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Disclaimer

• The information given in this presentation is not 
intended as specific legal advice and there are no 
representations or warranties about the content as 
applied to a real-life situation.

• Views of Ed Morrow are his alone and not 
necessarily the views of his employer. 

• As for what Congress will do that might affect these 
techniques discussed, remember that: 

“Prediction is very difficult, especially if it's about the 
future.” - Niels Bohr
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EDWIN P. MORROW III

• JD, LL.M. (Tax), MBA, CFP®, CM&AA®  

• Board certified specialist in estate planning 
and trust law through the Ohio State Bar 
Association 

• Fellow of the American College of Trust and 
Estate Counsel (ACTEC) 

• Wealth Strategist for Huntington Bank 
Private Wealth Management

• Ed is a co-author with Stephan Leimberg 
and Paul Hood of Tools and Techniques of 
Estate Planning, 20th Edition
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Article Related to Presentation - BDOTs

• Covers article: IRC Section 678 and the Beneficiary Deemed 
Owner Trust (BDOT), LISI Estate Planning Newsletter #2577 
(Sept 5, 2017).  You can download latest versions of this white 
paper from www.ssrn.com for free.  Just search under my 
name.  You may need to create a free account. It will be 
periodically updated, especially if new tax legislation is passed. 

• For more material focusing on opportunities to exploit INGs, 
SLANTs and BDOT strategies in various contexts, see 2020 
Heckerling presentation and material from Stacey Eastland, 
Austin Bramwell, Carlyn McCaffrey and myself.

• Article: Using BDOTs as Beneficiary of IRA/401(k) after Secure: 
https://new.leimbergservices.com/all/LISIMorrowPDF2_18_20
20.pdf (to be discussed in slides at the end)

• None of the above are required to follow this presentation.  4
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Quick BDIT/BDOT Definitions Contrasted

• A “beneficiary defective inheritor’s trust”, or “BDIT” refers to a 
trust that is deemed to be owned by a beneficiary for income tax 
purposes because it grants the beneficiary powers over the entire 
corpus, yet is not considered to be owned by them for 
estate/gift/asset protection purposes after the power lapses.  It is 
primarily used for estate tax planning as substitute for installment 
sale to IGT.  BDITs are mostly useless, unless they are leveraged.

• A “beneficiary deemed owner trust”, or “BDOT” refers to a trust 
that is deemed to be owned by a beneficiary for income tax 
purposes because it grants a beneficiary powers over income 
only, but is not considered to be owned by them for estate, gift, 
or asset protection purposes, because it does not grant a power 
over corpus (unlike a BDIT).  It has many uses besides being a 
substitute for an installment sale to an IGT or BDIT.

• You may hear “BDOT” or “§678 trust” to refer to both
5
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Agenda

I. Fiduciary Income Taxation: Income Tax as Part of Estate Planning
II. Basics of IRC § 678 – powers over income/corpus shifting tax burden
III. Understanding Varying Definitions of “Income” in Subchapter J
IV. IRC §671 and the “Portion” Rules
V. Comparisons of non-grantor trust v. grantor trust scheme and various 

advantages of BDOTs, including for QTIPs/GST exempt trust planning; 
Contrasting a “crediting” distribution to bene per IRC §661(a)(2), QSST

VI. Effect of Lapsed Withdrawal Powers for Transfer Tax, Asset Protection
VII. Improving asset protection – are BDOTs better than discretionary?
VIII. Tax effect of reformations, decanting to add §678 BDOT powers
IX. Secure Act compressing income into compressed brackets - Solutions
X. The Potential Impact of “Build Back Better” and punitive trust surtaxes 

– If passed, would the proposed law turbo-charge the use of BDOTs? 
XI. Drafting Tips and Conclusions 6
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I. Income Tax Planning as Part of Estate Planning

• With the federal estate tax exclusion after tax reform now 
$12.06 million in 2022, indexed until 2025, plus double for 
married couples with portability, and considering many 
taxpayers above that leave a portion to charity, the number of 
estates actually paying estate tax is extremely small.  Even with a 
reversion in 2026 (or reduction earlier under the proposed “For 
the 99.5% Act” or BBBA), for 99% of the population, the income 
tax is more concerning! 

• You’re an income tax planner, whether you know it or not!  How 
you structure (or reform) trusts has a huge impact on income 
tax, and by shifting income tax, can also save estate/GST tax.  

• How you structure trusts and their distribution and withdrawal 
rights also has a huge effect on the creditor protection afforded 
a beneficiary.  This presentation concerns the intersection of 
these two.  7

7
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TABLE 5 – IRC § 1(e) rates including Estates and Trusts (2020, inflation adjusts annually)

[omits AMT, 3.8% NIIT, special rates for LTCG, Qual.Div., Collectibles, Section 1250 gain]
Some states have progressive tax brackets but compressed brackets for trusts as well.
If income is taxed to a grantor/beneficiary under Sections 671-679, the individual rates apply 
(single, married filing jointly, married filing separately, head of household).
Will Build Back Better add new compressed rates for trusts with 5% and 3% surtax?
Inflation makes it worse! In 2 years, MFJ à $647,850 (up $25,800); Trusts à $13,450 (up $500)

I. Income Tax Planning as part of Estate Planning
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1. Potentially higher compressed trust income tax rates, 
which might sometimes be mitigated only with large 
distributions that remove assets from the trust 
(exacerbated by the SECURE Act as to 401k/IRAs)
(which may get much worse if Build Back Better passes)

2. Certain assets receive much worse income tax treatment 
in trust by being disqualified for deductions/exclusions

3. Inability to transact with trusts without triggering a 
taxable event that Rev. Rul. 85-13 would otherwise ignore

The goal of this CLE is to cover how a BDOT can address 
these points without impairing asset protection 

I. Three INCOME Tax Problems of Non-Grantor Trusts 

9
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I. Income Taxation of Trusts and Estates

• Subchapter J of the Internal Revenue Code (26 U.S.C.)
- Part I - Subpart A - §§ 641-646 - General Rules

• Subpart B - §§ 651-652 - Simple Trusts
• Subpart C - §§ 661-664 - Complex Trusts and CRTs
• Subpart D - §§ 665-668 - Accumulation Distributions [Foreign trusts, 

(including California state income tax, which some people out east 
consider foreign), throwback rules]

• Subpart E - §§ 671-679 - Grantor Trusts (controls when a trust’s 
taxable income is deemed to be owned/reportable by others, with 
§678 deeming income to be owned by a beneficiary and the other 
code sections deeming income to be owned by the grantor)

• Subpart F - §§ 681-685 - Misc. Rules
- Part II - §§ 691-692 - Income in Respect of a Decedent

10
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I. How is Trust Income Tax Taxed?

• Grantor Trust (Income/Expenses Reported on Grantor’s or 
Beneficiary’s Form 1040, no income is “trapped” or taxed to 
trust as separate taxpayer per Subchapter J, Part E).  If taxed to 
beneficiary, I refer to this as a “Beneficiary Deemed Owner 
Trust” (BDOT), not a “grantor trust as to a beneficiary” or 
“beneficiary defective grantor trust” to avoid confusion.

• Non-Grantor (traditional trust and estate income taxation, files 
Form 1041, governed by Subchapter J, Parts A-D), most trusts 
after death of settlor (persistent myth: joint irrev. trusts are still 
taxed to surviving spouse at 1st death – this is rarely true). 

• Part Grantor, Part Non-Grantor, divided under Treas. Reg. 
§1.671-2 portion rules and allocated and divided as either a 
fractional share, per asset or based on accounting 
income/principal, depending on the language of the document 
that creates the partial status.  

11
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II. Basics of IRC Section 678

• IRC §678: 
“a) General rule

A person other than the grantor shall be treated as the 
owner of any portion of a trust with respect to which: 
(1) such person has a power exercisable solely by himself to 

vest the corpus or the income therefrom in himself, or
(2) ***”

• “shall be treated as the owner” does not mean for estate/gift/GST 
purposes, only for income tax purposes, although there is overlap

• If the grantor is deemed the owner of any portion while living under IRC 
Sections 671-677, this will trump §678(a), pursuant to Section 678(b).

12
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II. Basics of IRC Section 678 - corpus

• Let’s tackle a power of corpus first:
A person other than the grantor shall be treated as the 
owner of any portion of a trust with respect to which: 
(1) such person has a power exercisable solely by himself to 
vest the corpus *** in himself,”

Example 1: John Doe dies and leaves assets to wife in a GPOA 
marital trust that grants her the power to withdraw corpus

Example 2: John Doe dies and leaves assets in trust for son 
and daughter until age 30, 35, 40 when they can withdraw 
1/3, 1/2 and 100% respectively, but they’re ages 49, 51 now 

13
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II. Basics of IRC Section 678 - corpus

• Those examples clearly shift the taxation of the income to the 
beneficiary, but clearly undermine any asset protection (from 
the beneficiary’s (ex-)spouse or creditors) as well as any 
estate/GST tax benefits, since IRC sections 2514/2041 would 
bring all the trust assets into the beneficiary’s estate.

• Most states (but not all) do not protect assets over which a 
beneficiary has a current power of withdrawal, although 
many (such as Ohio) will protect assets once the power 
lapses.

14
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II. Basics of IRC Section 678 – income (BDOTs)

• Now let’s tackle a power over income:
“A person other than the grantor shall be treated as the owner of 
any portion of a trust with respect to which: 
(1) such person has a power exercisable solely by himself to vest 
the ***or the income therefrom in himself,”

Example: John Doe dies and leaves assets to wife in a marital trust 
(e.g. QTIP) that grants her the power to withdraw all net income 
(not entire corpus)
Example 2: John Doe dies and leaves assets in trust for son and 
daughter allowing them to withdraw all net income annually (not
entire corpus)

This triggers §678(a)(1), but over how much? 
How is “income” defined in the document and code/regs?

15
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III. Trust (Fiduciary) Accounting Income (TAI) for Trust

• Somewhat anachronistic since many modern trusts use unitrust or 
discretionary standards for distributions, but still an important 
concept for non-grantor trust taxation and interpreting document.

