxed on the exercise (where the holder was a beneficiary 

and did not have the assets of the trust to pay the tax) was viewed as a tax trap – hence the 

“Delaware Tax Trap”.  Delaware amended its law to eliminate the trap. 

Code § 2041(a)(3) provides that a non-general POA will be taxed as if it were a GPOA if the non-

general POA is exercised to create another POA that can be exercised to postpone vesting beyond 

the RAP applicable to the original special POA.  Therefore, the idea is that the surviving spouse 

as a beneficiary of the by-pass trust is granted a non-general POA that can be exercised to create 

another POA in a potential appointee that could extend the trust beyond the RAP applicable to the 

by-pass trust.  The surviving spouse would then have an option to spring the trap by exercising 

the special POA in such manner and subject assets of the by-pass trust to federal gift and estate 

taxes in the surviving spouse’s estate and attain a basis adjustment.  In this manner, the surviving 

spouse is intentionally springing the ‘trap’ for the tax benefits it may provide. 

How all this is to be accomplished is, similar to the explanation of the Trap’s history, 

complicated.   The by-pass trust will need to be specially designed to enable the Trap to operate 

when and if the surviving spouse decides to spring it.  The design must consider the applicable 
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state law, particularly its perpetuities laws.  Many states have prophylactic statutes that are 

designed prevent a non-general POA from operating in a manner that could postpone vesting 

beyond the originally applicable RAP.  Many form trust instruments also have provisions 

designed to do the same.  Additionally, many states have also abolished the RAP and the precise 

operation of the Trap in these jurisdictions is in doubt.  Attached, as Appendix B, is a sample 

RAP clause under Missouri that contemplates the possibility of springing the Trap, complements 

of Steven B. Gorin. 

It appears that, to accomplish the basis adjustment mechanism goal, the design of the by-pass 

trust could be structured to grant the surviving spouse a non-general POA that could be exercised 

to create in a possible appointee a presently exercisable GPOA.
48

  Under this structure, the second 

POA is a GPOA and as such it would trigger the Trap by creating a taxable power in the object of 

power, and this structure should not be caught by the prophylactic statutes.
49

 

C. Asset Protection Concerns for Basis Adjustment Mechanisms 
Initially, when designing the estate plans, compare the asset protection issues involved with using 

a traditional by-pass trust to using a portability plan, such as the QTIP trust portability plan.  

Implementing traditional by-pass trust plans frequently involve transferring assets out of tenancy 

by the entirety into the spouses' separate ownership to enable the by-pass trust funding.  This 

destroys asset protection.  It is important to evaluate asset protection issues in three phases: when 

both spouses are alive, after the first spouse's death and after both spouses' deaths. For example, 

with portability planning, assets may remain in tenancy by the entirety when both spouses are 

alive.  Moreover many assets, such as retirement accounts, homestead property and insurance 

policies, already offer some creditor protection features depending on applicable state and federal 

law.   

A discretionary by-pass trust with spendthrift provisions likely offers creditor protection for its 

beneficiaries.  The QTIP trust in the portability plan would likely provide creditor protection as to 

the trust principal, but creditors may be able to reach the income of the trust once distributed to 

the surviving spouse.  Also, in a portability plan, a disclaimer by the surviving spouse to enable 

the funding of the back-up disclaimer by-pass trust might be problematic if the surviving spouse 

has creditor problems at the time of the first spouse's death.  Some states require that the 

disclaimant be solvent or provide that a disclaimer by an insolvent person is treated as a 

fraudulent transfer,
50

 and a disclaimer may create a new period of ineligibility for Medicaid 

benefits. 

The asset protection overlay to the approaches for applicable exclusion use is more complicated 

than it at first appears.  If one of the basis adjustment mechanisms is used with the by-pass trust to 
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soak-up any of the surviving spouse’s excess applicable exclusion, the asset protection features of 

the mechanism should also be considered. 

1. Independent Power to Distribute 
If an independent trustee actually distributes appreciated assets out of the by-pass trust to the 

surviving spouse to soak-up any of the surviving spouse’s excess applicable exclusion, then in 

most cases the spendthrift trust protection of the by-pass trust is lost and the distributed assets are 

exposed to the surviving spouse’s creditors.  If the surviving spouse has creditor problems, this 

method of achieving a basis adjustment seems unsatisfactory. 

2. General Power of Appointment 
Whether creditor protection is lost if the surviving spouse is granted a general testamentary power 

of appointment is dependent on state law and a distinction is made as to whether the surviving 

spouse actually exercises the power.  The traditional rule is the donee’s creditors cannot reach the 

appointive assets covered by an unexercised GPOA if the power was not created by the donee.
51

  

The idea is that until the donee exercises the power, the donee has not accepted sufficient control 

over the property to be equivalent to ownership.
52

  The newer Restatement Third, however, 

provides that property subject to an unexercised GPOA is reachable by creditors to the extent the 

donee’s property or the donee’s estate upon death is insufficient satisfy the donee’s creditors or 

the creditors of the donee’s estate.
53

  The donor of the power cannot overcome the new rule by 

stating an intent otherwise.  California, Michigan and New York all have specific statutory 

provisions following the pattern of the Restatement Third.
54

  One possible solution to overcome 

the new rule is to require the consent of another person (for tax purposes the person must be 

nonadverse).
55

 

3. Delaware Tax Trap 
Use of a Delaware Tax Trap may not cause an asset protection issue for the surviving spouse, but 

may create an issue for the object of the power in whose favor it is exercised.  If the donee of the 

power is granted a presently exercisable GPOA, the assets subject to the power are likely exposed 

to the donee’s creditors.  See the discussion above on GPOAs.   

III. Lifetime QTIPs 
Testamentary QTIP trusts are used extensively in estate planning.

56
  Lifetime QTIP trusts (aka 

inter vivos QTIP trusts) are not used as often.  However, tremendous benefits are available using 

lifetime QTIPs.   
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56

 For an overview of QTIP Trusts, see Moore, Estate Planning for QTIP Trust Assets, 44
th

 Heckerling 

Inst., 12 (2010); Grassi, Estate Planning with QTIP Trusts after the 2001 Tax Act, 30 ACTEC J. 111 

(2004). 
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Recent changes to the income and transfer tax laws contribute to the utility of lifetime QTIPs.  

The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010 (PL 

111–312, enacted December 17, 2010) (hereinafter, the “2010 Act”) and the American Taxpayer 

Relief Act (PL 112-240, enacted January 2, 2013) (hereinafter, “ATRA 2012”) significantly 

increased the lifetime exclusion amount to $5.43 million, introduced portability and generally 

increased the income tax rates relative to the estate tax rates.  Lifetime QTIPs can be used to 

ensure that the higher exclusions of both spouses are used notwithstanding the order of the 

spouses’ deaths and to achieve better income tax results.  But many more opportunities are 

available for lifetime QTIPs.   

For gift tax purposes, qualified terminable interest property is property in which the donee spouse 

has a qualifying income interest for life and to which a gift tax QTIP election has been made.
57

  

Both testamentary and lifetime QTIPs must provide the surviving spouse or donee spouse with a 

qualifying income interest for life – the requirements are identical – and both require a QTIP 

election to obtain the marital deduction. 

A. Qualifying Income Interest for Life 
Section 2523(f)(3) applies the testamentary definition of a qualifying income interest for life to a 

lifetime QTIP by reference to section 2056(b)(7)(B)(ii).  The donee spouse has a qualifying 

income interest for life if (i) the donee spouse is entitled to all the income
58

 from the property and 

(ii) no person has a power to appoint any part of the property to any person other than the 

surviving spouse.  The donee spouse’s right to income must begin immediately upon establishing 

the lifetime QTIP and must continue for the donee spouse’s life.
59

  A term of years or a life estate 

subject to termination upon the occurrence of a specified event (e.g., divorce) will not satisfy the 

qualifying income interest for life requirement.
60

 

1. Income Requirement 
In a lifetime QTIP, all of the trust income (i.e., trust accounting income

61
) must be paid to the 

donee spouse at least annually.  Regs. § 25.2523(f)-1(c)(1)(i) applies the Regulations under 

25.2523(e)-1(f) (i.e., applicable to general power of appointment marital trusts)  that define the 

“all income” requirement for QTIP trusts.  The “all income” requirement is not satisfied if the 

income is required to be accumulated in whole or in part or may be accumulated in the discretion 

of any person other than the donee spouse.  Neither permitting non-income producing assets to be 

retained
62

 nor investing in non-income producing assets automatically results in disqualification.  

                                                      

 

57
 IRC § 2523(f)(2). 

58
 The term “income” means fiduciary accounting income or “trust income,” and not taxable income.  

Regs. § 25.2523(f)-1(c)(2). 
59

 Regs. §25.2523(f)-1(c)(2). 
60

 Regs. §§ 25.2523(f)-1(c), 25.2523(e)-1(f). 
61

 IRC § 643. 
62

 See Regs. §§ 25.2523(f)-1(f), Ex. 2 (“D transfers assets having a fair market value of $500,000 to a trust 

pursuant to which S is given the right exercisable annually to require distribution of all the trust income to 

S. No trust property may be distributed during S's lifetime to any person other than S. The assets used to 

fund the trust include both income producing assets and nonproductive assets. Applicable local law 

permits S to require that the trustee either make the trust property productive or sell the property and 

reinvest the proceeds in productive property within a reasonable time after the transfer. If D elects to treat 

the entire trust as qualified terminable interest property, the deductible interest is $500,000. If D elects to 

treat only 20 percent of the trust as qualified terminable interest property, the deductible interest is 
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For example, a power to retain a residence for the spouse or other property for the personal use of 

the spouse will not disqualify the interest transferred in trust.  To be cautious, however, the donee 

spouse should have the power to require the trust to produce a reasonable amount of income.  An 

extensive discussion of the “all income” requirement is beyond the scope of this paper, but it is 

critical to understand these principles.  The core standard is in Regs. § 25.2523(e)-1(f)(1), which 

provides:  

If an interest is transferred in trust, the donee spouse is “entitled for 

life to all of the income from the entire interest or a specific portion of 

the entire interest,” for the purpose of the condition set forth in 

paragraph (a)(1) of this section, if the effect of the trust is to give her 

substantially that degree of beneficial enjoyment of the trust property 

during her life which the principles of the law of trust accord to a 

person who is unqualifiedly designated as the life beneficiary of a 

trust. Such degree of enjoyment is given only if it was the donor's 

intention, as manifested by the terms of the trust instrument and the 

surrounding circumstances, that the trust should produce for the donee 

spouse during her life such an income, or that the spouse should have 

such use of the trust property as is consistent with the value of the trust 

corpus and with its preservation. The designation of the spouse as sole 

income beneficiary for life of the entire interest or a specific portion of 

the entire interest will be sufficient to qualify the trust unless the terms 

of the trust and the surrounding circumstances considered as a whole 

evidence an intention to deprive the spouse of the requisite degree of 

enjoyment. In determining whether a trust evidences that intention, the 

treatment required or permitted with respect to individual items must 

be considered in relation to the entire system provided for the 

administration of the trust. In addition, the spouse’s interest shall meet 

the condition set forth in paragraph (a)(1) of this section if the spouse 

is entitled to income as defined or determined by applicable local law 

that provides for a reasonable apportionment between the income and 

remainder beneficiaries of the total return of the trust and that meets 

the requirements of 1.643(b)-1 of this chapter. 

