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By Edwin P. Morrow, III, J.D., LL.M. (tax)
Wealth Specialist, Key Private Bank
Dayton, Ohio
Based on presentation by the author at the Wealth Manage-

ment Conference at Columbus on June 13, 2013.

For many taxpayers, the traditional trust design for married
couples is now obsolete. Portability, coupled with the new $5.25
million (adjusted by inflation) exemption levels, negates one of
the most easily quantifiable reasons to do bypass trust plan-
ning—saving estate tax—for the majority of taxpayers. More-
over, two income tax issues threaten the efficacy of this
traditional estate planning solution: 1) portability permits a
second step up in basis whereas a bypass trust does not and 2)
increased income tax rates, combined with the new Medicare
surtax and compressed income tax brackets, make the income
tax drag on these trusts more perilous if nothing is done to
ameliorate it. This article will discuss ways to get around those
two income tax drawbacks and turn them into income tax
advantages.

AVOIDING THE LURE OF OUTRIGHT OR MARITAL
TRUST BEQUESTS

Readers of this Journal are well familiar with the dangers of
outright bequests to the estate plan—the surviving spouse can
control all of the assets and there is no meaningful asset or
family protection, not to mention more obscure advantages
such as avoiding generation skipping transfer tax. Some
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practitioners advocate using a marital deduc-
tion trust (usually a QTIP), even if there is no
need for the federal marital deduction, to allow
the family to have the best of both worlds—a
second step-up in basis with the asset protec-
tion and control of a trust.

But we might do better. After all, marital
trusts also receive a second step down in basis.
People often forget that assets can go down in
value, as well as up. Moreover, marital trusts
cannot ‘‘spray’’ income to beneficiaries in lower
tax brackets as a bypass trust can, and they are
leaky for both asset protection and tax reasons
because of the mandatory income requirement.
QTIPs require fractional interest discounting
(meaning less basis) when portions are owned

by the surviving spouse and portions by the
QTIP. And, they won't be efficient in saving
state or federal estate taxes, especially if the
surviving spouse lives long and assets appreci-
ate significantly.

ACHIEVING A SECOND STEP-UP IN
BASIS

It is possible to obtain a step-up in basis on
assets in bypass trusts at the second death by
building flexibility to trigger the inclusion of
assets in the surviving spouse's estate, in sev-
eral ways:

1. Give an independent trustee the discre-
tion to distribute up to the entire amount
in the bypass trust to the surviving spouse;

2. Give an independent trustee the power to
add or create general testamentary pow-
ers of appointment;

3. Give other parties (a child, friend of
spouse, or non-beneficiary) a non-fiduciary
limited lifetime power to appoint to the
surviving spouse (this is known as a col-
lateral power);

4. Give the surviving spouse a general power
to appoint appreciated assets up to his or
her remaining applicable exclusion
amount;

5. Give the surviving spouse a limited power
to appoint assets, but cause both the ap-
pointment and the appointive trust to trig-
ger the Delaware Tax Trap over the ap-
preciated assets (I.R.C. § 2041(a)(3)).

The first three techniques are often impracti-
cal and require an extraordinary amount of
proactivity and omniscience, not to mention
potential fiduciary concerns applicable to the
first two. Moreover, they are more likely to
impair the family bloodline/asset protection.
The last two methods use formula powers of ap-
pointment to allow for more certain and more
precise tax planning. The creative use of gen-
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eral and limited powers of appointment
(‘‘GPOAs’’ and ‘‘LPOAs’’) and the Delaware Tax
Trap (DTT) can achieve better tax basis adjust-
ments at the second death than either outright
bequests or typical marital or bypass trust
planning; they can assure that assets in the
trust receive a step up and not a step down in
basis. I refer to any trust using either of these
techniques as an Optimal Basis Increase Trust.

Example: John Doe dies in 2013 with $2 mil-
lion in assets left in trust for his wife Jane. She
files a Form 706 and ‘‘ports’’ $3.25 million of
DSUE amount. After eight years, when she
dies, assets have grown to $4 million. Due to
rebalancing, depreciation, and depending on
the composition of assets, approximately $2.5
million might comprise assets with FMV of $1
million greater than basis, $500,000 might be
‘‘loss’’ property with basis of $750,000, and
remaining $1 million might be cash equivalents
or income in respect of a decedent (such as
retirement plans).

