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INTRODUCTION

An important estate planning tool is the creation of an irrevocable
inter vivos trust, usually for the benefit of persons other than the grantor.
Although willing to make the trust irrevocable, the grantor many times
wishes to retain some degree of control over the distribution of the trust
property to the beneficiaries. Retention of the power to accumulate
income or to invade principal are two common techniques employed
by the grantor to control trust distributions. This article will analyze
the federal estate, gift and income tax consequences of these retained pow-
ers and will discuss alternative dispositions which may produce more fav-
orable tax results.

A careful analysis of the tax consequences of an irrevocable trans-
fer in trust with retained powers in the grantor is important since such
transfers are usually motivated principally by tax considerations.' The
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1. There are several nontax factors which may also play an important role in
the decision to create an irrevocable inter vivos trust. These include: (a) ready
availability of trust assets to beneficiaries at the grantors death and avoidance of
delays in the distribution of property passing through the grantor's probate estate;
(b) savings in the costs of probate which result when the assets of the trust by-pass
the grantors estate (such savings are reduced, however, by the expenses incurred in
setting up and maintaining the trust during the grantor's lifetime); (c) a lesser
likelihood of a successful attack by disgruntled heirs against the transfer than if the
property passed by will; (d) immunity of the trust from the reach of the grantor's
creditors, both during his lifetime and at his death; (e) maintenance of greater
secrecy as to the grantor's dispository plans by avoidance of the public nature of
probate records; (f) shifting the management of the grantor's financial affairs to
others during the grantor's lifetime; (g) protection for the grantor against his own
financial indiscretions.
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situation frequently arises where a-high-bracket taxpayer wishes to mini-
mize his federal income taxes during his lifetime and at the same time
avoid excess diminution of his estate upon his death through payment
of estate taxes. These objectives may be achieved by making a life-
time transfer to an irrevocable trust. Substantial income tax savings can
result when income from the gift assets is shifted to one or more trust
beneficiaries who are in substantially lower income tax brackets than the
grantor.2  At the same time, dramatic savings may be accomplished by
splitting the tax cost of the transfer between the gift tax and the estate
tax because both employ a progressive rate structure.3

Estate tax

The favorable tax consequences of the creation of an irrevocable
inter vivos trust may be lost, in whole or in part, where the grantor re-
tains the power to accumulate income, the power to invade corpus, or
both. With respect to the estate tax, these retained powers generally
result in taxation under Internal Revenue Code of 1954 sections 2036
(a)(2)4 and 2038(a)(1).5 Section 2036(a)(2) applies to transfers un-
der which the decedent has retained "the right . . . to designate the per-
sons who shall possess or enjoy the property or the income therefrom."
Section 2038(a)(1) applies to the transfer of an interest in property the
enjoyment of which was subject to change by the decedent "through
the exercise of a power . . . to alter, amend, revoke, or terminate."
Section 2036(a)(2) is based on the decision that a right by the grantor
to control enjoyment is equivalent to the enjoyment itself; section 2038
(a)(1) is based on the judgment that possession of a power to change

2. For example, assume a single taxpayer with $100,000 of taxable income,
$75,000 of which represents a 5 percent return on investments. His annual income
tax is $53,090. Suppose he transfers $500,000 of investment property to another sin-
gle individual with $10,000 of taxable income, thus shifting $25,000 of taxable in-
come to the donee. This will reduce taxpayer's taxable income to $69,500 ($100,000
less the $25,000 of income from the transferred property and less approximately
$5,500 income from the property used to pay the gift tax). This will result in an in-
come tax of $32,470 and a reduction in taxes of $20,620. The donee's taxable
income will increase from $10,000 to $35,000 with an increase of $9,700 in his
income tax. The net annual income tax savings is $10,920. Total savings, how-
ever, must take into account the fact that taxpayer has lost the income from the
property used to pay the gift tax.

3. For example, assume a single taxpayer with $1,500,000 of accumulated as-
sets. Disregarding the exemption, deductions and credits, if the assets were held
until his death, his estate tax would be $528,200. If, however, taxpayer transferred
$750,000 by gift, the gift tax, disregarding the annual exclusion and lifetime ex-
emption, would be $174,900. The estate tax on the remaining $575,000 (the origi-
nal assets less the inter vivos gift and the gift taxes paid) would be $128,989. Total
transfer taxes would be $303,889-a $224,311 reduction from that payable if all
the property were transferred at death.

4. INT. REV. CODE OF 1954 § 2036(a)(2) [hereinafter cited as I.R.C.]. The
predecessor section, Int. Rev. Code of 1939, § 811(c)(1)(B)(ii), is worded substan-
tially the same.

5. IR.C. § 2038(a)(1). The predecessor section, Int. Rev. Code of 1939
§ 811(d) (1), is worded substantially the same.
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the enjoyment of a property interest is tantamount to retention of the in-
terest itself. The basic purpose of both sections is to prohibit escape
from the estate tax where the decedent has transferred property inter vi-
vos but has retained control over the enjoyment by the trust beneficiaries
of the property. Since the basic purpose of the two sections is the same,
it is not surprising that there are many transfers where both sections
will apply-"

On the other hand, there are important differences between the
two sections; the most important of these is the possibility that a dif-
ferent tax will result. Section 2038(a)(1) applies only to those specific
property interests the enjoyment of which can be modified by the
grantor through the exercise of a power.7 Thus, the power to accumu-
late income will result in taxation of the income interest only8 and, in some
cases, the power to invade principal will cause taxation of the remainder
interest only.0 Section 2036(a)(2), however, generally will apply to
the entire value of the trust corpus at the grantor's death even though
the grantor retained a taxable power over the income interest or the re-
mainder, but not both.' 0 If section 2036(a)(2) applies and the entire
corpus is taxable, it is of only academic interest whether section 2038
(a)(1) applies to the same transfer. In some situations, however, it
is arguable that section 2036(a) (2) is inapplicable, in which case a lower
tax will result under section 2038(a)(1).

Gift Tax

The gift tax is correlated to some degree with the estate tax. The
two taxes appear to be all inclusive; that is, an inter vivos transfer will be
covered by at least one of the two." The main purpose of the gift tax
is to prevent the avoidance of the estate tax by subjecting an inter vivos
transfer to a tax when it is a completed transfer for estate tax purposes. 12

Thus, as a matter of policy, where no portion of the trust corpus will be
included in the grantor's gross estate, the gift tax should apply to the full
value of the transferred property. If the estate tax will be applied to
only a specific property interest, for example, the income interest or re-
mainder, the gift tax should apply to such other property interests as will
be treated as completed transfers and not taxable under the estate tax.

6. See generally W. WARREN AND S. SuRREY, FEDERAL ESTATE AND GIFT
TAxATION 257-68 (1961).

7. Commissioner v. Bridgeport City Trust Co., 124 F.2d 48 (2d Cir. 1941),
cert. denied, 316 U.S. 672 (1942).

8. Id.; Lester Hof/aeimer, 2 T.C. 773 (1943), aff'd, 149 F.2d 733 (3d Cir.
1945); Edward L. Ballard, 47 B.T.A. 784 (1942), affd, 138 F.2d 512 (2d Cir.
1943).

9. Estate of Clowe, 17 T.C. 1467 (1952); Estate of Nettleton, 4 T.C. 987
(1945).

10. E.g., Biscoe v. United States, 148 F. Supp. 224 (D. Mass. 1957).
11. C. LOwNDES AND R. KRAMER, FEDERAL ESTATE AN GErT TAxEs § 28.2

(2d ed. 1962).
12. Estate of Sanford v. Commissioner, 308 U.S. 39, 44 (1939).



ARIZONA LAW REVIEW

On the other hand, the two taxes are not always mutually exclusive:
there are some situations where both taxes apply to the same transfer.13

The United States Supreme Court has stated that "[t]he essence of a gift
in trust is the abandonment of control over the property put in trust."'' 4

It is also well established that when a trust is created, each specific in-
terest under the trust must be examined to determine if the grantor has
parted with dominion and control over that interest.', Thus, a partic-
ular interest in the trust may be treated as complete for gift tax pur-
poses, but the entire trust corpus will nevertheless be included in the
grantor's gross estate under section 2036(a)(2) of the estate tax provi-
sions since retention of control over one interest usually results in the
taxation of the entire corpus. When the same property interest is sub-
jected to both transfer taxes, the grantor's estate will receive a credit
against the estate tax for the gift tax paid.' 0 If, however, the grantor
has retained a power over a particular property interest which will result
in the interest being subjected to the estate tax, the courts tend to treat
the transfer of that property interest as incomplete for gift tax pur-
poses.17

Income Tax
The question whether a grantor is taxable on the income from an in-

ter vivos trust is governed by Internal Revenue Code of 1954 sec-
tions 671 through 677. The present statutory scheme is based on the
underlying principle that income of a trust over which the grantor has
retained substantial dominion or control should be taxed to the grantor
rather than to the trust which receives the income or to the beneficiary
to whom the income is distributed.' 8 Since this policy is similar to that
underlying the estate and gift taxes, one might assume a substantial de-
gree of correlation with the two transfer taxes. Unfortunately, this is not
the case and each particular transfer which is complete for purposes of
the gift and estate taxes must be examined in light of the detailed income
tax provisions to determine whether the grantor has successfully shifted
the income tax to someone other than himself.

Taxation of income to the grantor who retains powers over income
or corpus is determined, for the most part, under section 674. A sum-
mary of this section is offered in order to facilitate an understanding of
the analysis of the various fact situations which follow. Section 674(a)
states the general rule:

13. Id. at 45.
14. Smith v. Shaughnessy, 318 U.S. 176, 181 (1943).
15. Joseph Goldstein, 37 T.C. 897 (1962); Treas. Reg. § 25.2511-2(b) (1954).
16. I.R.C. § 2012.
17. E.g., Higgins v. Commissioner, 129 F.2d 237, 241 (1st Cir.), cert. de-

nied, 317 U.S. 658 (1942): "[Ihf the gift is incomplete from the viewpoint of the
estate tax it must be regarded as incomplete for purposes of the gift tax."

