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The RPM Trust Returns:
Explanation and Analysis of the Remainder Purchase Marital Trust

A “remainder purchase marital trust,” or “RPM Trust,” involves a transfer to a trust for the
grantor’s spouse’s benefit that is designed to qualify for the gift tax marital deduction and that
will not be subject to estate tax at the spouse’s death. As a result, the trust property passes to
the grantor’s children completely free of gift and estate taxes.!

Terminable Interest Rule

Section 2523(a) generally provides that a transfer by gift of an interest in property to the
donor’s spouse qualifies for the gift tax marital deduction. However, Section 2523(b) provides
that no marital deduction is allowed if, upon the occurrence of an event or on the lapse of time,
the spouse’s interest in the transferred property will end and, as a result, the property passes to
another person “for less than an adequate and full consideration in money or money’s worth”
(emphasis added). This rule is often referred to as the “terminable interest rule.”

There are two exceptions to the terminable interest rule, pursuant to which terminable interests
will qualify for the gift tax marital deduction. These exceptions are contained in Sections
2523(e) (a life estate with a general power of appointment trust, or “GPA marital trust”) and
2523(f) (a qualified terminable interest property, or QTIP, trust). If either of these exceptions is
used, the trust property will qualify for the gift tax marital deduction, but will be subject to
estate tax at the death of the spouse, under either Section 2041 (by reason of the general power
of appointment, or “GPA”) or Section 2044 (by reason of the QTIP election).

RPM Trusts: Why They Work

The basic construct of an RPM Trust is as follows: One spouse (H) transfers assets to a trust in
which the other spouse (W) has an interest (e.g., an annuity or income interest) for a specified
term or life, after which the trust assets pass to a trust for the children. At the time the RPM
Trust is funded, the children’s trust pays for its remainder interest. The spouse’s interest
qualifies for the gift tax marital deduction (as explained below) and the interest of the children’s
trust is not a gift because it is paid for.

In the RPM Trust, the spouse will not have a GPA and no QTIP election will be made, so the trust
property should not be included in the spouse’s estate at her death. Nonetheless, the interest
in the trust transferred to the grantor’s spouse should qualify for the gift tax marital deduction
even though a person (e.g., the grantor’s children) will receive the trust property (i.e., the
remainder interest) after the termination of the spouse’s interest. The basis for this result is as
follows:

1

For other articles on RPM Trusts, see David A. Handler & Deborah V. Dunn, “RPM Trusts: Turning the Tables on

Chapter 14,” Trusts & Est., July 2000, at 31; David A. Handler & Deborah V. Dunn, “RPM Annuity Trusts: A
'Great' Alternative,” Special Supplement to Lawyers Weekly USA, Jan. 24, 2004, at 1; David A. Handler &
Deborah V. Dunn, "GRATs and RPM Annuity Trusts: A Comparison," Tax Management Estate, Gifts and Trust
Journal Vol. 29, No. 4, July 8, 2004.
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. The denial of a marital deduction for a transfer to a spouse of interests in property that
lapses, causing the property to pass to another party on the termination of the spouse’s
interest, only applies if the other party receives his interest for less than “an adequate
and full consideration in money or money’s worth.” Section 2523(b) (emphasis added).

. With an RPM Trust, the remaindermen pay the grantor adequate and full consideration
for their interest; thus, by its terms, Section 2523(b) does not apply, and the gift of the
income interest to the spouse should qualify for the gift tax marital deduction.2

The remaindermen will have transferred to the grantor property having a value equal to the
present value of what they will eventually receive from the RPM Trust. This property, as
reinvested, will be subject to estate tax at his death. Thus, in theory, no circumvention of the
estate tax will have occurred.

In order to eliminate valuation issues in determining the value of the remainder interest (and
thus the purchase price to be paid by the remaindermen), we recommend that the grantor’s
spouse receive either an income interest or an annuity interest in the trust; that is, an interest
that requires that the spouse receive a fixed annuity or that all income be distributed to her.
This structure makes the valuation of the spouse’s interest a simple annuity or life estate
calculation. The value of the remainder interest will equal the value of the property the grantor
transfers less the value of the spouse’s annuity interest or income interest, determined in
accordance with Section 7520 and the tables and interest rates promulgated thereunder.

By contrast, if ascertainable standards or discretionary standards are used, then even the best
appraiser cannot guarantee that the purchase price will withstand challenge. The valuation of
support rights is at best uncertain, while the valuation of a purely discretionary interest is less
certain still.

RPM Income Trust

In an RPM Income Trust, the spouse receives all of the income for a fixed term of years, for the
spouse’s (or the grantor’s) life, or for the shorter of a term and life. The remainder is purchased
by a trust for the children. Al of the capital appreciation on the trust property will be
transferred to the children free of gift and estate tax. State law may require that the trust pay
at least some income to the spouse, and may give the spouse the right to recoup the minimum
amount of income out of capital gains if the trust does not in fact earn that income. Even if the
trust generates income at the rate of 1% or 2% per annum (and such amount is paid to the
spouse as the income beneficiary), all growth in excess of that amount will pass to the
remaindermen.

Example. Howard makes a $2 million gift of cash and marketable
securities to a Dynasty Trust, using his and his wife Hanna’s combined
$2 million gift tax exemptions. Howard then transfers $4,723,219 to an

2

As explained below regarding Code Section 2702, the grantor’s spouse should not be a beneficiary of the trust
that purchases the remainder.
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RPM Income Trust for Hanna’s benefit, from which she will receive all of
the income for 18 years, or until Hanna’s death if sooner, and sells the
remainder interest in the RPM Income Trust (the right to receive the
remaining trust property after the 18-year term) to the Dynasty Trust
for $2 million.

1. Assuming Section 7520 rate of 5.8% and Hanna is 60, the value of the remainder under
the Section 7520 valuation tables is the $2 million the Dynasty Trust paid. This is the
equivalent of a 57.66% “discount” (S2 million is 57.66% of $4,723,219).

2. Because the Dynasty Trust purchases the remainder interest in the RPM Income Trust,
Hanna’s income interest qualifies for the gift tax marital deduction. Thus, no gift tax is
due as a result of the $4.72 million transfer to the RPM Income Trust.

3. If during the 18 year term of the RPM Income Trust, the trust property generates
income of 2% per year and capital appreciation of 8% per year (10% total), at the end of
18 years the trust assets would have a value of $18.87 million, all of which would pass
free of gift and estate taxes to the Dynasty Trust.

Year Start of Year Growth Income Paid End of Year
1 $4,723,219 $472,322 (594,464) $5,101,077
2 $5,101,077 $510,108 (5102,022) $5,509,163
3 $5,509,163 $550,916 (5110,183) $5,949,896
4 $5,949,896 $594,990 (5118,998) $6,425,887
5 $6,425,887 $642,589 (5128,518) $6,939,958
6 $6,939,958 $693,996 (5138,799) $7,495,155
7 $7,495,155 $749,515 ($149,903) $8,094,767
8 $8,094,767 $809,477 (5161,895) $8,742,349
9 $8,742,349 $874,235 ($174,847) $9,441,737
10 $9,441,737 $944,174 ($188,835) $10,197,076
11 $10,197,076 $1,019,708 (5203,942) $11,012,842
12 $11,012,842 $1,101,284 (5220,257) $11,893,869
13 $11,893,869 $1,189,387 (5237,877) $12,845,378
14 $12,845,378 $1,284,538 (5256,908) $13,873,009
15 $13,873,009 $1,387,301 (5277,460) $14,982,849
16 $14,982,849 $1,498,285 (5299,657) $16,181,477
17 $16,181,477 $1,618,148 (5323,630) $17,475,996
18 $17,475,996 $1,747,600 (5349,520) $18,874,075