Planning Pointer: Consider incorporating parts of the language of the Regulation in your lifetime 

QTIP provision requiring the payment income to the donee spouse.  For example, the following 

sample provision is designed to ensure that the “all income” requirement is satisfied: 

The Trustee shall distribute to my husband all of the net income of the 

trust at least quarter-annually.  I intend that my husband shall have 

substantially that degree of beneficial enjoyment of the trust property 

during his life which the principles of the law of trusts accord to a 

person who is unqualifiedly designated as the life beneficiary of a trust 

as contemplated by Treasury Regulations § 25.2523(e)-1(f).  I intend 

that the trust should produce for my husband an income consistent with 

the value of the trust corpus and with its preservation.  If the trust 

consists of nonproductive or underproductive property, the Trustee 

shall take such steps as are necessary to provide my husband with the 

requisite degree of beneficial enjoyment in the trust, which steps could 

include, but are not limited to, converting such property to property 

                                                                                                                                                              

 

$100,000; i.e., 20 percent of $500,000.”)(emphasis supplied). 
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which is productive of a reasonable amount of income, providing 

payments to my husband out of other assets of the trust or, if permitted, 

borrowing against such property for the purpose of providing 

payments to my husband.  My husband may require the Trustee to 

provide the required beneficial enjoyment. 

2. No Power to Appoint 
To qualify as QTIP property, no person may have a power to appoint any part of the property to 

any person other than the surviving spouse.
63

  This means, for example, that neither the trustee 

nor the donee spouse may possess a power to appoint assets from the QTIP trust during the 

spouse’s lifetime to the children.
64

 

3. Optional Provisions 
Optional provisions that may be included in a lifetime QTIP include: distributions of principal, 

special testamentary powers of appointment, assignment of the life interest, spendthrift 

provisions, and varying dispositive options after the donee spouse’s lifetime. 

a. Principal Distributions   
The QTIP trust could provide for principal distributions to be made to the donee spouse,

65
 which 

provision could be subject to an ascertainable standard
66

 or, if an independent trustee is used, a 

best interests or other non-ascertainable standard.  

b. Special Testamentary Power of Appointment   
The QTIP trust could grant the donee spouse a special testamentary power of appointment.  An 

inter vivos special power of appointment is not permitted.
67

 

c. Assignment   
The QTIP trust could, by not imposing spendthrift trust protection on the donee spouse, 

essentially permit the donee spouse to assign his or her interest in the trust.  Consider whether 

doing so will expose the trust assets to possible claims by the donee spouse’s creditors.
68

 

d. Spendthrift Trust Protection   
Alternatively, the QTIP trust could provide spendthrift trust protection to the donee spouse’s 

interests. Creditors are, however, likely able to reach the income of the lifetime QTIP once 

distributed to the donee spouse. 

                                                      

 

63
 IRC § 2056(b)(7)(B)(ii)(II) made applicable to lifetime QTIPs by IRC § 2523(f)(3). 

64
 Regs. 25.2523(f)-1(f), Ex. 4 (trustee’s power to distribute $5,000 per year to child disqualifies QTIP).  

65
 Regs. § 25.2523(f)-1(c)(1)(iv). 

66
 IRC § 2041(b)(1)(A). 

67
 IRC § 2056(b)(7)(B)(ii)(II) made applicable to lifetime QTIPs by IRC § 2523(f)(3).  See also Lischer, 

845-3rd T.M., Gifts, X.A.5.c.(2)(a)(iv), footnote 1308 (even the donee spouse may not have a power to 

appoint to someone else during the donee spouse’s lifetime). 
68

 See e.g., VA Code § 64.2-742 (“To the extent a beneficiary's interest is not subject to a spendthrift 

provision, the court may authorize a creditor or assignee of the beneficiary to reach the beneficiary's 

interest by attachment of present or future distributions to or for the benefit of the beneficiary or other 

means. The court may limit the award to such relief as is appropriate under the circumstances.”). 
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e. Remainder Structure   
Assuming the QTIP election is made, the balance of the lifetime QTIP will be included in the 

donee spouse’s estate for estate tax purposes.
69

  There are many options for the lifetime QTIP 

following the donee spouse’s death.  If the donor spouse is then living, the lifetime QTIP could 

continue for the donor spouse in a format that again qualifies for QTIP treatment.  Another option 

is to use a formula dividing the balance in the QTIP at the donee spouse’s death between a by-

pass trust and a continuing QTIP trust for the donor spouse.   

4. Divorce 
Suppose the donor spouse desires to plan for the possibility of divorce.  Is it possible to use a 

generic definition of “spouse” so that if a divorce occurs with spouse #1, the lifetime QTIP could 

continue for spouse #2?  No, it is not possible.  The donee spouse’s right to income must continue 

for the donee spouse’s life.  The possibility of spouse #1’s interest ending on the couple’s divorce 

would not satisfy the qualifying income interest for life requirement.
70

 

A lifetime QTIP is necessarily established with the knowledge that even if divorce subsequently 

occurs, the income payments must continue to the former spouse for life.
 
 The lifetime QTIP 

could provide that any authority to make discretionary principal distributions terminates upon 

divorce, as well as eliminating or curtailing other rights given to the donee spouse, but the income 

interest must continue uninterrupted.  See the discussion below in Section III.F.1 regarding 

marital rights. 

B. Gift Tax  

1. QTIP Election   
The gift tax QTIP election must be made by the time for filing a gift tax return, plus extensions.

71
    

Section 6075(b) provides that gift tax returns must be filed by April 15
th
 after the calendar year of 

the gift.  If the donor spouse timely extends the time for filing the gift tax return, the election 

must be made by the extended due date of October 15
th
 (after the calendar year of the gift).

72
  If 

the donor spouse dies during the calendar year of the gift, the gift tax return must be filed by the 

time for filing the estate tax return, if sooner.
73

  

a. No Late Filed Gift Tax QTIP Elections   
A great deal of caution is warranted in ensuring that a gift tax return is timely filed and the QTIP 

election is made, because the IRS has privately ruled that it does not have discretion to grant a 

request for an extension of time to file the QTIP election beyond the 6-month period allowed 

automatically by Regs. § 301.9100-2.  The IRS reasoned that the time for filing an inter vivos 

QTIP election is expressly prescribed by the statute in section 2523(f)(4), and the IRS's authority 

                                                      

 

69
 IRC § 2044. 

70
 Regs. §§ 25.2523(f)-1(c), 25.2523(e)-1(f).  See also Regs. 25.2523(f)-1(f), Ex. 5 (QTIP not qualified 

because donee spouse’s interest passes to child upon divorce); TAM 9127005 (March 22, 1991)(QTIP not 

qualified because Tenn. law terminated donee spouse’s interest upon divorce). 
71

 Section 2523(f)(4)(A) provides that the gift tax QTIP election must be made “on or before the date 

prescribed by section 6075(b) for filing a gift tax return with respect to the transfer (determined without 

regard to section 6019(2)) and shall be made in such manner as the Secretary shall by regulations 

prescribe.”  Regs. § 25.2523(f)-1(b)(4) repeats this requirement. 
72

 An extension of the donor spouse’s income tax return also extends the time for filing the gift tax return. 
73

 IRC § 6075(b)(3). 
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to grant discretionary extensions applies only to requests for extensions of time fixed by 

regulations or other published guidance (and not statutory rules).
74

    

In PLR 201025021 (February 19, 2010), the IRS mistakenly granted a 60-day extension of time 

to make a Federal gift tax QTIP election pursuant to section 2523(f)(2)(C) on a supplemental 

Form 709 pursuant to Regs. § 301.9100-3.  The IRS revoked that ruling in PLR 201109012 

because “it did not have the discretion to grant an extension of time under Treas. Reg. §301.9100-

3 to make that election.”  There is, however, no logical reason for 9100 relief to be available for 

estate tax QTIP elections and not available for gift tax QTIP elections.
75

   

Gift tax QTIP elections are scary because the failure to make the election means that there will be 

no marital deduction.  In the best case, the use of the donor spouse’s lifetime exclusion amount 

would occur, and in the worst case, gift tax liability, perhaps accompanied by penalties and 

interest, would occur.  This situation is illustrated in Estate of Nielsen,
76

 where Ms. Nielsen made 

a gift of $550,000 to a lifetime QTIP but the gift tax QTIP election was not made.  The estate paid 

the resulting gift tax and sought a refund by claiming that there was an absence of donative intent 

by Ms. Nielsen pursuant to state law.  The Tenth Circuit, however, found that the applicable 

standard for determining the imposition of the Federal gift tax is not donative intent, but rather 

whether the donor parted with dominion and control as to leave her no power to change its 

disposition.
77

 In this case, the court found that Ms. Nielsen clearly parted with dominion and 

control, amusingly noting “the architect of the trust employed virtually every word in a legal 

scrivener’s lexicon to denote the complete abandonment by Ms. Nielsen of any interest in the 

transferred property.”   

Because this lifetime QTIP election is so critical, and must be timely made, the planning attorney 

should consider insisting that he or she take responsibility for preparing and filing the gift tax 

return just to be sure that the QTIP election is made.  Alternatively, write to the client and 

accountant and confirm that they are responsible for the return and election, being sure to explain 

the critical nature of the election.  Even in this case, since the client may have to pay large sums 

of gift tax, interest and penalties if the election is not actually made, do not rest easy until you 

obtain a copy of the signed and filed return.  A client who must unexpectedly pay hundreds of 

thousands or millions of dollars in gift taxes (and/or penalties and/or interest) will be dissatisfied 

even if you have a letter in your files confirming that the accountant is responsible for the filing. 
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 PLRs 200314012 and 9641023. 

75
 For the reasons why the IRS should adopt PLR 2010025021 as being the correct result, see the letter 

from Beth Shapiro Kaufman, Douglas Siegler, Howard M. Zaritsky, and Richard Franklin to the IRS (July 
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legislation permitting Regs. § 301.9100 relief for certain late lifetime qualified terminable interest property 

elections. 
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 319 F.3d 1222 (10
th

 Cir. 2003). 
77

 Regs. § 25.2511-2(b). 

http://www.americanbar.org/content/dam/aba/administrative/real_property_trust_estate/government_submissions/2013_04_29_qtip_645_letter_to_congress_v1.authcheckdam.pdf
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b. Rev. Proc. 2001-38 Does Not Apply to Gift Tax 

QTIP Elections   
The Service issued Revenue Procedure 2001-38

78
 in response to numerous requests for relief in 

situations in which an executor made an unnecessary QTIP election.  For example, the procedure 

is designed to provide relief if a QTIP election is made for an estate having a value less than the 

applicable exclusion amount under section 2010.   In such a case, the election is unnecessary 

because no estate tax would be imposed without the election.  The procedure notes that in some 

cases QTIP elections were mistakenly made for by-pass trusts.
79

  Importantly, the procedure only 

applies to estate tax QTIP elections.  Gift tax QTIP elections are beyond its scope.  This means, 

for example, that a lifetime QTIP trust could be used immediately before a donor spouse’s death 

to own such spouse’s assets, rather than a testamentary QTIP trust upon such spouse’s death, to 

enable the estate tax portability election, without any concerns with Rev. Proc. 2001-38.
80

  A 

potential pitfall to this approach is that no automatic basis adjustment would occur upon the 

donor spouse’s death, but there would be an automatic basis adjustment upon the donee spouse’s 

death when the lifetime QTIP is included in the donee spouse’s estate pursuant to section 2044. 

2. Section 2519 Dispositions 
Section 2519 creates a complicated system to impose gift tax upon a lifetime transfer by the 

donee spouse of his or her interest in the lifetime QTIP.  The theory is explained as follows: 

The transfer that created the QTIP interest was exempt from the 

transfer taxes (the gift and estate taxes) on the theory that interspousal 

transfers should not be subject to tax, but that an eventual transfer of 

the property to another person would be subject to either the gift tax (if 

the donee spouse makes a subsequent inter vivos gift of the property) 

or the estate tax (if the donee spouse dies owning the property). A 

QTIP transfer requires special rules to accomplish this tax on the 

donee spouse's subsequent disposition or death because the donee 

spouse's interest is only an income interest. Even though the donee 

spouse had only an income interest, the donee spouse's disposition of 

the property should and will generate a tax on the entire value of the 

property to maintain the integrity of the interspousal transfer tax 

theory of deferral of tax, not forgiveness of tax.
81

 

Essentially, if the donee spouse makes a lifetime transfer of all or any portion of his or her 

qualifying income interest, that will result in a taxable gift pursuant to section 2519.  The amount 

of the gift will be 100% of the fair market value of the entire trust property minus the value of the 

income interest retained, if any.  In other words, the gift will be the value of the entire remainder 

interest, even if only a portion of the income interest is transferred.
82

 The gift of the remainder 

interest will not be eligible for the annual gift tax exclusion.
83

 The spouse is entitled to recover 
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 Rev. Proc. 2001-38, 2001-1 C.B. 1335 (06/11/2001). 
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 See PLR 2011120001 (3/25/2011)(erroneous QTIP election for by-pass trust ruled void). 