18. Treas. Reg. § 1.671-2(b) (1956).
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The grantor shall be treated as the owner of any portion of a
trust in respect of which the beneficial enjoyment of the corpus
or the income therefrom is subject to a power of disposition, ex-
ercisable by the grantor or a nonadverse party, or both, without
the approval or consent of any adverse party. 19

More simply stated, this section taxes the grantor as owner of the trust
property if he or a nonadverse party holds, or both hold, any power which
affects the beneficial enjoyment of the income or corpus of the trust, un-
less the power held is specifically excepted under some other subsection of
section 674.

These exceptions may be summarized as follows:
1. A power which can only be exercised in the discretion of any

person (other than the grantor who is not acting as a trustee or co-
trustee) to use income for the support of a beneficiary (other than the
grantor's spouse) whom the grantor is legally obligated to support, ex-
cept to the extent the income is in fact used for this purpose.20

2. A power held by any person which can only affect the beneficial
enjoyment of the income during a period commencing after the expira-
tion of some other period which will or may reasonably be expected to
last more than 10 years, or for a period commencing after the death of the
person or persons to whom the income is payable. When the power
becomes presently exercisable, however, the grantor will then be taxed on
the income unless the power is relinquished.21

3. A power held by any person to distribute income to or for any
current income beneficiary or to accumulate the income, if the accumu-
lated income is later payable: (a) to the beneficiary from whom distri-
bution is withheld; (b) to his estate; (c) to his appointees (provided
that such beneficiary possesses a power of appointment which does not
exclude anyone from the class of permissible appointees except the bene-
ficiary, his estate, or the creditors of himself or his estate), or to persons
named as alternate takers in default of appointment; or (d) to some
combination of the three.22

4. A power held by any person to distribute income to or for any
current income beneficiary or to accumulate the income, where the accum-
ulated income is later payable to the beneficiary from whom distribution
is withheld if he survives a date of distribution which could reasonably
be expected to occur during his lifetime, and if the beneficiary does

19. I.R.C. § 674(a). An adverse party is defined as "any person having a sub-
stantial beneficial interest in the trust which would be adversely affected by the ex-
ercise or nonexercise of the power which he possesses respecting the trust." Id.
§ 672(a); Treas. Reg. § 1.672(a)-I(a) (1956). A nonadverse party is defined as"any person who is not an adverse party." I.R.C. § 672(b); Treas. Reg. § 1.672(b)-i
(1956).

20. I.R.C. § 674(b)(1); Treas. Reg. § 1.674(b)-(b)(1) (1956).
21. I.R.C. § 674(b)(2); Treas. Reg. § 1.674(b)-1(b)(2) (1956).
22. I.R.C. § 674(b)(6)(A); Treas. Reg. § 1.674(b)-l(b)(6)(A) (1956).
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not survive this period the accumulated income is payable to either: (a)
the beneficiary's appointees under any power of appointment (or to al-
ternate takers in default of appointment); or (b) one or more designated
alternate takers (other than the grantor or the grantor's estate) whose
shares have been irrevocably specified in the trust instrument. 28

5. A power held by any person to distribute income to or for a cur-
rent beneficiary or to accumulate and add the income to corpus, when
the power is exercisable only during the existence of a legal disability of
any current income beneficiary, or the period during which any income
beneficiary is under the age of 21 years. It is not necessary that the
income accumulated be payable to the beneficiary from whom it was
withheld.

24

6. A power held by any person to distribute principal to any bene-
ficiary or beneficiaries or class of beneficiaries (whether income bene-
ficiaries or remaindermen) if the power is limited by a reasonably defi-
nite standard which is set forth in the trust instrument.2 6

7. A power held by any person to distribute principal to current in-
come beneficiaries, where the distribution of principal to a current in-
come beneficiary is chargeable against the proportionate part of principal
held in trust for payment of income to that beneficiary as if it constituted
a separate trust. 26

8. A power solely exercisable (without the approval or consent of
any other person) by a trustee or trustees, none of whom is the grantor or a
spouse living with the grantor, to distribute or accumulate income to or for
a beneficiary or beneficiaries, if such power is limited by a reasonably
definite external standard set forth in the trust instrument. 27  This ex-
ception does not apply if the grantor has the right to replace the trustee,
unless the grantor cannot replace the trustee with himself or his spouse.28

9. A power solely exercisable (without the approval or consent of
any other person) by a trustee or trustees, none of whom is the grantor
and no more than half of whom are related or subordinate parties20 who
are subservient to the wishes of the grantor,80 to distribute or accumulate
income to or for a beneficiary or beneficiaries, or to pay out principal

23. I.R.C. § 674 (b)(6)(B); Treas. Reg. § 1.674(b)-l(b)(6)(B) (1956).
24. I.R.C. § 674(b)(7); Treas. Reg. § 1.674(b)-l(b)(7) (1956).
25. I.R.C. § 674(b)(5)(A); Treas. Reg. § 1.674(b)-l(b) (5) (i) (1956).
26. I.R.C. § 674(b)(5)(B); Treas. Reg. § 1.674(b)-l(b)(5)(ii) (1956).
27. I.R.C. § 674(d); Treas. Reg. § 1.164(d)-i (1956).
28. Treas. Reg. § 1.674(d)-2(a) (1956).
29. Related or subordinate parties include certain relatives enumerated in the

statute and employees under certain circumstances. I.R.C. § 672(c); Treas. Reg.
§ 1.672(c)-i (1956).

30. A related or subordinate party is presumed to be subservient to the wishes of
the grantor, unless such party is shown otherwise by a preponderance of the evi-
dence. I.R.C. § 672(c); Treas. Reg. § 1.672(c)-i (1956).
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to or for a beneficiary or beneficiaries (whether or not income benefi-
ciaries).31 This exception does not apply if the grantor can replace a
trustee, unless he can appoint only one who, if appointed originally, would
have qualified the grantor under this exception.32

Most of the above exceptions33 are not applicable and the general
rule will apply if any person has the power to add to the beneficiaries or
to a class of beneficiaries under the trust, except where such action is
to provide for after-born or after-adopted children.

FEDERAL TAX CONSEQUENCES OF RETAINED POWER
TO ACCUMULATE INCOME

The Grantor Conveys Property in Trust, Income to A for Life, Remainder
to B; The Grantor May Accumulate Income; The Grantor
Predeceases A

When a grantor retains the power to accumulate income, and the
income and remainder beneficiaries are different persons, the courts hold
without exception that the grantor has the "right . . . to designate the
persons who shall possess or enjoy the property or the income there-
from" within the meaning of section 2036(a)(2) and the entire value
of the corpus is included in his gross estate.3 4  This result occurs even
where it is possible that the entire corpus will be paid to the income bene-
ficiary and the contingent remainderman, therefore, may ultimately re-
ceive nothing.35 The amount taxed includes income which has been
accumulated and added to corpus between the date of transfer and
the grantor's death, but does not include income paid out to the income
beneficiary. 36

For gift tax purposes, the grantor is treated as having made a com-
pleted transfer of the remainder, but not of the income interest, on the
date of the trust's creation-even though the remainder will be subject

31. I.R.C. § 674(c); Treas. Reg. § 1.674(c)-i (1956).
32. Treas. Reg. § 1.674(d)-2(a) (1956). Even if the grantor must appoint an-

other independent trustee, it may be argued that the exception does not apply. See
Warren H. Coming, 24 T.C. 907, 915 (1955), affd, 239 F.2d 646 (6th Cir. 1956).

33. I.R.C. H9 674(b)(5), (6) & (7), (c), (d); Treas. Reg. § 1.674(d)-2(b)
(1956).

34. Joy v. United States, 404 F.2d 419 (6th Cir. 1968); Industrial Trust Co. v.
Commissioner, 165 F.2d 142 (1st Cir. 1947); Biscoe v. United States, 148 F. Supp.
224 (D. Mass. 1957); Estate of Yawkey, 12 T.C. 1164 (1949).

35. For example, the grantor transfers property in trust with income payable to
A until he reaches age 30, with corpus to A when 30; if A dies before age 30, corpus
to B; the grantor retains the power to accumulate income and dies before A reaches
age 30. See, e.g., Estate of Deaktor, 1966 P-H TAx CT. MEM. DEC. % 66,194 (1966).

36. United States v. O'Malley, 383 U.S. 627 (1966). It might be argued, in
light of the Supreme Court's apparent holding in O'Malley that the grantor has
made a "transfer" of the income on the date it is accumulated, that income paid to
the income beneficiary within three years of death was transferred in contemplation
of death and is, therefore, taxable under I.R.C. § 2035.
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to estate tax, since he has given up control over this interest.8a In-
come that is paid out to a beneficiary in the interim between the initial
transfer and the grantor's death is a completed gift at the time of receipt
by the beneficiary since at that time the grantor has given up control
over the income payments.38 There is some uncertainty concerning the
gift tax treatment of income that has been accumulated and added to
corpus. It is arguable that the grantor has made a "transfer" for gift
tax purposes at the time of accumulation.3 9  However, he still has
the power to control the income which is produced by the accumulated
income. Thus it would be more correct to treat the value of the in-
come element of the accumulated income as an incomplete transfer
in the same manner as the income interest and remainder in the trust
corpus were determined and taxed on the date of the initial transfer.4 0

Income earned on accumulated income would then be taxed when paid
to the income beneficiary or, if itself accumulated, taxed in the same
manner as the income originally accumulated.

The income continues to be taxable to the grantor during the life-
time of the income beneficiary. 41 When the grantor holds a power over
the income interest only, he need include in his gross income only the or-
dinary income of the trust; items of income allocable to corpus, such
as capital gains, are not taxable to him.42 The income tax burden can
be shifted by placing certain limitations on the discretionary power. For
example, if the grantor can exercise the power to accumulate only dur-
ing the minority of the income beneficiary, the power comes within an
exception even though the accumulated income will or may be payable
to another beneficiary. 43  If the trust provides that accumulated in-
come is payable to the income beneficiary on a date that may reasonably
be expected to occur during his lifetime, otherwise to remaindermen ir-
revocably specified in the trust instrument, another exception is appli-
cable.