If Hanna died during the 18 year term, the income interest would terminate and the remaining
assets would pass to the Dynasty Trust even sooner, increasing the benefits. For example, if
Hanna died after 10 years, the $10.19 million in the RPM Trust would pass to the Dynasty Trust
at that time. Assuming 10% growth thereafter (with no income paid to Hanna), the trust would
grow to $21.86 million by the end of the 18th year.
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Advantages Over Other Techniques

The RPM Income Trust can transfer wealth more efficiently than a grantor retained annuity trust
(“GRAT”) and sale to a grantor trust, which transfer to the remaindermen only the growth in
excess of the Section 7520 rate (on the GRAT) or the interest rate (on the note). Those rates
could be several times higher than the 1% or 2% income rate that an RPM Income Trust might
generate. Moreover, for those techniques to result in any property passing to descendants, the
transferred property must appreciate or grow faster than the applicable rate, whereas the RPM
Income Trust does not require that the transferred property achieve any particular rate of
return (provided that the trust comply with any applicable state law requirements regarding the
satisfaction of a mandatory income interest).

The RPM Income Trust can also achieve greater “discounts” than an FLP. In the example above,
the Dynasty Trust paid $2 million for the right to receive the $4.72 million transferred to the
trust, plus appreciation, less the income. Ignoring the income, the Dynasty Trust essentially
purchased the $4,723,219 million for a 57.66% discount. This is a greater discount than could be
obtained with an FLP, and without an appraisal. The trade-off for the greater discount is that
the assets in the RPM Income Trust will not pass to the Dynasty Trust for 18 years (or sooner if
Hanna dies during the term), which means delayed access to those assets by the beneficiaries of
the Dynasty Trust. Additionally, the RPM Income Trust is limited in amount — it is limited by the
assets available in the Dynasty Trust to pay for the remainder interest. The higher then Section
7520 rate and the longer the RPM term, the greater the discount (and lower remainder cost);
but as the term lengthens, the discount increases less and less.

However, when considering the RPM Income Trust to other wealth transfer techniques, the net
benefit of the strategies should be evaluated. The RPM Income Trust requires that the Dynasty
Trust pay $2 million for the remainder interest thereby removing those funds from the Dynasty
Trust. After 18 years, the $2 million cost of the remainder interest would have grown to
$4,813,238 at a 5% annual return, $7,992,038 at an 8% annual return, $11,119,834 at a 10%
annual return and $15,379,930 at a 12% annual return. Therefore, the actual net benefit of the
RPM Income Trust after the 18 year term is as follows (assuming all returns are appreciation
with no income):

(B)
(A) Amount (A)-(B)
Rate of Amount to Remainder Would Net Benefit of
Return Dynasty Trust Have Grown To RPM Income Trust
5% $11,366,990 $4,813,238 $6,553,752
8% $18,874,075 $7,992,038 $10,882,037
10% $26,260,707 $11,119,834 $15,140,873
12% $36,321,393 $15,379,930 $20,941,463

If the trust property generates the below rates of return, but 2% of the return is income which
must be paid to Hanna (in other words 3%, 6%, 8% or 10% appreciation), the actual net benefit
of the RPM Income Trust after the 18 year term is as follows:
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Amount Net Benefit

Rate of Rate of Amount to Remainder Would of RPM
Appreciation Income Dynasty Trust Have Grown To Income Trust
3% 2% $8,040,964 $4,813,238 $3,227,726
6% 2% $13,481,669 $7,992,038 $5,489,631
8% 2% $18,874,075 $11,119,834 $7,754,241
10% 2% $26,260,707 $15,379,930 $10,880,777

As shown above, the benefits of the RPM Income Trust are less pronounced after taking into
account the cost of the remainder. When comparing to a sale to a grantor trust for a note, at a
high enough rate of return, the sale to a grantor trust (or a GRAT) can be more advantageous
than the RPM Income Trust. A sale to a grantor trust enables the Dynasty Trust to invest the
trust’s existing assets and the assets the grantor has sold to the trust. In contrast, the Dynasty
Trust must transfer assets to pay for the remainder interest of the RPM Income Trust. For
example, if Howard sold $4,723,219 million of assets (representing the $4,723,219 in the RPM
Income Trust) to the Dynasty Trust that already holds $2 million for an 18 year note at 4.5%
interest (paid annually with a balloon payment of principal at maturity), the Dynasty Trust would
net the following amounts at these rates of return after repaying the note (shown compared to
the net benefit of the RPM Income Trust):

Amount in Amount to Dynasty Net Benefit of
Dynasty Trust as Trust from RPM Income Trust
Rate of Return Result of Sale RPM Income Trust Compared to Sale
5% S5,477,616 $11,366,990 $5,889,374
8% $14,183,039 518,874,075 $4,691,036
10% $22,965,453 $26,260,707 $3,295,254
12% $35,128,790 $36,321,393 $1,192,603
13% $42,829,550 $42,632,594 (5196,956)

These projections assume all of the return is appreciation rather than income. If the returns are
entirely appreciation, the annual return required for the sale to overtake the RPM Income Trust
is about 13%, as shown above (at these assumed interest rates). Instead, if we assume 2% of the
return is income and appreciation is 3%, 6%, 8% and 10%, then the RPM Income Trust will not
fare as well because the 2% income must be paid to the spouse. On that assumption:

Amountin Amount to Dynasty Net Benefit of

Rate of Dynasty Trust as Trust from RPM Income Trust
Appreciation Rate of Income Result of Sale RPM Income Trust Compared to Sale
3% 2% $5,477,616 $8,040,964 $2,563,348
6% 2% $14,183,039 $13,481,669 (5701,370)
8% 2% $22,965,453 $18,874,075 (54,091,378)
10% 2% $35,128,790 $26,260,707 (58,868,083)

In this case, the cross-over return when the sale overtakes the RPM Income Trust is less than 8%
annually (6% of which is appreciation and 2% of which is income). As the portion of return
attributable to the income increases, the sale fares better than the RPM Income Trust, and as
appreciation return increases, that lead increases. As a result, to truly maximize the net benefit
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of the RPM Income Trust, the trustee should limit the trust’s investment in bonds or income
producing property to minimize the “leakage” caused by the income payments to the spouse,
ideally to no more than 1% of income per year.

Finally, the remainder cost doesn’t need to be a drag on the RPM Income Trust. If Howard
transfers $4,723,219 million to an RPM Income Trust, the Dynasty Trust could pay for the $2
million remainder with a note, thereby eliminating the cost to the Dynasty Trust of the loss of
the remainder growth during the term. If the Dynasty Trust pays for the remainder with a note,
it is akin to purchasing the assets in the RPM Income Trust for a note, but at a discount.
Therefore, the better strategy is to pay for the remainder with a note in the RPM Income Trust.
Other assets should be held in the Dynasty Trust to service the interest payments on the
promissory note. Here’s the results of the example above, but where the Dynasty Trust pays
for the $2 million remainder in the RPM Income Trust with a note at 4.5% interest:

Amount in Dynasty Trust Net Benefit of RPM

Amount in from RPM Income Trust Paying for Remainder
Rate of Dynasty Trustas with Remainder Paid for with Note Compared
Appreciation Rate of Income Result of Sale with Note to Sale
3% 2% $ 5,477,616 $8,322,288 $2,844,672
6% 2% $14,183,039 $16,103,516 $1,920,477
8% 2% $22,965,453 $23,889,983 $924,530
10% 2% $35,128,790 $34,623,163 (5505,627)

In this scenario, if the income is only 1%, the sale doesn’t outperform the RPM until 19% annual
appreciation. Again, these figures will vary depending on the interest rates at the time of the
transactions.

