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I. INTRODUCTION



A. “Patriotism” Avoidance in Estate Planning

Faithful morning talk-show watchers, especially those more affluent viewers, were likely
shocked on the morning of September 18, 2008 when they discovered that they had not been
patriotic when it comes to financing the national government. During the most recent
presidential campaign, then vice-presidential candidate Joe Biden appeared on ABC’s “Good
Morning America” and informed those well-off Americans that an increase in taxes is a patriotic
duty.!

Other than the relatively few exceptional cases, people have a general desire to
accumulate wealth. There are many different reasons why people have this desire. Among other
reasons one can presume that people want money for security, access to health care, ability to
make purchases, ability to support hobbies, ability to support addictions, greed, and to provide
for their current and future family—the last being most in line with this paper.

Vice President Joe Biden would have himself a friend in Justice Oliver Wendell Homes,
Jr. in regard to giving money to the United States. In Compania General De Tabacos De
Filipinas vs. Collector of Internal Revenue, Holmes, in his dissenting opinion, wrote ‘“Taxes are
what we pay for a civilized society.”? In keeping with his belief that on the whole taxes are a
good thing, Holmes left a will with perhaps the most famous of all residuary clauses:

All the rest, residue and remainder of my property of whatsoever nature,

wheresoever situate, of which I may die seized and possessed, or in which I may

have any interest at the time of my death, I give, devise and bequeath to the

UNITED STATES OF AMERICA.”

It is probably a safe assumption that no reader of this paper has had or will have a client who
wants to make a final act of “patriotism” and leave anything from their estate to the federal

government. Rather, most, if not all clients will approach an estate planner with the hope that

they will receive sound guidance on tax avoidance rather than tax payment.



Joe Biden finds himself in a very small minority when it comes to the belief that paying
taxes is a patriotic duty. Other than Justice Holmes, there are very few who hold a similar
sentiment. In fact, a close contemporary and friend of Justice Holmes, who himself is one of the
most well respected judges of American jurisprudence, was at odds with Justice Holmes on this
issue. Judge Learned Hand wrote:

Over and over again courts have said that there is nothing sinister in so arranging

one’s affairs as to keep taxes as low as possible. Everybody does so, rich or poor;

and all do right, for nobody owes any public duty to pay more than the law

demands: taxes are enforced exactions, not voluntary contributions. To demand

more in the name of morals is mere cant.*
To which all estate planners proclaim: “Amen!”

To arrange clients’ affairs to keep taxes as low as possible, professional estate planners
have for years sought out the “loopholes” in the Internal Revenue Code—the areas where, for
one reason or another, the federal government has not closed the door on tax avoidance. One
such loophole is created by the fact that the income tax, transfer tax, and estate tax code sections
do not align on all issues—allowing for tax avoidance.’

One set of tax statutes that do not align throughout the Internal Revenue Code are the
grantor trust rules.® When a trust contains a provision that triggers the grantor trust rules, the
Internal Revenue Code will ignore the existence of the trust for purposes of income taxes, and
the grantor rather than the trust or its beneficiaries is the taxpayer.” Yet, for estate tax and gift
tax purposes, the Code recognizes the existence of the same trust and the trust property will not
be part of the grantor’s estate.® Further, the Code will usually consider it to be a taxable gift
when the trust is created; thus sheltering appreciation in the trust property from transfer taxes.

The use of grantor trusts for tax avoidance in estate planning has been a significant tool in

recent decades and has gained more appeal recently as the applicable federal rate has plunged



with the economic crisis of 2008.° And that brings us to the real point of this paper—do grantor
trusts remain a viable form of estate planning, or is there a legitimate concern that they are in

reality just houses built upon sand rather than stone?

B. Overview

The purpose of this paper is to explain where the grantor trust rules came from and
explore their fate in the current tax system. It will provide a background in the tax system in
which the rules were born and analyze the ability of the rules to survive in a new tax system. In
particular, the goal is to show that the Supreme Court’s broad view of “income” in the context of
assessing trust income tax to the grantor is no longer needed in the current tax structure.
Therefore there is an argument that the grantor trust rules themselves, despite their longevity,

have lost their place in the federal tax scheme, and are a risky planning tool.