4"

37. Treas. Reg. § 25.2511-2(b) (1954). Cf. Joseph Goldstein, 37 T.C. 897
(1962).

38. Treas. Reg. § 25.2511-2(c) (1954).
39. Cf. United States v. O'Malley, 383 U.S. 627 (1966).
40. Id. Additions of accumulated income to corpus should be treated the same

as transfers of property to the trust subsequent to its creation from outside sources.
If property is added to the trust at a later date by the grantor, the income interest
in the property would be an incomplete transfer.

41. I.R.C. § 674(a). See Stockstrom v. Commissioner, 148 F.2d 491 (8th Cir.),
cert. denied, 326 U.S. 719 (1945).

42. Treas. Reg. § 1.671-3(b)(1) (1954). If the trust instrument does not ex-
pressly provide for the treatment of capital gains, there may be some uncertainty
whether they are allocable to corpus or payable to the income beneficiary. Compare
In re Gardner's Estate, 266 Minn. 127, 123 N.W.2d 69 (1963) (income), with
Tait v. Peck, 194 N.E.2d 707 (Mass. 1963) (corpus). Generally capital gains are
treated as corpus under the Uniform Principal and Income Act. See Rev. Rul. 67-
33, 1967-1 Cum. BULL. 62.

43. I.R.C. § 674(b) (7) (B).
44. Id. § 674(b) (6) (A).
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The Grantor Conveys Property in Trust, Income to A for 10 Years,
Remainder to A at the Expiration of the 10-Year Period, or to
His Estate if He Dies Sooner; The Grantor May Accumulate
Income; The Grantor Dies Prior to the Expiration of the 10-
Year Period

Retention of the power to accumulate income, with accumulated in-
come ultimately payable to either the income beneficiary or his estate, is
covered by section 2038(a)(1). Although there previously existed some
uncertainty as to whether the mere ability to affect the time or manner of
the enjoyment of a property interest was sufficient to incur a tax, Lober
v. United States45 held section 2038(a)(1) applicable in this situation.
But section 2038(a)(1) covers only the specific property interest subject
to the power4" which, in this case, is the income interest.

It is arguable that a power to accumulate income where the accum-
ulated income is ultimately payable to the income beneficiary or his es-
tate is not sufficient to incur a tax on the entire corpus under section
2036(a)(2). 47 Under this section, the grantor must retain the right to
designate the "persons" who shall possess or enjoy the income from the
property. If the beneficiary and his estate are treated as one, no other
person will receive the accumulated income. The exercise of the grant-
or's power may result in the payment of accumulated income to the
beneficiary's estate and thus indirectly to third persons, but in that case it
is the beneficiary and not the grantor who is designating the recipient
of the income. Equating a beneficiary with his estate finds precedent in
other estate tax provisions 48 and the grantor trust provisions under the
income tax sections of the Code.49 Since the accumulated income cannot
be shifted to other persons, the section should not be applicable.

It must be conceded, however, that some cases have held to the
contrary.50 For example, in Struthers v. Kelm,51 the court equated sec-
tion 2036(a)(2) with section 2038(a)(1) and held, based on the rea-
soning in Lober, that section 2036(a)(2) did apply to a transfer in
which there is a power to accumulate income even though it is ulti-
mately payable to the income beneficiary or his estate. Although the
basic policy underlying both sections may be the same, equating them

45. 346 U.S. 335 (1954); accord, Treas. Reg. § 20.2038-1(a) (1962).
46. Commissioner v. Bridgeport City Trust Co., 124 F.2d 48 (2d Cir. 1941);

Estate of Clowe, 17 T.C. 1467 (1952); Estate of Nettleton, 4 T.C. 987 (1945);
Treas. Reg. § 20.2038-1(a) (1962).

47. See W. Pedrick, Grantor Powers and Estate Taxation: The Ties that Bind,
54 Nw. U.L. REv. 527, 546 (1959).

48. I.R.C. §§ 2056(b) (1) (A) (marital deduction), 2041(b)(1) (general power
of appointment).

49. Id. § 674(b) (6) (A) (accumulated income payable only to the income bene-
ficiary, to his estate, or to his appointees).

50. Struthers v. Kelm, 218 F.2d 810 (8th Cir. 1955); Ritter v. United States, 297
F. Supp. 1259 (S.D.W. Va. 1968); Estate of O'Connor, 54 T.C. 969 (1970).

51. 218 F.2d 810 (8th Cir. 1955).
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ignores one important difference: section 2038(a)(1) only covers
the interest affected by the power, whereas section 2036(a)(2) covers
the entire corpus. It is arguable, where the grantor reserves a power to
affect only when the beneficiary will receive the income, that this power
is not substantial enough to justify taxation of the remainder where the
grantor retains no control over it.

The gift tax regulations take the position that a transfer of a prop-
erty interest is complete when the grantor retains only the power to af-
fect time or manner of enjoyment. 2  There is, therefore, a completed
gift of the entire corpus even though the transfer is incomplete, in whole
or in part, for estate tax purposes. The regulations were promulgated
prior to Lober at a time when there was uncertainty as to whether the re-
tained power would result in an estate tax.53 Now that it is clear there
will be an estate tax on at least the value of the income interest, that
interest should be treated as an incompleted gift with only the remainder
taxable.

Under the income tax provisions, contrary to those of the estate
tax, the transfer is complete where accumulated income must be paid to
the income benficiary or his estate.54

FEDERAL TAx CONSEQUENCES OF RETAINED POWER
TO INVADE PRINCIPAL

The Grantor Conveys Property in Trust, Income to A for Life, Remain-
der to B; The Grantor Can Invade Principal for B; The Grantor
Predeceases A

If the grantor can invade corpus in favor of the remainderman, the
entire corpus will be taxable under both sections 2036(a)(2) and
2038(a)(1). Under the former section, the grantor can determine who
will possess or enjoy the income since an invasion for B shifts the pos-
session or enjoyment of the income interest from A to B.66 Section 2038
(a)(1) applies since the grantor can shift enjoyment of the income inter-
est from A to B and can accelerate the time of enjoyment of the remain-
der even though the identity of the beneficiary does not change. 60

The ability of the grantor to shift the income interest renders the
transfer of this interest incomplete under the gift tax. 7 The regulations
take the position-although it appears to be incorrect as a matter of

52. Treas. Reg. § 25.2511-2(c) (1954).
53. Note, Federal Estate Tax: Pre-1936 Reserved Power to Affect Time or

Manner of Enjoyment, 4 DuKE BJ. 28 (1954).
54. I.R.C. § 674(b) (6) (A).
55. Cf. Du Charme v. Commissioner, 7 T.C. 705 (1946), aff'd, 164 F.2d 76

(6th Cir. 1948); Estate of Yawkey, 12 T.C. 1164 (1949).
56. See Estate of Mollenberg v. Commissioner, 173 F.2d 698 (2d Cir. 1949);

Estate of Thorp v. Commissioner, 164 F.2d 966 (3d Cir. 1947).
57. Treas. Reg. § 25.2503-3(c), Ex. (4) (1954).
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policy58-that there is a completed gift of the remainder since the grantor
can change only the time or manner of its enjoyment. 59

The power of the grantor to shift beneficial enjoyment of the in-
come will result in the income being taxed to the grantor.60 Although the
grantor has a power over corpus only, he is treated as also having a power
to affect the income, since an invasion of the corpus for B results in a
shift in the enjoyment of the income from A to B. Both ordinary income
and income items allocable to corpus are included in his gross income. 61

The Grantor Conveys Property in Trust, Income to A for Life, Remain-
der to B; The Grantor Can Invade Principal for A; The Grantor
Predeceases A

A power to invade corpus for the income beneficiary, thus shifting
enjoyment of the remainder, will subject the remainder to estate taxation
under section 2038(a)(1). 62  The income interest is not covered by this
section, however, since the exercise of the power to invade corpus for A
does not deprive him of his income interest, or accelerate its enjoyment.
The power's exercise does change A's interest from that of an equitable
life estate to a fee simple which, arguably, is a change in the "manner"
of enjoyment within the meaning of the regulations. 68  Several cases have
held the income interest not taxable, 64 however, and the Commissioner has
recently so ruled.65 This position is consistent with the philosophy
expressed by the Supreme Court in Lober that section 2038(a)(1) is
more concerned with "present economic benefit" than with "technical
vesting of title or estates."66

With section 2038(a)(1) covering the remainder interest only, it i
important to determine whether section 2036(a)(2) applies to tax the en-
tire corpus. The first inquiry is whether the grantor has the power to
designate the persons who will possess or enjoy the income. As previ-
ously discussed, he has no power over the income beneficiary's interest.
But the grantor's power does affect B's future right to income because an
invasion of corpus for A in effect deprives B of the income he would re-
ceive after A's death. However, the grantor has in fact possessed the
power to shift the right to income only as to income accruing after his

58. See notes 52-53 and accompanying text supra.
59. Treas. Reg. § 25.2511-2(c).
60. LR.C. § 674(a).
61. Treas. Reg. §§ 1.671-3(b)(2), (3) (1969).
62. Lober v. United States, 346 U.S. 335 (1953).
63. Treas. Reg. § 20.2038-1(a) (1962).
64. Walter v. United States, 341 F.2d 182 (6th Cir. 1965); Estate of Clowe,

17 T.C. 1467 (1952); Estate of Nettleton, 4 T.C. 987 (1945). See also Estate of
Loughridge v. Commissioner, 183 F.2d 294 (10th Cir.), cert. denied, 340 U.S. 830
(1950); Estate of Du Charme, 7 T.C. 705 (1946). Contra, Michigan Trust Co. v.
Kavanaugh, 284 F.2d 502 (6th Cir. 1960).

65. Rev. Rul. 70-513, 1970 INT. Ray. BuLL. No. 40, at 18.
66. 346 U.S. at 337.
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death since in this case the grantor has died before A and only upon A's
death does B receive the corpus outright and begin receiving income.
The regulations state that this section "does not include a power over
the transferred property itself which does not affect the enjoyment of the
income received or earned during the decedent's lifetime." 67  Therefore,
it would appear that the grantor has not retained the requisite control
over the income.