• Trustee allocates receipts/disbursements between accounting
income and principal, determined by governing instrument or, if 
instrument silent, by state law (Uniform Principal and Income Act –
UPAIA or perhaps the new UFIPA)

• E.g., interest, dividends, rents usually = accounting income, capital 
gains usually = principal

• Accounting income can be taxable or non-taxable (e.g., muni bond 
interest, Roth IRA account distributions are accounting income even 
though not taxable income)

• Receipts allocable to principal may be taxable although they are not 
accounting income (e.g., portion of any traditional IRA/qualified plan 
distribution, deferred compensation, most capital gains)

16
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III. Understanding Definitions of “Income” for Tax

• “Income” has different meanings in Subchapter J, Subpart E (grantor 
trust rules, including IRC §678) v. Subparts A-D (non-grantor trusts):

• Treas. Reg. §1.671-2(b) Applicable Principles: 
“(b) Since the principle underlying subpart E (section 671 and following), 
part I, subchapter J, chapter 1 of the Code, is in general that income of a 
trust over which the grantor or another person has retained substantial 
dominion or control should be taxed to the grantor or other person 
rather than to the trust which receives the income or to the beneficiary 
to whom the income may be distributed, it is ordinarily immaterial 
whether the income involved constitutes income or corpus for trust 
accounting purposes. Accordingly, when it is stated in the regulations 
under subpart E that "income" is attributed to the grantor or another 
person, the reference, unless specifically limited, is to income
determined for tax purposes and not to income for trust accounting 
purposes”

17
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III. “Income” for IRC 671-679 Purposes

• Thus, the definition of “income” throughout Subpart E 
(grantor trust provisions, including IRC §677 and §678) is 
more what lay people think about income: “Is it 
something I have to pay tax on?” “What’s on the Forms 
1099 and Forms  K-1?”  No different from individual 
taxation.

• But the trust document is usually referring to a different 
concept based on fiduciary accounting concepts found in 
the Uniform Principal and Income Act (UPIA), now 
Uniform Fiduciary Income and Principal Act (UFIPA), 
unless the document defines the withdrawal right 
otherwise.

18
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III. Definition of Income Applied to Section 678 - BDOTs

• Recall the language of §678(a): “A person other than the grantor shall be treated 
as the owner of any portion of a trust with respect to which: 
(1) such person has a power exercisable solely by himself to vest the ***income 
[from the corpus] in himself,”

Example 1: John Doe dies and leaves assets to wife in a marital trust that grants her the 
power to withdraw all income (a QTIP may be drafted this way)
Example 2: John Doe dies and leaves assets in trust for son and daughter allowing them 
to withdrawal all income annually

If “income” per document means accounting income, then Section 678(a) only 
applies to a “portion” of the trust (the accounting income, not all taxable income, 
thus leaving the taxable income allocable to principal to be taxed under non-
grantor trust rules).  It’s a part-grantor, part non-grantor trust.
However, if “income” is defined in the trust’s withdrawal power as all taxable 
income from the trust corpus (i.e., accounting income plus capital gains/income 
attributed to principal), then §678(a) applies to all taxable income – the “portion” 
over which one is “treated as the owner” for income tax purposes is 100%. I refer 
to such a trust as a “Beneficiary Deemed Owner Trust” (BDOT)(similar in many 
respects to QSSTs where the beneficiary is treated as owner as if §678 applied)

19
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III. Definition of “Income” Applied to IRC Section 678

• Case law History: That the power to withdraw income is 
tantamount to owning the income has been a tenet of tax 
law for nearly as long as the income tax, culminating in 
Mallinckrodt v. Nunan, 146 F.2d 1 (8th Cir. 1945) that was 
cited by Congress in passing IRC Section 678 in 1954.  In 
that case, dad had established trust for son and his wife.  
The wife got the first $10,000 of income and the son could 
withdraw any remaining income (as co-trustee, he could 
also distribute corpus but only w/consent of corporate co-
trustee), but he did not withdraw any income.  

• Held: son must be taxed on the trust income above 
$10,000, because he could withdraw income without 
consent of the corporate trustee (unlike corpus).

20
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III. Definition of “Income” Applied to Section 678

• Pre-IRC §678 “Clifford” regulations under §39.22(a)-22 
followed Mallinckrodt, essentially similar to §678.

• Post-678 Case Law History: While Mallinckrodt
appeared to apply to capital gains or other income as 
well as accounting income, the case did not mention 
the distinction at all, but Campbell v. Commissioner, 
T.C. Memo 1979-495, did. There, the beneficiaries had 
the power to withdraw income, specifically including 
capital gains.  Held: the beneficiary must report the 
capital gains withdrawable under Section 678 
regardless of whether he or she withdrew it. It is not 
optional. 

21
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III. Definition of “Income” Applied to Section 678

• Treas. Reg. §1.677(a)-1(g), Example 2, is also very 
clear that “income” in subpart E does not refer to just 
accounting income but must include capital gains and 
other income that is taxable, but allocable to corpus for 
trust/fiduciary accounting purposes:
• See also Rev. Rul. 66-161, which refers to “income” 

under Subpart E (grantor trust rules) as including 
capital gains.

22
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III. Definition of Income Applied to Section 678

• Recent PLR: While PLRs are not citable as precedent, they 
can be used as rationale for avoiding penalties and are still 
useful to gauge IRS thinking. PLR 2016-33021 involved a 
non-grantor trust (#1) funding a second trust (#2), with the 
second trust granting the first trust the power to withdraw 
the taxable income including capital gains (but not the 
power to withdraw corpus beyond that) with the power 
lapsing on the last day of the calendar year.  

• Held: the first trust  must report the taxable income, 
including capital gains, withdrawable under Section 678 
regardless of whether the first trust withdraws it. 

• Note: while I don’t think there is anything debatable about 
the ruling, I would not copy the exact language from the 
PLR, for reasons cited in the material (pages 14-15).

23
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IV. IRC Section 671 and the “Portion” Rules

Treas. Reg. §1.671-3 outlines three ways that a trust’s income might be 
divided between a grantor (or deemed owner per §678) and the trust as 
a separate taxpayer (and note that expenses/credits may also be so 
divided so as to follow the appropriate income):
1. Divided based on a fraction (e.g., beneficiary can withdrawal half the 

income, or half the corpus – half is taxed to her, half under non-
grantor trust rules)

2. Divided based on access to specific assets or income therefrom (e.g., 
Bene has the power to withdraw XYZ Co. stock or the income 
therefrom – he is taxed on its dividends or capital gains from its sale)

3. Divided based on differing powers/rights having to do with 
“ordinary” (accounting) income and “income allocable to 
corpus”(principal) (e.g., Bene has the right to withdraw accounting 
income, not capital gains, so he is taxed on only accounting income, 
i.e. interest, dividends, but not most capital gains).

24
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V. Contrasting Grantor, Non-Grantor Trust Taxation

Principal differences:
1) Filing more complicated IRS Form 1041
2) The trust is usually in a much higher compressed tax bracket than 

beneficiary for ordinary income, capital gains, NIIT, AMT, often even 
state income tax (some are flat, some have progressive rates).

3) The default rule is to tax most capital gains in the trust (IRC §643), 
although the trust agreement, if administered in the most tax 
advantageous way, can justify in many cases passing capital gains out 
on a Form K-1 to the beneficiary pursuant to exceptions noted in 
Treas. Reg. §1.643(a)-3(b).

4) However, exploiting the above rule requires distributions out of the 
trust, making it extremely “leaky” from an asset protection and 
estate tax leveraging standpoint.  With ordinary non-grantor trusts, 
more has to leave the protective wrapper of the trust in order to be 
taxed at the (usually) lower tax rate of the beneficiaries!

5) Some planning techniques are lost by separate trust tax status, such 
as sales/swaps between disregarded trusts and payment of taxes by 
deemed owner not considered a gift (Rev. Ruls. 85-13, 2004-64)

25
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V. Contrasting Grantor, Non-Grantor Trust Taxation

Some instances when non-grantor trust status may be 
superior:
1) If beneficiaries are in top tax brackets already but 

trapping income in the trust might escape state income 
taxation that would be paid by the beneficiary – very 
state specific, see 
https://www.actec.org/assets/1/6/Morrow_State_Resi
dency_and_Source_Income_Factors_for_Taxation_of_I
rrevocable_Non-Grantor_Trusts.pdf?hssc=1

2) Above the line deduction for tax prep, administration 
portion of trustee fees, etc. per IRC §67(e)

3) Getting additional IRC §1202 QSBS $10 million+ capital 
gains tax exclusion (which Build Back Better would 
dramatically curb anyway)

4) Getting around large installment sale IRC §453A tax 
applicable to $5 million+ deferral

26

https://www.actec.org/assets/1/6/Morrow_State_Residency_and_Source_Income_Factors_for_Taxation_of_Irrevocable_Non-Grantor_Trusts.pdf?hssc=1
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V. Deduction/Exclusions Denied to Trusts and Estates

• Certain code sections grant deductions or exclusions to 
individual taxpayers, but deny them to non-grantor 
trusts:

• IRC §179(d) election to expense $1,000,000 depreciable 
property (increased to $1,080,000 for 2022).  This one is 
the most common and easy to miss – many 
taxpayers/trusts own portions of businesses (LLC/LP/S 
corps) that may pass through this deduction. §179(d)(4) 
disallows it to trusts!

• IRC §469(i) $25,000 offset for rental real estate activities
• IRC §121 $250,000/$500,000 LTCG tax excl. for principal 

residence sale – huge for middle class, expensive locales

27
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V. Deduction/Exclusions Denied to Trusts and Estates

• IRC §170 charitable deduction disallowed to non-grantor trusts, must 
qualify under §642(c) if at all

• Charitable deductions for the individual deemed owner are much 
easier to obtain – the powerholder can withdraw whatever portion 
they want and just make a contribution.  Unlike §642(c) for non-
grantor trusts, which have the following minefields and drawbacks:

• Charitable deductions for non-grantor trusts have to trace any 
charitable contribution to gross income, or it will be denied.

• Charitable deductions for non-grantor trusts require explicit 
provisions in the instrument to allow the gift, or it will be denied.

