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Inter Vivos Marital Dispositions
Inter vivos marital deduction dispositions are an alternatoveutright gifts for purposes of enabling a
less pecunious spouse to use his or her estagxémption and generation-skipping tax exemption.
These arrangements permit the donor to contraindweagement and the ultimate disposition of the
property. The inquiry of this chapter is the extienivhich these arrangements can (and cannot) eahan
flexibility.
11.01 ABILITY OF DONOR TO CONTROL
DURING LIFE OF DONEE
Not an issue in the case of marital arrangemeatsatiproperty owner creates at the time of hiseor h
death, the donor who during life creates a truat ithto qualify for the marital deduction becaogée
power of the spouse to appoint or because of a @E&ion cannot retain any ability to establish or
alter beneficial enjoymenite., a “power” as defined in Code Section 2613(d)ef generation-skipping
tax before the Tax Reform Act of 1986. This conidusapplies only to a power that the donor retains.
Any other power to pay principal to the donee spassonsistent with qualification.

The conclusion that the donor cannot retain a pasvihie product of a very difficult analysis anfd o
three conclusions that it produces. The first cosion is that a power that the donor retains prsvitre
transfer from qualifying for the marital deductiat,least unless the power is a fiduciary poweitéch
by an ascertainable standard. According to Codad®e2523(b)(2), a power that the donor retains to
allow an appointee to enjoy the property aftertéreination of the interest of the donee spouseqnts
the transfer to the donee spouse from qualifyimgtfe marital deduction:

(b) Life Estate or Other Terminable Interest. -&) on the lapse of time, on the occurrence of an
event or contingency, or on the failure of an ev@rtontingency to occur, such interest transfetoed
the spouse will terminate or fail, no deductionlisbe allowed with respect to such interest -

* * %

(2) If the donor immediately after the transfethie donee spouse has a power to appoint an
interest in such property which he can exercigbé€eialone or in conjunction with any person) iclsu
manner that the appointee may possess or enjoyahyf such property after such termination or
failure of the interest transferred to the donesusp. For purposes of this paragraph, the dondirtsha
considered as having immediately after the trartsféne donee spouse such power to appoint even
though such power cannot be exercised until dfietapse of time, upon the occurrence of an event o
contingency, or on the failure of an event or aogency to occur.

An exercise or release at any time by the dontirerealone or in conjunction with any person, of a
power to appoint an interest in property, even gfoniot otherwise a transfer, shall, for purposes of
paragraph (1), be considered as a transfer byEweept as provided in subsection (e), where atinhe
of the transfer it is impossible to ascertain thdipular person or persons who may receive fragn th
donor an interest in property so transferred by, Isinch interest shall, for purposes of paragrajphoél
considered as transferred to a person other tleadahee spouse.

Code Section 2523(e), which applies to power-ofeamment arrangements, and Code Section 2523(f),
which engrafts QTIP rules onto Code Section 25%28rrade the terminable interest rule (of Code
Section 2523(b)) in the case ofiaterest that the donor retains. However, Code Section8@j2and
2523(f) do not override the terminable interese rial the case of power that the donor retains. The
regulations specifically provide for this resulttire case of QTIP:

Terminable interests that are described in Se@&#8(b)(2) cannot qualify as qualified terminable
interest propertyThus, if the donor retains a power described in Section 2523(b)(2) to appoint an

interest in qualified terminable interest property, no deduction is allowable under Section 2523(a) for

the property. Treas. Reg. 825.2523(f)-1(a) (emphasis addsd)also Treas. Reg. 825.2523(b)-1(d).



The donor’s retention of gower to affect beneficial enjoyment of qualified terraible interest
property after the interest of the donee spouseit@tes seems to undermine the marital deduction.
Anomalously, the donor’s retention of amerest that succeeds the interest of the donee spousessee
not to produce the same result. Code §2523(f)(1)[Blas. Reg. §25.2523(f)-1(d).

The critical question, then, is whether the regdipower of the donor to distribute principal te th
donee spouse is a retained power to affect beakéinjoyment after the interest of the donee spouse
terminates. The power permits the donor to causetimcipal to pass to the donee and, therefortetono
pass to any remainder person. Correspondinglypdiner permits the donor to cause the propertyaot t
pass to the donee and, therefore, to pass to an@engerson. Accordingly, the power appears
inherently to permit the donor to cause an appeitigossess or enjoy the principal after the
termination of the interest of the donee spouserdibre, the donor’s retention of the power (exespt
discussed, infra) seems to cause the transfeorgptdlify for the marital deduction.

An example in the pre-QTIP regulations appliesgheciple. Given the foregoing, the example
seems to apply also to QTIP:

Example. The donor, having a power of appointment ovetageiproperty, appointed a life estate to his
spouse. No marital deduction may be taken witheesip such transfer, since, if the retained pdwer
appoint the remainder interest is exercised, tipeiapee thereunder may possess or enjoy the pyopert
after the termination or failure of the interedtem by the donee spouse. Reg. §25.2523(b)-1(d)(3).
However, this configuration seems to appear inRtil. 9309023 (December 3, 1992) and 9437032
(June 20, 1994) without preventing the gift fronnigeQTIP.

Use of an ascertainable standard to limit tharmethpower might remove the power from being
described in Code Section 2523(b)(2). Thus, it mogluse the power not to prevent the transfer from
qualifying for the marital deductio@f. Jenningsv. Smith, 161 F. 2d 74 (2d Cir. 194 /state of
Budlong v. Commissioner, 7 T.C. 756 (1946); andstate of Carpenter v. United Sates, 80-1 USTC
113,339 (W.D. Wis. 1980).