Use of Section 7520 Tables to Value the Income Interest

Code Section 7520 contains tables that are to be used to value income interests unless the value
ascribed to the interest by the tables is "unrealistic and unreasonable" and there is a more
reasonable and realistic means by which to determine its fair market value, and the burden of
showing that the result is unreasonable rests with the party seeking to deviate from the tables.3

Sections 20.7520-3(b)(2)(ii) and 25.7520-3(b)(2)(ii) of the Treasury Regulations (Treas. Reg.)
provide that the income factors promulgated pursuant to Section 7520:

may not be used to determine the present value of an income or similar
interest in trust for a term of years, or for the life of one or more
individuals, unless the effect of the trust . . . is to provide the income
beneficiary with the that degree of beneficial enjoyment of the property

See Vernon v. Commissioner, 66 T.C. 484, 489 (1976), Weller v. Commissioner, 38 T.C. 790, 803 (1962); Estate
of Gribauskas v. Commissioner, 116 T.C. 142 (2001); Bank of Cal. v. United States, 672 F.2d 758, 759 (9th Cir.
1982); Estate of Shackleford v. United States, 262 F.3d 1028 (9th Cir. 2001); Estate of Gladys J. Cook v.
Commissioner, 349 F3d 850 (5th Cir., 2003).
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during the term of the income interest that the principles of the law of
trusts accord to a person who is unqualifiedly designated as the income
beneficiary of a trust for a similar period of time. This degree of
beneficial enjoyment is provided only if it was the transferor’s intent, as
manifested by the provisions of the governing instrument and the
surrounding circumstances, that the trust provide an income interest for
the income beneficiary during the specified period of time that is
consistent with the value of the trust corpus and with its preservation.

Certainly a trust with a mandatory income interest in favor of the grantor’s spouse should satisfy
the foregoing requirements. Examples 1 and 2 in Treas. Reg. Sections 20.7520-3(b)(2)(ii) and
25.7520-3(b)(2)(ii) make clear that the spouse should be given the power to direct the trustee to
“make the trust corpus productive consistent with income yield standards for trusts under
applicable state law,” and specifically contemplate that the minimum rate of income that a
productive trust may produce “may be substantially below the Section 7520 interest rate on the
valuation date.” Moreover, Example 2 of these regulations shows that, so long as the
beneficiary has the power to make the trust property productive of income, the fact that it
actually does not produce income will not preclude use of the Section 7520 income factors. (In
this example, the trust owned non-dividend paying stock, and the beneficiary had the power to
require the trustee to make the trust property productive of income).

However, in O’Reilly v. Comm’r.,* the Eighth Circuit held that the Section 7520 tables could not
be used to value an income interest in a trust that owns stock that pays dividends at a
significantly lower rate than the tables assume. The tables assumed the income was paid at a
4% or 5% rate, while the stock paid a very small dividend (about a 1% yield). Under this case, it
would be impossible to create an RPM Income Trust with anything except bonds, because any
portfolio with stocks in it will not generate income equal to the Section 7520 rate.

However, although the O’Reilly case was decided in 1992, the trusts at issue (known as “grantor
retained income trusts”) were created in 1985 and 1986, which was before Section 7520 was
enacted and the applicable federal rate (AFR) began to “float.” In contrast, the valuation tables
issued under Section 7520 are based on the AFR (which changes monthly) and are used to value
transfers made on or after May 1, 1989. The regulations under Section 7520 provide that
taxpayers and the Service must use these tables to value partial interest in property except in
limited circumstances, one of which is where the income interest does not provide beneficial
enjoyment consistent with the nature of the interest under state law.

Moreover, the trust instruments in O’Reilly relieved the trustee of its fiduciary duty to diversify
trust assets into property that produces a reasonable rate of return, and the trustee was
expressly authorized to retain the minimally productive, closely-held stock. That would not be
the case in the RPM Income Trust.

Thus, as long as the RPM Income Trust permits the spouse-beneficiary to exercise his rights to
enforce the trustee’s fiduciary obligations and to direct the trustee to convert unproductive

4 973 F.2d 1403 (8" Circuit 1992).
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property into income-producing property, use of the Section 7520 valuation tables should be
allowed. Accordingly, so long as purchase price paid by the remaindermen for the
corresponding remainder interest is based on such tables, the remaindermen should be treated
as having paid full and adequate consideration for the remainder interest.

RPM Annuity Trust

In an RPM Annuity Trust, the spouse receives an annuity for a fixed term of years, for the
spouse’s (or the grantor’s) life, or for the shorter of a term and life, and the remainder is
purchased by a trust for the children. The annuity could be structured so that the remainder
value is minimized, thereby significantly reducing the purchase price to be paid by the
remaindermen. In this case, the growth of the trust property in excess of the Section 7520 rate
will pass to the remaindermen.

Example. Howard transfers $10 million of cash and marketable
securities to an RPM Annuity Trust for Hanna’s benefit, from which she
(or her estate) will receive an annuity of $1,015,213 for a term of 15
years. Howard simultaneously sells the remainder interest in the RPM
Annuity Trust (the right to receive the remaining trust property after the
15-year term) to a Dynasty Trust.

1. Assuming a Section 7520 rate of 5.8%, the value of the annuity interest is
$9,990,000 and the value of the remainder interest is $10,000 under the Section
7520 valuation tables. Thus, the Dynasty Trust pays Howard $10,000 for the
remainder.

2. Because the Dynasty Trust purchases the remainder interest in the RPM Annuity
Trust, Hanna's annuity interest qualifies for the gift tax marital deduction. Thus,
no gift tax is due as a result of the $10 million transfer to the RPM Annuity Trust.

3. If during the 15-year term of the RPM Annuity Trust the trust property realizes
an annualized rate of return of 10%, at the end of 15 years the trust assets
would have a value of $9.5 million, all of which would pass free of gift and
estate taxes to the Dynasty Trust.
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Year Start of Year Growth Annuity End of Year
1 $10,000,000 $1,000,000 (51,015,203) $9,984,797
2 $9,984,797 $998,480 (51,015,203) $9,968,074
3 $9,968,074 $996,807 (51,015,203) $9,949,679
4 $9,949,679 $994,968 (51,015,203) $9,929,445
5 $9,929,445 $992,944 (51,015,203) $9,907,186
6 $9,907,186 $990,719 (51,015,203) $9,882,702
7 $9,882,702 $988,270 (51,015,203) $9,855,770
8 $9,855,770 $985,577 (51,015,203) $9,826,144
9 $9,826,144 $982,614 (51,015,203) $9,793,556
10 $9,793,556 $979,356 (51,015,203) $9,757,709
11 $9,757,709 $975,771 ($1,015,203) $9,718,277
12 $9,718,277 $971,828 (51,015,203) $9,674,903
13 $9,674,903 $967,490 (51,015,203) $9,627,190
14 $9,627,190 $962,719 (51,015,203) $9,574,707
15 $9,574,707 $957,471 (51,015,203) $9,516,975

If the RPM Annuity Trust were structured to pay the annuity for the shorter of 15 years or
Hanna’s life and Hanna is 60, the remainder interest would cost $768,465 million, rather than
$10,000. However, if Hanna dies in the 10th year, the RPM Annuity Trust provides the Dynasty
Trust with a “windfall” in that the property then held by the Trust will pass to the Dynasty Trust
several years earlier than anticipated without making any more annuity payments. The RPM
Annuity Trust would have $9.7 million after 10 years, which would grow to $15.69 million after 5
additional years (for a total time frame of 15 years).