• Excess charitable deductions for non-grantor trusts cannot be carried 
forward to future years or be passed out on termination

• Charitable deductions for non-grantor trusts can be reduced or 
eliminated if any of the trust income would be “unrelated business 
income” (e.g. debt-financed income, S corporation or partnership/LLC 
income, etc.) – an overlooked trap, see IRC § 681

28



5/12/22

15

29

V. Deduction/Exclusions Denied to Trusts – §199A

• The §199A 20% qualified business income deduction 
regulations may also provide rationale for BDOTs:

• Example: I gift some of my S Corp stock, a specified service 
business, to my daughter in non-grantor ESBT.  In 2020, 
Trust makes $250,000 gross, distributes $100,000 to 
daughter.  The trust’s taxable income is $250,000 and §199A 
deduction denied! (due to exceeding 2020 $157,500-
$207,500 inflation adj. threshold).  ESBTs receive no 
distribution deduction.

• By contrast, if my daughter is granted the right to withdraw 
a portion or all, any such portion would be taxable to her.  
ESBT is divided between grantor and non-grantor portions.

• Grantor trusts (and BDOTs) are treated very favorably under 
§199A regulations – essentially ignored.

29
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V. Other Advantages of Grantor Trusts

• S Corporation qualification under IRC §1361(c)(2)(A) without 
the negatives and compliance of QSST/ESBT election (you 
could as “belt and suspenders” make an ESBT election for a 
grantor trust, but it would be ignored/irrelevant until 
grantor trust status terminates).

• Transfer for Value rules for life insurance favorable to 
beneficiary deemed owner trusts per Rev. Rul. 2007-13

• If beneficiary is active in the business, a BDOT clearly avoids 
3.8% surtax, whereas, even if a non-grantor trust hires a 
trustee/agent active in the business, and even in spite of 
Frank Aragona and Mattie Carter taxpayer victories, such a 
trust may still owe tax.  The IRS is still extremely stringent in 
its interpretation of these rules and may issue regulations or 
eventually prevail in court.  That may be expensive.

30
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V. Other Advantages of BDOTs – State Income Tax

• BDOTs may avoid multiple states’ income taxation and/or 
compressed state tax rates.  With a BDOT, state income 
tax is based on the residency of the beneficiary; with a 
non-grantor trust, the state of the settlor, the state of the 
beneficiary, the state of the trustee, the state of the 
directed trustee or other fiduciary may all cause multi-
state taxation that credits may not 100% offset.  A trust 
may “reside” in multiple states.

• See: 
https://www.actec.org/assets/1/6/Morrow_State_Reside
ncy_and_Source_Income_Factors_for_Taxation_of_Irrevo
cable_Non-Grantor_Trusts.pdf

31
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V. Other Advantages of BDOTs – State Income Tax

• BDOTs (and BDOT provisions that shift only source 
income) can be especially useful in states such as New 
York and New Jersey that may tax trust income if a trust 
has source income in state but might be avoided if a 
beneficiary has the right to withdraw that income.  It may 
be helpful if a child or other beneficiary lives out of state 
in a lower tax jurisdiction as well.

• See article - Using Decanting and BDOT Provisions to 
Avoid a Peppercorn of Income Potentially Triggering State 
Income Tax on a Trust’s Entire Income, at: 
https://new.leimbergservices.com/all/LISIMorrowShenkm
anBlattmachrPDF9_15_2020.pdf

32
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V. QTIPs and Reverse QTIPs as BDOTs

• QTIPs, and perhaps even more compelling, reverse-QTIPs, 
can be BDOTs. This allows more funds to stay in the GST 
exempt portion, allowing the reverse-QTIP to be more 
efficient and less “leaky”, which could mean millions more in 
the GST exempt trust rather than non-exempt trust, 
depending on the overlife of the surviving spouse. The tax 
burden shifts even if the beneficiary does not take a dime. 
Treas. Reg. §20.2056(b)-7(d)(2) and §20.2056(b)-5(f)(8) 
permit QTIPs to grant a withdrawal right in lieu of mandated 
“all net income”.  Grant the “greater of” the two “incomes”.

• For blended families where grantor doesn’t want surviving 
spouse to access anything beyond net accounting income, a 
BDOT clause over all taxable income does not fit, but where 
someone trusts the surviving spouse, it opens up more 
planning and allows more growth/exploiting GST.

33
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V. QTIPs and Reverse QTIPs as BDOTs

• After portability and the deceased spousal unused 
exclusion (DSUE) amount became permanent, many 
attorneys use an “all to QTIP” structure.  

• While the GST exemption is not portable, using a QTIP 
structure at least allows for the usage of GST by the first 
spouse to die via “reverse”  QTIP election

• Outright bequests of an estate to a surviving spouse waste 
the decedent’s GST exemption that cannot be “ported” to 
the surviving spouse like estate/gift – QTIPs can solve this, 
but ideally we want these to grow tax-free.

34



5/12/22

18

35

V. QTIPs and Reverse QTIPs – Ordinary Structure

Grantor dies with $20 
million estate

Up to Available GST 
Exemption ($11.7 

million):
Reverse QTIP

When spouse dies, 
no need to allocate 

GST exemption, 
despite inclusion

Remaining ($8.3 
million) 

Ordinary QTIP

When spouse dies, 
will need to allocate 
GST exemption or it 
will not be exempt

Both QTIP Trusts are included
in spouse’s estate and receive
a new basis at spouse’s death:  

IRC §2044; §1014(b)(10)

With an ordinary common trust structure, both QTIP trusts are
“leaky” and mandate all net income be paid to spouse (a GST mistake!);
More is often paid to pass out DNI to spouse’s often lower bracket

All to QTIP in lieu of 
traditional A/B trust 
structure – DSUE is 
“ported” to spouse

35
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V. QTIPs and Reverse QTIPs as BDOTs

Grantor dies with $20 
million estate

Up to Available GST 
Exemption ($12.06 

million):
Reverse QTIP

When spouse dies, 
no need to allocate 

GST exemption, 
despite inclusion

Remaining ($7.94 
million) 

Ordinary QTIP

When spouse dies, 
will need to allocate 
GST exemption or it 
will not be exempt

Both QTIP Trusts are included
in spouse’s estate and receive
a new basis at spouse’s death:  

IRC §2044; §1014(b)(10)

With a BDOT provision in both QTIPs, neither QTIP trust is “leaky”
and does not mandate all net income be paid to spouse; Spouse takes
funds from ordinary QTIP, allows the reverse QTIP to grow tax-free
5% lapse protection based on both trusts together even if w/d from one.

For QTIP to be a BDOT, grant
spouse the power over the 
“greater of“ accounting or taxable
Income.  In rare cases the former
is more and that is the QTIP 
requirement
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V. Advantages GST Exempt Reverse QTIP as BDOT

• Simple contrast: John leaves his $10 million estate to his wife Jane 
in a QTIP, for which a reverse QTIP election (IRC § 2652(a)(3)) will 
be made to use most of John’s $12.06 million GST exemption (not 
Jane’s).  Jane has a $15 million estate of her own, not including the 
QTIP trust which is also included in her estate.

• Scenario #1 (regular planning): John’s QTIP generates 4% income a 
year and 3% unrealized growth.  Jane takes out the 4% annually 
because 1) it was required to take the net accounting income and 
2) her advisors told her to take any additional income as well to 
shift it to her lower tax bracket and save money.  Result over 10 
years @3%– trust grows to approx. $13.4 million.

• Scenario #2 (BDOT): Jane does not need to take 4% to shift 
income, GST exempt QTIP grows @7%, to approx $19.7 million. 
GST exempt grows tax-free at expense of non-exempt assets! 
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V. GST Exempt v. Non-Exempt (non-marital): Why BDOT?

• The advantages are even greater for longer-term trusts for 
descendants.  Why would you want both the GST exempt and 
the GST non-exempt trust portions of the estate plan to pay their 
own tax if you could simply shift the tax burden away from the 
GST exempt trust to the beneficiary (or non-exempt trust)? 

• Giving the beneficiary of the GST exempt trust the power to 
withdraw income of the GST exempt trust shifts the income tax 
burden away from the GST exempt trust!  The beneficiary always 
has the option to take the income or borrow if needed, and can 
of course receive more distributions from the GST non-exempt 
trust to compensate for any tax burden or needed funds.

• Remember that the payment of income tax burden for a trust 
due to IRC 671-679 is NOT a taxable gift, or a contribution for 
GST purposes: Rev. Rul. 2004-64.
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V. Typical Trust Planning for GST Tax at Death

Single person dies 
with $30 million 

estate (after estate 
tax)

Up to Available GST 
Exemption ($12.06 

million):
GST Exempt Trust

Typically designed so 
that the trust pays its 

own income tax 
(non-grantor trust)

Remaining ($17.94 
million) 

GST Non-Exempt 
Trust

Typically designed so 
that the trust pays its 

own income tax
(non-grantor trust)

Often the GST non-exempt Trust 
will contain a general power to 
cause estate inclusion at child’s 
Death or have a formula power

With an ordinary common trust structure, both GST exempt and 
Non-exempt trusts pay their own income tax or make distributions

39
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V. Trust Planning for GST Tax with BDOTs 

Single person dies with 
$30 million estate (after 

estate tax)

Up to Available GST 
Exemption ($12.06 

million):
GST Exempt Trust

Grants the primary 
beneficiary (or the non-
exempt trust) the power 

to withdraw income

Remaining ($17.94 
million) 

GST Non-Exempt Trust

The trust pays its own 
income tax, or it may 

also grant the 
beneficiary the power to 

withdraw income

Often the GST non-exempt Trust 
will contain a general power to 
cause estate inclusion at child’s 
death or have a formula power

With a BDOT structure, the GST Exempt Trust can grow with neither tax nor
distribution burdens.  Beneficiary takes withdrawals from Non-Exempt Trust.
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V. Trust Planning for GST Tax with BDOTs 

1 5 10 15 20 25
Non-Grantor Trust  - 1% distributions $10,507,500 $12,808,462 $16,405,671 $21,013,141 $26,914,603 $34,473,467
BDOT: bene withdraws enough to pay income

tax + 1% $10,520,000 $12,884,830 $16,601,885 $21,391,247 $27,562,258 $35,513,502

BDOT: bene withdraws only 1% $10,600,000 $13,382,256 $17,908,477 $23,965,582 $32,071,355 $42,918,707
BDOT: bene pays income tax from other

sources $10,700,000 $14,025,517 $19,671,514 $27,590,315 $38,696,845 $54,274,326
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GROWTH OF GST EXEMPT TRUST AT 7% BEFORE TAX, 
UNDER 4 TAX/TRUST SCENARIOS, OVER 25 YEARS
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V. Other Advantages of Grantor Trusts - Sales

• Installment sales, swaps ignored per Rev. Rul. 85-13 – there is NO 
ruling indicating that §678 trusts are different than §673-677 
traditional grantor trusts, or that power over all income is treated 
differently than power over corpus. But… see proposed bills…

• Example: Jane inherits $10 million in BDOT.
• Jane sells a portion of her $80 million company to her BDOT on 

installment sale.  This works similar to an installment sale to an IGT, 
but Jane still has the power over taxable income, which cannot be 
kept in an IGT, all while keeping the funds outside of her estate 
(except for minimal current right).  Works like installment sale to 
BDIT, but less risky since more than $5,000 pittance is in trust, so it’s 
not on the IRS no-ruling list as BDITs where there is a small corpus. 