Had John used an outright bequest, or a mar-
ital trust, all the assets (except retirement
plans) would get a new cost basis, including any
loss properties. Had John used an ordinary
bypass trust, none of the assets would get a new
cost basis, including those with $1 million of
unrealized gains. Instead, John's Optimal Basis
Increase Trust (OBIT) grants Jane a limited
power of appointment (or no power at all) over
all income in respect of a decedent (IRD) assets,
cash and assets with a basis higher than the
fair market value at the time of her death
(which would salvage $250,000 of basis from
disappearing). It grants Jane a general power
of appointment (GPOA) over any assets that
have a fair market value greater than tax basis
(which would add a million dollars of additional
basis). This may also be accomplished with a
limited power of appointment (LPOA) that trig-
gers the Delaware Tax Trap.

FIGURE 1: OPTIMAL BASIS INCREASE TRUST

Result: John and Jane's beneficiaries get a
step-up on the trust assets, but, more uniquely,
they do not get a step down in basis for any loss

property—a very crucial point if Jane were to
die just after a market slump. The beneficiaries
(through a continuing trust or outright) get a
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carryover basis on any assets received via
limited power of appointment, or received by
default clause if such assets were not subject to
a general power of appointment at death. This
allows them to use the higher basis for depre-
ciable assets to offset income, or sell assets to
take the capital loss to offset other capital gains
plus $3,000 per year against ordinary income,
or hold for future tax-free appreciation up to
basis.

CURTAILING POAS TO MAXIMIZE
BENEFIT AND PREVENT EXPOSURE
TO ESTATE TAX

The GPOA would only be applicable to those
assets to the extent it does not cause increased
federal (or state) estate tax. Powers of appoint-
ment can be limited in scope as to appointees
or assets. Many existing trusts already have
GPOAs over a portion of the trust (typically, the
GST non-exempt share). There is no reason one
cannot grant a general power of appointment
over less than 100% of trust assets, or by
formula.1

Furthermore, the appointment could be ap-
plicable to the assets with the greatest embed-
ded gain to satisfy this amount. Most families
would prefer any additional basis go to depre-
ciable property to offset current income before
allocating to stocks, bonds, raw land, family
vacation homes, etc. Ultimately, a weighting
may be optimal, but at the most basic level,
practitioners would usually want the GPOA to
apply to the most appreciated assets first.

CRAFTING GPOAS TO KEEP
FIDELITY TO THE ESTATE PLAN

If no marital deduction is to be claimed, as
we aim to do in an Optimal Basis Increase
Trust, two important limitations on a GPOA
may be included:

E A GPOA may limit the scope of eligible
beneficiaries so long as creditors of the
power holder are included. For example: ‘‘I

grant my beneficiary the testamentary
power to appoint to any of my descendants
or to any trust primarily therefore. My
beneficiary also may appoint to creditors
of his or her estate.’’2

E A power is still a GPOA if it may only be
exercised with the consent of a non-
adverse party.3 Surprisingly, even a
trustee with fiduciary duties to other ben-
eficiaries is not considered adverse. For
example, the following might be added to
the above: ‘‘However, my beneficiary may
only exercise said appointment with the
consent of [name of non-adverse party]. Al-
though case law on this point is very favor-
able to construing GPOAs, one should
probably have back up ‘‘consenters’’ and
defaults to ensure there is a real possibil-
ity of consent (similar to real ‘‘present
interest’’ for Crummey powers).

RISKS OF FORMULA GPOAS?

In our example above, the GPOA would not
apply to the less-appreciated assets, and the
IRS would have no statutory basis to include
them in Jane's estate or accord them an ad-
justed basis. Despite the various PLRs and
regulations approving ‘‘caps’’ and the limiting
of powers of appointment to certain assets or
amounts, some may fear that the surviving
spouse's indirect ability to affect the size of a
formula GPOA in the bypass trust (by augment-
ing her own applicable exclusion amount/net
estate by spending all her own money or leav-
ing it all to charity or new spouse) might cause
the IRS to ignore or reduce the efficacy of such
caps. While this worry may seem unwarranted,
for $5-$10 million estates, where a cap may be
needed, a conservative practitioner might in-
stead reference the applicable exclusion
amount without regard to any marital/
charitable deduction, or may use the alterna-
tive technique discussed below.
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USING THE DELAWARE TAX TRAP
TO OPTIMIZE BASIS

In the example above it is presumed that
John's Optimal Basis Increase Trust used a
formula GPOA to cause estate inclusion and
increased basis. There is also a technique that
should accomplish the same result using a lim-
ited power of appointment. It involves I.R.C.
§ 2041(a)(3), colloquially known as the Dela-
ware Tax Trap (DTT).