Backloading the Annuity

In contrast to a GRAT in which the annuity cannot increase annually by more than 20% in order
to be a “qualified annuity interest” and thus not subject to Section 2702’s special valuation
rules, no such restriction exists for an RPM Annuity Trust (as will be explained below). There is,
thus, greater flexibility in structuring the annuity interest. By structuring the annuity as a series
of small fixed payments, with a large “back-loaded” payment as the final annuity payment (a
“back-loaded” RPM Annuity Trust), substantially more wealth can be transferred.>

After the series of small payments, the final annuity payment must be large enough to “zero
out” (or nearly zero out) the value of the remainder interest. That is, the annuity is structured
so that the present value of all annuity payments, using the Section 7520 rate as the discount
rate, will equal the value of the property transferred to an RPM Annuity Trust less the desired
remainder (e.g., $10,000).

5

See Deborah V. Dunn and Katherine M. Cunningham, “Advantages to Back-Loading: An Analysis of Back-
Loaded Annuity Payments from a CLAT or RPM Annuity Trust.” Tax Management Estate, Gifts and Trust
Journal, Vol. 29, No. 6, November 11, 2004.
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Example of Back Loaded RPM Annuity Trust. Howard transfers $10
million of cash and marketable securities to an RPM Annuity Trust for
Hanna’s benefit, from which she (or her estate) will receive an annuity
of $10,000 per year for 14 years, and a payment of $21.7 million in year
15. Howard simultaneously sells the remainder interest in the RPM
Annuity Trust (the right to receive the remaining trust property after the
15-year term) to a Dynasty Trust. Based on a Section 7520 rate of 5.8%,
the cumulative present value of the fourteen $10,000 annuity payments
and the $23 million fifteenth payment is $9,990,000. Thus, the
remainder value is $10,000, which the Dynasty Trust pays Howard for
the remainder. If the RPM Trust’s rate of return on its assets is 10%,
$18.4 million will pass to the Dynasty Trust at the end of the 15 year
term, which is nearly $9 million more than with the fixed-payment RPM
Annuity Trust above.

Year Start of Year Growth Annuity End of Year
1 $10,000,000 $1,000,000 ($10,000) $10,990,000
2 $10,990,000 $1,099,000 ($10,000) $12,079,000
3 $12,079,000 $1,207,900 ($10,000) $13,276,900
4 $13,276,900 $1,327,690 ($10,000) $14,594,590
5 $14,594,590 $1,459,459 ($10,000) $16,044,049
6 $16,044,049 $1,604,405 (510,000) $17,638,454
7 $17,638,454 $1,763,845 (510,000) $19,392,299
8 $19,392,299 $1,939,230 (510,000) $21,321,529
9 $21,321,529 $2,132,153 (510,000) $23,443,682
10 $23,443,682 $2,344,368 (510,000) $25,778,050
11 $25,778,050 $2,577,805 (510,000) $28,345,855
12 $28,345,855 $2,834,586 (510,000) $31,170,441
13 $31,170,441 $3,117,044 ($10,000) $34,277,485
14 $34,277,485 $3,427,749 (510,000) $37,695,234
15 $37,695,234 $3,769,523 (523,051,218) $18,413,539

Advantages Over Other Techniques

The RPM Annuity Trust has two advantages over a GRAT. First, there is no mortality risk. That
is, if the grantor’s spouse dies during the annuity term (and such term does not end on the
spouse’s death), only the present value of the remaining annuity payments is included in her
taxable estate; the amount by which the value of the trust property exceeds the present value
of the annuity is not subject to estate tax. Second, there is no taxable gift upon creation of the
RPM Annuity Trust, assuming the Dynasty Trust has sufficient funds with which to purchase the
remainder.

The advantage that the RPM Annuity Trust has over a sale to a grantor trust is that if the grantor
or his spouse dies during the annuity term, no capital gain will be recognized by the trust. In
contrast, if a grantor dies with a note outstanding from a sale, capital gain may be recognized.
On the other hand, the sale has a lower “hurdle rate” than in the RPM Annuity Trust. That is,
the trust’s rate of return on its investments must exceed the Section 7520 rate in order for the
RPM Annuity Trust to provide a benefit, which is 20% higher than the applicable federal rate
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(AFR) which must be beat in the case of the sale. Like the RPM Income Trust, the assets will not
pass to the Dynasty Trust until the end of the term of the RPM Annuity Trust (or possibly sooner
if the spouse dies during the term and the trust is structured that way).

Use of Section 7520 to Value the Annuity Interest

As with income interests, Code Section 7520 contains tables that are to be used to value annuity
interests unless the value ascribed to the interest by the tables is "unrealistic and unreasonable"
and there is a more reasonable and realistic means by which to determine its fair market value,
and the burden of showing that the result is unreasonable rests with the party seeking to
deviate from the tables.?

These tables simply determine the present value of receiving the annuity from the trust until the
end of the term, or until the spouse-beneficiary’s death, if earlier. Because the amount of the
annuity is fixed and is not dependent on the income or appreciation of the trust assets, the
annuity’s value is certain, and use of the Section 7520 tables should not be subject to challenge
by the Service.

Even if the annuity payments are not the same each year (e.g., increasing or back-loaded
payments), Section 7520 can and should be used to value such a payment stream. Reg. Section
25.7520-1 states that, for gift tax purposes, the fair market value of annuities, interests for life
or for a term of years is their present value determined under Section 7520. Reg. Section
25.7520-1(c) states, “The present value on the valuation date of an annuity, life estate, term of
years, remainder, or reversion is computed by using the section 7520 interest rate component
that is described in paragraph (b)(1) of this section and the mortality component that is
described in paragraph (b)(2) of this section.” For taxpayers’ convenience, Section 7520
contains tables of “standard” actuarial factors to compute these present values. For example, a
“standard” section 7520 annuity factor is the present value of the right to receive $1.00 per year
for a defined period, using the interest rate prescribed under section 7520 for the appropriate
month. Thus, the “standard” factors are pre-calculated present value figures that may be used
for convenience to calculate the present value of an “ordinary annuity interest.” The present
value of a non-“ordinary” annuity interest (i.e., one in which the annuity payment is not the
same each year) would be determined “by hand” using the section 7520 interest rate and
mortality component (if applicable), and without use of the standardized tables.

Thus, so long as the purchase price paid by the remaindermen for the remainder interest is
determined by subtracting the value of the annuity interest (as determined under Section 7520)
from the value of the assets transferred to the RPM Annuity Trust, the remaindermen should be
deemed to have paid full and adequate consideration for the remainder interest.

See Vernon v. Commissioner, 66 T.C. 484, 489 (1976), Weller v. Commissioner, 38 T.C. 790, 803 (1962); Estate
of Gribauskas v. Commissioner, 116 T.C. 142 (2001); Bank of Cal. v. United States, 672 F.2d 758, 759 (9th Cir.
1982); Estate of Shackleford v. United States, 262 F.3d 1028 (9th Cir. 2001); Estate of Gladys J. Cook v.
Commissioner, 349 F3d 850 (5th Cir., 2003).
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Finally, under Reg. Section 25.7520-3(b)(2)(i), a standard section 7520 annuity factor may not be
used if the annuity is payable from "a trust or other limited fund" and, considering the
applicable Section 7520 rate on the valuation date of the transfer, the annuity is expected to
exhaust the fund before the last possible annuity payment is made in full. For example, for a
fixed annuity payable annually at the end of each year, if the amount of the annuity payment
(expressed as a percentage of the initial corpus) is less than or equal to the applicable Section
7520 interest rate at the date of the transfer, the corpus is assumed to be sufficient to make all
payments. Moreover, if the annuity is payable for the spouse’s life, the trust must have
sufficient assets to pay the annuity until the spouse would attain age 110. If the trust does not
have sufficient funds under either of these tests, it will be necessary to calculate a special
Section 7520 annuity factor that takes into account the exhaustion of the trust or fund.

