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IRS Issues Guidance on Basis for Assets in a Grantor Trust

On March 29, 2023, the Internal Revenue Service (“IRS”) issued Revenue Ruling
2023-2 (the “Revenue Ruling”), which impacts important estate planning techniques involving
lifetime trusts. The Revenue Ruling holds that upon the death of the grantor of a so-called
“grantor trust,” there is no basis step up for assets that were gifted to the trust during the
grantor’s life when the trust is outside of the grantor’s taxable estate. Although some tax
practitioners had taken an aggressive approach and advocated that such assets would be entitled
to a basis step up, the Revenue Ruling has confirmed what has been Meltzer Lippe’s
understanding of the law all along—that unencumbered assets gifted to a trust that is outside of
the grantor’s taxable estate do not receive a basis step up at death even if the trust is a grantor
trust.

The rationale for denying the basis step up under Section 1014 appears to be that the
assets in the grantor trust are outside the grantor’s taxable estate. Although grantor trusts are
disregarded for income tax purposes so that the grantor continues to be treated as the owner of
the trust property, they can be treated as owned by the trust for estate and gift tax purposes. In
such a case, this disparate tax treatment creates estate planning opportunities and is central to
many estate planning techniques.

Although the Revenue Ruling provides clear guidance that unencumbered assets gifted
to a trust outside the taxable estate will not receive a basis step up, it is limited to the
straightforward facts of the Revenue Ruling. We note, however, the Revenue Ruling does not
address whether there is a basis step up for assets held in a grantor trust outside the taxable
estate that were not received by gift. For example, a common way to fund a grantor trust that is
outside the taxable estate is for the grantor to “sell” assets to the trust in exchange for an
installment note. Because grantor trusts are deemed owned by the grantor for income tax
purposes (even when they are not owned by the grantor for estate and gift tax purposes), this
sale is ignored for income tax purposes and no gain is triggered. The Revenue Ruling does not
address whether those assets would be entitled to any basis step up, including for payments
made on the installment note, nor the income tax consequences of those payments after the
grantor’s death.

Additionally, the Revenue Ruling does not address what happens if the property in the
trust has liabilities in excess of basis or a negative capital account. We believe there are good
policy arguments for an increase in basis to apply for these assets. However, there is a material
risk that the IRS will deny the basis increase like they did under the Revenue Ruling. There are
techniques we recommend to avoid that risk — such as the freeze partnership.

As such, we anticipate that future guidance will be issued by the IRS to address the
other aspects of grantor trust planning that remain unanswered. In the meantime, we encourage
you to reach out to your Meltzer Lippe advisor to discuss your particular plan to see if there is
any additional planning you should consider in light of the Revenue Ruling and the questions
that remain open.
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