Generally, if Jane had a limited power of ap-
pointment that permitted appointment in fur-
ther trust, and Jane appointed those assets at
her death to a separate trust, granting a bene-
ficiary a presently exercisable general power of
appointment, this would trigger § 2041(a)(3),
cause estate inclusion, and therefore an in-
creased basis under I.R.C. § 1014, just as a
standard GPOA would.4

Thus, Jane's will (or trust or other document,
if permitted by John's trust) could appoint any
appreciated assets up to her available ap-
plicable exclusion amount to such a ‘‘Delaware
Tax Trapping’’ trust—the estate inclusion/basis
adjustment is the same. While a ‘‘Delaware Tax
Trapping Trust’’ sounds complicated, every
reader of this Journal has drafted or reviewed
one—it may be as simple as Jane appointing to
her child's revocable living trust. Giving a ben-
eficiary a presently exercisable GPOA impairs
asset protection much more than a testamen-
tary power, and it destroys any chance of spray-
ing income, making tax-free gifts, or further
avoidance of estate tax at the child's death.
However, for families that are leaving bequests
outright to children anyway, none of this is an
additional drawback. If the beneficiary is a
spendthrift, Jane can achieve the same result
by granting the beneficiary of her ‘‘Delaware
Tax Trapping Trust’’ only an income interest
and presently exercisable power of appoint-
ment over the remainder.

Despite the above drawbacks, this method

would allow the surviving spouse to be more
precise with assets to pick inclusion (e.g. Jane
could appoint only the family business stock to
the Delaware Tax Trapping trust even though
it is not the most appreciated, because she
knows that the children will sell the business
soon after her death).

APPLICATION TO PREEXISTING
IRREVOCABLE BYPASS (OR OTHER
GST EXEMPT) TRUSTS

Most importantly, practitioners should not
overlook the significant value in adapting many
pre-existing irrevocable bypass trusts (includ-
ing intervivos SLATs, or other irrevocable GST
exempt trusts) to fully use this $5.25 million
(and increasing) basis increasing ‘‘coupon’’. This
may be done by various ways—triggering the
Delaware Tax Trap using an existing limited
power of appointment that permits appoint-
ment to trusts, or changing the trust via decant-
ing, private settlement agreement or court ref-
ormation to add a limited or general power of
appointment.

The advantages may be significant. Imagine
how many current irrevocable bypass trust
surviving spouse beneficiaries have well under
$5.25 million in their personal estate? (and a
widow(er) might have quite a bit more if their
spouse died after 2010 and they elected
DSUEA).

Example: John died in 2008, leaving his wife
Jane $2 million in non-IRA assets in a typical
bypass trust, which has now grown to $3.5
million. Although some of the assets have been
sold, rebalanced, the trust assets now have a
basis of $2.5 million. Jane's assets are $2.5
million. Why waste $2.75 million of her $5.25
million ‘‘coupon’’ she is permitted to use to
increase basis step up for her family? Jane
therefore amends her will/trust to exercise her
limited power of appointment granted in John's
trust, mirroring language discussed above: as-
sets with basis greater than FMV or IRD go to
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a trust for her children (or simply continue in
trust under the residuary), and assets with
basis under FMV (for which Jane and her fam-
ily desire the step up) simply go to a similar
trust for her children that contains a presently
exercisable general power of appointment, trig-
gering I.R.C. § § 2041(a)(3) and getting the fam-
ily up to an additional $1 million of basis free
of charge.

ONGOING INCOME TAX PLANNING—
OPTIMIZING BYPASS TRUSTS

As mentioned above, there is a second income
tax issue with trusts after ATRA that may now
dissuade married couples from using ongoing
trusts for planning. With the new tax regime,
unless we plan and administer carefully, the
overall income tax to the surviving spouse and
bypass trust will be higher every year, some-
times by a considerable amount.

Creative use of I.R.C. § § 643 regulations can
ensure that capital gains are not trapped in
trust at the highest rates (if enough distribu-
tions are properly made to the surviving
spouse).5 This merely means that the additional
compressed trust tax rates are avoided. More
strategically, spray provisions and lifetime
limited powers of appointment may also allow
income to be sprayed to beneficiaries or chari-
ties in much lower (or even 0%) tax brackets.
That is not a trick that can be done with out-
right or marital trust bequests.

