Gift of a deferred annuity to an irrevocable grantor trust: Is it an income taxable event?
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George establishes an irrevocable grantor trust and makes a gift of a deferred annuity, of which he is primary annuitant, to the trust. Is this a taxable transaction? For gift tax purposes, it clearly is. But is it a taxable event for income tax purposes? There is an apparent contradiction in “the law” - between what the grantor trust rules would appear to dictate and the express requirements of a portion of IRC Sect. 72.

Sect. 72(e)(4)(C) states that “if an individual who holds an annuity contract transfers it without full and adequate consideration”, that individual must recognize, as income, the “gain” in the contract in the year of such transfer.  Those who assert that the grantor trust rules prevail in this scenario consider the gift of the annuity not to be a ‘transfer” for income tax purposes because the same taxpayer is involved on both ends of the transaction and one cannot make a gift to oneself.  Often, proponents of this position cite Rev. Rul. 85-13, 1985-1 C.B. 184
. However, that Revenue Ruling dealt with a grantor who acquired the corpus of a trust in exchange for that grantor’s promissory note. The Service ruled that this acquisition of trust corpus by grantor did not constitute a sale for income tax purposes.

 It is significant (in the author’s opinion) that the Ruling cited Sect. 1.675-1 of the Income Tax Regulations, noting that that Section “treats the grantor as the owner of a trust if, under the terms of the trust instrument, or the circumstances attendant to its operation, administrative control is exercisable primarily for the benefit of the grantor rather than the beneficiaries of the trust”. In reviewing the applicability of Sect. 675, the Ruling observed that “In all of these cases, the justification for treating the grantor as owner is evidence of substantial grantor dominion and control over the trust” [emphasis added].
In this author’s opinion, such justification is arguably not present in our present scenario. Prior to making the gift, George could exercise unfettered control over the annuity; afterwards, he cannot. Control of the annuity has shifted, but not the tax liability. In this scenario, as in the situation described in Scenario 2, there is no clear authority in the Code, Regulations, or case law, so one is forced to make a guess as to which section of “the law” prevails. Underwood argues that the most common sensible approach would be to assume that the grantor trust provisions prevail, and that Sect. 72(e)(4)(C) simply doesn’t apply because no transfer has taken place, for income tax purposes. This author is not so sure that the grantor trust provisions of the Code and Rev. Rul. 85-13 can be safely stretched to cover the facts of the present scenario and that the plain language rule of IRC. Sect. 72(e)(4)(C) can be ignored.
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