THE DUELING TRANSFERORS PROBLEM IN A NUTSHELL

An Argument in Capsule Form

© 2013 by Austin W. Bramwell

I.  An Illustration of the Problem

Consider the following hypothetical:
Under his will, Grandfather bequeaths $1 million to a trust that pays all income to Son for Son's life.  The trustee has discretion to distribute principal to Daughter.  No GST exemption is allocated to the trust.  Son assigns his income interest to Grandson for no consideration.  Trustee thereafter invests in a leveraged portfolio of high-yield bonds.  Soon, virtually the entire trust is depleted by income distributions to Grandson.

II.  Uncontroversial Conclusions

Grandfather's and Son's respective gifts have the following gift and GST tax consequences:  

1. Grandfather's transfer is a gift.  (The gift will qualify in part for the gift tax annual exclusion.)

2. Grandfather is the transferor for GST tax purposes of the trust.

3. Son's assignment of the income interest to Grandson is a gift.  (The gift will qualify in part for the gift tax annual exclusion.)

4. Son is the transferor of the income interest for GST tax purposes.  However, the transfer is not a direct skip gift, as Grandson is not a "skip person" with respect to Son.

5. The value of Son's gift can be discounted (perhaps substantially) to reflect the possibility that principal could be distributed to Daughter.  Cf. Rev. Rul. 75-550.

III.  The "Dueling Transferors" Problem
It is not certain whether income paid over to Grandson should be treated as a taxable distribution subject to GST tax.  Grandfather is the transferor of the trust yet Son is the transferor of the income interest.  Which of the two competing transferors should prevail over the other?

IV.  The Correct Resolution of the Problem

The correct answer seems to be that Grandfather, not Son, is the transferor of any distributions to Grandson.  The reasons for this conclusion are as follows:

1. Policy concerns.  Treating Son as the transferor of any distributions to Grandson would open up significant loopholes in the GST tax.  The value for gift tax purposes of Son's income interest may be very small.  Yet the wealth passing to Grandson may be very great, especially if the trustee (i) does not make principal distributions to Daughter and/or (ii) invests in order to inflate the amount of income.  It is unlikely that Congress meant to permit such a powerful leveraging device, as it could fatally undermine the integrity of the GST tax.

2. Regulations hold that Grandfather is the transferor.  Reg. 26.2652-1(a)(5) Example 4, on very similar facts, concludes that Grandfather "remains the transferor with respect to the trust."  That conclusion suggests that, at least at the time of Son's gift, Son does not become the transferor of any portion of the underlying trust property.  The only way that Son can become the transferor of income distributed to Grandson, therefore, is if a change of transferors occurs after the moment of Son's gift, such as at the moment of distribution (see point 3 below).

3. A distribution event does not cause a change of transferors.  Reg. 26.2652-1(a)(1) defines the transferor as "the individual with respect to whom property was most recently subject to Federal estate or gift tax."  Thus, it seems that only a gift or gross estate inclusion event can cause a change of transferors of trust property.  Cf. Reg. 26.2652-1(a)(5) Example 3 (gross estate inclusion event); Reg. 26.2652-1(a)(5) Example 5 (gift tax event).  A distribution event is neither.  Therefore, it seems that Son does not "magically" become the transferor of trust property at the moment that it is distributed to Grandson.

4. The conclusion of Example 4 would be correct even if the Regulations hadn't said so.  Although badly drafted, Reg. 26.2652-1(a)(5) Example 4 correctly applies the definition of "transferor."  Son never made a gift of the underlying trust property.  He only made a gift of an interest in such property.  Therefore, he should not be treated as the transferor of any portion of the trust property.  Put another way, the example simply confirms that a gift to a trust can cause a change of transferors but a gift of an interest in a trust cannot.

IV.  Applications

There are at least two important lessons to be drawn from the correct resolution of the dueling transferors problem.  First, GST tax cannot be avoided by having beneficiaries assign their interests down generations.  Second, it is possible to convert "leaky" GST-exempt trusts into trusts that permit all income to be accumulated.  For example, without any allocation of the surviving spouse's own GST exemption, it appears that, if the surviving spouse assigns the income interest in a "reverse" QTIP trust to a new trust for descendants, the income of the QTIP trust can thereafter be accumulated for the benefit of skip persons.