Asset Valuation Issues

The benefits of the RPM Trust depend on the successful resolution of several valuation issues
related to the RPM Trust structure discussed below.

1. Effect of Undervaluation on Marital Deduction. It is unclear how a determination by the
Service that the property contributed to the RPM trust was undervalued, and therefore that the
amount paid for the remainder interest was insufficient, would affect the availability of the gift
tax marital deduction. Two different results are possible:

o No portion of the RPM Trust would be deemed to qualify for the marital deduction
because the remainder beneficiaries did not pay adequate and full consideration, or

o The allowable marital deduction will be equal to a fraction of the value of the RPM
Trust, the numerator of which is equal to the amount the remaindermen pay for their
remainder interest and the denominator of which is equal to the value of the entire
RPM Trust.

TAM 7605283200D,7 the only ruling on this issue, supports the latter position. In that ruling, the
IRS held that where the decedent’s spouse received a terminable interest in an annuity from the
decedent and a portion of the interest passing to persons other than the decedent’s spouse was
paid for with full and adequate consideration (and a portion was not so paid for by such
persons), then that fraction that was so paid for will qualify for the marital deduction and the
balance will not. In this TAM, the decedent owned 30% of the company that gave him an
annuity payable to him for life and then to his spouse until her death or remarriage. The IRS
said that at his death the annuity was includible in his gross estate and the spouse received a
terminable interest in that if she remarries or dies, the shareholders of the company will be
“enriched” by not having to pay the annuity anymore. Thus, an interest in the annuity passed to
persons other than the spouse. The IRS held that the other shareholders paid adequate
consideration for their interest via the company’s promise to pay the annuity in accordance with
its terms. However, the interest in this annuity passing to the decedent’s heirs by virtue of
receiving his stock in the company at his death was not paid for by such persons for full and

7

May 28, 1976.
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adequate consideration (the decedent furnished such consideration as a shareholder, but he is
not a person to whom an interest in the annuity passed at his death).

General Counsel Memorandum 385058 is somewhat in conflict with TAM 7605283200D. In that
memo, the taxpayer made a transfer to charity in a manner similar to the RPM Annuity Trust
only in that a third party paid for (and would receive) a future benefit. At issue was whether
the gift to charity qualified for the gift tax charitable deduction under Code Section 2522. Like
the marital deduction, Section 2522 permits a gift tax charitable deduction only for certain types
of trusts that benefit both charity and individuals. However, if the individual paid full and
adequate consideration for his or her interest, the trust has no formal requirements and the
charity’s interest will qualify for the gift tax charitable deduction. This exception parallels, in
concept and in language, the marital deduction exception upon which the RPM Trust is based.
In GCM 38505, the Service determined that if the amount paid by the third party
(remainderman) was less than the value of his interest, the gift by the donor to charity failed to
qualify for the gift tax charitable deduction in its entirety. Thus, no charitable deduction would
be allowed-- not even an amount proportionate to the payment made by the remainderman.

Based on TAM 7605283200D and GCM 38505, it is unclear whether the Service would disallow
the entire marital deduction, or only a fraction of the deduction, if the remaindermen do not
pay adequate consideration for the remainder. These two rulings have opposite results, neither
is directly on point, and neither has precedential value. We believe the TAM is more indicative
of the Service’s anticipated position on the RPM Trust because the facts of TAM 7605283200D
are more similar to an RPM Trust than are the facts of GCM 38505, and the provision of Code
Section 2523 that was at issue in TAM 7605283200 is the same provision on which the RPM
Trust technique is based. However, the IRS could take the view that the marital deduction fails
for the entire trust. After all, Section 2523(b)(1) does not say “to the extent” adequate and full
consideration in money or money’s worth is received.

2. Eliminating Valuation Risks. To eliminate the valuation risks associated with an RPM Trust,
one could either fund the trust with cash and publicly-traded securities, or have the remainder
interest paid for with the same asset used to fund the RPM Trust. For example, if an RPM Trust
is funded with LP units and the trust purchasing the remainder uses LP units in the same
partnership to pay for the remainder, then there will be no valuation risk. Any discrepancy in
the value of the LP units transferred to the RPM Trust will apply equally to the LP units used to
purchase the remainder, eliminating the possibility for any underpayment.

Section 2702

Section 2702(a) does not apply generally to an RPM Trust. Section 2702(a)(1) provides that
solely for purposes of determining whether the transfer of an interest in trust for the benefit of
a member of the transferor’s family is a gift and the value of the transfer, the value of any
interest of the trust retained by the transferor or any applicable family member is determined as
provided in Section 2702(a)(2). However, in an RPM Trust, the grantor does not “retain” any
interest in the trust; rather, he simultaneously transfers an income or annuity interest to his

8

September 19, 1980.
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spouse and sells the remainder to his children. Reg. Section 25.2702-2(3) provides that,
“Retained means held by the same individual both before and after the transfer in trust,” and
Reg. Section 25.2702-2(d), Example 3, illustrates that if a grantor transfers property in trust that
pays all of the income to his spouse for life with remainder to his children, Section 2702 does
not apply because neither the grantor nor the spouse held an interest both before and after the
transfer.

Nevertheless, Section 2702(c)(2) contains a “joint purchase rule,” which appears to apply to an
RPM Trust. That rule states that if two or more members of a family acquire interests in the
same property in the same transaction (e.g., the grantor’s spouse and the Dynasty Trust acquire
interests in the RPM Trust), the family member acquiring the term interest (spouse) is treated as
having acquired the entire property and transferred the remainder interest to the other family
member (e.g., the Dynasty Trust) in exchange for any consideration the other family member
paid for such interest.

Despite use of the word “purchase” in the heading of Section 2702(c)(2), the rule’s application is
not limited to situations in which both parties purchase their interests. The operative language
of Section 2702(c)(2) (as opposed to the heading) states that it applies to situations in which two
or more members of a family “acquire” interests in the same property in the same transaction,
and no common definition of the word “acquire” implies that consideration is paid.° One can
“acquire” property via gift, bequest or purchase, and this fact is recognized in the Code: for
example, Section 2039 contains the phrase, “[W]here any property has been acquired by gift,
bequest, devise . . . .” If the word “acquire” required consideration, one could not acquire
property by gift, bequest or devise.

The word “acquire” is used throughout the Code to refer to situations that include acquisitions
by gift or bequest, and not merely purchases. Section 2703(a) provides, “For purposes of this
subtitle, the value of any property shall be determined without regard to (1) any option,
agreement, or other right to acquire or use the property at a price less than the fair market
value of the property . ..” The phrase “or other right to acquire” is intended to be a catch-all for
any other scenario, with or without consideration, that allows one to obtain ownership of
property for less than adequate consideration. Other Code sections refer to situations in which
property is “acquired by purchase,” which would be a redundant phrase if all “acquisitions”
were purchases.10 Whenever the Code or regulations intend to refer to a “purchase” in the gift,
estate and GST regime, they do so by referring to a “bona fide sale for an adequate and full
consideration in money or money’s worth.”11

10

11

The American Heritage Dictionary of the English Language, Fourth Edition, defines “acquire” as “to gain
possession of.” Merriam-Webster's Dictionary of Law 1996 defines “acquire” as “To come into possession,
ownership, or control of obtain as one's own.”