II. GRANTOR TRUSTS: A HISTORY
“The Congress shall have power to lay and collect taxes on incomes . . .”'°

A. The Decline of the Progressive Tax Structure

Not all that long ago, there was a legitimate reason for the grantor trust rules—they
increased revenue for the United States. The Sixteenth Amendment to the Constitution of the
United States of America was passed in 1913, giving Congress the right to collect income
taxes.!! The income tax rate structure around the time that the grantor trust rules were originally
adopted was very progressive with the marginal tax rate reaching as high as 94 percent for
income above $200,000 under the Individual Income Tax Act of 1944.!2 But over the years

Congress has passed many “revenue acts” in which it has adjusted the tax rate structure,



including most notably the Tax Reform Act of 1986, which transformed the formerly very
progressive tax structure and sent tax rates spiraling downward.'® Since the Tax Reform Act of
1986, there have been, at most, six tax brackets always capped from around 30 to 40 percent for
the wealthiest Americans.!* Comparing this to the 24 brackets in 1944, or the 32 brackets in
1941, or the 55 brackets in 1932, which reached upward of 90 percent for the top brackets, there
has been a virtual elimination of the progressive tax structure.!> For 2010, there are only six tax

brackets with the maximum marginal tax rate at 35 percent for those having a gross income of

more than $373,650.'°

B. The Need for Grantor Trust Rules Before the Decline of the Progressive Tax Structure

1. The Treasury’s Best Friend: The Court'’

Prior to the progressive tax structure succumbing to President Ronald Reagan when he
signed the Tax Reform Act of 1986 into law, the grantor trust rules served an important purpose.
They were the repair that cemented over the hole in the dam that was hemorrhaging revenue that
the treasury wanted and needed.'® Those individuals who were in the higher tax brackets sought
to avoid taxes and did so by deflecting their income to other taxpayers who were in lower
income tax brackets.

For instance, in Lucas v. Earl,'® a husband and wife entered into a contract under which
all of their income, along with all other property received by either during their marriage, would
be held as joint tenants with a right of survivorship. Earl, an attorney, had argued that he and his
wife should each be taxed separately for half of the income earned.?® If they could divide their
taxes between the two of them, then the marginal tax rate would be significantly lowered because

they would be taxed in a lower bracket.



In a very short opinion, Justice Holmes determined that no matter how skillfully drafted a
contract may be, the income earned by a husband vests instantly and all of the taxes due on that
income are to be paid by him, the income earner.?! The Earls’ contract, executed in 1901,
significantly predated the Sixteenth Amendment, so it likely was not tax motivated, but that did
not stop the Court from halting income assignment in its tracks.?> The Court was not about to let
taxpayers so easily thwart the progressive tax structure that Congress had created under the
powers that it had been newly furnished by the Sixteenth Amendment.?

The Court remained a friend to the Treasury in several more landmark cases where it
prevented the avoidance of the extremely high marginal rates of the time. In Helvering v. Horst
the Court extended its decision in Lucas v. Earl to situations where a gift of income was made
without a transfer of the income producing property to the assignee.?* Justice Stone reasoned:

[[Income is ‘realized’ by the assignor because he, who owns or controls the

source of the income, also controls the disposition of that which he could have

received himself and diverts the payment from himself to others as the means of
procuring the satisfaction of his wants. The taxpayer has equally enjoyed the

fruits of his labor or investment and obtained the satisfaction of his desires

whether he collects and uses the income to procure those satisfactions, or whether

he disposes of his right to collect it as the means of procuring them.?

In short, the Court said, “if you, Mr. Taxpayer, would like to take advantage the tax savings that
are produced by gifting income earning property to another who pays taxes at a much lower
marginal rate, then you actually have to gift the property to that person, but if you prefer to

26 If taxpayers were

maintain control of that property, then too bad, you must pay the taxes.
allowed to make incomplete gifts to lower bracket taxpayers then the progressive tax structure

would fail because taxpayers are able to maintain dominion and control over their property

without having to pay the income taxes on income producing property.