The second conclusion is that the power whicldtiteor retains apparently does not prevent the
gift of the income interest of the donee spousdife@rfrom being complete, but, unless the powa is
fiduciary power and an ascertainable standarddithié power, does prevent the gift of the remainder
from being complete, for gift tax purposes. Trdsg. §8825.2511-2(c), 25.2511-2(f) and 25.2511-2(g).
The exercise of the retained power cannot dephgalbnee spouse of an income interest for hisror he
life. See Treas. Reg. 825.2511-2(c). However, the descrilo@gepclearly is a power to change the
beneficiary of principali.e., a power to determine whether principal passesdatmee spouse or,
instead, to one or more other persons after thiéhddédhe donee spouse. Therefore, unless the pewer
a fiduciary power limited by an ascertainable staddthe power prevents the gift of the remaindamnf
being completeSee Treas. Reg. §25.2511-2(c).

If [, on the other hand,] a donor transfers proptrthimself as trustee ..., and retains no beirafic
interest in the trust property and no power ovexiept fiduciary powers, the exercise or noneserof
which is limited by a fixed or ascertainable stad#o change the beneficiaries of the transferred
property, the donor has made a completed gift haentire value of the transferred property is etibj
to the gift tax.

Treas. Reg. §25.2511-2(dyle v. United Sates, 766 F.2d 1141 (7th Cir. 1985), applied lllincasvi and
held that a gift was complete because the retamtecest of the donor was limited by an ascertdaab
standard.

If the retained power were to prevent the giftha remainder from being complete, the gift of the
remainder would become complete when, during lifataeath, the donor ceased to have the power.
This would occur, for example, upon the donor’satemm of the office of trustee, upon the donor’s
exercise of the power to distribute all of the piral to the donee spouse or upon the death afdhee



spouse. Treas. Reg. §25.2511-2(f). If the poweniteates before the death of the donee, the terramat
should qualify the transfer of the remainder intefer the marital deduction. If the power termesat
the death of the donee before the death of therddmtermination should include the remainder
interest (which, due to the death of the donethasentire trust) in the taxable gifts or taxaldtate of
the donor.

The third conclusion is that if the arrangemenihisended to qualify for the marital deduction by
means of a general power of appointment givendaltinee, the power of appointment will include the
property in the tax base of the donee even if thaton of the trust fails to qualify for the matfit
deduction. The result of the three conclusionkas the arrangement cannot serve the tax purpose of
hedging against the prior death of the less weaifouse.

Consistently with this analysis, the donor caairethe exclusive ability to manage and preserve
the property (as opposed to alter or establisérijgsyment) or can select, remove and replace the
person(s) to manage and preserve the propertyddim@ might implement these principles by naming
himself or herself as a trustee and giving all peveslely to another trusteed., an independent
trustee) and, perhaps additionally, not retainimgability to eliminate any power and, except adauy
to the principles of Revenue Ruling 95-58, 1995:B.91, not retaining any ability to remove and
replace any person who possesses any p&@ieRev. Rul. 79-353, 1979-2 C.B. 325, modified byRe
Rul. 81-51, 1981-1 C.B. 458 and repealed by ReV. #6458, 1995-2 C.B. 191. If the donor had the
exclusive ability to add or replace, or to previgrat addition or replacement of, a power holder, the
donor could prevent distribution of principal byuging to appoint a power holder. Arguably, however
this ability of the donor to prevent distributiohgrincipal would not constitute a retained ability
establish or alter beneficial enjoymeing,, a power. The ability of a person to grant a poweaartother
is not the same as the person’s possession obthergimself or herselfsee United States v. Winchell,
289 F.2d 2179th Cir. 1961). The donor can avoid this issu@tnwiding that any holder of a power
either always shall serve or shall commence toesatv¥he instance of the donee spouse. Alterngfivel
the donor might name himself or herself as inveatradvisor, give all powers solely to the trustee
(other than the donor) and give control of investtaesolely to the investment advisor.

11.02 ABILITY OF DONORTO

CONTROL AFTER DEATH OF DONEE
If during life a person makes a gift that qualiffes the marital deduction, can the donor contnel t
property, or benefit from it, after the death of thonee, without including the property in the gros
estate of the donor for estate tax purposes? Thaital questions are whether, for purposes of Code
Section 2036, the donor retained the control oetijeyment and whether any threshold lower thah tha
of retention is operative for purposes of Code i8r@038. Code Section 2036 explicitly requires
retention. Code Section 2038 literally requiresyantransfer. Code Section 2038 includes a
parenthetical, “(without regard to when or from Wwhaurce the decedent acquired such power),” that
explicitly negates a requirement of retention. Hegreat least in the case in which the transferred
property is included in the tax base of a trangfetiee construction iEstate of Reed v. United States,
75-1 USTC 113,073 (M.D. Fla. 1975), effectively@hates the parenthetical and resurrects the
requirement of retentiodol phson v. United Sates, 3 CCH Est. & Gift Tax Rept. 160,048 (C.D. IIl.
1990), on the other hand, expressly disappr&eed and interprets the parenthetical literally.

Usually, Code Sections 2036 and 2038 are appiested for application, in a context in which
the donor explicitly, or by means of an understagddirectly retained enjoyment or control. Anytgif
that qualifies for the marital deduction presentkssinctive issue for Code Sections 2036 and 2088.
gift is included in the gross estate of the dorfesr ¢he donor gives the gift and before the ddras the
interest in the gift, or the power over it, thagimi include the property in the gross estate ofithreor.