• On her deathbed, Jane swaps out assets, ensuring that the lowest 
basis assets are included in her estate and the higher basis assets are 
in her BDOT which is excluded from her estate unless a formula 
general power of appointment were added.
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V. Other Advantages of BDOTs – Upstream BDOTs

• Sometimes the younger generation has wealth of their own 
and seeks to establish IGTs to shelter wealth from taxation in 
their estates.  SLATs are considered best practice by many for 
such situations, but if the couple has wealthy parents 
potentially subject to estate tax, and they don’t mind paying 
income tax for their children, why not establish an Upstream 
SLANT that grants wealthy parents a BDOT withdrawal right?  
The parents pay the income tax on the trust (even if they don’t 
take a dime), enabling it to grow income tax-free (like an IGT), 
but even better, because the older generation is paying the tax. 

• This would entail avoiding typical SLAT provisions (e.g., income 
and HEMS to spouse, swap power). See LISI article “Spousal 
Lifetime Access Non-Grantor Trusts” for how to avoid grantor 
trust status for trusts that include spouses (e.g., make 
distributions to spouse permissible only with adverse party 
consent until older generation dies). 
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V. IRC 661 “Crediting” Distributions v. BDOTs: the Same? 

• IRC §661(a)(2) provides that in determining non-grantor trust 
income that:
“[There] shall be allowed as a deduction***(2) any other amounts 
properly paid or credited or required to be distributed for such 
taxable year;*” [not to exceed DNI]

• Example: Non-Grantor Trust has $70,000 of accounting income, 
$30,000 of capital gains, and trustee has sufficient discretion in 
the trust instrument to justify a distribution of $100,000.  The 
trustee sets aside $100,000 in an account and tells the 
beneficiary that he or she can withdraw it at any time.  This 
“crediting” is deemed to be a distribution under IRC §661(a)(2) 
even if the beneficiary does not withdraw the funds, which 
generates a deduction for this amount, up to DNI ($70,000).  If 
the trustee can justify pursuant to instrument and Treas Reg §
1.643(a)-3(b) the allocation of the capital gains to DNI, this 
would be $100,000. See also Reg. § 1.662(a)-3(a).
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V. IRC 661 “Crediting” Distributions v. BDOTs: the Same? 

• That “crediting” provision in IRC §661 may be especially helpful 
to discretionary or HEMS standard trusts that do not otherwise 
have a withdrawal right baked into the trust.  

• Sounds great!  This may be even more flexible than baking in a 
withdrawal right (although, there is no reason that a trustee 
cannot be empowered to grant a withdrawal right on an 
annually renewable basis), if justified by distribution standards.

• But is it exactly the same? In simple examples, it appears to 
lead to the exact same result as §678, but once you add 
expenses, deductions, limitations etc., there are notable 
differences between deeming owner via §678(a) v. allocating 
income via §661(a)(2), e.g., IRC 67(e), 121, 179, Rev. Rul. 85-13.

• The IRS could take the position that “crediting” in this manner 
is the same as triggering IRC §678 over that amount.  But a 
right to a pecuniary amount usually creates a fractional grantor 
trust, unlike right to all income.  Uncertain.
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V. IRC 661 “Crediting” Distributions v. BDOTs: the Same? 

• Can this power over a credited amount lapse just like a BDOT 
power of withdrawal?  In interpreting what it means to 
“credit”, the Second Circuit noted years ago that: “The income 
must be so definitively allocated to the legatee as to be beyond 
recall; “credit” for practical purposes is the equivalent of 
“payment.” Commissioner v. Stearns, 65 F.2d 371, 373 (2 Cir. 
1933), cert. den. 290 U.S. 670.  This “beyond recall” language 
seems to prevent any lapse over the credited amount from 
occurring, and those protections are extremely important and 
are a great advantage to BDOT/§678 powers.  How can a power 
that lapses be beyond recall?  Uncertain.

• Does cash need to be physically set aside? Estate of Johnson v. 
Comm., 88 T.C. 225, 235-237, aff’d 838 F.2d 1202 (2d Cir. 1987) 
held no, but that mere bookkeeping entries may be insufficient 
– the tax court cited Stearns

46



5/12/22

24

47

V. IRC 661 “Crediting” Distributions v. BDOTs: the Same? 

• If the power lapses, and therefore this amount is not properly 
“credited” as a distribution, the income should probably still be 
deemed to be the beneficiary’s via §678 (depends on wording). 

• The uncertainty in using “crediting” in lieu of a more obvious 
withdrawal right is whether income/expenses are reported 
directly to beneficiary v. whether income/expenses are 
netted/allocated through Subchapter J, Parts A-D and pass 
through on Form K-1.  There may be a difference, as noted.

• See Steve Gorin’s excellent and voluminous material, section 
II.J.4.f. Making Trust a Partial Grantor Trust as to a Beneficiary, 
for more information on this concept, and from which I found 
citations to the two previously mentioned cases.  It’s a great 
idea that should be considered especially when dealing with a 
trust that has already been drafted without a withdrawal right. 
Available by emailing: sgorin@thompsoncoburn.com
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V. QSSTs v. BDOTs: the Same? 

• Usually, QSSTs shift all income from an S corporation to a 
beneficiary just like IRC §678 (in fact, 1361 regs refer to 678). 

• QSSTs do not shift non-S corp income, or income from sale of S 
corp stock or substantially all of its assets – that is taxed under 
non-grantor trust principles.

• Steve Gorin concludes that a beneficiary can sell S corp stock to 
a QSST on installment sale in a disregarded transaction similar 
to Rev. Rul. 85-13, since the beneficiary is the deemed owner.  
Perhaps.  

• One “advantage” to QSSTs over BDOTs is that QSSTs can shift 
all the S corporation income to the beneficiary without giving 
the beneficiary a dime to pay the tax (phantom income).

• BDOTs, however, do not require the beneficiary to make any 
election, and can cover income from both stock and asset sales.
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VI. Effect of Current, Lapsed Withdrawal Powers for 
Estate/Gift Tax, Asset Protection and Bankruptcy

• Estate/Gift Tax – Powers of withdrawal are presently exercisable general 
powers of appointment, governed by IRC §§2041, 2514.

• If someone releases (nonqualified disclaimer) a general power of 
appointment (such as a withdrawal power), it is a taxable gift per §2514.

• If someone allows such a power to lapse, there is protection from being 
considered a release (which would be a gift) under §2514(e): 
“to the extent that the property which could have been appointed by exercise of 
such lapsed powers exceeds in value the greater of the following amounts:

(1) $5,000, or
(2) 5 percent of the aggregate value of the assets out of which, or the proceeds 
of which, the exercise of the lapsed powers could be satisfied”

• Treas. Reg. §25.2514-3(c)(4):“For example, if an individual has a noncumulative 
right to withdraw $10,000 a year from the principal of a trust fund, the failure to 
exercise this right of withdrawal in a particular year will not constitute a gift if the 
fund at the end of the year equals or exceeds $200,000. If, however, at the end of 
the particular year the fund should be worth only $100,000, the failure to 
exercise the power will be considered a gift to the extent of $5,000, the excess of 
$10,000 over 5 percent of a fund of $100,000.” 
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VI. Effect of Current, Lapsed Withdrawal Powers for 
Estate/Gift Tax, Asset Protection and Bankruptcy

• Rev. Rul. 66-87 describes the calculation of the lapse effect of a power to withdraw 
only accounting (ordinary) income that was not taken and concludes the 5% lapse 
protection is calculated on the amount of that income only (i.e. it is not calculated 
based on the corpus).  This ruling is correct because the trust withdrawal power did 
not permit the lapsed powers to be exercised over ALL of the “proceeds of” the trust 
assets (i.e. not the income attributable to principal, such as capital gains, 
extraordinary dividend or distribution) which §2514(e) references, therefore it had to 
apply the smaller value.  See also Rev. Rul. 85-88, Fish v. U.S., 432 F.2d 1278 (9th Cir. 
1970) and PLR 2007-36023 all holding the same.  These rulings should not apply to 
any withdrawal power that extends to all the proceeds (i.e., all taxable income, not 
just accounting income), which can be satisfied from any assets of the corpus, as with 
a BDOT, but some fear it is still unclear.  This is not an issue if a beneficiary actually 
withdraws most of the income.  

• Thus, the best solution may be to craft two withdrawal powers so as to apply to both 
a fixed dollar amount (e.g., $1,000), plus the entire taxable income, in which case the 
lapse protection is clearly calculated on 5% of the corpus under the regulation cited 
on the prior slide. See Rev. Rul. 85-88 and discussion thereof in white paper.  
Remember that two or more trusts’ withdrawal/lapse considered together!
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VI. Effect of Current, Lapsed Withdrawal Powers for 
Estate/Gift Tax, Asset Protection and Bankruptcy

• Estate tax of general powers under IRC §2041:
• Value is included in estate to extent of current power, causing 

estate inclusion, new basis.  E.g., trust with corpus of $3 million, 
beneficiary dies in July with power to withdraw $30,000 of 
accrued income that was not yet exercised.  $30,000 is included 
in the powerholder’s estate.