In a case heard and decided by the United States Supreme Court not long after Lucas v.
Earl, Justice Holmes again wrote an opinion defending the progressive tax structure.?’” The
taxpayer in Corliss v. Bowers had created a trust giving the income for life to his wife, and a
remainder to their children, but instead of making it a complete gift, the taxpayer retained the
“power to modify or alter in any manner, or revoke in whole or in part” the provisions and
interests created by the trust document.?8

In an opinion just as short as Lucas v. Earl, Justice Holmes swiftly proclaimed that the
grantor of the trust would not be avoiding the taxes. Title in the property was transferred to the
trustee, but his wife was the true beneficiary of the income. The income earned by the trust
property was distinguishable from the income assigned in Lucas v. Earl because it could not be
called “vested” in the grantor because the income was never, even for an instant, his. Instead of
relying on when and in whom income is vested for the justification of taxing the grantor, Justice
Holmes instead declared “taxation is not so much concerned with the refinements of title as it is
with the actual command over the property taxed—the actual benefit for which the tax is paid.”*

In Corliss v. Bowers, the Court was not really making a common law grantor trust rule,
but rather was validating the constitutionality of section 219(g) of the Revenue Act of 1924,
which was the predecessor to the current Internal Revenue Code § 676, the grantor trust rule
treating the grantor as the owner of trust property where the trust is revocable.>® Likewise, three
years later, in Burnet v. Wells®!, the Court again did not really do anything to add to the grantor
trust rules, but instead validated the constitutionality of another already then-existing grantor
trust rule, although at that time not referred to by that name.>>

In Burnet v. Wells the taxpayer had set up several irrevocable trusts holding insurance

policies on the grantor, and the trustee of the trusts was directed to use income generated by the



trusts to make the insurance premium payments.*> By making the trusts irrevocable the grantor
had avoided the problem that befell the taxpayer in Corliss v. Bowers, but he was not home free.
In writing the opinion, another of the most famous Justices had the opportunity to add his input
on the matter of maintaining the progressive tax structure. In his opinion, Justice Cardozo fell in
line with the reasoning Justice Holmes had used in Corliss v. Bowers—title is not what matters
when it comes to taxation of trusts, what really matters is where the benefit attaches.>* Justice
Cardozo relied in part on the legislative history of the Revenue Act of 1924 in making his
decision, and that legislative history expressed the need to prevent loopholes bypassing the
progressive tax structure. Justice Cardozo wrote:

The purpose of the law is disclosed by its legislative history, and indeed is clear
upon the surface. When the bill which became the Revenue Act of 1924 was
introduced in the House of Representatives, the report of the Committee on Ways
and Means made an explanatory statement. Referring to section 219(h) it said:
‘Trusts have been used to evade taxes by means of provisions allowing the
distribution of the income to the grantor or its use for his benefit. The purpose of
this subdivision of the bill is to stop this evasion.” House Report, No. 179, 68th
Congress, 1st Session, p. 21. There is a like statement in the report of the Senate
Committee on Finance. . . . By the creation of trusts, incomes had been so divided
and subdivided as to withdraw from the government the benefit of the graduated
taxes and surtaxes applicable to income when concentrated in a single ownership.
Like methods of evasion, or, to speak more accurately, of avoidance . . . had been
used to diminish the transfer or succession taxes payable at death. One can read
in the revisions of the Revenue Acts the record of the government’s endeavor to
keep pace with the fertility of invention whereby taxpayers had contrived to keep
the larger benefits of ownership and be relieved of the attendant burdens.®

In section 219(g) and 219(h) of the Revenue Act of 1924, Congress had addressed part of
the grantor trust problem by enacting what had essentially the same effect as current Internal
Revenue Code sections 676 and 677.° The Supreme Court, in Helvering v. Clifford’’, opened
up the proverbial floodgates when it determined that a trust, which was not subject to either of

8

those sections®®, was still taxable to the grantor based on the broad scope of the then-current

version of today’s Internal Revenue Code § 61.% The extraordinary powers held by the grantor



in this case called for the Court to step in to protect the progressive tax structure yet again. The
Clifford decision afforded a great deal of power and discretion to the government to assess taxes
to the grantor where the grantor retains certain rights.*

Previously the Court had stated that where a trust’s beneficial interest is assignable, and
there is not a reservation held by the assignor, then the assignee becomes the taxpayer for income
earned by the trust property.*! But, in Clifford, there was a second-thought about what powers
may make the income taxable to the grantor. The Court was not only concerned with powers of
revocation and payments of life insurance*?, the court decided the issue was much broader than
that, and that the real question was whether the grantor had retained any “dominion or control”
over the trust property.*® Justice Douglas wrote, “The bundle of rights which [the grantor]
retained was so substantial that [he] cannot be heard to complain that he is the victim of despotic
power when for the purpose of taxation he is treated as owner altogether.”** In Burnet v. Wells
and Corliss v. Bowers, the Court had used “control” as the basis for finding the statutes in those
cases constitutional, but in Clifford the Court had gone much further and made “dominion or
control” over the trust property the actual test for determining if the grantor should pay the
income taxes for the trust property.