80
 See ABA RPTE Section, Est. & Gift Committee’s Comments on Rev. Proc. 2001-38 (June 11, 2013). 

81
 Lischer, 845-3rd T.M., Gifts, X.A.5.c.(2)(b). 

82
 The spouse is entitled to recover any additional gift taxes imposed as a result of section 2519 from the 

person receiving the property pursuant to section 2207A. 
83

 Reg. §25.2519-1(c). 

http://apps.americanbar.org/dch/committee.cfm?com=RP509000
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any gift taxes imposed as a result of section 2519 from the person receiving the property pursuant 

to section 2207A, in effect resulting in a net gift structure.
84

 

The gift tax consequences of the disposition of the life income interest are determined under the 

ordinary gift tax rules of section 2511 and will be eligible for the annual gift tax exclusion. 

C. Estate Tax 

1. Section 2044 Inclusion 
Upon the donee spouse’s death, section 2044 requires the inclusion in the donee spouse’s estate 

for estate tax purposes of the value of any property in which the donee spouse had a qualifying 

income interest for life.
85

  Inclusion is applicable to any property for which a deduction was 

allowed under section 2523(f) and for which a section 2519 transfer did not occur.
86

   

a. Passing From Donee Spouse 
Section 2044 inclusion also means that for estate and GST tax purposes, the QTIP property is 

treated as property passing from the donee spouse.
87

  For example, this means that the property is 

treated as passing from the donee spouse for purposes of determining the availability of the 

charitable deduction, the marital deduction, special use valuation, and qualification for 

installment payment of estate tax under section 6166.
88

  Even if the donor spouse through the 

creation of a lifetime QTIP is the one who specifies that an amount shall pass to charity upon the 

donee spouse’s death, the donee spouse’s estate is entitled to the charitable deduction.  Example 6 

of Regs. § 20.2044-1(e) provides: 

D transferred $800,000 to a trust providing that trust income is to be 

paid annually to S, for S's life. The trust provides that upon S's death, 

$100,000 of principal is to be paid to X charity and the remaining 

principal distributed to D's children. D elected to treat all of the 

property transferred to the trust as qualified terminable interest 

property under section 2523 (f). At the time of S's death, the fair 

market value of the trust is $1,000,000. S's executor does not elect the 

alternate valuation date. The amount included in S's gross estate is 

$1,000,000; i.e., the fair market value at S's death of the entire trust 

property. The $100,000 that passes to X charity on S's death is treated 

as a transfer by S to X charity for purposes of section 2055. Therefore, 

S's estate is allowed a charitable deduction for the $100,000 

transferred from the trust to the charity to the same extent that a 
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 IRC §§ 2207A(b), 2519(c); Regs. § 25.2519-1(c)(4)(“The amount treated as a transfer under paragraph 

(c)(1) of this section is further reduced by the amount the donee spouse is entitled to recover under section 
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Section 25.2207A-1(b).”). 
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 IRC § 2044(a). 
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 IRC § 2044(b). 
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 IRC § 2044(c).  The exception to this rule for GST tax purposes is if the donor spouse made the reverse 

QTIP election.  See Section III.D.1 below. 
88

 Regs. § 20.2044-1(b). 



Copyright 2015 Richard S. Franklin.  All Rights Reserved. Page 46 

deduction would be allowed by section 2055 for a bequest by S to X 

charity. 

b. Who is Responsible for Valuing the QTIP 

property? 
Section 6018(a)(1) provides that the executor is responsible for the estate tax filing, including 

reporting the value of assets held by a QTIP trust.  Hopefully, the executor and trustee of the 

QTIP trust will cooperate to resolve issues of responsibility and cost.  It behooves them to do so, 

given that the executor is responsible for the estate tax filings, but the QTIP trustee, in most cases, 

is responsible for estate tax payments relating to the QTIP inclusion (see next Section).  The 

executor would typically pay for whatever appraisals the executor obtains, and the QTIP trustee 

would typically pay for whatever appraisals the trustee obtains.  In some cases, the estate and 

QTIP trust might own interests in the same investment and might agree to share the costs. 

2. Section 2207A Right of Recovery 
Section 2207A(a) creates a right of recovery for the estate of the donee spouse against the person 

receiving the QTIP trust property to obtain the additional amount of federal estate tax that is 

caused by having the QTIP trust included in the donee spouse’s estate under section 2044.  

Importantly, section 2207A is not a right of recovery for a ratable amount or pro rata share of the 

total estate tax;
89

 rather, it is a recovery of the marginal federal estate tax that is imposed by 

adding the value of the QTIP trust (under section 2044) to the donee spouse’s gross estate.
90

  

Section 2207A does not provide a right of recovery for state death taxes caused by the section 

2044 inclusion.   

Failure to enforce the right of recovery is a transfer subject to gift tax (i.e., from the persons who 

would benefit from the recovery to the persons from whom the recovery could have been 

obtained).
91

  However, the donee spouse may waive the section 2207A right of recovery by 

specifically indicating such intent in his Will or revocable trust.
92

 If the right of recovery is 

waived by the donee spouse, no gift tax transfer occurs.
93

   

If there is more than one person receiving the QTIP property, the right of recovery is against each 

person.
94

  The liability for penalties and interest follow the tax liability.
95

 

As mentioned above in Section III.B.2, section 2207A(b) creates a similar right of recovery for 

gift taxes paid with respect to a transfer occurring pursuant to section 2519. 
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D. GST Tax 

1. Allocation of GST Exemption by Donor Spouse and Reverse 

QTIP Election 
Pursuant to section 2652(a)(3), the donor spouse may elect the so called “reverse QTIP election.”  

In the case of QTIP property under section 2523(f), the election under section 2652(a)(3) has the 

effect of treating the gift tax QTIP election as having not been made, thereby making the donor 

spouse the transferor of the QTIP property for GST tax purposes.
96

  In the case of a lifetime 

QTIP, the reverse QTIP election is made on the gift tax return making the gift tax QTIP election, 

and it is irrevocable.
97

  The donor spouse can then allocate his or her GST exemption to the 

lifetime QTIP trust. 

2. Allocation of GST Exemption by Donee Spouse 
If the reverse QTIP election is not made, the donee spouse will be the transferor of the QTIP 

property for GST tax purposes as a result of inclusion of the QTIP property in the donee spouse’s 

estate pursuant to section 2044 upon the donee spouse’s death
98

 or as a result of a transfer 

pursuant to section 2519 during the donee spouse’s lifetime.  In either case, the donee spouse’s 

GST exemption may be allocated to the QTIP trust. 

3. Waiver of 2207A Right of Reimbursement 
Pursuant to Regs. § 26.2652-1(a)(3), the waiver of the section 2207A right of reimbursement for 

estate taxes on a GST exempt QTIP trust is not treated as a constructive addition.  This is the case 

whether (i) the spouse in whose estate the QTIP property will is included waives the right of 

reimbursement
99

 or (ii) the beneficiaries of such spouse’s residuary estate (i.e., those persons who 

would benefit from the recovery) refuse to enforce the right of reimbursement.
100

 

4. Application of Move-up Rule to Lifetime QTIP   
How does the move-up rule of section 2651(e)(1) apply in the context of a lifetime QTIP trust?  

Section 2651(e)(1) provides that “if (A) an individual is a descendant of a parent of the transferor 

(or the transferor’s spouse or former spouse), and (B) such individual’s parent who is a lineal 

descendant of the parent of the transferor (or the transferor’s spouse or former spouse) is dead at 

the time of the transfer (from which an interest of such individual is established or derived) is 

subject to a tax imposed by chapter 11 or 12 upon the transferor (and if there shall be more than 1 

such time, then at the earliest such time),” then such individual moves up to the generation which 

is 1 generation below the transferor. 

                                                      

 

96
 The same reverse QTIP election is available for QTIP election made pursuant to section 2056(b)(7). 

97
 Regs. §§ 26.2652-2(a), (b). 

98
 Regs. § 26.2652-2(d), Ex. 3. 

99
 Regs. § 26.2652-1(a)(5), Example 8. 

100
 Regs. § 26.2652-1(a)(5), Example 7.  Note that the failure to enforce the right of reimbursement may 

still be a gift subject to gift taxes from those persons who would benefit from the recovery to those persons 

from whom the recovery could have been obtained.  See Section III.C.2 above. 
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Example 1: Wife establishes a lifetime QTIP for Husband and makes 

the gift tax QTIP election on a timely filed gift tax return.  Wife does 

not make the reverse QTIP election for GST tax purposes.  Upon 

Husband’s death, the QTIP distributes to Wife’s descendants, in per 

stirpes shares.  Wife has one son and two daughters, each of whom has 

children.  Wife’s son is alive when the lifetime QTIP is established, but 

predeceases Husband. 

In the case of a QTIP trust, Regs. § 25.2651-1(a)(3) provides:  

For purposes of section 2651(e) and paragraph (a)(1) of this section, 

the interest of a remainder beneficiary of a trust for which an election 

under section 2523(f) or section 2056(b)(7) (QTIP election) has been 

made will be deemed to have been established or derived, to the extent 

of the QTIP election, on the date as of which the value of the trust 

corpus is first subject to tax under section 2519 or section 2044. The 

preceding sentence does not apply to a trust, however, to the extent 

that an election under section 2652(a)(3) (reverse QTIP election) has 

been made for the trust because, to the extent of a reverse QTIP 

election, the spouse who established the trust will remain the 

transferor of the trust for generation-skipping transfer tax purposes.” 

Therefore, in Example 1 above, the son’s children will move-up in the generation assignment 

upon Husband’s death as a result of the section 2044 inclusion in Husband’s estate.
101

  The move-

up rule would not apply had Wife made the reverse QTIP election.
102

  It also does not matter that 

son is not a child of Husband, as the move-up rule applies because he is the son of Husband’s 

spouse. 

E. Income Tax 

1. Grantor Trust During Donor Spouse’s Lifetime   
During the donor spouse’s lifetime, the lifetime QTIP would typically be a wholly “grantor” trust 

for income tax purposes under section 677.
103

  As a grantor trust, all of the income and deductions 

of the trust would be reported on the donor spouse’s income tax return.  The donor spouse is 

considered the owner of the assets held in the lifetime QTIP for income tax purposes.   

Pursuant to section 677(a), the grantor is treated as the owner of “any portion of a trust … whose 

income” is or may be distributed to the grantor or grantor’s spouse, or is accumulated for the 

benefit of the  grantor or the grantor's spouse.  If the QTIP trust limits the donee spouse to 

income, then, depending on its other terms, the trust may not be a grantor trust as to principal 

items.
104

  In most cases, for wealth transfer tax planning purposes, it will be desirable for the 

QTIP trust to be a wholly grantor trust and, if necessary, grantor trust triggers should be 

included.
105

  For example, to ensure that the trust is a grantor trust as to the corpus, the lifetime 

QTIP could grant the trustee authority to make discretionary principal distributions to the donee 

spouse.  