On the other hand, it can be argued that it is sufficient if it was
possible that the grantor could have affected income earned during his
lifetime, even though in fact he did not. Prior to the grantor's death,
there was always the possibility that A would predecease the grantor, in
which case invasions of corpus would have an effect on the income to be
received by B from the property thereafter. Such an argument finds sup-
port by analogy to cases construing section 2036(a)(1). It has been
held that the grantor has retained the "right to income" for his life or the
equivalent period where he retains a secondary life estate but dies before
the primary income beneficiary and, therefore, has not in fact received
income from the transferred property. 68 These cases, however, exclude
from taxation the prior income interest not affected by the retained in-
terest and, by analogy, this would result in the exclusion of A's income
interest from the grantor's gross estate since this income interest is not af-
fected by the grantor's power. 69 Thus, section 2036(a)(2) would have
no greater effect than section 2038(a)(1).

It may also be argued that the power to invade corpus is the right
to determine who will "possess or enjoy the property," even though the
exercise of the power cannot affect the income interest. But the regu-
lations seem to require that the grantor be able to affect the income; only
if the property is nonincome-producing will power over possession of the
property itself result in taxation.70 Even if section 2036(a)(2) is ap-
plicable, the income interest should be excluded under the express word-
ing of another section of the regulations since it is an interest not subject
to the grantor's power which is actually being enjoyed at the time of
the grantor's death.71

The full corpus would, nevertheless, be taxable if there is more than
one income beneficiary and the grantor has an unrestricted power to
invade corpus in favor of any one of such beneficiaries. In this situa-
tion, the grantor would have the power to shift income from one beneficiary
to another by invading corpus for the other beneficiary and taxation of
the income interest and remainder would result under both sections 2036

67. Treas. Reg. § 20.2036-1(b)(3) (1969).
68. E.g., Commissioner v. Estate of Nathan, 159 F.2d 546 (7th Cir. 1947); ac-

cord, Treas. Reg. § 20.2036-1(a) (1960).
69. Treas. Reg. § 20.2036-1(a)(1960) (semble).
70. Id. § 20.2036-1(b)(3).
71. Id. § 20.2036-1(a).
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(a)(2) and 2038(a)(1). The favorable tax result would still seem avail-
able, however, if distribution to one income beneficiary is chargeable
against his share of corpus as if it constituted a separate trust. In that
event, invasion for one beneficiary would not affect the income interests
of the other beneficiaries.

The grantor has relinquished control over the income interest and it
is, therefore, a completed transfer for gift tax purposes on the date of
the trust's creation. 72 The remainder is a retained interest, however, since
the grantor continues to control its disposition.73

This transfer will avoid further income tax to the grantor because
corpus is distributable to the current income beneficiary which reduces
the share of the corpus held for payment of income to that benefici-
ary.7 4  If there were more than one beneficiary the power would not
qualify because the corpus distribution would reduce the share of cor-
pus from which other beneficiaries received income. The exception,
however, would still apply if a corpus distribution to one beneficiary
were chargeable only against that beneficiary's allocable portion of
corpus as if his share constituted a separate trust.75

The Grantor Conveys Property in Trust, Income to A for 10 Years, Re-
mainder to A at the Expiration of the 10-Year Period, or to His
Estate If He Dies Sooner; The Grantor May Invade Principal
for A; The Grantor Dies Prior to the Expiration of the 10-Year
Period

The grantor's gross estate will include the value of the remainder
under section 2038(a)(1) because he could affect the time or manner
of enjoyment of the interest by exercise of the power to accelerate pos-
session.7 6 As previously discussed, it is possible that section 2036(a)(2)
will not apply since the grantor has neither the right to determine the
"persons" who will receive the income,77 nor the power to affect enjoy-
ment of the income during his lifetime. If, however, section 2036(a)(2)
is applicable, taxation should exclude the income interest that is not
subject to the grantor's power 78 Taxation would then be limited to the
value of the remainder.

The income interest is a completed gift on the date of transfer;79 the
remainder should be treated as incomplete since it will be subject to an
estate tax, but the regulations take a contrary position.80

72. Joseph Goldstein, 37 T.C. 897 (1962); Treas. Reg. § 25.2503-3(c), Ex. (4)
(1954).

73. Treas. Reg. § 25.2511-2(c) (1954).
74. I.R.C. § 674(b)(5)(B) (1954).
75. Treas. Reg. § 1.674(b)-(b)(5)(iii), Ex. (3) (1956).
76. Lober v. United States, 346 U.S. 335 (1953).
77. See notes 47-51 and accompanying text supra.
78. See notes 67-70 and accompanying text supra.
79. Treas. Reg. § 25.2503-3(c), Ex. (4) (1954).
80. Id. § 25.2511-2(d) (1954). See notes 52-54 and accompanying text, supra.
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The grantor will escape taxation on income earned subsequent to
the transfer, unless there is more than one beneficiary, in which case an
exception will apply only if the beneficiaries have separate shares. 8 '

ALTERNATIVE DISPOSITIONS
8 2

No Retained Powers by Grantor

One method by which the adverse tax consequences discussed above
may be avoided is the appointment of a trustee other than the grantor with
the third-party trustee holding the discretionary power to invade corpus
or to accumulate income. Generally this disposition will result in escape
from estate tax on the property and, if the appointment of certain per-
sons as trustee is avoided or certain restrictions are added to the trust in-
strument, in the shifting of the income tax away from the grantor.

1. Estate Tax. The regulations" take the position that where pow-
ers are held solely by a third party, sections 2036(a) (2) and 2038(a) (1)
are inapplicable.8 4 This is true even if the third party does not have a
substantial adverse interest.85 It might be concluded, based on the reg-
ulations, that a grantor can appoint, without adverse tax consequences,
a friendly party as trustee who will follow the grantor's wishes with re-
spect to the exercise of the trustee's discretionary powers. Case law,
however, points out possible exceptions to the general rule stated in the
regulations.

The first possible exception relates to the retention by the grantor
of the power to remove the trustee. It is clear that if the grantor has
the unrestricted power to remove the trustee and to appoint himself as
successor trustee, and if the grantor could then exercise the proscribed
powers, he is treated as having in substance retained the powers him-
self.86

It is less certain whether the same result will occur where the grantor
can remove the trustee but can replace him only with someone other than
himself. The First Circuit, in Van Beuren v. McLoughlin,87 answered
this question in favor of the government. The court reasoned that the

81. I.R.C. § 674(b)(5)(B).
82. The author wishes to acknowledge the research assistance of law students

George J. Feulner, Steve W. Phillips and Lawrence R. Wilson in the preparation of
this portion of the article.

83. Treas. Reg. §§ 20.2036-1(b)(3) (1960), 20.2038-1(a)(3) (1962).
84. The cases generally take a position that is consistent with the regulations.

See, e.g., Stephens v. United States, 270 F. Supp. 968 (D. Mont. 1967); Anna B.
Kneeland, 34 B.T.A. 816, 822 (1936).

85. E.g., Commissioner v. Irving Trust Co., 147 F.2d 946 (2d Cir. 1945).
86. Walter v. United States, 341 F.2d 182 (6th Cir. 1965); Clark v. United

States, 267 F.2d 501 (1st Cir. 1959). See Van Beuren v. McLoughlin, 262 F.2d 315
(1st Cir. 1959); Estate of Loughridge v. Commissioner, 183 F.2d 294 (10th Cir.
1950).

87. 262 F.2d 315 (1st Cir. 1959); accord, Estate of Loughridge v. Commis-
sioner, 189 F.2d 294 (10th Cir. 1950).
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grantor could substitute trustees until he found one who would follow his
directions and, in practical terms, this gave him the broad powers pos-
sessed by the trustee.88

Nonetheless, if the grantor wishes to retain the power to name suc-
cessor trustees, adverse tax consequences possibly may be avoided by
conditioning the exercise of the power on a contingency beyond the grant-
or's control. For example, the grantor could be given the power to
name a successor trustee upon the death, removal, or resignation of the
trustee initially appointed. Avoidance of taxation under section 2038
(a)(1) in such a situation is supported by the regulations which state
that section 2038 is inapplicable to a power by the grantor to- appoint
himself trustee, the exercise of which is subject to a contingency beyond
the grantor's control which did not occur before his death.89 Avoidance
is less certain, however, under section 2036(a) (2) because of a seeming
conflict within the section 2036 regulations. At one point the regula-
tions state that it is immaterial "whether the exercise of the power [is]
subject to a contingency beyond the [grantor's] control which [does] not
occur before his death." 90  However, the same regulation states, "[If
the decedent reserved the unrestricted power to remove or discharge a
trustee at any time and appoint himself as trustee, the decedent is con-
sidered as having the powers of the trustee." 91  The arguable inference
is that if the grantor's power is restricted, then section 2036 does not ap-
ply. Since the latter regulation is more closely on point with regard to
the power to appoint new trustees, the service ought to follow it rather
than the former more generic statement. Were the service to argue the
applicability of the former regulation, it is possible that a court would hold
the regulation invalid.92

A related question arises where the grantor has some sort of influ-
ence over the trustee and the latter has discretionary powers which, if
held by the grantor, would trigger the application of section 2036(a)(2)
or 2038(a)(1). The government has argued in such situations, as yet
unsuccessfully, that the grantor should be considered, in substance, as
having the power exercisable by the trustee.98 In Commissioner v.
Estate of Douglas,94 for example, the Third Circuit rejected this argu-
ment stating: "It is apparent, from the terms of the instrument, that

88. 262 F.2d at 318-19.
89. Treas. Reg. §§ 20.2038-1(a)(3), 20.2038-1(b) (1962).
90. Id. § 20.2036-1(b)(3) (1960).
91. Id. (emphasis added).
92. See Estate of Kasch, 30 T.C. 102 (1958); Estate of Ballard, 47 B.TMA. 784

(1942). Cf. Jennings v. Smith, 161 F.2d 74 (2d Cir. 1947); Estate of Budd, 49
T.C. 468 (1968).

93. E.g., Commissioner v. Estate of Douglas, 143 F.2d 961 (3d Cir. 1944);
Hugh M. Beugler Trust, 2 T.C. 1052 (1943); Estate of Ballard, 47 B.T.A. 784
(1942).