There was one immense problem created by the Court. The Clifford decision did not
explicitly state which trust provisions would constitute “dominion or control” of trust property.
It had only presented the provisions of one particular trust that, together, definitely gave the
grantor control over the property.* But what about trusts with provisions creating less control
than the trust in Clifford? Where should the line be drawn? A Note in the Columbia Law
Review adequately expressed the problem created by Clifford saying, “The available literature

on the subject has corresponded in quantity with the litigation. [There is so much that] [o]nly a



sampling can be presented.”*® Now that the Court had proclaimed this broader power for the

Treasury, the Treasury itself stepped in to define its power.

2. T.D. 5488: The Treasury Defines its “Clifford Rules”

In the wake of the landmark decision in Clifford there was a scramble to figure out what
the decision meant. Allowing the courts to sort it out was leading to pure chaos, with the rule
being continually refined and confused through litigation.*’ The Treasury Department needed to
step in and provide some regulations for the tax collectors and the taxpayers alike, because the
lack of clear guidelines would have led to continued litigation due to the vagueness of the
Clifford opinion.*®

The Clifford decision was lacking as adequate guidance because it did not explicitly state
which provisions, by themselves, would cause the trust income to be treated as the grantor’s
income for purposes of income tax.*” The Court stated that the particular trust provision in the
trust before the court created tax liability for the grantor under the broad scope of section 22(a)’s
definition of income.’® Relying on a definitional statute to determine what should be taxable to a
grantor was strange, considering the income was already taxable to the trust. Nevertheless the
court relied on the definition of income as the reason to tax the grantor, and the court left it open
to future court decisions or other actions to narrow the scope of the decision.’! The Treasury
Department basically took that trust provision and broke it down into pieces; making
determinations as to what would qualify as being “dominion and control” of the trust property or
income under the broader Clifford rule.

In specifically listing what trust provisions would cause the trust income to be taxed to
the grantor, the Treasury took away some of the elasticity of the rule in Clifford, but at the same

time its specifics covered a wide range of retained grantor rights. Without the context of the goal
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in mind—to prevent income splitting—the definition of “dominion and control” that the
Treasury created with these provisions is surprising today because they seem extremely broad,
especially when considering that each power in and of itself causes the trust to be a grantor trust.
Indeed, that was the point—the Treasury created regulations that closed a form of income
splitting, and increased tax revenues. In its preamble and first provisions the regulations
themselves cite Clifford and its reasoning:

In order to conform [the][r]egulations . . . to the principles set forth in the decision

of the Supreme Court in the case of Helvering v. Clifford . . ., such regulations are

amended as follows: ... Income of a trust is taxable to the grantor under section

22(a) although not payable to the grantor himself and not to be applied in

satisfaction of his legal obligations if he has retained a control of the trust so

complete that he is still in practical effect the owner of its income. (Helvering v.

Clifford, 309 U. S., 331.).32

The Treasury Department promulgated regulations identifying which trust provisions, in
and of themselves, created a “retained control . . . so complete that [the grantor] is still in

practical effect the owner of its income.”?

3. Congress Codifies the Clifford Treasury Regulations

Almost a decade after the treasury promulgated its Clifford regulations, Congress decided
the regulations had become well-established rules that should become part of the Code, and did
so when it gave the tax code a facelift with the Internal Revenue Code of 1954. The legislative
history shows that Congress agreed with the reasoning used by the courts. This is displayed in
the committee reports which use the same language as Clifford and its progeny. The purpose of
the “Clifford type trust” rules, as they are called in the House Report, is to provide rules for
determining when a grantor has substantial “dominion and control” of trust property or income

so it should be taxed to the grantor.>*
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It is significant that Congress has relied on “dominion and control” in codifying the
regulations and the Clifford decision, and it is revealing that Congress also used Clifford’s broad
interpretation of “income” as rationale for setting the grantor trust rules in stone.>> The fact that
these statutes are so heavenly dependent on and attached to the Clifford decision and the
resulting regulations necessarily ties it to the reasoning for the necessity of the Clifford decision
and the subsequent regulations—the progressive income tax structure of that time period.