                                                      

 

101
 Regs. § 25.2651-1(c), Ex. 3. 

102
 Regs. § 25.2651-1(c), Ex. 4. 

103
 See generally, Danforth and Zaritsky, 819 T.M., Grantor Trusts: Income Taxation Under Subpart E, IX. 

104
 Regs. § 1.677(a)-1(g), Ex. 1. 

105
 See Danforth and Zaritsky, 819 T.M., Grantor Trusts: Income Taxation Under Subpart E, XII. 
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Additionally, as a grantor trust, the lifetime QTIP automatically qualifies to own S corporation 

stock.
106

  If the lifetime QTIP is not a wholly grantor during the donor’s lifetime, it could not 

qualify as a QSST,
107

 but may qualify as an ESBT.
108

 

2. After Divorce   
After divorce what is the result?  After divorce, it appears that section 682 requires that income 

paid to the former spouse (i.e., the donee spouse, now divorced) be taxed to the former spouse, 

and that capital gains would remain taxable to the donor spouse, if the QTIP trust remains a 

grantor trust as to principal.  These issues are discussed in greater detail in Section V.B below.  

Among other potential traps in this situation, the lifetime QTIP will no longer be a wholly grantor 

trust and the S election would be blown unless, within 2 ½ months following the termination of 

wholly grantor trust status, the trust makes a QSST or ESBT election. 

3. Section 1014 Basis Adjustment 

a. Automatic Basis Adjustment under Section 

1014(a)   
Section 1014’s general rule is that the income tax basis of property acquired from a decedent is 

the fair market value of such property at the date of the decedent's death, or, if the decedent's 

executor so elects, at the alternate valuation date (the “general basis adjustment rule”).
109

  Other 

than section 1014(e) applicable to transfers to the decedent within one year of death (discussed 

below), the main exception to this rule relates to items of income in respect of a decedent.
110

  The 

general basis adjustment rule applies whether or not an estate tax return is filed.
111

  If QTIP 

property is included in a spouse’s estate pursuant to section 2044, then pursuant to section 

1014(b)(10) the QTIP property is considered to have been acquired from or to have passed from 

that spouse, and thereby the general basis adjustment rule will apply to the QTIP property.   

b. Exception of 1014(e)   
If the donee spouse dies within one year after the donor spouse establishes the lifetime QTIP, will 

the general basis adjustment rule be applicable to the assets of the trust upon the donee spouse’s 

death?  Section 1014(e) prohibits the general basis adjustment rule from applying when 

appreciated property was acquired by the decedent by gift during the 1-year period ending on the 

date of the decedent's death, and such property is acquired from the decedent by (or passes from 

the decedent to) the donor of such property (or the spouse of such donor).  Therefore, consider 

                                                      

 

106
 IRC § 1361(c)(2)(A)(i). 

107
 Zaritsky, Family Wealth Transfers, ¶ 6.03[2][b] (WG&L 2013](fifth disadvantage).  

108
 Regs. § 1.1361-1(j)(4) provides a specific rule on lifetime QTIPs: “[I]f property is transferred to a QTIP 

trust under section 2523(f), the income beneficiary may not make a QSST election even if the trust meets 

the requirements set forth in paragraph (j)(1)(ii) of this section because the grantor would be treated as the 

owner of the income portion of the trust under section 677. In addition, if property is transferred to a QTIP 

trust under section 2523(f), the trust does not qualify as a permitted shareholder under section 

1361(c)(2)(A)(i) and paragraph (h)(1)(i) of this section (a qualified subpart E trust), unless under the terms 

of the QTIP trust, the grantor is treated as the owner of the entire trust under sections 671 to 677 [i.e., a 

wholly grantor trust].” 
109

 IRC § 1014(a); Treas. Reg. § 1.1014-1(a). 
110

 Treas. Reg. § 1.1014-1(c)(1).  Also excepted from the general basis adjustment rule are unexercised 

incentive stock options and options to purchase pursuant to an employee stock purchase plan.  Treas. Reg. 

§ 1.1014-1(c)(2). 
111

 Treas. Reg. § 1.1014-2(b)(2). 
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whether this rule prevents a basis adjustment for QTIP trust property that passes back to the donor 

spouse after the donee spouse’s death within one year of the donor spouse funding the QTIP trust.  

Some commentators believe that section 1014(e) should not apply if the property passes to a trust 

for the donor spouse’s benefit as distinct from passing outright to the donor spouse or, if 

applicable, only to the proportionate part of the trust representing the donor spouse’s interest in 

the trust.
112

 

IV. Specific Uses of Lifetime QTIPs   
A. Funding Testamentary use of Donee Spouse’s Applicable Exclusion 

Amount   
A lifetime QTIP could be used to enable the full funding of the donee spouse’s federal applicable 

exclusion amount, if the donee spouse is the first spouse to die.  Because the lifetime QTIP will 

be included in the donee spouse’s estate under section 2044, the donee spouse’s applicable 

exclusion can be used upon the donee spouse’s death.  The QTIP format allows the donor spouse 

to control the disposition of the remainder interest after the donee spouse’s death.  Particularly in 

second (and third and fourth …) marriages, the lifetime QTIP may be more palatable than 

outright gifts to the donee spouse for this purpose. 

Example 2: W’s first husband, H1, died in 2004.  W has two children 

by H1.  W has $25 million.  W then marries H2, who has no children 

and $500,000 in assets.  W would like to ensure that H2’s applicable 

exclusion amount is used if H2 predeceases her.  They could rely on 

portability to transfer H2’s remaining applicable exclusion to W.  

Alternatively, W could create a lifetime QTIP for H2, fund the trust 

with approximately $5 million of assets, and make the gift tax QTIP 

election.  

Advantages of this approach include: (i) the donor spouse’s design of the lifetime QTIP controls 

the management and disposition of the assets at all times, (ii) the donee spouse’s estate tax 

applicable exclusion amount and GST tax exemption can be used notwithstanding the order of the 

spouses’ deaths, and (iii) the assets can be protected from the donee spouse’s creditors by being a 

spendthrift trust.  The assets funding the lifetime QTIP should also be protected from the donor 

spouse’s creditors if the transfer to the trust is not a fraudulent transfer. 

B. “Grantor” By-Pass Trust   
Typically, if a by-pass trust is funded upon the first spouse’s death, that by-pass trust is a non-

grantor trust for income tax purposes as to the surviving spouse.  Wouldn’t it be great if the by-

pass trust could be a grantor trust as to the surviving spouse?  The lifetime QTIP structure can be 

used to establish a by-pass trust for the benefit of the donor spouse that is a grantor trust for 

income tax purposes as to the donor spouse, which enables other estate planning advantages.
113

   

                                                      

 

112
 For more on this section 1014(e) issue, see Akers, Current Developments and Hot Topics, p. 47 – 48 

(June 2014)(available at www.bessemer.com/advisor).  
113

 See Jonathan Blattmachr, Mitchell Gans and Dianna Zeydel, “Supercharged Credit Shelter Trust
SM

, 21 

Prob. & Prop. 52 (July/Aug. 2007)(hereinafter “Supercharged”); Jonathan Blattmachr, Mitchell Gans and 

Dianna Zeydel, “Supercharged Credit Shelter Trust
SM

 versus Portability, 28 Prob. & Prop. 10 

(March/April 2014).  See also Portability – The Game Changer, ABA-RPTE, Income and Transfer Tax 

Group, Estate and Gift Tax Committee Project (distributed at 47
th

 Heckerling Inst., Jan 2013 and available 

http://www.bessemer.com/advisor
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1. The Plan Described 
The essence of this lifetime QTIP trust planning is to enable the estate tax applicable exclusion 

amount of the donee spouse to be used on a trust that will be a grantor trust as to the donor 

spouse.  For example, Wife establishes a lifetime QTIP trust for Husband’s benefit and transfers 

$5.34 million of assets to the trust.  Wife elects QTIP treatment to qualify the trust for the federal 

gift tax marital deduction on a timely filed gift tax return reporting her gift.  Because the QTIP 

election is made, Wife’s gift to the lifetime QTIP trust would not cause any federal gift tax 

liability at the time of the trust funding and the value of the trust would be included in Husband’s 

estate for federal estate tax purposes at the time of his death pursuant to section 2044.  Wife has 

the option of making a reverse QTIP election under section 2652(a)(3) so that the trust is exempt 

for generation-skipping transfer (GST) tax purposes. 

The primary reason for establishing the lifetime QTIP trust is to set the stage for creating the 

grantor by-pass trust in the event that Wife survives Husband.  Wife must put the plan into effect 

while Husband is living – think of it as staging before the important and critical second act.  

During the first act, while Husband is alive, he would be the sole beneficiary of the lifetime 

QTIP.   

Upon Husband’s death, if Wife is then living, an amount of the lifetime QTIP trust’s assets equal 

to Husband’s applicable exclusion amount could be distributed to the grantor by-pass trust for 

Wife’s benefit and the balance (if any) could be held in a second QTIP trust for Wife’s benefit.  A 

QTIP election would be made for this second QTIP trust on H’s estate tax return.   

The grantor by-pass trust could provide for Wife and any of Wife and Husband’s descendants 

(i.e., similar to a traditional by-pass trust).  The creation of a grantor by-pass trust is the key to 

this plan.  Because the trust was included in Husband’s estate under section 2044, the grantor by-

pass trust will not be included in Wife’s estate pursuant to sections 2036 or 2038 even though 

Wife is a beneficiary of the trust.  Reg. § 25.2523(f)-1(f), Examples 10 and 11.  Careful attention 

must also be given to avoid inclusion in Wife’s estate pursuant to section 2041 (e.g., based on 

application of the rule against self-settled spendthrift trusts thereby enabling Wife’s creditors to 

reach her interests in the trust) (see Section V.A.2 below).  

For GST purposes, if Wife made a reverse QTIP election, Wife will be deemed to be the 

transferor, and as such the assets in both the grantor by-pass trust and the second QTIP trust for 

the donor spouse would be GST exempt.   

The central idea of this arrangement is that for income tax purposes, Wife remains the grantor of 

any continuing trust for her benefit under the grantor trust rules, even though the QTIP trust 

assets have been included in Husband’s estate under section 2044.  This allows Wife to have the 

benefits of grantor trust status as to the grantor by-pass trust and to be a discretionary beneficiary 

of the trust’s income and principal.  This result is reliant upon the language of Reg 1.671-2(e)(5), 

which provides:  

                                                                                                                                                              

 

on Committee’s webpage); Franklin and Law, Portability's Role in the Evolution Away from Traditional 

By-Pass Trusts to Grantor Trusts, Vol. 37, No. 2  Bloomberg BNA, Tax Management's Estates, Gifts and 

Trusts Journal (March-April 2012). 
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"If a trust makes a gratuitous transfer of property to another trust, the 

grantor of the transferor trust generally will be treated as the grantor 

of the transferee trust. However, if a person with a general power of 

appointment over the transferor trust exercises that power in favor of 

another trust, then such person will be treated as the grantor of the 

transferee trust, even if the grantor of the transferor trust is treated as 

the owner of the transferor trust under subpart E of the Internal 

Revenue Code." (Emphasis added.) 

Pursuant to this regulation, a change in grantor for income tax purposes occurs only if someone 

possesses a general power of appointment over the transferor trust and actually exercises it in 

favor of another trust.  In the example above, Husband would not hold a general power of 

appointment over the lifetime QTIP and therefore Wife will remain the grantor of the trust for 

income tax purposes.
114

 

This technique is also discussed in Barry Nelson’s outline: Nelson, Seeking and Finding New 

Silver Patterns in a Changed Estate Planning Environment: Creative Inter Vivos QTIP Planning, 

ABA RPTE Section Spring Symposia (Chicago May 2014)(hereinafter “Nelson, Creative Inter 

Vivos QTIP Planning”). 