94. 143 F.2d 961 (3d Cir. 1944).
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the settlor could not direct or control the matter once the trust settlement
had become effective."0' 5

The vitality of cases rejecting this argument must be measured in
light of more recent decisions construing section 2036(a)(1). That
section includes in a grantor's gross estate property transferred inter
vivos where the grantor has retained "the possession or enjoyment of,
or the right to income from, the property." In a leading case, Estate of
McNichol v. Commissioner, 6 the taxpayer conveyed certain income-pro-
ducing realty to his children. Pursuant to an oral understanding with
the donees, unenforceable under state law, the taxpayer continued to
receive the rental income from the property until his death. Contrary
to the requirement apparently imposed in Estate of Douglas, the Third
Circuit held that the requisite property interest did not have to be re-
served in the instrument of transfer; it was sufficient if the retention was
in connection with or incident to the transfer. The court, furthermore,
held that the oral agreement need not be enforceable under state law
as a condition to the applicability of section 2036(a)(1).

Although some of the earlier cases seemed to require direct proof
of an actual agreement,97 more recent cases have found, or upheld a
finding of, an agreement based on an inference from rather inconclusive
evidence. For example in Fitzsimmons v. United States, 8 the court
held there was an agreement when the only evidence submitted on the
question was that the donees had in fact turned over to the grantor
income from the gift property earned subsequent to the transfer.00 With
only slight evidence needed to sustain a finding of an agreement or
understanding, the cases, in practical effect, are holding that section
2036(a) (1) applies when the grantor in fact receives the income from
or possesses the transferred property until his death.

Based on an analogy to Estate of McNichol, and other cases con-
struing section 2036(a)(1), a court may hold, when there is an agree-
ment or understanding that the trustee will follow the wishes of the
grantor in the exercise of the trustee's discretionary powers, that the
grantor will be treated as, in substance, holding the powers of the trustee.
If a similar quantum of proof is required to sustain a finding of an agree-
ment, the practical result might be that sections 2036(a)(2) and 2038
(a) (1) will be applied where it is shown, without more, that the trustee

95. Id. at 963. (emphasis added).
96. 265 F.2d 667 (3d Cir. 1959). See also Estate of Shearer, 17 T.C.

304 (1951).
97. See, e.g., Estate of McNichol v. Commissioner, 265 F.2d 667 (3d Cir. 1959);

Greene v. United States, 237 F.2d 848 (7th Cir. 1956).
98. 222 F. Supp. 140 (E.D. Wash. 1963).
99. See also Estate of Skinner v. Commissioner, 316 F.2d 517 (3d Cir. 1963);

Kokes v. United States, 21 Am. Fed. Tax R.2d 1716 (D. Neb. 1968); Peck v. United
States, 16 Am. Fed. Tax R.2d 6125 (M.D. Ga. 1965); Atkisson v. United States, 231
F. Supp. 933 (D.S.C. 1964).
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has in fact followed the grantor's advice in making discretionary deci-
sions to accumulate income or invade corpus. The analogy to the sec-
tion 2036(a)(1) cases seems proper. The policies behind section 2036
(a)(1) on the one hand, and sections 2036(a)(2) and 2038(a)(1) on
the other, are similar. If grantor retains control over the property,
either by retaining the income or possession of the property, or by re-
taining the right to determine who shall possess or enjoy the property
or its income, he should be treated as the owner.100

2. Gift and Income Tax. If the grantor makes a transfer to a trust
and vests all powers over such trust in a third party, the gift is complete. 101
Since the transfer is complete for estate tax purposes, it must be treated
as a completed gift under the gift tax. Since the estate tax and the gift
tax are to be construed in pari materia,0 2 however, the question arises
whether there should be a gift tax when the grantor is considered to have
such control over the trustee as makes possible the application of section
2036(a)(2) and 2038(a)(1).

Clearly if the grantor has an actual agreement with the trustee which
gives the former "control' over the latter, the gift should be incom-
plete.103 The result is less certain, however, where there is no actual
agreement, but the grantor has indirect control of the trust. The Tax
Court in a different context has held a gift incomplete as a result of indi-
rect control. In Marjorie M. Merritt,'04 the grantors, sole stockholders
in a family corporation, transferred remainder interests in the stock reserv-
ing the right to receive distributions of capital in the form of dividends
and to vote the shares. The court concluded that since the grantors
could cause reductions in capital followed by the distribution of dividends
paid out of surplus or capital, the transfers were incomplete for purposes
of the gift tax. In Merritt, the donors controlled the corporation and
could thus keep anyone else from obtaining any benefit from the transfer
which would presumably result in an estate tax under section 2036(a)(1).
Where the grantor has control over the trustee, he can determine indi-
rectly who will receive the income or corpus which may result in an es-
tate tax under sections 2036(a)(2) or 2038(a)(1). Given that the es-
tate tax result is uncertain, however, a court might be hesitant to treat
the gift as incomplete. If a court did so, and the transfer was later found
to be complete for estate tax purposes, the grantor would escape a trans-
fer tax on the property.

100. See W. WARREN AND S. SURREY, supra note 6, at 257.
101. Hernstadt v. Hoey, 47 F. Supp. 874 (S.D.N.Y. 1942); Treas. Reg. § 25.2511-

2(b) (1954).
102. Estate of Sanford v. Commissioner, 308 U.S. 39, 44 (1939).
103. Elizabeth Hettler, 5 T.C. 1079 (1945); Marguerite F. Schwartzenback, 4

T.C. 179 (1944).
104. 20 T.C. 149 (1957).
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Even though the gift is complete for gift and estate tax purposes, this
does not necessarily mean it will be treated as complete for income tax
purposes. As a general rule, the grantor remains taxable on income from
a trust where a nonadverse third party is made trustee and is given dis-
cretionary powers to accumulate income or invade corpus.105 If at least
half the trustees are independent, however, they can be given wide dis-
cretion to accumulate income and invade corpus for the benefit of the
trust beneficiaries and the transfer will nevertheless qualify under one of
the statutory exceptions to the general rule.10 6 This exception is not ap-
plicable, however, unless the trustee can exercise these powers alone and
"without the approval of any other person. '107 The question arises
whether the trust instrument itself must require the trustee to obtain con-
sent or approval from another party. As has been held in the estate tax
area, such a requirement would be too formalistic and the trustee should
not be considered independent where the grantor has some type of influ-
ence over the trustee-either by way of an agreement, formal or informal,
or some type of coercion.' 08 If the independent trustee requirement is
not satisfied, other statutory exceptions may be applicable, but to qual-
ify, the powers to accumulate and invade must be severely circumscribed
in the trust instrument.' 0 9

Retained Powers Subject to an External Standard

A method by which a grantor may escape estate taxation on prop-
erty transferred in trust, but nevertheless retain the power to accumulate
income or invade corpus, is to draft the powers of the grantor so their
exercise is subject to an external standard. If the power is to invade cor-
pus, the grantor will escape income taxation; if the power is to accumulate
income, taxation will be shifted under limited circumstances.

1. Estate Tax. Where a grantor's power to accumulate income or
invade corpus is controlled by a standard and a duty enforceable in a
court of equity is imposed, the property is not includible in the gross es-
tate of the grantor at his death.110 This result is consistent with the
policy underlying sections 2036(a)(2) and 2038(a)(1), namely, that
the power to determine ownership is equivalent to outright ownership.
If the powers are not freely exercisable, but instead are circumscribed
in that the grantor's acts are determined by standards in the trust instru-
ment, the powers are not equivalent to ownership itself. The grantor
does not have the "power" to alter or terminate enjoyment under section

105. LR.C. § 674(a).
106. Id. § 674(c). See notes 29-32 and accompanying text supra.
107. I.R.C. § 674(c).
108. But see Nicholas A. Stavroudis, 27 T.C. 583, 589 (1956).
109. See notes 20-28 and accompanying text supra.
110. Jennings v. Smith, 161 F.2d 74 (2d Cir. 1947).
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2038(a)(1), or the "right" to determine possession or enjoyment under
section 2036(a)(2)."'

The difficulty comes in defining an external standard. The issue is
to what extent the standard in the trust instrument will limit the grantor's
exercise of discretion. Theoretically the applicable local law must be ana-
lyzed to determine to what extent a state court of equity would act, upon
petition by the beneficiaries, to control the grantor. 12 Cases under lo-
cal law, if they exist at all, however, are not very helpful in determining
whether a particular standard meets the federal tax external standard re-
quirement. Practically speaking, the courts rely heavily on other tax
cases which themselves make little if any reference to applicable state law.
A review of the tax cases should serve to highlight the standards which
may or may not qualify.

Certain standards vest such a wide latitude of discretion in the
grantor that they will be held not to satisfy the ascertainable standard re-
quirement. Thus, powers held by the grantor to be exercised "if in [his]
opinion the circumstances so require,"'1 or "as [he] may consider suit-
able and necessary in the interests and for the welfare of the benefici-
ary,' 1 4 or "as in [his] judgment [he] shall deem best" 5 will most cer-
tainly result in taxation. Where a power can be exercised when the
grantor determines it to be in the "best interest" of the beneficiary, the
grantor determines the standard himself and there is no external stand-
ard."i8 Similarly the power to act "should what the trustee deem an emer-
gency arise" has been held not to be an external standard," 7 but, a con-
trary result has been reached where the types of emergency situations are
specified." 8

Where the grantor retains the power to invade corpus for the "sup-
port, maintenance and education" of a beneficiary, or to accumulate in-
come except when needed by the beneficiary for these purposes, all
courts would hold that the power is sufficiently circumscribed." 19 Un-
certainty exists, however, when the standard is extended to include the
"happiness" of the beneficiary. Most cases hold that the grantor's pow-

111. Id. at 78: "A 'right' so qualified that it becomes a duty enforceable in a
court of equity on petition by the beneficiaries does not circumvent the obvious
purpose of [Section 2036(a)(2)]."

112. See C. LowNDEs AND R. Kp"EtR, supra note 11, at § 9.9.
113. Hurd v. Commissioner, 160 F.2d 610 (1st Cir. 1947).
114. Estate of Nettleton, 4 T.C. 987 (1945).
115. Estate of Driscoll, 50 F. Supp. 949 (W.D. Pa.), affd, 137 F.2d 653 (3d

Cir. 1943), cert. denied, 321 U.S. 764 (1944).
116. Old Colony Trust Co. v. United States, 423 F.2d 601 (1st Cir. 1970);

Estate of Yawkey, 12 T.C. 1164 (1949). But see Estate of Hays v. Commissioner,
181 F.2d 169 (5th Cir. 1950).