• This could be avoided if the power were not effective as of the 
date of death, e.g., if there were a precondition not satisfied, 
such as a power effective only at the end of the year, etc., but if 
you are doing transactions between a beneficiary and a BDOT, 
hoping to come under Rev. Rul. 85-13’s protection, keep the 
withdrawal right continually effective year-round.
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VII. Effect of Current, Lapsed Withdrawal Powers for 
Estate/Gift Tax, Asset Protection and Bankruptcy

• State law asset protection – for residents of about half the states, the 5/5 lapse 
rules are important to know even for taxpayers who are completely unaffected 
and unphased by estate/gift tax, because the creditor protection for trusts post-
lapse references IRC §2514: AL, DC, FL, ID, IL, KS, ME, MO, MT, NE, NV, NJ, NM, 
ND, OR, PA, TN, TX, UT (probably), VT, VA, WV, WI – these states do not protect 
unlimited amounts post-lapse, but tie the protection to 2514 and 2503 (annual 
exclusion). DAPT statutes usually offer unlimited protection to beneficiaries – see 
http://shaftellaw.com/docs/article-40-fixed.pdf. 

• For a surprising number (most of the remaining states, even non-DAPT), recently 
now including Ohio, the entire amount of any lapse is still protected and it is not 
considered a self-settled trust.  See 50 state chart in paper on www.ssrn.com.  

Compare and contrast:
• Greg has the power to withdrawal all net taxable income from a $4 million trust 

and it was a great year, $400,000 of realized income (10%).  In the first category 
of states, if Greg “lets it ride” and takes nothing and the power lapses, he is 
considered a settlor as to $200,000 of the corpus (about 4.5%) after lapse, 
making this portion subject to his creditors to “the maximum amount that can be 
distributed to or for the settlor’s benefit.”  In the second category of states, he is 
not considered a settlor.
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VI. Effect of Current, Lapsed Withdrawal Powers for 
Estate/Gift Tax, Asset Protection and Bankruptcy

• For those in the states with only 5/5 lapse protection for debtor/creditor law, 
solutions to protect a trust in the event taxable income exceeds 5% include:

1. Select an appropriate trustee and use DAPT statute (e.g., DE, SD, NV, OH, etc.)
2. Cap the power.  E.g., if the trust is $1 million, taxable income $60,000, cap the 

withdrawal right of all income up to 5% ($50,000).  This would mean, however, that 
$10,000 is taxable under non-grantor trust rules for that year. Better solutions are:

3. Exercise the power to any extent that income exceeds 5%: in above example, the 
beneficiary takes at least $10,000, which could be spent or put into IGT, SLAT, LLC, 
529 plan, life insurance, TbyE, DAPT, etc…

4. Add a modified hanging power to prevent any lapse in excess of 5%.  E.g., in above 
example $10,000 above the 5% hangs and when the next year’s income is only 
$40,000, the hang will lapse.  If the hanging power can only be exercised with the 
consent of a non-adverse party, such as a trustee who is not a beneficiary, it will not 
cause a lapse for estate/gift/GST purposes, since it is still a presently exercisable 
general power of appointment per §2514, but it is not considered a “power of 
withdrawal” attachable under the UTC or Restatement 2nd (see 50 state chart)!

5. Add a cessor/forfeiture clause or trust protector clause to modify/remove power.
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VI. Effect of Current, Lapsed Withdrawal Powers for 
Estate/Gift Tax, Asset Protection and Bankruptcy

• Bankruptcy law, 11 USC §541, brings in any presently exercisable power a 
debtor may exercise for their own benefit, such as a Crummey or other 
withdrawal power (techniques to remove them are noted on next slide).

• Thus, even in a state that protects presently exercisable powers from 
creditors, the bankruptcy trustee might be able to attach, if it is a sole 
unfettered power (not with another’s consent).   BK trustee cannot exercise 
powers exercisable only for the benefit of others (i.e. testamentary powers), 
or powers held by non-debtors (e.g. trustee or other party whose consent is 
necessary for the debtor/beneficiary to receive funds).

• Under 11 USC §541(c)(2) state law spendthrift protections in third party 
created trusts are honored and excluded from the bankruptcy estate.

• Thus, if there is no current unfettered power, look to state trust law as to 
whether a trust or any portion thereof is included in bankruptcy estate.  An 
unfettered presently exercisable power would probably be included 
regardless of state law, but assets may be excluded to extent the sole power 
had lapsed, or is left hanging but exercisable only w/consent of a trustee.
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VII. Techniques to exploit asset protection and estate 
tax exposure: removing the power

• Powers that create a BDOT (power to w/d income) can be removed (unless it’s a 
QTIP, in which case it can only be removed as to the income allocable to 
principal, which can be terminated, and not the ordinary (accounting) income, 
which cannot be). 

• Why would someone want to change away from grantor trust status? Perhaps 
the beneficiary is now in the highest tax bracket, high tax state (or has just 
passed new higher tax rates!), where non-grantor trust status might save state 
income tax (e.g., Kaestner); or the trust might get better deductions for 
charitable donations in some cases; the beneficiary/trust is selling more than $10 
million of §1202 stock or is selling more than $5 million deferred on installment 
sale and would pay extra per §453A; or there is a plan to file for divorce and the 
applicable state law makes a withdrawal power a liability (e.g., Ferri v. Powell-
Ferri); or there is a desire to spray/shift income to other beneficiaries.
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VII. Techniques to exploit asset protection and estate 
tax exposure: removing the power

• Creditor protection: Cessor (a.k.a. forfeiture, protective trust, shifting 
executory interest) clauses are generally upheld in bankruptcy (see Bank One 
Trust Co. v. United States, 80 F.3d 173 (6th Cir. 1996), Safanda v. Castellano, 
2015 WL 1911130 (N.D. Ill. 2015).  Such clauses automatically remove 
mandatory payment or withdrawal provisions and convert the trust to a 
discretionary one, or even remove and/or replace the beneficiary (perhaps 
with conditions on revesting), or accelerate remaindermen into current spray 
beneficiaries.  Cessor clauses will not get around federal tax or restitution 
liens, unless they are drafted so as to apply prior to the lien taking effect 
(same with actions by a trust protector of course). 

• A trust protector could also do this, or some trusts grant a limited trustee 
amendment power or a trustee could decant (in a few states) to remove a 
withdrawal power, but the power to do so should not be retroactive, 
otherwise it may be uncertain whether IRC §678 applies in the first place, 
since Section 678 requires a “sole power” to vest income or corpus.
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VII. Techniques to exploit asset protection and estate 
tax exposure: the upside to temporary exposure

• Every CLE on asset protection touts a wholly discretionary third party created trust 
with an independent trustee as the Holy Grail of asset protection. But asset 
protection doesn’t matter year by year, it only matters when the s___ hits the fan!

Let’s contrast:
• Joan is primary beneficiary of a discretionary trust funded with $2 million from late 

mother.  Every year, it grows 4% unrealized gain, 4% realized taxable income.  The 
trustee naturally, taking her tax advisor’s sage advice to reduce overall income tax, 
distributes the income every year for 18 years.  Her trust now is worth twice as much, 
$4 million.  Her outside attachable assets, meanwhile, grew by $1.44 million ($80,000 
/year for 18 years) distributed over this time (assume not moved to IRA, 529 etc.).  

• Counterfactual w/BDOT:  Same amounts, but Joan’s trust has a BDOT w/d right.  She 
did not make a withdrawal and paid tax on the trust’s income from other sources.  
The protected trust doubles twice to $8 million and her outside attachable assets in 
her estate, meanwhile, are depleted by the tax paid on $1.44 million of imputed 
income (18 years of $80,000 of income) (assume not taken from IRA, 529 plan etc.).

• Joan is now sued, files bankruptcy, and her withdrawal rights are eliminated.  Which 
situation is more protective in the long run?  

• If Joan had a taxable estate, which situation saves more estate and/or GST tax?
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VIII. Tax Effect of Amendments, Reformation, 
Decanting to Add BDOT Powers

• What if you wanted to change an existing irrevocable trust into a BDOT?
• Do parties agree?  Generally, lots of flexibility in UTC, state law, decanting or even 

trustee/trust protector amendment provisions (even CA has new UTDA).
• What’s the tax effect of a reformation?  If the trust terms are prospectively changed 

pursuant to the instrument/state law, it should have prospective effect for future 
taxation (Rev. Rul. 73-142).  However, this does not mean the IRS cannot view 
reformations that substantially change beneficial interests as exchanges under IRC 
§1001. See Potential Income Tax Disasters for Early Trust Terminations, LISI Estate 
Planning Newsletter #2753 (October 9, 2019). While most practitioners are quite 
comfortable executing substantial reformations or even terminations of trusts, there 
is the potential for income (and transfer tax) effects.  

• If beneficiaries consent and are giving up an economic benefit through changes, 
consent to an amendment could be a taxable gift (e.g., Sexton case). Decanting that 
does not involve beneficiary consent is less likely to be a gift or exchange.  Many 
decanting statutes expressly permit the granting of a withdrawal right to a current 
bene: AK, CO, DE, IL, KY, MI, MN, NV, NH, NM, NY, NC, OH, SC, SD, TN, TX, VA, WI.
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IX. SECURE Act – Using BDOTs to Fix Accumulation Trust

• John has a $6 million estate, $2 million of which is a traditional IRA.  He 
splits his trust between his son and daughter into two accumulation trusts 
with $3 million each, $1 million of which is an IRA. 10-year rule applies.