V. Practical Planning Implications for Lifetime QTIPs 
A. Planning for Donor Spouse to be a Beneficiary after Donee Spouse’s 

Death 
Can the donor spouse retain an interest in the lifetime QTIP if the donor spouse survives the 

donee spouse?  Will the donor spouse’s retention of a backend interest cause the lifetime QTIP to 

fail to qualify as a gift or disqualify the interest in the donee spouse for the gift tax QTIP 

election?  The lifetime QTIP planning technique has more appeal if the donor spouse can benefit 

from the property if he or she survives the donee spouse and do so without jeopardizing the gift, 

estate and GST tax planning.  If this is possible, then the lifetime QTIP can be arranged so that it 

is always benefiting one of the two spouses throughout their lifetimes, notwithstanding the order 

of their deaths. 

1. Estate Tax Pursuant to Sections 2036 and 2038  
Pursuant to section 2523(f)(1), no part of the QTIP property is treated as having been transferred 

to anyone other than the donee spouse.  For QTIP property, section 2523(f)(1)(B) abrogates the 

rule of section 2523(b)(1), which disallows the gift tax marital deduction if the donor retains in 

himself or transfers to any person other than the donee spouse an interest in such property and if 

by reason of such retention or transfer the donor or such person may possess or enjoy any part of 

such property after such termination or failure of the interest transferred to the donee spouse.  

Section 2523(f)(1)(B) provides that as to the QTIP property no part is treated as having been 

retained by the donor spouse or transferred to any person other than the donee spouse.  This 

enables the gift tax marital deduction to be available upon establishing the lifetime QTIP trust, 

even if the donor spouse could benefit from the trust if the donor spouse survives the donee 

spouse’s death.  Correspondingly, section 2044’s inclusion of the QTIP property in the donee 

                                                      

 

114
 See Pennell, Myths, Mysteries, & Mistakes, sec. 3.   Note that Regulation 1.671-2(e)(5), quoted above, 

was adopted in 1999.  T.D. 8831 (August 23, 1999). 



Copyright 2015 Richard S. Franklin.  All Rights Reserved. Page 53 

spouse’s estate means that for estate and GST tax purposes, the QTIP property is treated as 

property passing from the donee spouse (the “fiction of 2044 inclusion”).
115

 

Based on this statutory construction, the following regulatory examples conclude that a donor 

spouse’s retained backend interest after the donee spouse’s death will not be a retained interest 

pursuant to sections 2036 or 2038.   

Example 10, Retention by donor spouse of income interest in property. 

On October 1, 1994, D transfers property to an irrevocable trust under 

the terms of which trust income is to be paid to S for life, then to D for 

life and, on D's death, the trust corpus is to be paid to D's children. D 

elects under section 2523(f) to treat the property as qualified 

terminable interest property. D dies in 1996, survived by S. S 

subsequently dies in 1998. Under Section 2523(f)-1(d)(1), because D 

elected to treat the transfer as qualified terminable interest property, 

no part of the trust corpus is includible in D's gross estate because of 

D's retained interest in the trust corpus. On S's subsequent death in 

1998, the trust corpus is includible in S's gross estate under section 

2044. 

Example 11, Retention by donor spouse of income interest in property. 

The facts are the same as in Example 10, except that S dies in 1996 

survived by D, who subsequently dies in 1998. Because D made an 

election under section 2523(f) with respect to the trust, on S's death the 

trust corpus is includible in S's gross estate under section 2044. 

Accordingly, under section 2044(c), S is treated as the transferor of the 

property for estate and gift tax purposes. Upon D's subsequent death in 

1998, because the property was subject to inclusion in S's gross estate 

under section 2044, the exclusion rule in Section 25.2523(f)-1(d)(1) 

does not apply under Section 25.2523(f)-1(d)(2). However, because S 

is treated as the transferor of the property, the property is not subject 

to inclusion in D's gross estate under section 2036 or section 2038. If 

the executor of S's estate made a section 2056(b)(7) election with 

respect to the trust, the trust is includible in D's gross estate under 

section 2044 upon D's later death.
116

  

                                                      

 

115
 IRC § 2044(c).  The exception to this rule is that the donor spouse will be treated as the transferor for 

GST tax purposes if the donor spouse made the reverse QTIP election.  See Section III.D.1 above. 
116

 Regs. § 25.2523(f)-1(f), Exs. 10 and 11.  Treasury Decision 8522 (Fed. Reg. February 28, 1994), 

explains these examples as follows: 

 Examples 9, 10, and 11 of §25.2523(f)-1(f) have been added, illustrating the application of 

section 2523(f)(5) and §25.2523(f)-1(d). Under these sections, where the donor spouse 

retains an interest in a trust subject to a section 2523(f) QTIP election (e.g., the trust 

provides an income interest to the spouse for life, then to the donor for life, with 

remainder to children), the trust corpus is not subject to inclusion in the donor's gross 

estate under section 2036 (by virtue of the retained life estate) if the donor predeceases 

the spouse. Further, any transfer of the retained interest during the donor's lifetime prior 

to the death of the donee spouse is not subject to gift tax. However, under section 

2523(f)(5)(B), this exclusion rule does not apply if, prior to the donor's death (or the 
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2. Estate Tax Pursuant to Section 2041 and the Rule Against Self-

Settled Spendthrift Trusts   
Section 2041 is the remaining inclusionary provision to consider.  In Examples 10 and 11 from 

the gift tax QTIP Regulation quoted above, the trust’s income would be paid to the donor spouse 

for life, if the donor spouse survived the donee spouse.  The fiction of 2044 inclusion in the donee 

spouse’s estate is that the donee spouse is the transferor of the QTIP property.  Therefore, for 

estate tax purposes the donee spouse, not the donor spouse funded the trust.  Typically, if the 

donee spouse funded a trust for the donor spouse, in which the donor spouse is granted an income 

interest, that income interest alone would be insufficient to result in the trust fund being 

includible in the income beneficiary/donor spouse’s estate for federal estate tax purposes.  The 

same non-inclusionary result should apply if the trustee is granted the authority to distribute 

principal to the donor spouse (again, only if the donor spouse survives the donee spouse) subject 

to the “health, education, maintenance and support” ascertainable standard or if an independent 

trustee has the authority to distribute principal to the donor spouse pursuant to a non-ascertainable 

standard, such as best interests or general welfare. 

The concern is that the fiction of 2044 inclusion may not apply to all circumstances.  For state 

law purposes, the fiction of 2044 inclusion does not apply.  Under state law, the donor spouse 

remains the grantor of the lifetime QTIP trust, even after the donee spouse’s death.  Of particular 

concern is the effect of the state law rule against self-settled spendthrift trusts.  Pursuant to this 

rule, the donor spouse’s creditors are able to reach his or her interests in the trust even if there is a 

spendthrift clause that applies to the donor spouse.
117

  For example, Uniform Trust Code Section 

505(a)(2) provides that notwithstanding the presence of a spendthrift clause: 

“(2) With respect to an irrevocable trust, a creditor or assignee of the 

settlor may reach the maximum amount that can be distributed to or 

for the settlor’s benefit. If a trust has more than one settlor, the amount 

the creditor or assignee of a particular settlor may reach may not 

                                                                                                                                                              

 

transfer of the interest), the property is included in the donee spouse's gross estate under 

section 2044 or is treated as a gift by the donee spouse under section 2519. The examples 

clarify, inter alia, that if the property is included in the donee spouse's gross estate (or is 

subject to a gift tax under section 2519), the donee spouse is treated as the transferor of 

the property for estate and gift tax purposes. Accordingly, on the subsequent death of the 

donor spouse, the donor is not treated as the transferor of the property in which the donor 

possesses an income interest. In such circumstances, notwithstanding section 

2523(f)(5)(B), the property is not includible in the donor's gross estate under section 

2036. However, the property could be subject to inclusion in the donor's gross estate 

under another applicable section of the Code, the application of which is not dependent 

on the donor's status as a transferor of the property. For example, if the donee spouse's 

estate made an election under section 2056(b)(7) with respect to the property, then the 

property would be includible in the donor spouse's gross estate under section 2044 (a so-

called lifetime reverse QTIP trust). [Emphasis added] 
117

 There are private rulings in which a discussion of this concern is absent and the IRS held that the 

backend interest (which included a special testamentary power of appointment) would not cause inclusion 

the donor spouse’s estate if the QTIP election was not made in the donee spouse’s estate.  See PLR 

200406004 (February 6, 2004); PLR 9437032 (June 20, 1994). 
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exceed the settlor’s interest in the portion of the trust attributable to 

that settlor’s contribution.”
118

 

If the donor spouse’s creditor can reach the donor spouse’s interest in the continuing trust, the 

concern is that section 2041 may apply to result in the continuing trust being included in the 

donor spouse’s gross estate.  After all, a general power of appointment includes a power 

exercisable in favor of creditors.
119

  The idea is that “in effect” it’s a general power of 

appointment because the donor spouse could incur debts and those creditors could pursue the 

collection of such debts from the trust. 

Whether this analysis is correct is unclear.  Complicating matters is a provision of the 2041 

Regulations that specifically indicates the donor spouse cannot retain a general power of 

appointment in himself or herself: “For purposes of §§ 20.2041-1 to 20.2041-3, the term "power 

of appointment" does not include powers reserved by the decedent to himself within the concept 

of sections 2036 to 2038. (See §§ 20.2036-1 to 20.2038-1.)”
120

  This language combined with the 

Examples 10 and 11 from the gift tax QTIP Regulations quoted above and several favorable 

private rulings might lead one to conclude that this creditor’s rights concern is a non-issue.
121

  But 

some worry
122

 and some conclude it’s a concern to plan around.
123

  That the Inter Vivos QTIP 

Trust Jurisdiction statutes (discussed below) exist illustrates the level of concern with respect to 

this creditor’s rights issue.
124

 

One solution to the creditor’s rights concern is to limit the donor spouse’s backend interest to 

receiving distributions limited by an ascertainable standard relating to health, education, support 

or maintenance.  If the applicable state law would limit the rights of a potential creditor to the 

maximum amount that the trustee could distribute (such as the UTC provision quoted above) and 

if the trustee’s right to distribute is limited by such an ascertainable standard, a section 2041 

general power of appointment should not exist.  This is because section 2041(b)(1)(A) provides 

an exclusion for powers limited by an ascertainable standard.   
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 UTC § 505(a)(2) (NCCULC 2010).  The Commentary to that section provides in part: “Subsection 

(a)(2), which is based on Restatement (Third) of Trusts Section 58(2) and cmt. e (Tentative Draft No. 2, 

approved 1999), and Restatement (Second) of Trusts Section 156 (1959), follows traditional doctrine in 

providing that a settlor who is also a beneficiary may not use the trust as a shield against the settlor’s 

creditors. The drafters of the Uniform Trust Code concluded that traditional doctrine reflects sound 

policy.” 
119

 Regs. § 20.2041-1(c)(1). 
120

 Regs. § 20.2041-1(b)(2). 
121

 See PRACTICAL DRAFTING, Marital Deduction Regulations, D. The Lifetime QTIP Trust, 1. Retained 

Interests of Donor Spouse (July 1994).  
122

 Zaritsky, Family Wealth Transfers, ¶ 6.03[3][b][i] (WG&L 2013].  
123

 Supercharged at note 113, p.56. 
124

 See e.g., Reporter’s Comment to Mich. Comp. Laws § 700.7506(4)(“Before the enactment of this 

section, there had been concern that the donor spouse’s retained right to benefit from the overlife estate 

might permit the creditor of the donor spouse to reach the property of the trust on a self-settled trust theory. 

[citation omitted] Subsection 7506(4) makes clear that the donor spouse, who establishes a lifetime QTIP 

trust under IRC 2523 and retains an interest in the trust contingent on surviving the donee spouse, is not a 

‘settlor’ for purposes of §7506(1). This brings the state law creditor treatment into alignment with the IRS 

position that the donee spouse who benefits from an inter vivos QTIP trust is the transferor of the property 

at death.”). 
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The ascertainable standard alternative is not, however, a perfect solution for several reasons.  