117. Michigan Trust Co. v. Kavanaugh, 284 F.2d 502 (6th Cir. 1960).
118. See Estate of Pardee, 49 T.C. 140 (1967); Estate of Budlong, 7 T.C. 756

(1946).
119. See, e.g., Jennings v. Smith, 161 F.2d 74 (2d Cir. 1947); Robert W. Wier, 17

T.C. 409 (1951).
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ers are not sufficiently limited,120 but at least one case has reached a
contrary result where there was other limiting language in the trust instru-
ment and intrinsic evidence existed that the grantor would equate "happi-
ness" with basic maintenance and welfare rather than with "pleasure or
subjective delight.' 121

When weighing the grantor's overall loss of control over the prop-
erty against the possible tax savings, it should be considered that the
grantor will still be able to exercise considerable discretion even when the
standard for its exercise is stated in fairly specific terms. For example,
where the standard is support and maintenance, it is initially up to the
trustee to decide the needs of the beneficiary and the courts will not inter-
fere with the trustee's exercise of discretion, unless he acts in bad faith, or
his decision is clearly unreasonable considering the application of the
standard to the actual circumstances. 22  Furthermore, by including sev-
eral external standards in the trust instrument, the situations in which the
grantor has discretion to act may allow exercise of the power in most of
those circumstances where the grantor would act if his discretion were not
restricted.

2. Gift and Income Tax. When the grantor has retained powers
subject to an external standard, thus insulating the property from the
estate tax, the transfer should be complete for gift tax purposes. The reg-
ulations take this position, stating that there is a completed gift where the
donee retains no powers over the trust "except fiduciary powers,
the exercise or nonexercise of which is limited by a fixed or ascertainable
standard to change the beneficiaries of the transferred property."1 28  Al-
though there are no reported cases on the issue, since the policy consid-
eration, surrender of control, is the same as to each, the test for an ex-
ternal standard as to the gift tax should be the same as that applicable
in determining whether an estate tax is due.

When the grantor has retained a power subject to an external stand-
ard, the income tax result varies depending upon whether the power is to
invade corpus or to accumulate income. The grantor is not treated as the
owner of trust property if the only power retained is to distribute trust
corpus to a beneficiary or beneficiaries, the exercise of which is limited
by a "reasonably definite standard" set forth in the trust instrument.' 24

The regulations125 state that the following standards will qualify: the

120. E.g., Estate of Perrin, 1944 P-H TAx CT. MEM. DEc. 44,076 (1944).
121. United States v. Powell, 307 F.2d 821, 823 (10th Cir. 1962).
122. See 3 G. BOGERT, TRUSTS AND TRUSTEES § 560 (2d ed. 1960); RESTATE-

MENT (SEcoND) OF TausTs § 128 (1959); A. ScoTT, ABRmDGEMENT o THE LAw OF
TusTS §§ 128, 187 (1955).

123. Treas. Reg. § 25.2511-2(g) (1954).
124. I.R.C. § 674(b) (5) (A). This exception does not apply to a power to dis-

tribute to a person who is not a beneficiary under the trust. Treas. Reg. § 1.674(b)-
I(b)(5)(iii), Ex. (1) (1956).

125. Treas. Reg. § 1.674(b)-l(b)(5)(i) (1956).
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education, support, maintenance, or health of the beneficiary; reasonable
support and comfort; to enable the beneficiary to maintain his accus-
tomed standard of living; or, to meet an emergency. A power to distrib-
ute corpus for the pleasure, desire, or happiness of a beneficiary, however,
is not limited by a reasonably definite standard. The test thus appears
similar to, if not the same as, the test of an ascertainable standard under
the estate and gift taxes.

There is not a comparable exception relating to a retained power to
accumulate income. Thus, a power to accumulate income which is sub-
ject to an external standard will not shift the income tax burden unless
one of the specific exceptions applicable to income accumulation is satis-
fied. Unless the power is limited so that it is exercisable only during
the disability or minority of a beneficiary, 126 generally the trust instru-
ment must provide that the accumulated income is payable to the bene-
ficiary from whom income is withheld, his estate or his appointees. 127

Relinquishment or Release of the Power

At the time an inter vivos trust is created, a taxpayer may decide that
the advantages of a revocable trust, with a retained discretionary power to
accumulate income or invade corpus, outweigh the tax advantages of an ir-
revocable trust with no retained discretionary powers. A subsequent
change in the grantor's financial situation, however, may increase the at-
tractiveness of possible tax savings.

If the trust is later made irrevocable and the grantor ceases to retain
discretionary powers, an estate tax is generally avoided and, in certain
circumstances, the income tax will be shifted away from the grantor.
Drafting the trust instrument to permit later modification 28 and to allow
the creator's resignation as trustee129 is, therefore, an important consid-
eration of the estate planner. When the trust instrument provides that it
is subject to alteration or amendment by the grantor, it would be a simple
matter to amend the trust to make it irrevocable and, if the grantor remains
trustee, to omit the discretionary powers or amend them so that they are
subject to an ascertainable standard. In the alternative, the grantor
could amend the trust making it irrevocable and resign as trustee, with the
discretionary powers exercisable by a new third-party trustee.

126. I.R.C. § 674(b) (7). See note 24 and accompanying text supra.
127. LR.C. § 674(b) (6) (A) and the flush material following. See notes 22-23

and accompanying text supra.
128. Although the power to revoke will likely be interpreted to include the power

to modify, it is clearly ]?referable to expressly include the power to modify and the
procedure for modification in the trust instrument to expedite modification and to
avoid any uncertainty concerning the ability of the grantor to exercise this power.
See A. ScoTT, supra note 122, at § 331.1.

129. When the trust instrument is silent on the question of resignation, the trustee
can, nevertheless, resign with permission from the proper court. Court approval
can be avoided if the trust instrument expressly allows resignation and states the
procedure for resigning. Id. at § 106.
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The adviser must be certain that the amendment of the trust instru-
ment, the resignation of the grantor as trustee, or the release of the re-
tained powers, comply with the local law requirements. If the change
is not effective under local law, it will not be recognized for tax pur-
poses.

13 0

1. Estate Tax. Where the trust is made irrevocable, the grantor
does not retain discretionary powers, and the changes are accomplished
more than 3 years before the grantor's death, there will be no estate tax on
the trust property. 131  If the grantor modifies the trust within 3 years
of his death, however, a presumption arises that the power was released
in contemplation of death and an estate tax will result unless the presump-
tion is rebutted.132

It is not clear from the decisions in this area what proof is neces-
sary to overcome the 3-year presumption. There appear to be two dif-
ferent tests discussed in the cases. One test is whether the release was
designed to assure that some objective is achieved after the grantor's
death, or whether it was designed to accomplish some purpose during
his lifetime.' 33 The other test is whether the grantor apprehended death to
be close at the time of the release.134  Although two distinct tests are not
discussed by the cases, the tests are clearly distinguishable. While the first
test goes to the objective purpose behind the transfer, the second test goes
to the subjective state of mind of the grantor.

The "objective purpose" test is applied in all the cases and is the
more simple inquiry of the two. Perhaps the clearest example of a post-
death objective is the avoidance of estate taxes.' 35 If this were the only
test, the client who modifies a trust so as to avoid estate taxes would be
found to have made the changes in contemplation of death. Although
some cases hold section 2035 applicable when only the first test is met, 30

the better reasoned approach is that the second test also must be satisfied.
The fact that Congress used the term "contemplation" in the code pro-
vision, in itself, would seem to indicate congressional intent that the sub-
jective state of mind of the grantor is a pertinent inquirylS7 Although

130. Estate of MacManus v. Commissioner, 172 F.2d 697 (6th Cir. 1949); Estate
of Ware, 55 T.C. No. 10 (1970).

131. E.g., Day v. Commissioner, 92 F.2d 179 (3d Cir. 1937); Estate of Ballard,
47 B.T.A. 784 (1942).

132. I.R.C. § 2035.
133. See, e.g., Omaha Nat'l Bank v. O'Malley, 69 F. Supp. 354 (D. Neb. 1949);

Estate of Johnson v. Commissioner, 10 T.C. 680 (1948).
134. See, e.g., United States v. Wells, 283 U.S. 102 (1931).
135. Vanderlip v. Commissioner, 155 F.2d 152 (2d Cir.), cert. denied, 329

U.S. 728 (1946); Estate of Rickenberg, 11 T.C. 1 (1948), rev'd on other grounds,
177 F.2d 114 (9th Cir. 1949), cert. denied, 338 U.S. 949 (1950).

136. Id.
137. BLAcK's LAW DicrioNARY 389 (5th ed. 1957), defines the term contempla-

tion as:
The act of the mind in considering with attention. Continued attention of
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the objective purpose of the release is one aspect of proof that the grantor
contemplated death, it should not be conclusive.138 For example, the
grantor may have been 30 years old and in perfect health on the date he
modified the trust. If he is accidentally killed within 3 years of the re-
lease, it is incongruous to say that the release was in contemplation of
death.

Assuming a release of a power is in contemplation of death, it may
be even more difficult to decide what amount will be included in the
grantor's gross estate. Since the amount may vary depending upon the
particular section which is applied, the crucial question is which code sec-
tion is applicable. Section 2038(a)(1) by its terms applies to the re-
linquishment of a power in contemplation of death, but the amount in-
cluded in the grantor's gross estate is limited to the value of the interest
subject to the power, i.e., the same property interest that would have been
included in the grantor's gross estate under this section had he not made the
release. 139

There is not a comparable provision, however, under section 2036
(a)(2). Under this section, the power must be retained for the grant-
or's "life or for any period not ascertainable without reference to his
death or for any period which does not in fact end before his death."
If the power is released before death, the holding period requirement
is not satisfied and section 2036(a)(2) does not apply. If section
2036(a) (2) is not applicable, the more generic provision covering trans-
fers in contemplation of death, section 2035, may apply.

In a given case, it may make no practical difference which sec-
tion applies. For example, assume the grantor in contemplation of death
releases a retained power to revoke the trust or powers to accumulate
income and invade corpus. Since the full value of the corpus would have
been taxable under section 2038(a)(1) if the powers had been held until
death,140 the same amount will be taxable when the powers are released
in contemplation of death. With the full corpus taxed under section 2038
(a)(1), the possible application of section 2035 is of no consequence.