• Year 1: trustee takes $100,000 (not an RMD, just a distribution) from IRA, 
and makes 3% interest/dividends on the other $2 million - $60,000.  The 
trust grants child the right to withdraw the taxable income (whether 
income or principal for UPAIA), $160,000.  Child is taxed on $160,000.  
Child takes 30% to pay taxes ($48,000) and allows the $112,000 to lapse 
and remain in trust.  This is well under 5% of the trust corpus, therefore 
not a gift/contribution to the trust for gift/estate/GST nor most state law 
asset protection purposes (see the 50- state chart w/the BDOT article).  

• If the trust had forced out $160,000 of distributions (not $48,000), the 
trust would be dramatically shrinking every year.  By contrast, here is it 
growing.  The asset protection and estate/GST difference is enormous. 

• Obviously, not for the spendthrift/substance abusing beneficiary, but this 
withdrawal power can be cut off in such events. 59
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IX. SECURE Act – Using BDOTs to Fix Accumulation Trust

When does a BDOT provision in a trust work best?
• responsible adult children or other beneficiaries
• situations where the trust is primarily for divorce/asset protection and 

estate tax sheltering not as much to protect from overspending
• for GST-exempt trust, because the GST exempt trust can grow tax-free due 

to the beneficiary’s payment of income tax (like other grantor trusts)
• where the trust also owns business, real estate and other assets that may 

get preferred treatment as grantor trusts rather than non-grantor trusts
• where the grantor resided in a “founder state” that would try to tax the 

trust, but the beneficiary lives in a different lower tax state;
Who does a BDOT not work as well for?
• spendthrift/substance abusing beneficiary; disabled on Medicaid
• blended family spouse where grantor wants to minimize access to principal
• where beneficiary would want to shift/spray income to others on K-1
Note: it is possible to cut off power if bankrupt, disabled, etc., or add it back 60
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IX. SECURE Act – Using BDOTs to Fix Accumulation Trust

• Ohio law recently changed to be MUCH more friendly to BDOTs. Prior Ohio 
R.C. §5805.06(B)(2) was eliminated so that someone who allows a 
withdrawal power to lapse is no longer considered a settlor of the trust for 
debtor/creditor rights purposes, even if the  lapse exceeds the 5%/$5,000 
IRC §2514 lapse protection (which was the prior limitation). 

• Kentucky law is even more favorable to BDOTs: even if the right has not 
lapsed. KRS §390.330(1) provides that: “Appointive property subject to a 
general power of appointment created by a person other than the 
powerholder is not subject to a claim of a creditor of the powerholder or 
the powerholder's estate.”

• Indiana (not a UTC state) is also more favorable to BDOTs than most states. 
In Irwin Union Bank & Trust Co. v. Long, 312 N.E.2d 908 (1974), a 
beneficiary let his right to withdraw 4% of the corpus (a presently 
exercisable power of appointment) of a trust lapse. The court, citing II 
Scott on Trusts, § 147.3 and 62 Am. Jur. 2d, Powers, § 107, held the assets 
of the trust (not even 4%, much less a higher percentage due to prior 
years’ lapses) were not available to creditors. 61

61

IX. SECURE Act – Using BDOTs to Fix Accumulation Trust

• Proposed regulations are much more favorable to accumulation trusts in 
general, particularly in how powers of appointment are considered.  While 
this CLE cannot go over all the nuances, in a nutshell the potential 
appointees are disregarded in determining whether a trust qualifies as a 
see through trust, unless and until an appointment is made, and even then 
it may not have much impact, depending on who the appointment is made 
to.

• Example, in the 10th year, income might be appointed to charity and/or 
charitable remainder trusts (CRTs) (see future article on the latter idea)

• We’ll skip most of the detail on the following two slides, which are simply 
added for further reference and summary, and focus on the decision tree 
flowchart for design and the excel spreadsheet projections noting the 
potential difference in impact that the design and/or distributions from the 
trust can make to the beneficiaries.

62
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https://www.casemine.com/judgement/us/59149669add7b049345e0dd1
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Five-Year Rule (i.e., must be 
withdrawn by Dec. 31 of 5th  

year, no RMD until last year)**

Death Before Required 
Beginning Date (RBD)

Death On or After Required 
Beginning Date (RBD)

Designated
Beneficiary (conduit or 
accumulation trust not 

in above category)

Non-Designated
Beneficiary (e.g., 

non-qualifying trust or 
estate) – no changes

“Ghost” Life Expectancy 
Rule (continues to use decedent’s 
age w/ single table, RMD scheme)**

RMD After Death Grid: Why It Still Matters if a Trust 
does not Qualify as a Designated Beneficiary or EDB

Life Expectancy
Rule (“stretch” over life 

expectancy of oldest EDB)*
+ may elect 10 year rule

Remember, Roth IRAs have no RBD (all deaths are “before”) and there is a delayed RBD for non-owner 
employees still working, as to qualified plans.  RBD usually April 1 of year after turning age 72 now (but 
no RMD for 2020 per CARES). See the old rules for trusts receiving defined benefit plan distributions. 
* For EDB category II, child of owner, this is until “age of majority” (21), then “10 year+” rule thereafter.
** Qualified plans typically pay within one year!  Only DBs can rollover to inherited IRAs § 402(c)(11). 63

“Eligible Designated
Beneficiary” (incl. 

conduit for EDB, AMBT, 
or accumulation trust 

where all DBs are EDBs)

Ten-Year Rule (not a 
deemed 10 year life! Similar 

to 5 year rule below)

Life Expectancy
Rule (“stretch” over life 

expectancy of oldest EDB)*
+ older EDB may elect “ghost”

“Ten-Year+” Rule (Similar to 10 yr
rule, but proposed regs would also
require RMDs for years 1-9 based 

on designated bene’s life expectancy

“Eligible” beneficiaries are:  
surviving spouse, owner’s child, 

disabled, chronically ill, not  
more than 10 years younger

63

RMD Categories Post-Secure Act for Inherited Accounts
(For deaths after 12/31/2019, from best to worst from an income tax deferral perspective: gold, silver, bronze - and lead medals)

• The “required beginning date” (“RBD”), starting in 
2020, is usually April 1st of the year after the year 
the owner turns age 72.  The CARES Act, which 
waives RMDs for 2020, does not affect this.  There 
are two exceptions to the RBD:

1. A non-owner employee still working & 
contributing to their employer’s qualified 
plan, including 401(k), 403(b) & 457(b) 
plans, may delay required distributions from 
that plan until the later of the above date or 
April 1st the year after the year the 
employee retires from the company 
maintaining the plan (if permitted).

2. Roth IRAs do not have a required beginning 
date, so owners are always deemed to have 
died before their required beginning date 
for such accounts, regardless of age.

•The 10-Year rule requires the entire account to be 
distributed by the end of the year of the tenth-
year anniversary after the owner’s death, but 
proposed regs would require RMD for years       1-
1-9 if owner died after RBD. 

•The 5-Year Rule has not changed and                 
requires the entire account to be                       
distributed by end of year of 5th year                        
anniversary after owner’s death.

Rollover

Spousal Inherited 
IRA or Conduit Trust 

Beneficiary not more than 
10 Years younger (or Conduit 
Trust), or disabled, chronically
ill (or conduit/AMBT therefore)

Accumulation Trust where all 
beneficiaries are “Eligible Designated 

Beneficiaries”

Owner’s Child Under the Age of Majority
(or UTMA custodian or Conduit Trust 

therefore)

Any Non-Designated Beneficiary when the Decedent 
Owner dies after their RBD*, but who was younger than 

age 81 at death
Use the 10-Year rule (most common post-SECURE Act). If 
the decedent died after RBD, Proposed Regs would add RMD 
for Years 1-9 based on single life table and beneficiary’s life 
expectancy and a new safe harbor rule for accumulation 
trusts that pay out by age 31, ignoring remainder benes

Any Other Designated Beneficiary 
(or see-through trust for designated beneficiaries)

Use single life expectancy tables for the decedent’s 
age at date of death (which will be less than 10 
years)

Any Non-Designated Beneficiary when Decedent Owner Dies after their 
RBD* but who was age 81 or older at death

Use the 5 Year Rule
Any Non-Designated Beneficiary (non-qualifying trust) when the Decedent Owner 

Dies before their RBD*

Use life expectancy tables for decedent’s 
age (which will be less than 5 years)

Any Non-Designated Beneficiary when the Decedent Owner Dies after their RBD* and was 
age 91 or older at death

Stuck with the common 1 year “rule” 
of the plan unless it is unique 

Decedent owns qualified plan which requires lump sum distribution (as most do) leaving it to any non-
designated beneficiary - who is not permitted to roll it into an inherited IRA per IRC § 402(c)(11)

Spouse can rollover to own IRA and delay Required Minimum Distributions (RMDs) until April 
1st of the year after turning 72 (or later w/qualified plans if working), then can use the uniform 
lifetime table. There is no RMD at all if spouse rolls over a Roth IRA.

Can delay RMDs until the decedent would have reached age 72, then can use single life 
table, recalculated annually.  Spouse inheriting outright can rollover later if advantageous.

Can use single-life table (non-recalc). Treasury will permit EDBs to elect the 10-year 
rule if owner dies before RBD, which might be advantageous if the EDB is older, 
and if owner dies after RBD, may use “ghost” life expectancy of decedent (e.g., if 
EDB older), but must take entire interest by the end of EDB’s life expectancy.

Based on single life table using the age of the eligible designated 
beneficiary with the shortest life expectancy.  

Can use single life table (non-recalculated) until age of 
majority, then must use 10-year rule (unless disabled)

Use single life expectancy tables for owner’s age at date of 
death (which will be more than 10 years), under what is known 
as the “ghost” Life expectancy or “at least as rapidly” rule
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Retirement Plan Options Using Trusts as Beneficiary

65

Client is past their 
“RBD” but younger 

than age 81

Who will be the 
beneficiary?

Surviving Spouse 
“EDB”

Which is more 
important, longer tax 

deferral or better 
asset 

protection/flexibility?