The rules that Congress codified in the Internal Revenue Code of 1954 remain in the
current Code, largely unchanged. Sections 673 to 677 and 679 of the Internal Revenue Code
identify those powers which create “control” of the trust property for purposes of income tax.’¢

Following is a brief overview of each of the powers which creates grantor trust status®’:

a. Reversionary interests. A grantor is treated as the owner of the trust property
over which the grantor retains a reversionary interest exceeding five percent of the value of that
portion of the trust property when the trust is created.”®® When this grantor trust rule is triggered,
the grantor actually has a future interest in the trust property for which the income taxes must be

paid.

b. Power to control beneficial enjoyment. Subject to several exceptions, a grantor is
treated as the owner of trust property when the grantor or a nonadverse party holds a power of

disposition of the trust corpus or income.>

C. Administrative powers. There are several administrative powers which create
grantor trust status.* The administrative powers which trigger grantor trust status are the power
to purchase, exchange, or otherwise deal with the trust corpus or income without adequate and

full consideration; the power to borrow from the trust without adequate interest or security;
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actual borrowing from the trust and not repaying before the taxable year begins; and other
general administrative powers.%!

These administrative powers are some of the more popular provisions used to create
grantor trust status in estate planning, especially the section 675(4)(c) power to substitute assets
of a equal value, and the section 675(2) power to borrow from the trust without adequate security
or interest.®?> Their popularity stems from the ability to use these provisions without creating a

situation where the trust property is included in the estate for estate tax purposes even though it

has trust status. These are the powers that offer the grantor the least “dominion and control”

d. Power to revoke. The power to revoke is the same power that was analyzed in
Corliss v. Bowers.% It was already part of the Internal Revenue Code before Clifford.%* Under
this section the grantor is treated as the owner of any trust property where the grantor has the

power to revest title in the grantor.%

e. Income for benefit of grantor. This section also existed prior to Clifford. Its
constitutionality was analyzed by the Supreme Court in Burnet v. Wells.®® Perhaps the most
obvious of the grantor trust rules, the grantor has to pay income taxes on income earning trust

property when the income is distributable to the grantor or his or her spouse.®’

f. Foreign trusts having one or more United States beneficiaries. Foreign trusts are
grantor trusts if the person who transfers property to the foreign trust is a United States “person”,

and there is a United States person who is a beneficiary of the trust.®

III. OoPSs!: THE GRANTOR TRUST SOLUTION BECOMES THE GRANTOR TRUST PROBLEM

A. A New Planning Strategy is Born
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From the case law, the treasury regulations, and the legislative history upon which the
grantor trust rules are founded, it is obvious that they were created with the intention to fix the
problem of taxpayers finding new ways to split income and avoid the top-bracket tax rates. For
the Treasury, the rules were the fix; but they have become the problem.69

At one time, grantor trust status was something to avoid; now it is often the goal in estate
planning.”® Estate planners regularly refer to grantor trusts as “intentionally defective” grantor
trusts. The advantages of these trusts have led practitioners to drop the “intentionally defective”
from the term because it is only a reflection of a prior time when these were actually something
to avoid.”! A recent Tax Court opinion, recognizing that grantor trusts are no longer a bad thing
for taxpayers, stated: “Although specialists call them ‘defective’, these types of trusts are widely
used by sophisticated estate planners for honest purposes.””? Of course “honest purposes” is to
be read: “avoiding taxes.”