See, e.g., Reg. Sections 1.355-6(a)(3), 1.179-4(a), 1.897-1(0)(4)(i), 1.954-2, 1.108-2, 53.4943-6.

See Sections 2036, 2037, 2038, 2039, 2040, 2522, 2523 and 2512.
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This, in turn, brings Section 2702(a) into play, which determines the value of the property
received by each party in the transaction. The value of the spouse’s interest is determined, and
then subtracted from the value of the property transferred to the RPM Trust to determine the
value of the Dynasty Trust’s remainder interest. If the spouse’s interest is a “qualified interest,”
it is valued under the Section 7520 tables; otherwise, it is given a value of zero.12 If the spouse’s
interest is not a qualified interest (i.e., it is valued at zero), she will be treated as having
transferred all the property in the RPM Trust to the Dynasty Trust in exchange for the relatively
small amount it paid for its interest.

However, even if the spouse’s interest is not a qualified interest (as in the case of an RPM
Income Trust or an RPM Annuity Trust that fails to satisfy all of the requirements in Reg. Section
25.2702-3(b) and (d)), the spouse will not be treated as having made a gift to the Dynasty Trust.
The last sentence of Regulation Section 25.2702-4(c) states that, for purposes of Section 2702,
the amount of the gift caused by the joint purchase rule “will not exceed the amount of
consideration furnished by [the term holder] for all interests in the property.” [emphasis added]
Because the spouse (the term holder) receives her interest as a gift and has furnished no
consideration for that interest, the deemed gift by the spouse under Section 2702 will always be
zero.

The last sentence of Regulation Section 25.2702-4(c) was the subject of particular focus by the
Service between issuance of the regulation in proposed and final forms, and it was specifically
intended to prevent a gift of an interest that qualifies for the marital deduction from being
treated as a gift by the spouse-donee. In its proposed form, the last sentence of Reg. Section
25.2702-4(c) read:

For purposes of this paragraph (c), the amount considered transferred
by the individual acquiring the term interest shall not exceed the
amount of consideration furnished by the individual for all interests
acquired by the individual in the property.13

In the introduction to the final regulations, the Service stated, “In response to another
comment, the limit on the amount the term holder is considered to transfer in a joint purchase
is clarified.” The regulation was revised to read (its current form):

For purposes of this paragraph (c), the amount of the individual's gift
will not exceed the amount of consideration furnished by that individual
for all interests in the property.14

Further, the introduction to the proposed regulations to Section 2702 contains the following:

12

13

Reg. 25.2702-2(b)(2).

PS-92-90 (Apr. 9, 1991), 1991-1 C.B. 998.

14 T.D. 8395, 1992-1 C.B. 316 (Jan. 28, 1992).
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Definition of Retained

The proposed regulations treat an interest as 'retained" by the
transferor or an applicable family member only if it is held by the same
individual both before and after the transfer. Thus, an individual will not
pay gift tax on more than the full value of the property, even if one of
the interests is transferred to an applicable family member. The result is
the same under the proposed regulations even if the transfer of the
income interest qualifies for a marital deduction, because the property
will later be included in the transferee spouse's estate. [emphasis added]

The Service apparently was mindful of the marital deduction when drafting the regulations to
Section 2702. The last sentence of Reg. Section 25.2702-4(c) is required to avoid gift tax on a
gift that qualifies for the marital deduction. Without it, the creation of an ordinary QTIP marital
trust (income interest to spouse with remainder to children) would cause spouse-beneficiary to
be treated as the transferor of the property to the trust while retaining a non-qualified income
interest, resulting in a taxable gift by the spouse of the entire corpus to the remaindermen.
Under the regulation, the amount of the taxable gift is limited to the consideration furnished by
the spouse, which would be zero. Similarly, the last sentence of Reg. Section 25.2702-4(c)
should prevent a taxable gift by the spouse where the spouse’s interest qualifies for the marital
deduction by reason of the remaindermen’s payment of full and adequate consideration for
their interest.

Finally, if the grantor’s spouse is a beneficiary of the trust that purchases the remainder, she
would have two interests in the RPM Trust: as the income beneficiary or annuitant, and as a
beneficiary of the remainder. Under the joint purchase rule, the spouse is treated as acquiring
the entire property and transferring to other members of her family the interests they acquired
in exchange for any consideration paid by those family members, but her gift is limited to the
amount of consideration she furnished for all interests in the property. If the spouse is a
beneficiary of the trust purchasing the remainder, the IRS could argue that the spouse furnished
some of the consideration for the remainder, and that portion of the consideration would
constitute a taxable gift by the spouse. Therefore, the grantor’s spouse should not be a
beneficiary of the remainder trust.

Gift Splitting

Section 2513 allows spouses to elect to be treated, solely for gift tax purposes, as making one-
half of the gifts both spouses make from his or her separate funds. Thus, the gift tax liability can
be split between two spouses, even though only one spouse actually transfers assets.

The election to split gifts applies to all gifts made to third parties by both spouses during the
calendar year for which the election is made, except with respect to any gifts that are not
permitted to be split. Thus, spouses may not elect to split gifts to some donees but not split the
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gifts made to others during the same calendar year. Similarly, they cannot elect to split gifts
made by one spouse without electing to split gifts made by the other.15

Moreover, gifts by one spouse to the other cannot be split, and if one spouse transferred
property in part to his spouse and in part to third parties, the consent is effective with respect to
the interest transferred to third parties only to the extent the third parties’ interest is
ascertainable at the time of the gift and hence severable from the interest transferred to his
spouse.16

Finally, it is important to note that Section 2513 says that the “gift” is treated as having been
made one-half by each spouse, and does not treat each spouse as having transferred one-half of
all the assets transferred.

If one spouse (H) makes a gift to an RPM Trust during a year in which they elect to split gifts, the
non-transferring spouse (W) will be treated as making one-half of the gift. However, the
interest transferred to W cannot be split, and the remainder interest was not transferred as a
gift, but is sold to the remaindermen. Therefore, Section 2513 should not apply to the transfer
made to the RPM Trust.

The Gradow Case

It is critical to the economic viability of the RPM Trust that the Dynasty Trust’s payment of
adequate and full consideration for the remainder interest equal the actuarial value of such
interest, and not the value of the entire trust. In Gradow v. U.S.,17 the Tax Court held and the
Federal Circuit affirmed the Service’s assertion that although the Section 7520 tables may be
used to value annuity and remainder interests for gift tax purposes, that valuation will not be
respected for estate tax purposes. Specifically, in Gradow, the court held that under Section
2036(a), a transfer of a remainder interest in property will only be deemed to be for full and
adequate consideration if the transfer is for the full value of the property (not just the value of
the remainder interest).18

There are several responses to this. First, Gradow has no application to the RPM Trust because
the grantor does not retain any interest in the property: he transfers an income or annuity
interest and sells the remainder interest. Thus, none of the property in the RPM Trust is even

15

16

17

18

See Reg. Section 25.2513-1(b)(5).

See Reg. Section 25.2513-1(b)(4).

897 F.2d 516 (Fed. Cir. 1990).

See also, United States v. Past, 347 F.2d 7 (9th Cir. 1965), Pittman v. United States, 878 F.Supp. 833 (E.D.N.C.
1994), TAM 9133001 (January 31, 1990), Estate of Rachel N. Parker v. United States, 95-1 USTC 960,199 (U.S.

District Court for the Northern District of Georgia, 1995) and Estate of Magnin, TC Memo 1996-25, 71 TCM
1856 (January 24, 1996), rev’d 184 F.3d 1074 (9" Cir. 1999).
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arguably includible in the grantor’s estate and thus Section 2036 and Gradow have no
application.