Use an Accumulation Trust 
(10 Year Rule).  If only DBs 
are EDBs, proposed regs 

allow use of the life 
expectancy of oldest “EDB” 
(e.g., to spouse, then sibling 

no more than 10 years 
younger).  But, no delayed 

RBD or recalc. *See 2nd page 
more design options

Use a Conduit Trust: can delay “RBD” 
until decedent would have reached age 
72 (esp. valuable for younger clients), 
then can use spouse’s life expectancy 

recalculated every year 
(i.e., same as the pre-Secure “stretch”)

Owner’s Child 
Younger Than Age of 

Majority “EDB”

Is it worth the loss of some asset 
protection/control to gain additional 

“stretch”? (depends on age & 
circumstances of beneficiary)

Use a Conduit Trust enabling 
use of single life table - for 

child, until age of majority, then 
10 Year Rule.  Unlikely choice.

Is it possible/consistent with the 
plan to have all “DBs” also be 

“EDBs”?

May be able to use an 
Accumulation Trust only for 

“EDBs,” enabling use of the life 
expectancy of “EDB” with the 

shortest payout period.  Proposed 
Regs would allow this.

Use an Accumulation Trust (10-
year Rule)

*See 2nd page for more design 
options.  Proposed regs add 

special safe harbor for 
accumulation trusts for young 
beneficiaries if paid out by 31.

Individual Not More 
Than 10 Years 

Younger

Disabled Beneficiary 
“EDB”

Use an “Applicable Multi-Beneficiary Trust” 
(AMBT): Accumulation Trust safe Harbor 

(uses Life expectancy of “EDB”, then 10-year 
rule at their death)

Chronically Ill 
Beneficiary “EDB”

Any “EDB” Over Age 
81

Use an Accumulation Trust (10-
Year Rule) *See 2nd page for more 

design options.  Proposed regs 
add special safe harbor for 

accumulation trusts for young 
beneficiaries if paid out by 31.

Any Other Individual 
not “EDB”

Are any beneficiaries 
“EDBs” younger than the 

client

Trust may be designed as non-qualified, 
non-”DB” trust & still receive ghost life 
expectancy of the decedent for more 

than 10 years* (may include charities as 
potential appointees/beneficiaries)

* If client owns significant qualified plan assets, remember that 
non-”DBs” are not eligible for postmortem rollovers to inherited 
IRAs, so see-through trusts would always be recommended

See through trust “designated beneficiary” options

Yes

No

No

Yes

“RBD” = Required Beginning Date
“EDB” = Eligible Designated Beneficiary
“DB” = Designated Beneficiary
(Roth IRAs have no RBD during owner’s lifetime)

No

No

Yes

Yes

Longer tax 
deferral

More control, 
Flexibility

** Proposed regulations now liberally permit post-mortem 
modifications to trusts (and restrictions of powers of appointment) 
by September 30 of the year after death to positively affect status
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Retirement Plan Options Using Trusts as Beneficiary

66

Partial Single Life Table for 2022:
Age 74 - 15.6 years
Age 75 - 14.8 years
Age 76 - 14.0 years
Age 77 - 13.3 years
Age 78 - 12.6 years
Age 79 - 11.9 years
Age 80 - 11.2 years
Age 81 - 10.5 years
Age 82 - 9.9 years

Accumulation Trust

Are any “DBs” disabled or 
chronically ill “EDBs”?

Is the “EDB” well under age 81? 
(when the stretch will only be 10.5 

years anyway)

Yes

Use the statutory safe harbor 
in IRC §409(a)(9)(H)(v), 

discretionary “applicable multi-
beneficiary trust” (AMBT)*, 
wherein other designated 

beneficiaries may be ignored, 
yet the single life table may 

still be used

Yes

NoNo

Use a Traditional Non-Grantor Trust design, consider 
adding Spray or LLPOA powers to enable tax shifting and/or 
ability to add BDOT powers in future (caveat: such powers 
may not be advisable in some blended family situations).

Use a Beneficiary Deemed Owner Trust (BDOT) design,
permitting beneficiary to withdraw all taxable income (for mature, 

responsible adult beneficiaries this may be optimal choice, 
especially if large portion is Roth where taxable income irrelevant)

* An AMBT cannot grant any powers to permit 
“spraying” income to other beneficiaries during 
life of the disabled/chronically ill beneficiary, and 
BDOT powers would probably be inadvisable 
due to non-tax requirements of Medicaid/special 
needs trust.  

Spray Powers held by non-
beneficiary trustees avoid 

potential gift tax issues, but 
grant secondary beneficiaries 
greater standing to contest, 

current rights to accountings and 
make trust drafting and 

administration more 
complicated.

Lifetime Limited Powers of 
Appointment (LLPOAs)** are 

often preferred. They are 
non-fiduciary and may be 

exercised arbitrarily, granting 
more power to primary 

beneficiary and less chance 
of objections and 

interference from secondary 
beneficiary. 

Independent Trustee or trust 
protector can remove, modify 

or add back a beneficiary 
withdrawal right 

prospectively.  Cessor or 
forfeiture clause can remove 
withdrawal power upon any 

creditor attack.

Shifts all taxable income to 
beneficiary(ies) pursuant to IRC 
§678(a) regardless of how much 

income is actually withdrawn. May 
qualify beneficiary for tax benefits 
denied to trusts (e.g., IRC §§ 121, 

469(i), 179(d), 1244).  Avoids hyper-
compressed trust income tax 

brackets.  More efficient for GST.

¹ The kiddie tax prevents shifting of substantial unearned income to minors, or even students up through age 23 in some cases, to exploit lower brackets.  If 
applicable, income above $2,300 (for tax year 2022) will be taxed at parent’s top marginal tax rate.
2 Another factor that might influence choice between a BDOT and a traditional non-grantor trust is state taxation of the trust and the beneficiaries: E.g., if the 
beneficiary is in a lower tax state than the trust income would be, this argues for BDOT design.  If the trust pays no state income tax but the beneficiary is in a 
top tax bracket and would pay state income tax as well, this argues for a traditional non-grantor trust design.

Optimal design for income tax/asset protection2
Does the Settlor want to ensure principal is increased for the next 

generation?  Or does the beneficiary have extreme asset 
protection/spendthrift issues?  Or would the beneficiary appoint 

income to others who are old enough for kiddie tax¹ not to apply?

Yes No
** Proposed regulations ignore potential appointees 
under LPOAs unless and until appointed, opening 
up more tax shifting flexibility (even to charity)!  See 
separate article for appointments to CRT in year 10.
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BDOTs: the Cure for SeCure?

This slide shows the potential impact – with today’s income tax brackets – of the impact of compressed income tax 
brackets when the 10-year rule under the Secure Act forces large amounts of income into a trust that is trapped.  7% 
growth assumed. This slide assumes no distributions, the next slide assumes 2.5% unitrust distributions/withdrawals.
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1 2 3 4 5 6 7 8 9 10
BDOT a s Beneficiary - Tax Paid Using  Outside Assets $2,140,000 $2,289,800 $2,450,086 $2,621,592 $2,805,103 $3,001,461 $3,211,563 $3,436,372 $3,676,918 $3,934,303
BDOT a s Beneficiary - Benef iciary w/d to pay tax $2,077,940 $2,145,106 $2,210,254 $2,272,696 $2,331,652 $2,386,242 $2,435,474 $2,478,234 $2,513,270 $2,539,183
Ordinary Trust as Beneficiary - Trust Pays Tax $2,050,120 $2,087,148 $2,117,715 $2,140,644 $2,154,620 $2,158,175 $2,149,675 $2,127,299 $2,089,029 $2,032,620
Value of IRA $1,926,000 $1,831,840 $1,715,060 $1,572,955 $1,402,552 $1,200,584 $963,469 $687,274 $367,692 $0
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DISTRIBUTION YEARS AFTER DEATH - ASSUMES THAT IRA/PLAN IS DISTRIBUTED 1/10, 1/9, 1/8 EACH YEAR TO SPREAD OUT INCOME AND THAT 
BENEFICIARY IS NOT "ELIGIBLE DESIGNATED BENEFICIARY" SO THE 10 YEAR RULE APPLIES.  BENEFICIARY IN 24% FED TAX BRACKET+5% STATE.  A

AMOUNT IN TRUST AFTER 10 YEARS: BDOT V. ORDINARY TRUST 
RECEIVING    $2 MILLION IRA (OTHER INHERITED TRUST ASSETS 

IGNORED)
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BDOTs: the Cure for SeCure?

This slide shows the potential impact – with today’s income tax brackets – of the impact of compressed income 
tax brackets when the 10-year rule under the Secure Act forces large amounts of income into a trust that is 
trapped in trust.  This slide assumes 2.5% unitrust distributions/withdrawals.
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1 2 3 4 5 6 7 8 9 10
BDOT a s Beneficiary - Benef iciary w/d to pay tax $2,042,440 $2,071,689 $2,095,587 $2,113,440 $2,124,321 $2,127,200 $2,120,939 $2,104,283 $2,075,844 $2,034,095
Ordinary Trust as Beneficiary - Trust Pays Tax $2,021,120 $2,039,106 $2,045,788 $2,039,501 $2,018,397 $1,980,438 $1,923,369 $1,844,706 $1,741,706 $1,611,353
Value of IRA $1,926,000 $1,831,840 $1,715,060 $1,572,955 $1,402,552 $1,200,584 $963,469 $687,274 $367,692 $0
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DISTRIBUTION YEARS AFTER DEATH - ASSUMES THAT IRA/PLAN IS DISTRIBUTED 1/10, 1/9, 1/8 EACH YEAR TO SPREAD OUT INCOME AND THAT 
BENEFICIARY IS NOT "ELIGIBLE DESIGNATED BENEFICIARY" SO THE 10 YEAR RULE APPLIES.  BENEFICIARY IN 24% FED TAX BRACKET+5% STATE. 

A

AMOUNT IN TRUST AFTER 10 YEARS: BDOT V. ORDINARY TRUST 
RECEIVING    $2 MILLION IRA - SAME AS ABOVE, BUT BENEFICIARY 

RECEIVES/SPENDS 2.5%
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BDOTs: the Cure for SeCure?