The gaps between the estate, gift and generation-skipping transfer tax, and income tax
systems allow for significant planning opportunities.”> The misalignment of the grantor trust
rules among the different portions of the tax code make it possible to create trusts that allow the
grantor to be the owner for income tax purposes and at the same time transfer property as a
completed gift, allowing the trust property to avoid inclusion in the grantor’s estate.”* The result
of a trust fashioned in this manner is that the trust may grow free from income tax (it is paid by
the grantor).” Income tax payments made by the grantor are an additional tax free gift to the
trust because for income tax purposes the grantor and the trust are the same person, making the
grantor, rather than the trust, responsible for the tax payment.’® The government may be
receiving the same income tax payment that it would have received whether the trust or the

grantor paid the tax, but it is missing out on transfer taxes and estate taxes.
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B. Not So Fast! Grantor Trust Powers Cause Estate Tax Consequences

The “gaps” that create the planning opportunities are narrow. If the grantor uses a trust
provision that causes the trust property to be included in the grantor’s gross estate then the
planning mechanism backfires and causes additional taxes upon the grantor’s death. For
instance, if a trust includes a power to revoke, then under section 676 the trust property is treated
as the grantor’s property to income tax purposes; however, the trust is also ignored for estate tax
purposes and the trust property will be includible in the gross estate under section 2036 and
2038. Inclusion in the gross estate of the grantor defeats the purpose of intentionally creating a
grantor trust. Therefore estate planners need to carefully choose which grantor trust rule to
“violate.” Many, if not most, of the grantor trust rules not only create grantor trust status, but
also pull the trust assets into the grantor’s estate under Code sections 2036, 2038 and others.””’
Trust property being included in a grantors gross estate will negate the benefit provided through
the use of the grantor trust in the first place.

A section 673 reversionary interest is includible in the grantor’s estate under section
2033, which includes in the gross estate “the value of all property to the extent of the interest
therein of the decedent at the time of his death.”’® Therefore section 673 is not a viable option
for grantor trust estate planning mechanism. Likewise, sections 2036 and 2038 create a gross
estate inclusion minefield for the planner who tries to use the section 674 power to control

beneficial enjoyment to create grantor trust status.””
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Most of the administrative powers under section 675 also risk estate tax inclusion. The
power to deal with trust assets for less than full and adequate consideration likely make the trust
containing it includible in the grantor’s estate under sections 2036 and 2038; or 2041 if the
power is given to anyone other than the grantor.®? The section 675(2) power to borrow trust
assets without adequate security also likely causes estate tax problems under section 2036 and

2038, unless there is adequate consideration in the transaction.®!

Adequate consideration will
require that there is interest paid for the loan, because without the interest on the loan it would
likely be construed as a retained right under section 2036.%> The overlapping of sections 675(2)
and 675(3) make the same concerns applicable to 675(3). The section 675(4)(A) and (B)
administrative powers over closely held stock are also limited in their viability because under
section 2036(b) the retention of voting rights in a controlled corporation is considered a retained
life estate in the interest, causing it to be included in the gross estate of the grantor.®?

Section 675(4)(C)’s power to reacquire trust property by substituting equal value
property is generally considered the safest power to use in creating grantor trust status while
avoiding inclusion in the grantor’s estate.3* The power of substitution has stood up to Internal
Revenue Service scrutiny. In a 2006 Private Letter Ruling, the Service said that a grantor’s
power to reacquire trust property by substituting property of equivalent value will not result in
estate inclusion under sections 2033, 2036(a), 2036(b), 2038, or 2039 when the power is
exercised in a fiduciary capacity.®®> This letter ruling was in line with the often cited case Estate
of Jordahl v. Comm ’r, which held that the power to substitute corpus of equal value does not
constitute a power to alter, amend, or revoke a trust within the meaning of section 2038.86

Further, in 2008 a Revenue Ruling specifically stated that a grantor’s power of substitution under

section 675(4)(C) exercisable in a nonfiduciary capacity®’ will not, by itself, cause the value of
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the trust corpus to be included in the grantor’s estate under sections 2036 or 2038, as long as (1)
the trustee has a fiduciary obligation, under local law or the trust instrument, to ensure that the
properties substituted are in fact of equivalent value and (2) the exercise of the power of
substititution will not shift benefits among the beneficiaries.®® There was some concern that the
power to substitute assets in a nonfiduciary capacity would cause estate inclusion under 2036 or
2038, but the 2008 Revenue Ruling remedied that concern.®® This right has become the most
viable of the grantor trust rules for ensuring grantor trust status, but estate tax avoidance.

