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' transters, but a grantor may not
always recognize the appeal of pay-
Ing taxes on trust income that he
or she does not receive. This rais-
es the question of how to change
a regular trust into a grantor trust
after the trust has been executed
and is irrevocable and unamend-

able. The answer is illustrated in
Ler. Rul., 200848017.

Background

In the letter ruling, the grantor cre-
ated and funded an irrevocable
trust for the benefit of the grantor’s
children. The trust was not a
grantor trust,

In accordance with applicable
state law, the grantor and all the
beneficiaries of the trust proposed
to execute a modification of the
trust instrument, giving the grantor
the nonfiduciary power to reacquire
any property contained in the trust
by substituting other property of
equivalent value. This, the gtantor
contended, should cause the trust

to become a grantor trust, under
Section 675(4)(C).

IRS approves conversion to
grantor trust

The IRS explained that the power

to substitute trust assets for other

assets of equivalent value is a grantor

trust under Section

power
675(4)(C), if exercisable in a non-
fiduciary capacity. Whether a power
1s exercisable in a fiduciary capac-
ity 1s a factual question to be deter-
mined from an examination of all
relevant facts and circumstances,
and the IRS does not rule on such
questions.t The IRS stated that this
modification would create a grantor
trust if the facts and circumstances
established that the grantor’s new
power was actually exercisable in a
nonfiduciary manner.

The IRS declined to rule on the

gift tax consequences of the pro-

posed transaction or of the future
exercise of the substitution power.
This caveat, however, should cause
practitioners little concern, as the
creation and exercise of the sub-

stitution power would not normally
have gift tax consequences, because
the exercise of that power does not
atfect the value of the interests of
any of the beneficiaries.
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The only situation in which the
exercise of the substitution power
would create adverse gift tax results

Involves a beneficiary entitled only
to an 1ncome or remainder inter-
est. If the trust does not permit
the trustee to reinvest the trust
assets or to modity the trust invest-
ments, a grantor’s exercise of the
substitution power could increase
or decrease the income to the
advantage of other beneficiaries.
The beneficiary, however, does not
consent to the exercise of the power,
only to the creation of the power,
and the creation of the power does
not itself affect the value of the ben-
eficiary’s interest.2 This suggests
that neither the consent to the grant
of the power nor the exercise of the
power has gift tax consequences.
The IRS also declined to rule on
whether future activities involving
the grantor, the trust, and the sub-
stitution power were substantial-
ly similar to the “transaction of
interest” 1dentified in Notice 2007-
73.3 The toggling of the trust

between grantor and nongrantor
status 1n Notice 2007-73, howev-
er, was spectfically orchestrated to
claim excessive tax losses without
concomttant economic risk, and the
conversion of a trust into a grantor

(Continued on page 41)



trust merely to enable the grantor

to make enhanced taxable gifts
seems to be an entirely different
type of transaction.

The letter ruling also did not
address whether the grantor’s new
power would constitute a power to
alter, amend, revoke, or terminate
the trust under Section 2038, Sec.
tion 2036 would not apply because
the power is not actually retained
by the grantor, but Section 2038
has no such requirement. Section

2036(a) should not apply under
Rev. Rul. 2008-22 .4

Comments

The reformation in Ltr Rul.
200848017 appears to have been
undertaken under Uniform Trust
Code (“UTC”) section 41 L, which
permits the grantor and all benef;-
craries of a trust to modify or ter-
minate the trust “even if the modi-
fication or termination js 1N -
consistent with a material purpose
of the trust.” Court approval is
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required under one authorized vari-
ation ot the UTC generally, except
mn Alabama, Maine, Nebraska, New
Mexico, Ohio, and Virginia’s ver-
sions of the UTC. In these states, the
courtreviews the agreement only to
assure that the grantor and benef;.
ciaries have all agreed o the change.s

Reformation is srill posstble n
non-UTC states. It is common for
the local courts to deem thejr gen-
eral equity powers to include the
power to approve trust modifica-
tions, if the modifications do not
contravene the grantor’s original
intentions, the parties agree to the
modification, and the modification
IS appropriate to meet changing tax
ornontax conditions. Such powers
should generally enable the mod;.
fication of a trust in a non-UTC

state to meet the same end as
achieved in Ltr. Rul. 2008480175

Modifying a trust to make it 4
srantor trust may be very useful for
several reasons. First, this enables
the grantor to pay the income taxes
on mcome earned by the trust and
held for or distributed to the trust
beneficiaries. The IRS has ruled that
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such payments are not themse]ves
additional raxable gifts, and that
they do not cause the trust assets
to be includable in the grantor’s
gross estate, as long as the trustee
cannot be compelled by the
grantor’s creditors to reimburse the
grantor tor such taxes. 7 Thus, a
trust modification to cause the tryst
to become a grantor trust should
usually be accompanied by a mod-
itication to direct that all the
Income taxes on the trust will be
paid by the grantor, without reim.
bursement or payment by the
trustee.

second, a grantor trust the assets
of which are not included in the
grantor’s gross estate becomes g
very good entity to which the
srantor may sell appreciating
assets. An installment sale of appre-
ciating assets to a grantor trust is
not a taxable sale for income tax
purposes.t Consequently, the
grantor shifts future appreciation
from his or her gross estate, in
exchange for interest payments at
the applicable federal rate. This
may be an excellent way to move
future value from the grantor’s
EIOss estate, without either gift or
generation-skipping taxes.9

It is usually better to include in
a trust a provision that would
enable an independent third-party
to confer on the grantor or a non-
adverse party a power to reacquire
trust assets by substituting assets
of equivalent value, and thus Cre-
ate a grantor trust. In the absence
of such advance planning, howev-
er, Ltr. Rul. 200848017 provides a
good technique for achieving the
same result with relatively little
additional effort. il
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