Second, the validity of the Service’s position is dubious, at best. The Service takes the position
that for purposes of the gift tax, consideration equal to the actuarial value of the remainder
interest constitutes adequate consideration when the grantor retains a “qualified interest”
under Section 2702. Under Gradow, for estate tax purposes, the Service takes a different
position. Applying different meanings to the phrase “adequate consideration” for purposes of
the gift tax and estate tax is inconsistent with such tax systems being in pari materia. The
Supreme Court set forth the general principle that, because the gift and estate taxes
complement each other, the phrase “adequate and full consideration” must mean the same
thing in both statutes.1® The Tax Court also has reached this conclusion.20

Moreover, three circuit courts have subsequently held that consideration equal to the fair
market value of the remainder interest is adequate for purposes of Section 2036.21 These cases
have the weight of logic and the explicit provisions of Section 2036 behind them. The court in
Wheeler recognized that the sale of a remainder interest for its actuarial value does not result in
the circumvention of the estate tax, because the consideration received for the remainder
interest, reinvested at the assumed IRS interest rates for the applicable life expectancy or term,
will equal the value of the property in which the remainder interest is sold. The court stated:

If a sale of a remainder interest for its actuarial value--an amount, it is
worth noting, that is nothing more than the product of the undisputed
“fair market value” of the underlying estate multiplied by an actuarial
factor designed to adjust for the investment return over the actuarial
period--constitutes adequate and full consideration under section
2036(a), then the estate holder successfully “freezes” the value of the
transferred remainder at its date-of-transfer value. Accordingly, any
post-transfer appreciation of the remainder interest over and above the
appreciation percentage anticipated by the actuarial tables passes to

19

20

21

See Merrill v. Fahs, 65 S.Ct 655, 656 (1945) (“The gift tax was supplementary to the estate tax. The two are in
pari materia and must be construed together.”) (quoting Estate of Sanford v. Commissioner, 60 S.Ct. 51, 56
(1939)); Commissioner v. Wemyss, 65 S.Ct. 652 (1945); see also, Estate of Friedman v. Commissioner, 40 T.C.
714, 718-19 (1963) (“The phrase ‘an adequate and full consideration in money or money’s worth,” common to
both the estate and gift tax statutes here pertinent, is to be given an ‘identical construction’ in regard to each
of them.”) (citing Fahs, 65 S.Ct. at 656).

In Estate of McClendon, TC Memo 1993-459, 66 TCM 946 (Sept. 30, 1993), the Tax Court cited the foregoing
cases to also hold the gift tax and estate tax in pari materia and must be construed together. Commentators
have also urged the same construction should apply. See, e.g., Martha W. Jordan, Sales of Remainder
Interests: Reconciling Gradow v. United States and Section 2702, 14 Va. Tax Rev. 671; Steven A. Horowitz,
Economic Reality In Estate Planning: The Case for Remainder Interest Sales, 73 Taxes 386 (1995); Jeffrey N.
Pennell, Cases Addressing Sale of Remainder Wrongly Decided, 22 Est. Plan. 305 (1995).

See Wheeler v. U.S., 97-2 USTC 960,278 (5th Cir. 1997); D’Ambrosio v. Commissioner, 101 F.3d 309 (3d Cir.
1996); Magnin v. Comm’r., 184 F.3d 1074 (9% Cir. 1999).
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the remainderman free of the estate tax. But, of course, this is a
problem only if the proceeds of the sale are not invested in assets which
appreciate as much (or depreciate as little) as the remainder. Moreover,
those who recall the Great Depression, as well as more recent times,
know that assets frequently do not appreciate.

Note that all of these cases involved challenges by the Service to transactions that occurred
before the Section 7520 tables were created as part of Chapter 14 of the Code. We have not
seen a case or ruling in which the Service challenged a post-Chapter 14 transaction on the
grounds that the method of valuing a remainder interest for gift tax purposes under Chapter 14
is not appropriate for estate tax purposes.??2 Thus, it is not necessarily the Service’s view that
post-Chapter 14 sales of remainder interests qualifying for valuation under the Section 7520
tables pursuant to Section 2702 will not be respected for federal estate tax purposes.

. Timing of Transaction

The gift of the income or annuity interest to the grantor’s spouse and the sale of the remainder
interest to the remaindermen must be treated as occurring simultaneously. If the sale is
deemed to occur after the gift, the gift will not qualify for the marital deduction because, at the
time of the gift, the remaindermen will not have paid adequate and full consideration for their
interest. If the sale is deemed to occur before the gift, the grantor would have retained an
interest in the property (the life estate) and Section 2702 would apply, causing the value of the
remainder interest to be equal to the full value of the property for gift tax purposes in the case
of the RPM Income Trust (in which the spouse’s interest is not a “qualified interest”), as well as
in the case of an RPM Annuity Trust if it does not satisfy the requirements of a qualified annuity
interest..

However, it should be simple to structure the gift and the sale of the RPM Trust interests as
simultaneous transactions. The remaindermen should be a party to the RPM Trust and sign the
trust as purchaser of the remainder interest, so that the same agreement that creates the
income or annuity interest also provides for the sale of the remainder interest. Such a structure
should not be subject to attack by the Service, as the Service routinely attempts to characterize
several transactions as part of a single transaction under the step-transaction doctrine. For
example, if a parent transfers property to a child and the child then hands the parent a check for
the fair market value of the property, the parent and child would not be deemed to have made
successive gifts to one another. Rather, their actions would be viewed as a single transaction in
which the parent sold property to the child. Concurrent transfers of a life estate and a
remainder are even contemplated by the Code. See Example 3, Treas. Reg. Section 25.2702-
2(d).

22 |n PLR 9412036 (December 23, 1993), the Service ruled that Section 2036 was applicable to what was intended
to be a remainder purchase GRUT. However, the interests received by the term interest holder failed to meet
the requirements of a qualified interest (the GRUT was not structured properly), and thus Section 2702
applied to preclude the use of the Section 7520 factors.
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Divorce

The RPM Trust should not have a “divorce clause.” That is, the spouse’s income or annuity
interest should be irrevocable and not terminate by reason of divorce during the term of the
trust. Otherwise, the value of the income, annuity and remainder interests could not be
determined by reference to the Section 7520 tables.

Income Tax Issues

During the settlor’s life, the RPM Trust should be structured as a “grantor trust.” Section 677
will make most if not the entire trust a grantor trust, but one might also include other powers,
such as the power to substitute or borrow trust property, to ensure the entire trust is treated as
owned by the settlor. As such, the income, gains and losses realized by the trust will be
reported on the settlor’s income tax return, and the settlor will be liable for any resulting
income taxes.

No capital gain is realized upon funding annuity payments with appreciated property while both
spouses are living. If any portion of the annuity is paid using assets that have unrealized gains,
the RPM Annuity Trust will be deemed to have sold such assets, triggering a capital gains tax.
This is based on Rev. Rul. 83-75. Under that ruling, when a trust funds an annuity payment with
appreciated assets, the recipient of the annuity, who has a right to a specific dollar amount, is
exchanging that right for the appreciated assets. Thus, the trust would recognize gain on the
exchange with the annuitant. However, when the trust is a grantor trust and the annuitant is
the grantor (e.g., in the case of a GRAT), the exchange is between the grantor and himself, and
no gain is recognized.?3 Similarly, no gain is recognized when the RPM Annuity Trust is a grantor
trust and the annuity is payable to his or her spouse, because the exchange would be between
the grantor and his or her spouse which cannot result in gain under Section 1041.