But consider the following situation: The grantor transfers property
in trust to A for life, remainder to B. The trust is irrevocable initially or
is changed from a revocable to an irrevocable trust more than 3 years
before the grantor's death, but the grantor retains the power to accumu-
late income during his lifetime. The grantor subsequently releases the

the mind to a particular subject. ... The consideration of an event or
state of facts with the expectation that it will transpire.

138. See generally United States v. Wells, 283 U.S. 102 (1930), which supports
this conclusion.

139. Treas. Reg. § 20.2038-1(e) (1962).
140. Lober v. United States, 346 U.S. 335 (1953). Presumably, accumulated in-

come which had been added to corpus prior to the release would be subject to tax-
ation, cf. United States v. O'Malley, 383 U.S. 627 (1966), but income earned subse-
quent to the release would not be taxable, see Treas. Reg. § 20.2035-1(e) (1954).
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power in contemplation of death. If the power had been held until death,
the full value of the corpus would have been taxable under 2036(a)(2).141

The release of the power is taxable under section 2038(a) (1), but only
in the amount of the income interest since that is the only interest affected
by the power.142 Is the full corpus taxable under section 2035? There
are three possible results: Section 2035 does not apply; the section applies
and the full corpus is taxable; the section applies but only the income in-
terest is taxable.

Section 2035 applies to the transfer in contemplation of death of
an "interest in property." It is arguable that a power which is released
is not a "property interest" within the meaning of section 2035 and is,
therefore, not taxable. The Supreme Court has held that a power of ap-
pointment is not an "interest" in property under the former version of sec-
tion 2033 which taxes property interests held until death.1" 3 The appli-
cation of section 2033 has been limited to property interests recognized
as such under local law.144 It seems clear that retained powers would not
be, nor did Congress intend them to be, an "interest in property" within
the meaning of section 2033; otherwise there would have been no neces-
sity to pass sections 2036(a)(2) and 2038(a)(1) to tax the property
subject to the power.145

Section 2035 contains language similar to that in section 2033. Sec-
tion 2033 covers "the value of all property to the extent of the interest
therein of decedent." Section 2035 covers "the value of all the property
to the extent of any interest therein" which decedent transfers in
contemplation of death. It is arguable that the term "property interest"
should have the same meaning under both sections, and that since re-
tained powers are not a property interest for purposes of section 2033,
they should not be deemed a property interest for purposes of section
2035.

The argument that section 2035 does not cover retained powers
which are released in contemplation of death is strengthened by the fact
that section 2038(a) (1) expressly covers relinquished powers. If relin-
quished powers are covered by section 2035, there was no need for Con-
gress to provide for their taxation under section 2038. There is also case
law which directly supports this position. Cases applying section 2035 to
transfers of joint tenancy property in contemplation of death take the po-
sition that the local law definition of "interest" should determine what is
taxable. These decisions hold that property interests which would be
taxed in full to a cotenant because he supplied the entire consideration,

141. E.g., Joy v. United States, 404 F.2d 419 (6th Cir. 1968).
142. See Commissioner v. Bridgeport City Trust Co., 124 F.2d 48 (2d Cir. 1941).
143. United States v. Field, 255 U.S. 257 (1921). But see Helvering v. Safe De-

posit and Trust Co., 316 U.S. 56 (1942).
144. See C. LowNEs ANi R. KRAmER, supra note 11, at §§ 4.1-4.3.
145. See id. at § 4.5.
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are taxed if released in contemplation of death only in the amount of
the undivided one-half interest of the cotenant as defined by local law
property concepts. 4 6 It is noteworthy that the Commissioner has ac-
quiesced in these decisions. 147 Even assuming that a power is a property
interest, it would appear to have little if any value under the applicable
test for valuation.1 48

On the other hand, it is arguable that the entire corpus should be
treated as transferred under section 2035. The regulations take the posi-
tion that the release of a section 2036 power is covered by section 2035
and the amount taxed is the property subject to the power which would
have been taxed under section 2036 if the decedent had retained the
power until his death. 49 United States v. Allen,'50 by analogy, lends
support to the position taken in the regulations. In Allen the decedent
had transferred a retained income interest in contemplation of death for
full consideration. The court held the value of the entire property less
the consideration received includible in decedent's gross estate. The ra-
tionale of the court was that Congress could not have intended a different
result.' 8 '

Although not expressed in the regulations or the Allen case, both,
in effect, assume that the term "interest" referred to in section 2035
means the property that would have been covered but for the transfer
rather than the value of the interest recognized by local law. This posi-
tion accords with what the result should be as a matter of policy. Since
the purpose of section 2035 is to prevent depletion of the grantor's gross
estate for estate tax purposes, the interest transferred in contemplation
of death should be treated as the interest which would have been taxable
to the grantor had he made no transfer. In other words, the transfer for
estate tax purposes should be treated as though it had never taken place.
This position, however, conflicts with numerous cases which have con-
strued "property interest" to mean that interest recognized under local
law.

If it is conceded that a power over an interest in property is the
equivalent of ownership of the interest, and thus a "property interest"
within the meaning of section 2035, it can be argued that only the spe-

146. Glaser v. United States, 196 F. Supp. 47 (N.D. Ind. 1961); Baltimore Nat'l
Bank v. United States, 136 F. Supp. 642 (D. Md. 1955); A. Carl Borner, 25 T.C. 584
(1955); D.M. Brockway, 18 T.C. 488 (1952), affd, 219 F.2d 400 (9th Cir.
1954). Contra, Nomis v. United States, 193 F. Supp. 736 (D. Neb. 1961); Common-
wealth Trust Co. v. Driscoll, 50 F. Supp. 949 (N.D. Pa.), afl'd, 137 F.2d 653 (3d
Cir. 1943), cert. denied, 321 U.S. 764 (1944). Cf. United States v. O'Malley, 383
U.S. 627 (1966).

147. 1969-2 CuM. BULL. XXii-xXiV.
148. See Treas. Reg. §§ 20.2035-1(e) (1954), 20.2031-1(b) (1965).
149. Treas. Reg. § 20.2035-1(b)(1954).
150. 293 F.2d 916 (10th Cir. 1961).
151. Id. at 918. But cf. Heller v. District of Colum., 198 F.2d 983 (D.C. Cir.

1952); In re Thurston, 36 Cal. 2d 207, 233 P.2d 12 (1950).
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cific interest over which the grantor holds the power is subject to taxation.
This is the position taken in those cases dealing with the transfer of
joint tenancy property in contemplation of death.1 2 Even if the "local
law" theory of the joint tenancy cases is rejected and the "tax effect"
theory of the Allen case is accepted, it is arguable that the grantor should
be treated as transferring only that interest over which he has retained
control. In the previous example, where the grantor retains the power
to accumulate income, he must pay a gift tax on the value of the remain-
der interest on the date of transfer since he has relinquished control
over that interest.153 Upon release of his retained power thereafter, he
must pay a gift tax on the income interest since the transfer of that in-
terest becomes complete upon his release.', Because the release of a
power over the income interest is a transfer of the income interest only
for gift tax purposes, it is arguable that the same interest should be con-
sidered as transferred for purposes of the estate tax.

Where there is a good chance that the release will be held in con-
templation of death, the question arises whether the grantor should never-
theless execute the release. In many cases substantial tax savings are
possible even though the transfer is subject to both gift and estate taxes.
If the release is accomplished during the grantor's lifetime, the money used
to pay the gift tax will not be included in his gross estate for estate tax pur-
poses. Double taxation on the property is avoided in whole or in part
since there is a credit under the estate tax for the gift tax paid.'5 The
estate tax savings must be weighed against the extra tax which will result
if full credit is not allowed for the gift tax paid.' 5 6

2. Gift and Income Tax. If the grantor holds a retained power to
accumulate income or to invade corpus, and he releases his power which
completely divests him of control over the trust property, the grantor
must pay a gift tax.' 57 If the power relinquished is that to accumulate
income, the gift tax is measured by the value of the income interest at
the date of relinquishment; if the power relinquished is a power to in-
vade corpus, the measure is the value of the remainder interest if the

152. See note 146, supra.
153. See Treas. Reg. §§ 25.2511-2(a), (f) (1954).
154. Id.
155. I.R.C. § 2012.
156. For example, suppose the grantor has $2 million in assets held outright and

$3 million in assets held in a revocable trust with retained powers to accumulate in-
come and to invade corpus. If the grantor makes no changes and he dies leaving the
$2 million to his son by will, estate tax on the $5 million (disregarding the exemption
and deductions) will be $2,468,200. If, on the other hand, the grantor released his
powers over the trust in contemplation of death, the gift tax (disregarding exemp-
tions and deductions and assuming no prior gifts) would be $947,400. The grantor's
gross estate for estate tax purposes will be $4,052,600 ($5,000,000 less $947,400)
and the estate tax will be $1,871,338. The grantor's estate will get a full credit for
the gift taxes paid and, therefore, the total tax will be $1,871,338. The tax saving
will be $596,862.

157. Treas. Reg. § 25.2511-2(c) (1954).
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grantor can invade for the income beneficiary, otherwise the entire
value of the corpus.' s8

If the grantor releases his powers to invade corpus or accumulate in-
come, which had caused the grantor to be treated as owner for income tax
purposes, it is clear that the grantor will avoid further income tax liability
on income from the trust.159 It is immaterial that the release was in con-
templation of death. If the grantor resigns as trustee and a third party who
continues to exercise the discretionary powers is appointed as a replace-
ment, the grantor will avoid income taxation only if one of the excep-
tions previously discussed is satisfied. 160

Powers Over a Portion of Trust Property

If a taxpayer agrees to the creation of an irrevocable trust, but is set
on retaining either the power to accumulate income or invade corpus, tax
consequences can be minimized if the grantor will agree to limit his power
to only a portion of the income or corpus.