The section 676 power to revoke will very obviously cause estate tax inclusion under
section 2036 and 2038. It uses language describing the very type of transaction that is included
under those sections, and especially section 2038, which pulls “revocable transfers” into the
estate.”’ Further, even an attempt give the power to the grantor’s spouse will not avoid inclusion
in the grantors gross estate because it is a power of appointment under section 2041.%!

The right to income under section 677 is also going to cause inclusion in the estate under
2038 and 2038, unless the grantor’s spouse is made a discretionary beneficiary without a general
power of appointment.®? In sum, section 677 also has its estate tax concerns.”?

This section of the paper is very limited as far as providing actual analysis of the estate
tax consequences of the grantor trust sections.”* However, the purpose of this section was not to
analyze how or why many of the grantor trust triggers also create estate tax inclusion, rather it is
to show that there are relatively few viable options for creating grantor trusts without being

subject to these consequences. The next section proceeds to analyze further the most viable

option identified—the power to substitute property of equal value.

IV. STONE TO SAND: DO YOU FEEL THE TREMORS?

A. Section 675(4)(C): Savior or Trap?
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The estate tax provisions which pull grantor trust property into the gross estate have
whittled down the potential grantor trust creation options down to basically one—section
675(4)(C).” With the other sections mostly nullified as grantor trust planning opportunities
because of estate taxes, this section has become “old reliable” for many estate planners who use
the grantor trust planning strategy. But, for how much longer will old reliable survive?

To say that the power to substitute property of equal value to reacquire trust property is
“dominion and control” is arguably the biggest stretch of Clifford. Clifford itself was a very
broad ruling, construing section 22 (now section 61) to include much more than previously as far
as individual income goes.”® An indication of the lack of dominion and control is the fact that of
all the grantor trust statutes created in the wake of Clifford, this is essentially the only grantor
power that has not been pulled into the gross estate definitional statutes.”’ That is a testament of
what a stretch it is to consider the power to reacquire for substitution of equal value as
“dominion and control” over the trust property for tax purposes.

In the grantor trust powers listed in sections 673, 674, 676 and 677 the grantor has a real
right to use, direct the use, or receive the income from the trust property. The powers of these
sections are clearly dominion or control over the trust property because there is an actual right or
benefit available to the grantor. No matter how you define “dominion or control,” the
administrative powers of section 675 provide less dominion or control over the trust property
than the other sections. The first three administrative powers provide the grantor the ability to
borrow or deal the trust property, so it is less dominion or control than the other four sections,
but it is still benefit available to the grantor, and therefore it is justified that the grantor pays the

income taxes on the trust property. Likewise the first two of the powers listed in section 675(4)
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are literally powers of “control.” The power to exercise the voting rights of stock or other
securities which consist of a significant amount of voting control, and the power to direct
investments or reinvestments of trust funds are the types of control over property that falls
literally within any common definition of dominion or control over property.

However, the last of the administrative powers, the power to reacquire the trust corpus by
substituting other property of equivalent value, does not rise the same level of control. The
trustee of the trust will have a fiduciary responsibility to ensure that the substituted property
actually is of equivalent value. In exchanging equal valued property, the grantor is not receiving
any measurable benefit. The lack of effect that the grantor has on the property and the value of
the property to be received by the trust beneficiaries is indicative of the lack of “dominion and
control” over the trust property. While there is undeniably some control within this power, it is
the least amount of control afforded by any of the other grantor trust rules.

If the Internal Revenue Service or Congress should decide to act to prevent a further loss
of revenue, section 675(4)(C) would be the first to go because it provides the least control to the
grantor. It is concerning that there are so many estate plans essentially betting on this particular
section remaining when it is undoubtedly the weakest of the indicators of “dominion and
control” that were codified in the grantor trust rules. Aside from the vulnerability of section

675(4)(C), the entire grantor trust rule structure could be at risk.