Example of Problem to Avoid: Jane, re-
cently widowed, is the primary beneficiary of a
$2 million bypass trust established by her late
husband John. Her income outside the trust is
$70,000. For 2013, the trust has ordinary in-
come of $40,000, short-term capital gains of
$30,000, and long-term capital gains of $70,000.
The trustee allocates all capital gains to trust
principal. In its discretion, the trustee distrib-
utes to Jane all of the accounting income
($40,000) as well as a discretionary distribu-
tion of principal of $75,000 needed for her

support. The trust is entitled to a distribution
deduction of only $40,000 and has taxable
income of $100,000 (the sum of its short-term
and long-term capital gains).

The $75,000 principal distribution is not
ordinarily included as part of what is called the
‘‘DNI deduction’’.6 It is this latter aspect of trust
income taxation that is often overlooked and is
the source and trap for higher tax. Once the
trust has over $11,950 of taxable income, it is
taxed at 39.6% (20% if long term capital gain/
dividends), plus, unless it meets an exception
such as IRA/QP distributions, it is also subject
to the 3.8% Medicare surtax.

Solution: John's attorney crafts the bypass
trust for Jane, but does not mandate all net
income be paid to her (previously ‘‘all net in-
come’’ was common practice for bypass trusts
due to Ohio's Estate Tax regime, but this provi-
sion hampers income tax and asset protection
planning). The trust grants Jane (or, another
party) a lifetime limited power of appointment
(or, spray powers in the trustee if there is an
independent trustee). The LLPOA may include
a donor advised fund at a local community
foundation as a permissible appointee. More-
over, the trust mandates that the ‘‘books, re-
cords and tax returns’’ of the trust consistently
treat discretionary distributions to come from
capital gains, and, as a backstop, also permits
the trustee to allocate capital gains to income.
Now, Jane and her family have significant
income tax planning opportunities unavailable
under traditional bypass or marital trust tax
schemes. If Jane does need all of the taxable
income, at least now the distributed capital
gains are taxed on her 1040 via K-1 rather than
trapped in the trust at higher tax returns. More
importantly, if Jane does NOT need all the
funds (or, can subsist through loans), the spray-
ing power (either through the trustee or a
lifetime LPOA powerholder) allows income to
be sprayed to other family members or char-
ity—which may substantially reduce or even
eliminate any income tax.
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In summary, a revised bypass trust design
can optimize basis and increase income tax effi-
ciency without sacrificing the non-tax benefits
of traditional trust design. Not only can we
avoid the potential income tax drawbacks of
trusts, we may even vastly improve the overall
income tax results over both marital trusts and

outright bequests. Obviously there are second
marriage and other situations where some of
the above techniques should be curtailed, mod-
ified or omitted, but many of the above tax
techniques can still be used with proper checks
and balances.
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ENDNOTES:
Author Bio: As one of Key Private Bank's na-
tional wealth specialists, Ed works with local
Key Private Bank wealth management teams
nationwide, advising high net worth clients on
how to preserve and transfer their wealth. For
a much more comprehensive version of this
article with sample clauses, contact the author
at edwin—p—morrow@keybank.com.

1Treas. Reg. § 20.2041-1(b)(3) states that
‘‘(3) Powers over a portion of property. If a
power of appointment exists as to part of an
entire group of assets or only over a limited
interest in property, section 2041 applies only
to such part or interest.’’ Many cases and rul-
ings about limiting powers and funding trusts
with ‘‘caps’’ exist. A few in the GPOA context
are PLR 2001-23045, 2000-101021, 2002-10051,
2004-03094, and 2006-04028.

2I.R.C. § 2041(b)(1) is in the disjunctive ‘‘or’’.

See also Estate of Edelman v. Commissioner,
38 T.C. 972 (1962), Jenkins v. U.S., 428 F.2d
538, 544 (5th Cir. 1970).

3I.R.C. § 2041(b)(1)(C)(ii); Treas. Reg.
§ 20.2041-3(c)(2).

4Culler, Revising the RAP: Will Ohio Revised
Code § 2131.09 Be Amended Within Lives in
Being Plus 21 Years?, 22 No. 4 Ohio Prob. L.J.
NL 4 (Mar/Apr 2012).

5Treas. Reg. § 1.643(a)-3(b).
6I.R.C. § 643(a)(3); Treas. Reg. § 1.643(a)-

3(a).
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