This slide shows the potential impact – with proposed income tax brackets up to 39.6% plus 3% surtax of 
trust income over $100,000 – when the 10-year rule under the Secure Act forces large amounts of income into a 
trust that is trapped in trust.  This slide assumes no distributions, the next slide assumes 2.5% unitrust 
distributions/withdrawals.  Not changed for latest Build Back Better 3%/5% surtax proposal.
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1 2 3 4 5 6 7 8 9 10
BDOT a s Beneficiary - Tax Paid Using  Outside Assets $2,140,000 $2,289,800 $2,450,086 $2,621,592 $2,805,103 $3,001,461 $3,211,563 $3,436,372 $3,676,918 $3,934,303
BDOT a s Beneficiary - Benef iciary w/d to pay tax $2,077,940 $2,145,106 $2,210,254 $2,272,696 $2,331,652 $2,386,242 $2,435,474 $2,478,234 $2,513,270 $2,539,183
Ordinary Trust as Beneficiary - Trust Pays Tax $2,041,136 $2,068,046 $2,086,866 $2,096,244 $2,094,672 $2,080,474 $2,051,786 $2,006,540 $1,942,441 $1,856,952
Value of IRA $1,926,000 $1,831,840 $1,715,060 $1,572,955 $1,402,552 $1,200,584 $963,469 $687,274 $367,692 $0

$0

$500,000

$1,000,000

$1,500,000

$2,000,000

$2,500,000

$3,000,000

$3,500,000

$4,000,000

$4,500,000

TO
TA

L 
V

A
LU

E 
O

F 
IR

A
 P

LU
S 

RE
IN

V
ES

TE
D

 D
IS

TR
IB

U
TI

O
N

S
(T

H
IS

 V
ER

SI
O

N
 A

SS
U

M
ES

 T
H

E 
BE

N
EF

IC
IA

RY
D

O
ES

 N
O

T 
SP

EN
D

 A
D

D
IT

IO
N

A
L 

FU
N

D
S 

-
SE

E 
V

ER
SI

O
N

 2
 F

O
R 

U
N

IT
RU

ST
 D

IS
TR

IB
U

TI
O

N
S

DISTRIBUTION YEARS AFTER DEATH - ASSUMES THAT IRA/PLAN IS DISTRIBUTED 1/10, 1/9, 1/8 EACH YEAR TO SPREAD OUT INCOME AND THAT 
BENEFICIARY IS NOT "ELIGIBLE DESIGNATED BENEFICIARY" SO THE 10 YEAR RULE APPLIES.  BENEFICIARY IN 24% FED TAX BRACKET+5% STATE.  A

AMOUNT IN TRUST AFTER 10 YEARS: BDOT V. ORDINARY TRUST 
RECEIVING    $2 MILLION IRA (OTHER INHERITED TRUST ASSETS 

IGNORED)
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BDOTs: the Cure for SeCure?

This slide shows the potential impact – with proposed income tax brackets up to 39.6% plus 3% surtax of 
trust income over $100,000 – when the 10-year rule under the Secure Act forces large amounts of income into a 
trust that is trapped in trust.  This slide assumes beneficiary takes 2.5% unitrust distributions/withdrawals. Not 
changed for latest Build Back Better 3%/5% surtax proposal.
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1 2 3 4 5 6 7 8 9 10
BDOT a s Beneficiary - Benef iciary w/d to pay tax $2,042,440 $2,071,689 $2,095,587 $2,113,440 $2,124,321 $2,127,200 $2,120,939 $2,104,283 $2,075,844 $2,034,095
Ordinary Trust as Beneficiary - Trust Pays Tax $2,016,856 $2,029,960 $2,031,426 $2,019,558 $1,992,478 $1,948,112 $1,884,171 $1,798,127 $1,687,198 $1,548,318
Value of IRA $1,926,000 $1,831,840 $1,715,060 $1,572,955 $1,402,552 $1,200,584 $963,469 $687,274 $367,692 $0
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DISTRIBUTION YEARS AFTER DEATH - ASSUMES THAT IRA/PLAN IS DISTRIBUTED 1/10, 1/9, 1/8 EACH YEAR TO SPREAD OUT INCOME AND 
THAT BENEFICIARY IS NOT "ELIGIBLE DESIGNATED BENEFICIARY" SO THE 10 YEAR RULE APPLIES.  BENEFICIARY IN 24% FED TAX BRACKET+5% 

STATE.  A

AMOUNT IN TRUST AFTER 10 YEARS: BDOT V. ORDINARY TRUST 
RECEIVING    $2 MILLION IRA - SAME AS ABOVE, BUT BENEFICIARY 

RECEIVES/SPENDS 2.5%
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X. Potential Impact of “Build Back Better”  -
Sections §2901 and §1062

71

• Proposed Chapter 16, IRC Section 2901 from the “For the 99.5% Act”, 
currently borrowed from as proposed Sections 2901 and 1062 of the “Build 
Back Better” Act, both target irrevocable grantor trusts in general, and 
attack sales and transactions with irrevocable grantor trusts that previously 
would have been disregarded, including (and especially), installment sales 
to BDITs/BDOTs.  It does not attack  “ordinary” BDOTs or other 
withdrawal powers absent sales/exchanges.  It is as if someone from 
Treasury told Congress that installment sales to BDITs/BDOTs were too 
good to keep allowing and that Congress needs to shut them down even 
more than installment sales to IGTs.

• There are many other sections of the proposed bill that are extremely 
disadvantageous to non-grantor trusts – the proposed new 3% surtax 
hitting trusts at only $100,000 of income, the new rules for the 3.8% NIIT, 
changes to the 199A deduction, to 1202 and probably more to come.  As of 
NOVEMBER 3, 2021 version, many negative trust provisions were 
eliminated, but the 3% remainder, with a new 5% trust surtax added!

• If passed, BDOTs will provide a solution for many of these attacks.

71

X. Potential Impact of “Build Back Better”  -
Sections §2901 and §1062

72

• Nutshell of the proposed §2901 and §1062 as to BDOTs: at least 
under the current form, it would not affect the most common 
uses of BDOTs to simply shift income tax to a beneficiary or to 
another trust (such as from a GST exempt trust to a beneficiary or 
a GST non-exempt trust) without having to make distributions.  A 
beneficiary or trust with such a power is considered the owner 
for income tax under 678.  

• However, it would kill any installment sale between a beneficiary 
and a BDOT, even if the trust were established before passage.  It 
would kill any swaps, exchanges or payments in kind that would 
previously have been disregarded.  While a narrow reading seems 
to only affect transactions between a trust and its deemed 
owner, it would surely be interpreted to apply to transactions 
between two trusts with the same deemed owner.

• Will it be resurrected in 2022 as part of reconciliation bill?
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X. Potential Impact of “Build Back Better”  -
Avoiding 3% and 5% Surtaxes

73

• The tabled November 3, 2021 proposal added some nasty 
surtaxes to trust income – Section 138203. Surcharge on High 
Income Individuals, Estates, and Trusts. This provision would add 
section 1A, imposing a tax equal to 5% of an estate or trust’s 
modified adjusted gross income in excess of ‘‘(C) $200,000”, and 
an additional tax of 3% of an estate or trust’s modified adjusted 
gross income in excess of ‘‘(C) $500,000”.  Ouch!  

• If only there were a way to shift income to a beneficiary without 
having to take funds out of the protective wrapper of the trust J!

• BDOTs to the rescue!  Grant the beneficiary the power to 
withdraw the taxable income (or the taxable income above 
$200,000 if desired), and, assuming the beneficiary does not have 
income over the $10 million/$25 million threshold, the 8% surtax 
is avoided.  On $1,000,000 of income: $800,000 x 5%=$40,000, 
plus $500,000 x 3% = $15,000.  Total $55,000 annual savings.
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XI. Summary

• If grantor trust triggers are avoided (e.g., if the grantor is dead), a 
withdrawal power over income can ensure the beneficiary is taxed on it, 
regardless of how much, if any, is actually withdrawn.

• Be careful that the withdrawal power applies to phantom income 
(probably even muni bond income, since that could be taxed for state) 
and no clauses “fetter” the right (no ability to retroactively eliminate).  
The proceeds need not be traced – where any funds or assets for the 
actual distribution comes from should be irrelevant. 

• Withdrawal powers (and post-lapse) have strong unlimited protection in 
many states, but many (2/3 of UTC states) are limited to 5x5 + annual 
exclusion.  There are many solutions to protect assets if income exceeds 
5% if a BDOT provision is used. Use hanging power or withdraw.

• Shouldn’t we permit a trustee or trust protector to grant (or remove) 
such an income withdrawal power if circumstances warrant?  

• Over the long run, asset protection for BDOTs can be much stronger, 
rather than weaker, because the taxable income can be taxed at lower 
rates without forcing distributions out from the protective trust 
structure or forcing payment of income tax at compressed tax rates as 
most trusts do.
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XI. Summary - BDOT Drafting Considerations

• Withdrawal power must clearly refer to all taxable income regardless of 
whether it is accounting income or principal, including capital gains.

• Should lapse occur end of year or sometime late in the following year?  If 
the former, ensure that the amount can be fully exercised, but trued up 
later in the following year to account for times when taxable income for the 
year cannot be determined until much later (in fact, even if it is corrected 
years later, have the withdrawal power extend over later discovered income 
accordingly).  Steve Gorin prefers late in following year. Either could work.

• Ensure withdrawal does not have to be “traced”/can come from any source
• Consider hanging power w/consent of non-adverse trustee - still a general 

power, yet is protected from creditors under most UTC states and others
• Ensure agent/guardian/conservator can act (Rev. Rul. 81-6 says §678(a) 

applies even if none appointed, but ensure trust does not prohibit acting).
• Ensure that cessor/forfeiture/trust protector type action cannot 

retroactively remove/veto any current vested right so that beneficiary 
clearly has “sole unfettered power” over the taxable income per §678(a) 75
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• I update the BDOT white paper periodically and upload to 
www.ssrn.com.  The next version will have more sample 
clauses.  Hopefully it will not have to be substantially 
modified due to ill-considered complex tax reforms that 
could close “loopholes” in a much simpler manner.

Email: edwinmorrow@msn.com or edwin.morrow@huntington.com
for copy of slides, questions or constructive criticism.

Questions?

Final Note on Later Supplements
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