B. The Grantor Trust Rules Are Laws Without a Reason
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The statutory grantor trust rules are an extension of the rule laid down by Justice Holmes
in Lucas v. Earl, as was Clifford.”® Fruits are to be taxed to the tree from which they grew.”
The fruit-and-tree analogy has been aptly summarized by one commentator: “Salary and wages
(fruit) are taxed to the person (tree) who earns them, and that investment income (fruit) is taxed
to the person who owns the property (tree) that generates it, regardless of who is the owner of the
fruit.” 1%

The first part of the fruit-and-tree analogy makes sense. When a person works and
receives a paycheck for her efforts, it is expected that the person who performs the work will
receive the income for the services and will pay tax on the income received. Even in the case
where a person tries to assign the income for the work she has performed, as was the case in
Lucas v. Earl, there is a common sense attachment between the person who performed the work
and the income. The Lucas v. Earl Court said that there was an immediate “vesting” of the
income.'*!

Earl, in Lucas v. Earl, was the tree! It is impossible for the tree to be assigned to another
person for the purpose of income for work performed. So there is very much a distinction to be
made between the general rule of Lucas v. Earl prohibiting the assignment of income and the
cases like Clifford where income earning property changes ownership. Without a doubt, it is
appropriate to tax an individual who actually earns the income in the wage earning case, if for no
other reason than the administrative mess that would be created by the spider web of assignments
of income among individuals to minimize tax liability.

In the Lucas v. Earl type case, the tree cannot change ownership, but in the Clifford type

case, ownership of the tree may change hands. The fruit-and-tree analogy becomes dicey when

applied to trust property. Title to the property is transferred over to the trustee, but trust
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provisions may allow the grantor to include certain trust provisions which give them some rights
in trust property.'®? The question then is what really should constitute ownership of the tree for
income tax purposes? This is the same question that Clifford, the Treasury, and then Congress
attempted to answer, and have answered with current grantor trust code sections. But, that was
then, and when the same question is asked today is the answer still the same?

In 1954, when Congress codified the grantor trust rules, there were twenty-four tax rate
brackets with an initial, low-end, rate of 20 percent increasing gradually to 91 percent for the
highest bracket.!®® There was a real incentive to transfer income earning property to trusts in an
effort to skirt the high tax rate for those in the upper brackets. To prevent this, and to protect the
progressive tax rate, decisions like Clifford began identifying the types of trusts which were
avoiding paying taxes.'%*

The progressive tax structure that needed protection no longer exists. The Tax Reform
Act of 1986 changed the tax structure significantly, and with it, the way grantor trusts are
used.!% At the time the grantor trust rules were created there was a money saving advantage
because of the low income tax rate of trusts, but with the 1986 tax reform, that reasoning was
eliminated when the trust essentially became the higher bracket taxpayer.'%

Individuals and trusts both pay income taxes, and it makes sense that in order to pay the
least taxes, a taxpayer would want to use a trust to avoid paying taxes if the tax rate that applies
to the trust is lower than the rate paid by the individual.'”” In 2010 the taxes on trust income
reach 39.6 percent for all taxable income over $7,500.'% That is the same rate as the highest tax
rate for individuals.!® Without the incentive for individuals to deflect their personal income to

trusts since 1986, the purpose of the grantor trust rules is defeated.
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The Clifford Court stretched for a reason to tax the grantor of a trust which had not
explicitly violated any of the then current grantor trust rules.!'® It, and other courts, clung to the
need to protect the progressive tax structure—the protection of revenue for the federal
government.!'! In doing so it created a version of “dominion and control” which stretches
beyond even what the estate tax provisions are willing to include in the gross estate. The
“dominion and control” doctrine of Clifford, which in today’s context is unnecessarily inclusive
of many trust powers, is easily extinguished now that its broad ruling is no longer needed to
protect the tax structure of that time period. Now that the grantor trust rules are intentionally
“violated” in an effort to avoid paying taxes, the government has an interest in rewriting the

grantor trust rules in a way that eliminates the loss of revenue.'!?

V. CONCLUSION

The decisions which gave rise to the grantor trust rules were couched in protecting tax
revenue. Clifford’s broad construction of the definition of “income” was necessary in 1940 to
provide this protection, but there have been many changes to the tax code since. The most
significant change came in the Tax Reform Act of 1986, which broadened the tax base, and
greatly reduced the progressive structure of the tax code. With the reason for their creation
largely eliminated, the grantor trust rules have gone from being the fix to creating a loophole.
Therefore, estate planners should beware that this planning strategy may not be here to stay. Just
as Clifford closed a loophole that allowed for tax avoidance, another court or the legislature may

close the current loophole created by Clifford.
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