First, in some of the lifetime QTIP plans outlined above, it may be desirable to structure the 

backend interest for the donor spouse in a format that could again qualify for QTIP treatment.  In 

such cases, the donor spouse must be entitled to the trust income for life – i.e., it’s an interest not 

subject to an ascertainable standard.  Second, in other lifetime QTIP plans, it would be preferable 

to have the backend interest in the donor spouse to be wholly discretionary.  This would permit 

greater flexibility in accumulating or distributing property based on all circumstances without 

being required to distribute or limit distributions by an ascertainable standard. 

The second and likely more palatable solution to the creditor’s rights concern is to “situs” or 

locate the lifetime QTIP trust in a domestic asset protection trust (DAPT) state such as Alaska, 

Nevada or Delaware and use its laws to govern the creation and administration of the trust.  

Carefully structuring the lifetime QTIP under one of these DAPT laws creates an argument that 

the trust is protected from the claims of the donor spouse’s creditors, if the donor spouse survives 

the donee spouse.  This provides a layer of protection, an argument at least, against the creditor’s 

rights concern.  In effect, in many of these cases, the asset protection feature of the DAPT state’s 

law would be used, not because of an overarching concern for asset protection itself, but because 

the asset protection feature supports the desired tax planning result. 

In recognition of the creditor’s rights concern, some Non-DAPT states have enacted statutes to 

specifically abrogate the rule against self-settled spendthrift trusts for lifetime QTIP trusts 

(adopting Barry Nelson’s nomenclature, these states are referred to herein as Inter Vivos QTIP 

Trust Jurisdictions).
125

  These include: Arizona, Delaware, Florida, Kentucky, Maryland, 

Michigan, North Carolina, Oregon, South Carolina, Tennessee, Texas, Virginia and Wyoming.   

Under the Arizona statute, the settlor of a lifetime QTIP trust is not considered the settlor of the 

trust for creditor’s rights purposes if (i) the QTIP election is made pursuant to section 2523(f) and 

(ii) the settlor is the beneficiary of the trust after the death of the donee spouse.  Arizona has a 

rule against self-settled spendthrift trusts based on UTC 505(a)(2) (quoted above).
126

  But, if the 

settlor is not considered the settlor for purposes of this rule, Arizona’s other rules governing 

creditor’s rights in non-self settled trusts would apply, which generally permit spendthrift trust 

protection of a trust beneficiary’s interests.
127

  The laws in Delaware, Florida Maryland, 

Michigan, North Carolina, South Carolina and Texas similarly deem the donor spouse to not be 

the settlor of the lifetime QTIP after the donee spouse’s death, if the donor spouse has a backend 

interest.  Tennessee’s statute takes a slightly different approach.  Rather than deeming the donor 

spouse to not be the settlor, Tennessee’s statute deems the backend interest in the lifetime QTIP 

to not be property that may be distributed to the donor spouse. 

                                                      

 

125
 For a discussion of the techniques to consider in avoiding inclusion under section 2041 and of the Inter 

Vivos QTIP Trust Jurisdictions see Nelson, Creative Inter Vivos QTIP Planning (fully cited at the end of 

Section IV.B.1 above). 
126

 Ariz. Rev. Stat. § 14-10505(A)2 provides in part: “Subject to the requirements of this section, with 

respect to an irrevocable trust, a creditor or assignee of the settlor may reach the maximum amount that can 

be distributed to or for the settlor's benefit. If a trust has more than one settlor, the amount the creditor or 

assignee of a particular settlor may reach may not exceed the settlor's interest in the portion of the trust 

attributable to that settlor's contribution. This paragraph does not apply to any trust from which any 

distribution to the settlor can be made pursuant to the exercise of a power of appointment held by a third 

party or abrogate otherwise applicable laws relating to community property…” 
127

 See Ariz. Rev. Stat. §§ 14-10501 – 10504. 
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It’s worth noting that in Est.of Kite v. Comm’n,
128

 Mrs. Kite transferred certain stock into a 

lifetime QTIP trust for Mr. Kite seven days before his death.  Upon Mr. Kite’s death, the QTIP 

property was included in his estate under section 2044, but a QTIP election was made in his estate 

for the continuing QTIP trust benefiting Mrs. Kite (i.e., she had a backend QTIP interest).  It 

appears that the QTIP trust instrument was created and governed by the law of Oklahoma.  When 

the trust was established Mrs. Kite, a resident of Oklahoma, and Boatmen’s Trust Co., were the 

trustees; thereafter, Bank of Oklahoma, N.A. succeeded Boatmen’s.
129

  The case does not discuss 

section 2041 inclusion of the QTIP property in Mrs. Kite’s estate, presumably because upon Mr. 

Kite’s death the QTIP election was made for the continuing trust, so that the trust property was 

includable in Mrs. Kite’s estate under section 2044.  Oklahoma is a DAPT state, and not an Inter 

Vivos QTIP Trust Jurisdiction, which is perhaps why they felt secure in using Oklahoma law. 

Alternatively, if the Kite plan was that in all events a QTIP election would be made in Mr. Kite’s 

estate for the backend interest retained by Mrs. Kite, then, under that plan, section 2044 inclusion 

in Mrs. Kite’s estate would apply and it would not be necessary to create the lifetime QTIP 

arrangement in either a DAPT state or Inter Vivos QTIP Trust Jurisdiction (i.e., the section 2041 

concern becomes irrelevant).
130

 

3. Avoid Concerns by Establishing Lifetime QTIP in a DAPT 

State or Inter Vivos QTIP Trust Jurisdiction 
If the donor spouse lives in one of the Inter Vivos QTIP Trust Jurisdictions should the donor 

spouse use his or her home state’s law to govern the lifetime QTIP in which the donor spouse will 

retain the backend interest or select one of the DAPT states in which to situs the trust?  An 

advantage of using the home state’s laws is that no special effort to situs the trust in another state 

is needed.
131

  Some attorneys believe that the using the home state’s laws will more likely result 

in the courts respecting the credit protection feature.    

A disadvantage of the Inter Vivos QTIP Trust Jurisdiction statutes is that each such statute is 

designed to permit domestic asset protection to a limited class of trust interests created by and for 

the settlor.  Yes, each of these Inter Vivos QTIP Trust Jurisdictions allow domestic asset 

protection trusts.  It’s just that they are allowing them only for married couples and, for purposes 

of our discussion, only for married couples that create lifetime QTIP trusts.  It’s these limitations 

that may prove less desirable by comparison to, for lack of a better description, a full blown 

DAPT state.  To understand the potential implications of this choice it is necessary to look into 

the future and consider the planning permutations that may occur with the proposed lifetime 

QTIP. 

For example, all of the Inter Vivos QTIP Trust Jurisdictions, other than Maryland and Michigan, 

allow the desired protection only after the donee spouse’s death.  That is, other than the Maryland 

and Michigan statutes, they do not contemplate that the donee spouse’s interests in the QTIP 

                                                      

 

128
 T.C. Memo. 2013-43 (2013). 

129
 Mrs. Kite’s father served as chairman of a family owned bank, which through merger and acquisition 

became part of the Bank of Oklahoma, N.A. 
130

 See Regs. § 25.2523(f)-1(f), Ex. 11 (last sentence); PLR 9007015 (November 16, 1989)(ruling 3). 
131

 If the donor spouse resides in an Inter Vivos QTIP Trust Jurisdiction, that state’s law might be used as 

the fallback position.  For example, a Florida client might establish the lifetime QTIP in Delaware (a 

DAPT state) for the reasons discussed below.  If a court determines that Delaware’s laws cannot control 

the issues (see e.g., Hanson v. Denckla, 357 U.S. 235 (1958)), then the issues would most likely be 

controlled by application of Florida law, being one of the Inter Vivos QTIP Trust Jurisdictions. 



Copyright 2015 Richard S. Franklin.  All Rights Reserved. Page 58 

might terminate for reasons other than death.  Therefore, the backend interest in the donor spouse 

after a full release of the donee spouse’s interests during the donee spouse’s lifetime (and section 

2519 transfer) may not be protected from the claims of donor spouse’s creditors.  Michigan’s 

statute seems to contemplate this by using language that refers to the “termination of the 

individual’s spouse’s prior beneficial interest in the trust.”
132

  In a full blown DAPT state, the 

donor spouse’s backend interests would likely be protected in such a circumstance too. 

Another example relates to the idea that the continuing trust for the donor spouse (the backend 

interest) would be a “grantor trust” for income tax purposes.  For example, suppose that after the 

lifetime QTIP is created, the donee spouse dies, and the trust continues in the form of a by-pass 

trust in which the donor spouse is a beneficiary, and it is a grantor trust as to the donor spouse.  

Suppose the donor spouse then sells assets at a discount to the trust for a promissory note – i.e., 

the sale to a defective grantor trust technique.  After all, this is one of the advantages of the by-

pass trust being a grantor trust versus the traditional by-pass trust that is not a grantor trust.  

Suppose further that the IRS could sustain a higher value for the sold property and a deemed gift 

occurs for the excess over the sales price.  The deemed gift is not protected by Fla. Stat. § 

736.0505(3) since there would be no QTIP election as to the deemed gift.  It is simply a transfer 

by the donor spouse to a trust in which the donor spouse is a beneficiary.  If the donor spouse’s 

interest qualifies as a “qualified disposition” under Delaware law,
133

 there may be no estate tax 

inclusion as to the deemed gift.
134

  Preserving that argument is perhaps one advantage of the 

DAPT states over most of the Inter Vivos QTIP Trust Jurisdictions. 

4. Avoid Concerns by Subsequent Transfer of Interests by Donor 

Spouse During Donee Spouse’s Lifetime 
Under section 2523(f)(5)(A), if the donor spouse retains a backend interest in a lifetime QTIP, 

any subsequent transfer by the donor spouse of the retained interest during the donee spouse’s 

lifetime is not treated as a transfer for gift tax purposes.
135

 Therefore, if the donor spouse initially 

retains an interest and later determines that it is unlikely to be needed or useful, the donor spouse 

could release the interest and remove any lingering estate tax inclusion issue.  While the donor 

spouse should not retain any interest that is subject to assignment, a simple release should be 

available. 

Furthermore, as a practical matter, any retained interest in the donor spouse is contingent on 

surviving the donee spouse (i.e., since the donee spouse’s interest must be for life).  As such, the 

donor spouse’s interest is subject to the very real possibility of not being realized.  In the event 

the donor spouse does predecease the donee spouse, the retention of the contingent interest until 

the donor spouse's death does not cause the property subject to the retained interest to be 

includible in the gross estate of the donor spouse.
136

 

                                                      

 

132
 The Maryland statutory language is similar to that in Michigan. 

133
 Delaware Code, Title 12, § 3570(7). 

134
 See PLR 200944002 (approved DAPT based on Alaskan law). 

135
 Regs. § 25.2523(f)-1(d)(1). Also, under authority of 2523(f)(5)(A), the IRS in PLR 200406004 

(February 6, 2004) holds that the donor spouse having a power as trustee to distribute to the donee spouse 

not subject to an ascertainable standard will not cause inclusion in the donor spouse’s estate if the donor 

spouse predeceases the donee spouse. 
136

 Id.  See Regs. § 25.2523(f)-1(f), Ex. 10. 
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Under section 2523(f)(5)(B), these rules do not apply after the donee spouse’s death or a transfer 

subject to section 2519.
137

  Therefore, the concerns with inclusion under section 2041 apply with 

respect to any donor spouse retained interest in the lifetime QTIP once the donor spouse survives 

the donee spouse. 

5. Avoid Concerns with Donor Spouse Retaining a Special Power 

of Appointment 
Can the donor spouse retain a special power of appointment as part of a backend interest in a 

lifetime QTIP trust?  This is another grey area.
138

  While some private letter rulings appear to 

sanction it,
139

 the cautious play may be to avoid the concern. 