V.  Recommendations for Further Reading

The author of this paper is working on a lengthy article on the "dueling transferors" problem, which he hopes to complete this year.

Appendix:  Answers to Common Objections

Not everyone agrees that Grandfather should be treated as the transferor of any distributions to Grandson.  Common objections include:

1. Son is the transferor of the income interest.  

Response:  It is true that Son is the transferor of the income interest.  Thus, if Son had transferred the interest his own grandson, the gift would be a direct skip.  However, in the "topsy turvy" world of GST tax, it does not necessarily follow that Son is the transferor of the actual income that gets distributed to the substitute beneficiary.

2. It is necessary to treat Son as the transferor of income distributions to prevent double taxation of both (i) Son's gift and (ii) taxable distributions to Grandson.
Response:  The wealth transfer tax system tolerates "double taxation" of gifts of trust interests.  For example, in Estate of Regester v. Comm'r, 83 T.C. 1 (1984), the Tax Court held that the indirect transfer of an income interest by the exercise of a special power to appoint principal is a taxable gift, even though the trust property had already been subject to estate tax.  That a gift of an income interest may in an economic sense be taxed twice, therefore, is not a fatal objection to the imposition of GST tax. 

3.
The IRS has ruled that a gift of an interest in a trust causes the donor to be treated as the transferor of a portion of the underlying trust property.

Response:  The IRS so ruled in PLR 200107015.  However, the ruling is inconsistent with Reg. 26.2652-1(a)(5) Example 4 and the general principles on which the example is apparently based.  At a minimum, Reg. 26.2652-1(a)(5) Example 4 would at least seem to preclude the "portion" theory when it comes to gifts of income interests.

4.
Income distributed to Grandson "relates back" to Son's gift; therefore, Son should be treated as the transferor.

Response:  Income distributions also "relate back" to Grandfather's gift.  Grandfather is the one who permitted Son to assign his interest; therefore, Grandfather contemplated the possibility that income from the trust he created would be paid over to Grandson.  Distributions from a trust should also not be compared to returns from a conventional investment, such as a share of stock.  Unlike a corporation, a trust has a transferor for GST tax purposes.  Advocates of the "relation back" theory need to explain why the original transferor gets displaced.  They should not simply assume that distributions to the substitute beneficiary should be treated as returns on the former beneficiary's gift.

5.
There is no real difference between (i) Son making a gift of his income interest and (ii) Son receiving income distributions and using them to make cash gifts to Grandson.

Response:  The differences between the two are quite significant.  First, a gift of cash does not present any GST tax leveraging opportunities.  By contrast, a gift of an interest in a trust has the potential to open up significant GST tax loopholes, if the donor of the interest is treated as the transferor of any subsequent distributions.  Second, it is clear that the donor of cash becomes the transferor for GST tax purposes at the moment of the gift.  There is no authority, by contrast, for the proposition that, following a gift of a beneficial interest, a distribution to a substitute beneficiary causes a change of transferors.

6.
Wheeler, 116, F.3d 749 (5th Cir. 1997), Magnin, 184 F.2d 1074 (9th Cir. 1999) and D'Ambrosio, 101 F.3d 309 (3d Cir. 1996) support the view that Son should be treated as the transferor.

Response:  Wheeler, Magnin, and D'Ambrosio address whether a sale of a remainder interest for its full actuarial value is a sale for full and adequate consideration in money or money's worth within the meaning of Section 2036(a).  They do not address the potential for GST tax abuse involving gifts of interests in trust.  Indeed, Magnin, which admits that Section 2043(a) may produce overtaxation of remainder interests, supports the view that "double taxation" of trust interests is an acceptable consequence of the wealth transfer tax system.

� See also A. Bramwell, "Using Section 2519 to Enhance Estate Planning with QTIPs," Estate Planning, Vol. 38. No. 10 (October 2011).
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