1. Estate Tax. The regulations under section 2036 expressly pro-
vide that if the grantor retains a power over only a part of the transferred
property, only a corresponding portion of the amount that would other-
wise be taxable is included in his gross estate.' 61 Although the section
2038 regulations are silent on the matter, the same result presumably
occurs under section 2038.162

Nonetheless, differences in taxation may result under the two sec-
tions since the proportion is applied to different amounts. Under sec-
tion 2036(a)(2), the proportion is applied to the amount of the entire
trust estate.' 6 3 Under section 2038, however, the proportion is applied
only to those specific interests within the reach of this section.' 64

When the grantor retains the power to accumulate income, section
2036(a)(2), if applicable, will include in the grantor's gross estate that
portion of the trust estate corresponding to the ratio of the value of the
income interest to which the grantor's power extended over the value of
the total income interest. On the other hand, section 2038, if it applies,
will include that portion of the income interest corresponding to the above
ratio. For example, if the grantor retains a power over a fractional por-
tion of the income, that fraction of corpus under section 2036(a)(2) or

158. See Treas. Reg. §§ 25.2511-2(a), (c), (f) (1954).
159. I.R.C. § 674 applies only while the enjoyment of income or corpus is subject

to a power "exercisable by the grantor or a nonadverse party, or both."
160. See notes 20-33 and accompanying text supra.
161. Treas. Reg. § 20.2036-1(a) (1960).
162. See Lehman v. Commissioner, 109 F.2d 99 (2d Cir.), cert. denied, 310

U.S. 637 (1940).
163. Treas. Reg. § 20.2036-1(a) (1960).
164. See Commissioner v. Bridgeport City Trust Co., 124 F.2d 48 (2d Cir.

1941).
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that fraction of the income interest under section 2038(a)(1) will be tax-
able. 165 On the other hand, if the grantor retains the power to accumu-
late a specific dollar amount of income, section 2036(a)(2), if applicable,
will include the portion of corpus necessary to produce that amount
of income, using the average rate of return from the property. 100 Under
section 2038(a)(1), however, only that fraction of the income interest
corresponding to the ratio of the dollar amount of annual income which
was controlled over the average rate of return would be covered. Con-
versely, if the grantor retains a discretionary power over income in ex-
cess of a specified amount, the corpus necessary to produce the specific
amount of income is excluded from his gross estate if section 2036
(a)(2) applies.' 67  Under section 2038(a)(1), the fraction of the in-
come interest would be excluded which corresponded with the ratio
of the specified amount over the average rate of return. If in fact the
income does not exceed the amount required to be paid to the benefi-
ciary, the property will escape taxation altogether.10 8

A similar computation would also seem applicable when a discre-
tionary power is combined with an ascertainable standard. For example,
if the grantor retains the discretionary power to pay out or accumulate
income in excess of that needed for the beneficiary's support, there should
be excluded from the gross estate a proportion of the principal or income
interest taking into account amounts paid for support compared to the
total income of the trust.169 Similar exclusions should be available for
payments under other ascertainable standards such as education and sick-
ness of the beneficiary.

If the grantor retains the power to invade corpus, but the power is
limited to only a portion of the trust estate, similar computations should
be made to determine the amount included in the gross estate. For ex-
ample, if the income and remainder beneficiaries are different and the
grantor can invade corpus for the remainderman, the grantor can shift en-
joyment of the income and the portion of corpus corresponding to the
controlled income interest would be taxable under section 2036(a)(2). 70

The same amount would be covered under section 2038(a)(1), although
the ratio would be applied separately to both the income interest and the
remainder instead of to the entire trust estate as is done under section
2036(a)(2). 17 If, however, the grantor can invade corpus for the in-
come beneficiary, only the remainder interest should be taxable under

165. See Treas. Reg. §§ 20.2036-1(a), 20.2038-1(a) (1954).
166. Cf. Uhl v. Commissioner, 241 F.2d 867 (7th Cir. 1957).
167. Joy v. United States, 404 F.2d 419 (6th Cir. 1968); Industrial Trust Co.

v. Commissioner, 165 F.2d 142 (1st Cir. 1947).
168. Cf. Hubbard v. Commissioner, 250 F.2d 492 (5th Cir. 1957).
169. See State Street Trust Co. v. United States, 160 F. Supp. 877 (D. Mass.),

aff'd, 263 F.2d 635 (1st Cir. 1959).
170. See note 55 supra.
171. See note 56 supra.
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either section 2036(a)(2) or section 2038(a)(1)17 2 and, therefore, only
the value of the remainder interest subject to the power of invasion is
taxable. A similar amount would be taxable where the income and re-
mainder beneficiaries are the same and the grantor can invade corpus for
the beneficiary.17 3

2. Gift and Income Taxes. When the grantor holds a power to ac-
cumulate income or invade corpus, interests in the trust that are not af-
fected by the power are completed gifts at the time of the trust's crea-
tion. Thus, if the grantor's power covers only a portion of income or
corpus, the portion not subject to the power is a completed gift.1 74

In general, the grantor will be treated as the recipient of trust income,
and taxed accordingly during the period he holds a power to accumulate a
portion of trust income or a power to invade a portion of trust corpus. If
the grantor controls specific trust property and its income, income directly
related to that property is taxed.17 5  If he can accumulate a fractional
interest or dollar amount of income, that fraction or amount of income is
attributed to the grantor.176 If the grantor can invade corpus to the ex-
tent of a fraction or dollar amount thereof, only a portion of that amount
which would be taxable if the power extended to the entire corpus is in-
cluded in gross income. The portion is computed by comparing the
value of the corpus subject to invasion to the value of the full trust cor-
pus.

177

SUMMARY

The estate planner is often faced with a client who has conflicting
objectives. The client is interested in minimizing his transfer and income
taxes. At the same time, he usually has misgivings about relinquishing
control over his property. The present tax structure permits tax savings
through the use of inter vivos gifts. And while an inter vivos transfer
will be treated as incomplete for tax purposes if the grantor retains con-
trol, the concept of control under the estate and income taxes does not
prohibit all retained powers. Within certain reasonably well-defined
limits, the grantor can continue to influence the disposition of his prop-
erty and still accomplish the desired tax savings. Thus the estate planner
with a knowledge of the rules of taxation can satisfy, in whole or in part,
both objectives of the client. One method by which the wishes of
the client may be accomplished is the creation of an irrevocable inter
vivos trust with powers in the grantor or a third party to accumulate in-
come or invade corpus.

172. See notes 62-70 and accompanying text supra.
173. See notes 76-78 and accompanying text supra.
174. See Treas. Reg. § 25.2511-1(e) (1954).
175. Treas. Reg. § 1.671-3(a)(2) (1956).
176. Treas. Reg. H§ 1.671-3(a)(3), -3(c) (1956).
177. Treas. Reg. § 1.671-3(a)(3) (1956).
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If the grantor retains a power to accumulate income and he possesses
the power at death, the transfer will be treated as incomplete under the
estate tax and, prior to death, he will continue to be taxed on the in-
come from the trust unless limitations are placed on his power. Where
the accumulated income may ultimately be payable to one other than the
income beneficiary, the entire corpus, including accumulated income, is in-
cludible in the grantor's gross estate. Moreover, the income remains tax-
able to the grantor, unless he limits the power so that it is exercisable only
during the minority of the beneficiary or he provides with reasonable cer-
tainty that no one other than the income beneficiary will ultimately re-
ceive the accumulated income. If the grantor is willing to create a trust
with only one beneficiary (or more than one beneficiary with separate
shares for each) and provide for payment of accumulated income to the
beneficiary, his estate or his appointees, income taxation will be shifted
to the trust or the beneficiary or both. It is also possible that the value
of the remainder at the grantor's death will not be subject to the es-
tate tax.

The tax consequences of a retained power to invade corpus depend
upon in whose favor the power can be exercised. If the grantor can
invade corpus for the benefit of the remainderman where the income bene-
ficiary and remainderman are different persons, the full corpus is subject
to estate tax and the grantor remains taxable on the income. If, how-
ever, there is one income beneficiary and the power can be exercised only
in his favor, the grantor will avoid taxation on the income and will, it
appears, escape estate taxation on the value of the income interest at
the date of his death. This result should occur whether the remainder
goes to the beneficiary or his estate, or to other persons. The favorable
income and estate tax consequences will both be lost if there is more than
one income beneficiary and the grantor can invade corpus without restric-
tion for any one of such beneficiaries. These adverse tax consequences
also can be avoided, however, by providing that a corpus distribution to
one beneficiary is chargeable against the proportionate part of principal
held for payment of income to that beneficiary as if it constituted a sepa-
rate trust.

Although it is possible to shift income taxation when the grantor re-
tains a power to accumulate or invade, only limited savings are possible
under the estate tax, and these savings are uncertain. Alternative disposi-
tions should be considered which will result in more favorable, and more
certain, tax results.

The first alternative is to place the powers in the hands of a third-
party trustee. Absent an agreement or understanding between the grantor
and the trustee concerning the exercise of the powers, the property will es-
cape estate taxation. If an independent trustee is appointed, either as
sole trustee or as cotrustee with one who is not independent, the grantor
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will not be taxable on the income even though the trustees are given wide
discretion to accumulate income or to invade corpus for any of the trust
beneficiaries. If the trustee is not independent, the trust will, neverthe-
less, qualify if one of the other more restrictive exceptions is satisfied.

The grantor can retain the power to accumulate income or invade
corpus and avoid the estate tax if the exercise of the power is subject
to an ascertainable standard. By wording the standard so that it covers
most of the situations which would prompt the grantor to exercise his
power, there may be very little practical difference between the reten-
tion of an unrestricted power and one circumscribed by a standard. When
the power retained is to invade corpus, the inclusion of an ascertainable
standard in the trust instrument will qualify under one of the income tax
exceptions. If the power is to accumulate income, however, one of the
other exceptions must be satisfied to successfully shift the income tax bur-
den.

Tax savings are available if the grantor will agree to limit his discre-
tionary power to only a portion of the trust estate. Generally such a limita-
tion will result in estate and income taxation on that portion of the trust over
which the grantor has retained control.

If the grantor possesses taxable powers, he can avoid the estate tax
by relinquishing the powers or by placing the powers in the hands of an-
other. Further tax on income from the property can be avoided by re-
linquishment of the power or by appointment of another as trustee who
is either independent or whose powers are circumscribed so as to come
within one of the other exceptions contained in the grantor trust provi-
sions.
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