A suggested alternative for creating flexibility is to grant an independent trustee broad authority 

to make distributions to the donor spouse (i.e., not limited to an ascertainable standard, as defined 

in the regulations under section 2041).  If a QTIP election is made in the donee spouse’s estate for 

the continuing QTIP interest in the donor spouse, then the backend interest of the donor spouse 

will be subject to estate taxation in the donor spouse’s estate.  In this situation, if circumstances 

change, the independent trustee could exercise its discretionary power to make outright 

distributions to the donor spouse, who could then make adjustments in the ultimate distribution of 

the trust property.  The distributions from the continuing QTIP trust will be included in the donor 

spouse’s estate pursuant to section 2033 rather than section 2044 – i.e., the property is taxable in 

either case.  Alternatively, if the backend interest is the nature of a by-pass trust, the independent 

trustee could utilize the distribution power to decant the trust to another trust based on the change 

in circumstance. 

6. When Section 2041 is Not a Concern with Retained Backend 

Interest 
The retained interest strings are less of a concern if the donor spouse does not retain a backend 

interest.  But are there circumstances when section 2041 is not a concern for a retained backend 

interest, such that the lifetime QTIP would not need to be established in a DAPT state or Inter 

Vivos QTIP Trust Jurisdiction?  Yes, there is at least one such circumstance.   
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 Regs. § 25.2523(f)-1(d)(2). 

138
 Pennell, 843-3rd T.M., Estate Tax Marital Deduction, VI.F.6, note 518; Zaritsky, Family Wealth 

Transfers, ¶ 6.03[3][b][ii] (WG&L 2013]. 
139

 See e.g., PLR 200406004 (February 6, 2004). 
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Example 3: The donor spouse establishes a lifetime QTIP for the donee 

spouse, timely makes the gift tax QTIP election, and upon the donee 

spouse’s death the QTIP is included in the donee spouse’s estate 

pursuant to section 2044.  The donor spouse survives the donee spouse 

and the trust continues in a format that qualifies for QTIP treatment and 

the personal representative of the donee spouse’s estate elects QTIP 

treatment on the donee spouse’s estate tax return.  The donor spouse 

established the trust in the District of Columbia.  Pursuant to DC law, 

the creditors of the donor spouse can reach the trust assets to satisfy the 

donor spouse’s creditors to the extent distributions can be made to or 

for the benefit of the donor spouse.
140

   

The plan illustrated in Example #3 should work if the original intent is that upon the donee 

spouse’s death, the QTIP election will be made for the backend interest if the donor spouse is the 

surviving spouse.  But, you may be thinking, if DC’s rule against self-settled spendthrift trusts 

would allow the donor spouse’s creditors to reach the trust assets after the donee spouse’s death, 

is the QTIP election available at the time of donee spouse’s death?  After all, if the donor spouse 

has a general power of appointment because the donor spouse’s creditor can reach the assets, 

wouldn’t the trust automatically qualify for the section 2056(b)(5) marital deduction as a general 

power of appointment marital trust, thereby in effect making the QTIP election unavailable?
141

  

For this purpose, it is important to note that a “general power” for section 2056(b)(5) must be 

exercisable in favor of either the spouse or his or her estate.  Even though the donor spouse might 

have a general power of appointment pursuant to section 2041 in the above example, a creditor-

type power alone would not qualify for the deduction under section 2056(b)(5) (i.e., as a general 

power of appointment marital trust).
142

  This means that in Example #3, the QTIP election upon 

the donee spouse’s death should be available.  Since the value of the QTIP trust will be included 

in the donor spouse’s estate under section 2044 and that is the intended result, it makes little 

difference that inclusion may also occur pursuant to section 2041; provided, however, this would 

not be true with the minority interest discount planning outlined in Section II.F above or if the 

desire is to effectively use the GST exemption of the donee spouse. 

Does DC’s rule against self-settled spendthrift trusts impact the ability to make the first QTIP 

election in favor of the donee spouse – i.e., is the ability of creditors to reach the assets a power to 

appoint to someone other than the donee spouse in violation of section 2056(b)(7)(B)(ii)(II) 

(made applicable to lifetime QTIPs by section 2523(f)(3))?  This should not be a concern because 

the donor spouse’s interests would be contingent on surviving the donee spouse.  Nothing could 

be distributed to the donor spouse prior to the donee spouse’s death.  Therefore, during the donee 

spouse’s lifetime, the QTIP trust assets should be protected from claims of the donor spouse’s 

creditors.  

When might this be acceptable in the context of a lifetime QTIP plan?  Perhaps when the donor 

spouse’s backend interest is in the form of a secondary QTIP, but not the by-pass trust part, and 

                                                      

 

140
 DC Code § 19-1305.05 provides in part: “(a) Whether or not the terms of a trust contain a spendthrift 

provision, the following rules apply: *** (2) With respect to an irrevocable trust, a creditor or assignee of 

the settlor may reach the maximum amount that can be distributed to or for the settlor's benefit.” (emphasis 

added) 
141

 Pennell, 843-3rd T.M., Estate Tax Marital Deduction, VI.F.2(d). 
142

 Id. at VI.B.2. 
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not with the minority interest discount planning.  For example, suppose that a lifetime QTIP is 

established to ensure use of the donee spouse’s applicable exclusion amount, and that upon the 

donee spouse’s death a formula allocates an amount equal to the donee spouse’s estate tax 

exclusion to a by-pass trust in which the donor spouse is not a beneficiary and the balance, if any, 

to a secondary QTIP trust for the donor spouse.  It is contemplated that a QTIP election will be 

made for the secondary QTIP if the donor spouse survives the donee spouse.  In this case, 

creating the lifetime QTIP in a DAPT state or Inter Vivos QTIP Trust Jurisdiction may not be 

imperative, but some options such as a partial QTIP election could be unavailable given the 

potential creditor concern.  Perhaps it would also be acceptable for a lifetime QTIP implemented 

just for an income tax basis adjustment or just to control property. 

7. GST Tax and Backend Interests 
Section III.D. above explains that the donor spouse may reverse the QTIP election for GST tax 

purposes when establishing a lifetime QTIP trust.  This is generally advantageous if the lifetime 

QTIP’s assets appreciate in value over time.  It starts to leverage the GST exemption upon 

establishing the lifetime QTIP rather than waiting until the donee spouse’s death.  By the nature 

of QTIP property, income must be paid out to the donee spouse and therefore using GST 

exemption on a QTIP trust is “leaky”, at least to that extent.  Even so, making the reverse QTIP 

election for a lifetime QTIP trust may be an efficient use of the donor spouse’s GST exemption, 

particularly if other gifts are not contemplated to which such GST exemption could be allocated.   

Suppose that when establishing the lifetime QTIP, the donor spouse makes both the QTIP 

election and reverse QTIP election on a timely filed gift tax return, then the donor spouse 

survives the donee spouse’s death and the trust provides the donor spouse with a backend interest 

in a form that would qualify for QTIP treatment.  If the QTIP election is made in the donee 

spouse’s estate, estate taxes on the QTIP trust are deferred until the donor’s spouse’s subsequent 

death.  For GST tax purposes, the donor spouse will remain the transferor of the trust because of 

the reverse QTIP election on the gift tax return reporting the original transfer.  Moreover, the trust 

will retain its exempt status resulting from the donor spouse’s original allocation of GST 

exemption.  This makes sense because the reverse QTIP election made on the donor spouse’s gift 

tax return has the effect of deeming the gift tax QTIP election as having not been made (i.e., and 

if that QTIP election had not been made, there would have been no inclusion in the donee 

spouse’s estate, no QTIP election could have been made in the donee spouse’s estate, and no 

inclusion in the donor spouse’s estate).  Therefore, the inclusion ratio should track back to the 

allocation of GST exemption on that gift tax return, even though the trust property has been 

subsequently included in both the donor and donee spouses’ estates.
143

 

B. Divorce and Income Taxation of the QTIP Trust 
Section 672(e)(1)(A) provides that a grantor shall be treated as holding a power or interest held 

by an individual who was the spouse of the grantor at the time of the creation of the power or 

interest.  Section 682 provides that “[t]here shall be included in the gross income of a wife who is 

divorced . . . the amount of the income of any trust which such wife is entitled to receive and 

which, except for this section, would be includible in the gross income of her husband, and such 

amount shall not, despite any other provision of this subtitle, be includible in the gross income of 

such husband.”  This means that following divorce, the trust accounting income of the lifetime 
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QTIP, which must be distributed to the donee spouse even following the divorce, will be taxed to 

the divorced/donee spouse.
144

 

The items of income attributable to principal for trust accounting purposes, however, may remain 

taxable to the donor spouse, if the trust continues to be a grantor trust as to principal, or to the 

QTIP trust, if the trust is no longer a grantor trust as to principal.  Obviously, the donor spouse 

might be upset to learn he or she must continue to pay income taxes on the income of a trust 

benefiting the ex-spouse.  Therefore, this income tax issue should be considered in the drafting 

stage and the client advised accordingly.
145

 

Some of the uses for lifetime QTIPs have little or no exposure to this concern.  For example, if 

the lifetime QTIP is being used as a donee under a Petter formula allocation clause, the QTIP 

trust may be funded only nominally or with modest amounts passing under the formula clause.  

Also, if the lifetime QTIP is designed to provide a structure for using the donor spouse’s AEA as 

in Section II.D, the QTIP trust may have little or no assets following a disclaimer by the donee 

spouse.  In either case, the potential exposure to the donor spouse for income taxes following a 

divorce is small. 

The concern will be applicable when the lifetime QTIP has provisions designed to cause wholly 

grantor trust status, such a power to substitute assets of equivalent value or if the donor spouse 

retained a backend interest in the QTIP trust.  One suggested solution is to create some 

alternatives for turning off grantor trust status as to principal.  For example, the lifetime QTIP 

could have a trust protector authorized to terminate grantor trust status as to principal, including 

the ability to terminate the backend interests of the donor spouse.  Moreover, the donor spouse 

could release his or her backend interests to terminate that incident of grantor trust status.  The 

gift tax QTIP rules specifically provide that a transfer of such retained interests during the donee 

spouse’s lifetime is not a transfer for gift tax purposes.
146

   

Prior to divorce, a discretionary power to distribute principal to the donee spouse would cause 

grantor trust status as to principal under section 677(a).  After divorce, under the rule of section 

672(e)(1)(A), the same result would continue to apply since the section 677(a) power is 

determined at the time of creation.  Whether a discretionary power is subject to section 682 is not 

clear.  For purposes of section 682 is the divorced/donee spouse “entitle to receive” the 

discretionary principal distributions?  Moreover, distribution of principal would not typically 

carryout items of income attributable to principal for trust accounting purposes.  As mentioned 

above in Section III.A.4, any discretionary principal distribution provision could be designed to 

terminate upon divorce.  Therefore, consider whether the principal distribution provisions should 

terminate on divorce to end grantor trust status as principal. 

Other alternatives to consider in mitigating the post-divorce income tax consequences to the 

donor spouse might include: swapping assets, at least prior to the actual divorce to restrict future 

capital gains (e.g., swapping in bonds) or restructuring the investments to control the degree of 
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 Nelson & Franklin, Inter Vivos QTIP Trusts Could Have Unanticipated Income Tax Results to Donor 

Post-Divorce, Steve Leimberg's Estate Planning Newsletter #2244 (September 15, 2014). 
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 Section 682 would have a similar impact in QPRTs, GRATs, SLATs, ILITs where the divorced spouse 

is a beneficiary post-divorce.  Many of these trust instruments may terminate the spouse’s interests as a 

beneficiary post-divorce,  whereas this is not possible for the income interest in a QTIP. 
146

 See Section V.A.4. 
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concern (e.g., selling stocks and buying bonds).  Having a friendly trustee may be important.  

