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and Jill went up the hill, they became

parents to little Rover. As soon as
Rover was born, Jack and Jill went to their
planners to have an irrevocable trust created
for the benefit of little Rover. They were
advised by their accountant that the newly
created trust will be required to pay the
income tax on the trust’s earnings.

After reading Revenue Ruling 2004-64,
the accountant questioned whether this
trust should be an irrevocable grantor
trust. Rather than reducing the net worth
of the trust, the accountant inquired
whether it would be more beneficial to
have Jack and Jill pay the tax on the
trust’s earnings. As a grantor trust, the
parents will have the obligation to pay the
trust’s income taxes; a payment that will
generate no gift tax liability. Jack and Jill
listened intently as the accountant gave an
overview of the area.

An irrevocable trust can be drafted as a
grantor trust for income tax purposes without
causing the inclusion of the trust assets into
the grantor’s estate for estate tax purposes.
This is achieved by intentionally violating
one of the grantor trust rules under Code §§
671-678. To be effective, both the income
and principal portions of the trust must vio-
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late this provision. At the same time, the
violation must be structured so there is a
completed gift and the trust assets will not be
“kicked back’ into the grantor’s gross estate.

To avoid the inclusion of the trust’s assets
in the grantor’s estate, the provision violat-
ing the grantor trust rules must not violate
one of the estate tax inclusion rules under
Code §§ 2036-2038. The estate tax inclu-
sion rules subject the trust assets to estate
tax when the decedent retains sufficient
rights, powers, or interests in the property.
If one of these sections is violated, then the
trust assets will be included in the grantor’s
eross estate upon his or her death.

With a grantor trust, the grantor has a
legal obligation to report the trust’s income
on the grantor’s personal tax return. As
noted above, having the grantor obligated
to pay the income taxes can have advan-
tages; however, there may be times when
the grantor wants a complete or partial
reimbursement from the trust for having to
pay these taxes. In Revenue Ruling 2004-
64, the Internal Revenue Service provides
guidance on the gift and estate tax treat-
ment for this reimbursement in three differ-
ent scenarios. A very brief summary of the
three scenarios is discussed.

In the first scenario, the grantor pays the
tax liability from his own funds and the
trust agreement does not require or permit
the trust to reimburse the grantor for the
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income taxes. The Service found that this
payment by the grantor will not constitute a
gift to the beneficiaries for the trust because
the grantor was liable for the taxes.

In the second scenario, the trust requires
the trustee to fully reimburse the grantor for
the income tax paid by the grantor on the
trust’s income. In this case, the Service
determined that the entire trust would be
included in the grantor’s gross estate under
Code Section 2036(a)(1) because the
grantor retained the right to have the trust
discharge the grantor’s legal obligation.
This portion of the ruling does not apply to
trusts created before October 4, 2004.

In the third scenario, the trust gives the
trustee the discretion to reimburse the
grantor for the income tax paid by the
grantor on the trust’s income. The Service
found that the reimbursement would not be
considered a gift to the beneficiaries. The
ruling added that the mere discretion to
reimburse the grantor will generally not
cause estate tax inclusion.

By creating an irrevocable grantor trust for
Rover, Jack and Jill can keep the trust prin-
cipal from being diminished by income
taxes. If Jack and Jill wanted to be reim-
bursed for the income tax attributable to the
trust, then a discretionary tax reimbursement
provision could be put into the trust. This
ruling gives valuable guidance on the han-
dling of these income tax reimbursements.
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