Given that divorce does not happen overnight there should be time to consider these alternatives 

once divorce becomes the desired end.  After the divorce, perhaps the QTIP trust could loan funds 

to the donor spouse, if necessary, to pay the taxes on capital gains. 

While the donor spouse may find paying such taxes inconvenient and annoying post-divorce, in 

very wealthy families, the donor spouse’s payment of the capital gains taxes may have a positive 

effect from a wealth transfer tax point of view.  In some cases, the income tax payments may be 

an additional potential cost to obtain the desired estate tax savings.   

A lifetime QTIP could be used to control assets the donee spouse may otherwise be entitled to 

outright upon divorce.  In these situations, having some potential tax exposure in exchange for the 

desired control would likely be acceptable. 

The flexibilities commonly used in irrevocable trusts (i.e., powers to change trustees, protectors, 

etc.) should create options to deal with the income tax concern should it arise.  As discussed 

below, a marital agreement may be an important part of implementing a lifetime QTIP.  The post-

divorce income tax issues could also be addressed in such a marital agreement (for example, the 

donee spouse could agree to some level of reimbursement to the donor spouse for income taxes 

paid by the donor spouse post-divorce).  Of course, the income tax issues are another potential 

entanglement that may require attention in the divorce negotiation.   

Other implications must also be considered with the termination of wholly grantor trust status 

upon divorce.  The lifetime QTIP trust would begin filing separate annual income tax returns.
147

  

In the case of a trust holding S corporation stock, the lifetime QTIP would need to qualify as a 

QSST within 2 months and 15 days after the divorce to continue being a qualified owner of S 

corporation stock.
148

 

 

 

 

                                                      

 

147
 Regs. § 1.671-4(a). 

148
 IRC § 1361(d)(2)(D).  The election is made by the donee spouse.  IRC § 1361(d)(2)(A).  A grantor trust 

automatically qualifies as permitted owner of S corporation stock and a 2-year window of time is permitted 

after the grantor’s death to qualify the continuing trust as a QSST or ESBT, but this 2-year window does 

not apply to a termination of wholly grantor trust status as a result of divorce.  IRC § 1361(c)(2)(A)(ii); 

Regs. §§ 1.1361-1(j)(4), 1.1361-1(j)(6)(iii)(C), 1.1361-1(k)(1), Ex. 10. 
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Appendix A 
 

Sample Form of Contingent General Power of Appointment,  

GRACIOUSLY PROVIDED BY 

 

Day Pitney 

Blue Back Square 

75 Isham Road, Suite 300 

West Hartford, Connecticut  06107 

 

Section X.  Contingent Powers of Appointment.  Notwithstanding any 

provision herein to the contrary except the provisions of Section 3 of 

PART IV and in addition to any other power of appointment granted 

hereunder, each beneficiary of any trust hereunder (an “Applicable 

Trust”) who is a member of the most senior generation of the 

beneficiaries of such trust (an “Applicable Beneficiary”) shall have the 

following powers: 

Contingent General Power of Appointment to Reduce Death Taxes.  

Each Applicable Beneficiary shall have the power to appoint the 

smallest fractional share of an Applicable Trust, if any, that would 

reduce to the minimum the aggregate federal and applicable state 

estate tax and generation-skipping transfer taxes (“Death Taxes”) 

payable upon the Applicable Beneficiary’s death.  If the Applicable 

Beneficiary has a power of appointment equivalent to the power under 

this paragraph (a) with respect to other trusts, the Applicable 

Beneficiary’s power under this paragraph (a) shall apply to the 

Applicable Trust in the proportion that the value of the Applicable 

Trust bears to the value of all such trusts to which the Applicable 

Beneficiary has such a power of appointment.  If any trust property is 

included in the estate of an Applicable Beneficiary for purposes of any 

Death Taxes as a result of this power of appointment, the Trustee shall 

pay over to the Applicable Beneficiary’s estate, or pay directly, from 

such property, an amount equal to that increment of such tax liability 

attributable to the inclusion of such property in the Applicable 

Beneficiary’s estate. 

Contingent General Power of Appointment to Reduce Capital Gains 

Taxes.  Each Applicable Beneficiary shall have the power to appoint 

those Appreciated Assets of an Applicable Trust that (i) are not subject 

to a power of appointment under paragraph (a) preceding; (ii) have in 

the aggregate a value less than or equal to the largest amount that 

would not cause an increase in the Death Taxes payable upon the 

Applicable Beneficiary’s death; and (iii) have in the aggregate the 

greatest Appreciation.  If the foregoing power may apply to some but 

not all assets with the same Appreciation as a percentage of basis, it 

shall apply to all those assets in the proportion that the value of each 

such asset bears to the total value of all such assets.  The following 

rules and definitions shall apply to this paragraph: 

If the Applicable Beneficiary is the beneficiary of 

more than one trust that includes the power provided in this 
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paragraph (b) or an equivalent power, the following 

provisions shall apply: 

Trusts with the Same Remainder Beneficiaries shall 

be aggregated and treated as a single trust for purposes of 

applying the power in this paragraph (b). 

 

With respect to all other trusts, the power under this 

paragraph (b) shall apply in the proportion that the value of 

the Appreciated Assets in each such trust bears to the value of 

the Appreciated Assets in all such trusts. 

“Trusts with the Same Remainder Beneficiaries” shall mean 

trusts for which, after taking into account any exercise by the 

Applicable Beneficiary of a power of appointment over such trust other 

than a power granted under this paragraph (b), the identity and type of 

interests of the vested and contingent remainder beneficiaries are 

identical; provided, however, that differences in the timing of the 

distribution of property, differences in whether distribution is outright 

or in trust, and differences in powers of appointment held by 

beneficiaries following the Applicable Beneficiary’s death shall not be 

considered. 

“Appreciated Assets” shall mean property that, if included in the 

Applicable Beneficiary’s estate for purposes of Chapter 11 of the 

Code, would have its basis determined pursuant to Section 1014(a)(1), 

1014(a)(2) or 1014(a)(3) of the Code immediately after the Applicable 

Beneficiary’s death, subject to the limitations of subparagraph (4) 

following.  

With respect to an Applicable Trust that (i) has an inclusion ratio of 

zero, as defined in Section 2642(a) of the Code, and (ii) does not pass 

on the Applicable Beneficiary’s death, in default of the exercise of the 

power of appointment, solely to non-skip persons, as defined in Section 

2613 of the Code, assets of such Trust shall not be Appreciated Assets 

to the extent that the value of such assets exceeds the Applicable 

Beneficiary’s exemption from generation-skipping transfer tax 

pursuant to Section 2631 of the Code available at the time of the 

Applicable Beneficiary’s death, reduced by the value of any transfers 

occurring at the Applicable Beneficiary’s death, other than pursuant to 

this paragraph (b) or an equivalent provision, to which an effective 

allocation of the Applicable Beneficiary’s exemption from generation-

skipping transfer tax could be made.   

“Appreciation” shall mean the amount by which the value of property 

exceeds its income tax basis immediately prior to the Applicable 

Beneficiary’s death. 

General Provisions Applicable to this Section.  For purposes of 

determining the property, or fraction thereof, subject to a power of 

appointment provided under this Section: 

Taxes shall be computed assuming that the power is not 

exercised. 



Copyright 2015 Richard S. Franklin.  All Rights Reserved. Page 66 

Property shall be valued in accordance with Chapter 11 of 

the Code applied as if such property were included in the Applicable 

Beneficiary’s estate. 

The Trustee may rely on information provided by the legal 

representative of an Applicable Beneficiary’s estate in determining the 

trust property subject to the power of appointment. 

A power of appointment under this Section may be exercised 

by an Applicable Beneficiary by will duly admitted to probate upon any 

terms and conditions, including further trusts, to or for the benefit of 

the creditors of the Applicable Beneficiary’s estate.  No exercise of this 

power of appointment shall be effective unless it shall make specific 

reference to this provision.  Any portion of such property which such 

Applicable Beneficiary shall not have effectively appointed shall be 

distributed as otherwise provided in this Trust Agreement.
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Appendix B 
 

Sample Delaware Tax Trap Provision 

GRACIOUSLY PROVIDED BY 

 

Steven B. Gorin, Esq. 

Thompson Coburn LLP 

One US Bank Plaza 

St. Louis, Missouri  63101 

 

Section 0.1 Duration of Trusts.  The rule against perpetuities 

does not apply to any trust created under this Agreement;  however: 

(a) if a trust holds real property in a state which subjects such 

ownership to the rule against perpetuities or another rule limiting the 

maximum duration of trusts, then such trust shall terminate with 

respect to such property no later than the fixed period of years 

provided under such rule or, if such rule does not provide a fixed 

number of years, then twenty-one (21) years after the death of the last 

to die among my spouse and my descendants who are living at the time 

of my death or at such earlier time as this trust becomes irrevocable 

with respect to such property; and (b) subject to subsection (a), no 

trust shall terminate later than one thousand (1,000) years after my 

death or at such earlier time as this trust becomes irrevocable, unless 

extended under Section 0.2. This Section shall not preclude the trustee 

from exercising the trustee’s powers, provided in this Agreement or 

under any provision of law, to merge and administer as one trust any 

trust(s) created in this Agreement with any trust(s) created under an 

instrument to which the rule against perpetuities applies (any trust 

resulting from any such merger being referred to in this Section as a 

“Merged Trust”), and such Merged Trust shall terminate on the 

earliest date when any of such trusts would, without regard to such 

merger, have been required to expire under the governing document, 

the rule against perpetuities or other applicable law governing the 

maximum duration of trusts.  If all or any portion of a trust is 

terminated pursuant to this Section, the trustee shall distribute all of 

the assets of the terminated portion, outright and free of trust, to the 

primary beneficiary of the trust.    

Section 0.2 Appoint.  The exercise by any person (the “Donee” 

in this Section) of any power to “Appoint” in this Agreement shall be 

subject to this Section.  Subject to the restrictions stated in this Section 

and any other provisions of this Agreement specifically to the contrary, 

in the exercise of such power of appointment the Donee may appoint 

outright or in trust (including continuing the existing trust but with 

modified terms), may appoint to or for the benefit of one or more 

persons (whether born or unborn on the date of this Agreement) in the 

restricted group who are objects of such power to the complete 

exclusion of any one or more other persons in such group, may create 

additional powers of appointment that may be exercised in favor of 

persons within or without the restricted group, and generally may 

appoint in any lawful manner.  Notwithstanding the foregoing, if a 

power to Appoint that is not a general power of appointment (within 
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the meaning of Code section 2041) is exercised by creating another 

power of appointment which under the applicable local law could be 

validly exercised so as to postpone the vesting of any estate or interest 

in such property, or suspend the absolute ownership or power of 

alienation of such property, then any trust created by such exercise 

shall terminate no later than one thousand (1,000) years after my 

death or at such earlier time as this trust becomes irrevocable; 

however, the limitations of this sentence shall not apply if the 

exercise specifically states an intent to create a general power of 

appointment or specifically refers to Code section 2041(a)(3) in a 

manner which demonstrates such an intent.  Except where 

specifically provided in this Agreement to the contrary, any exercise 

shall affect only the assets remaining in the trust at its termination, if 

any.  The power is personal to the Donee, and no person is authorized 

to exercise the power on behalf of the Donee.  Any exercise must 

specifically refer to the power and shall be effected only by a will duly 

admitted to probate or other written instrument.  Any exercise by an 

instrument other than a will shall be revocable by a subsequent 

instrument or by will, unless the Donee specifically provides otherwise 

in the instrument.  Each exercise or revocation by an instrument other 

than a will shall be accomplished upon the delivery to the trustee 

during the Donee’s life of a written instrument of exercise or 

revocation that is dated and signed by the Donee.  So far as possible, 

the laws of the State of Missouri shall govern the validity of any 

interest created by the exercise of such power of appointment.   