If the settlor dies during the term of an RPM Income Trust, it will cease to be a grantor trust and
thereafter will be liable for its own income taxes. The income will be taxable to the spouse-
beneficiary under the “DNI rules,” and the trust would be liable for taxes on capital gains.

If the settlor dies during the term of an RPM Annuity Trust, it will cease to be a grantor trust and
thereafter will be liable for its own income taxes. In this case, if any portion of the annuity is
paid using assets that have unrealized gains, the RPM Annuity Trust will be deemed to have sold
such assets, triggering a capital gains tax.2* The capital gains will be taxable to the spouse-
beneficiary who receives the annuity payment under the “DNI rules.” Fortunately, the spouse-
beneficiary will be receiving distributions with which to pay the tax. Nonetheless, capital gains
may be realized sooner than expected. This will be avoided, however, if the trust has sufficient

23

See PLRs 9441031 (July 12, 1994) and 9345035 (Aug. 13, 1993).

24 The spouse-annuitant, who is entitled to a fixed dollar amount, is deemed to have exchanged that right for the

appreciated assets. As a result, the trust is deemed to have sold the assets. Rev. Rul. 83-75.
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cash flow to fund the annuity and avoids using appreciated securities for such purpose, or if the
trust borrows cash from another source to pay the annuity. Alternatively, the RPM Trust could
be structured to terminate at the settlor’s death, thereby avoiding any annuity payments while
it is a non-grantor trust.

Finally, the remainder trust should be a grantor trust with respect to the settlor of the RPM
Trust to avoid triggering any gain if the RPM Trust is funded with appreciated property.
Otherwise, the remainder trust’s purchase of the remainder would trigger recognition of some
of the gain.

Estate Tax Consequences at Spouse’s Death

If the spouse dies during the term of the RPM Trust, the income or annuity of a fixed term RPM
Trust will continue to be paid to her estate and the present value of the remaining payments will
be included in her estate under Section 2033. If the grantor survives the spouse, she could leave
the income or annuity interest to the grantor under her will. The remaining payments are not a
“terminable interest” and should qualify for the marital deduction because the Dynasty Trust
paid for its interest.2> If the grantor does not survive the spouse, the present value of the
income or annuity interest will be subject to estate tax (unless left to charity). It is possible that
the Service would allow the payment of the estate tax due on the income or annuity interest to
be deferred under Section 6161 due to the fact that the estate may not have the funds to pay
the tax until the payments are actually received.

Section 2039 will not apply to the RPM Annuity Trust at the spouse’s death. Section 2039
provides that the gross estate shall include the value of an annuity or other payment receivable
by any beneficiary (the Dynasty Trust) by reason of surviving the decedent (the spouse) under
any contract or agreement, if under such contract or agreement, an annuity or other payment
was payable to the decedent. The interest held by the spouse in the RPM Annuity Trust falls
within the scope of Section 2039. However, Section 2039(b) states that only the amount of
property proportionate to the consideration paid by the decedent is includible in her gross
estate. Because the spouse does not pay any consideration for her interest in the trust, none of
the trust property will be includible in her estate under Section 2039.

In addition, Section 2036 will not apply to either form of RPM Trust at the spouse’s death.
Section 2036 provides:

The value of the gross estate shall include the value of all property to
the extent of any interest therein of which the decedent has at any time
made a transfer (except in case of a bona fide sale for an adequate and
full consideration in money or money’s worth), by trust or otherwise,
under which he has retained for his life or for any period not
ascertainable without reference to his death or for any period which
does not in fact end before his death--

25

See Section 2056(b)(1)(A).
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(1) the possession or enjoyment of, or the right to the income from, the
property. ..

This conclusion is supported by Revenue Rulings 66-862% and 70-8427, in which the Service held
if a decedent at no time held any interest in property other than a life interest which terminates
at the decedent’s death, no portion of the value of the property is includible in the decedent’s
gross estate as the subject of a transfer with a retained life estate under Section 2036.28

Generation-Skipping Tax (GST) Issues

At the conclusion of an RPM Trust, the Service could argue that the distribution of the
remainder to the Dynasty Trust constitutes an addition to the trust, affecting the trust’s
“inclusion ratio” and potentially causing GST tax in respect of future “taxable distributions”
(distributions to grandchildren) or causing GST tax at “taxable terminations” (such as the death
of the grantor’s last living child). Nevertheless, the Service should not prevail in making such
arguments for the following reasons.

First, a generation skipping transfer can only occur if property is received by a person two or
more generations younger than the “transferor.” The transfer of property to the RPM Trust
would not make the grantor a “transferor” of such property to the Dynasty Trust for GST
purposes. Reg. Section 26.2652-1(a) states that the “transferor” is the person with respect to
whom the property was most recently subject to Federal estate or gift tax. A transfer for full
and adequate consideration is not a transfer subject to Federal gift tax.

Moreover, from a policy perspective, the sale of the remainder of the RPM Trust and the
subsequent distribution of the remainder to the Dynasty Trust are not events to which the GST
tax should apply: they are not gratuitous transfers subject to transfer tax. Rather, the technique
represents simply an investment by the Dynasty Trust in an asset just like any other. Put
differently, the sale of the remainder interest does not take property outside the GST tax net.
That is, the GST tax will apply to the property the grantor receives from the Dynasty Trust if and
when it is transferred to a “skip person” (e.g., a grandchild). The grantor sold the remainder
interest for full and adequate consideration, and the proceeds received will remain potentially
subject to GST tax. Just as there would no transfer tax consequences to the Dynasty Trust
resulting from the maturity and redemption of a bond purchased at fair market value, there
should be no transfer tax consequence to the Dynasty Trust when its investment in the RPM
Trust matures at the end of the annuity term.

However, unlike the estate and gift tax regime, the GST tax regime is not expressly limited to
gratuitous transfers: in other words, there is no express exception for transfers for full and
adequate consideration. The effect of this gap is to provide an opening for the Service to argue

26
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28

1966-1 C.B. 219.
1970-1 CB 188.

See also PLR 9515039 (Jan. 17, 1995).
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that when the RPM Trust terminated and its property is added to the Dynasty Trust, the Dynasty
Trust’s inclusion ratio changed from zero to some fraction greater than zero.

Such an argument would be contrary to Congressional intent in adopting Chapter 13 (which
contains the GST provisions of the Code). The entire thrust of Chapter 13 is to make generation-
skipping transfers subject to tax on principles similar to those underlying the gift and estate
taxes. In explaining the purpose of Chapter 13, the Joint Committee on Taxation stated:

The Congress believed, as it stated when the generation-skipping
transfer tax originally was enacted in 1976, that the purpose of the
three transfer taxes (gift, estate, and generation-skipping) was not only
to raise revenue, but also to do so in a manner that has as nearly as

possible a uniform effect.1

The Joint Committee also said, “Estate tax rules apply to generation-skipping transfers occurring
as a result of death, and gift tax rules apply in other cases.”2? Extending the generation-skipping
tax beyond gratuitous transfers would not create uniformity with the gift and estate taxes, and
therefore would be contrary to the legislature’s intent in adopting Chapter 13.

Moreover, the application of the GST regime to transactions for full and adequate consideration
could lead to palpably absurd results. For example, applying the literal definition of a taxable
termination, if a person made a gift of a house in trust for the benefit of children and
grandchildren, and if the trustee subsequently sold the house to an unrelated person born more
than 37 % years after the grantor of the trust (thus making the purchaser a “skip person” as to
the grantor), the transaction would be subject to GST tax: there has been a termination of an
interest in property held in trust (the residence) and immediately after the termination, no non-
skip person has an interest in such property. Alternatively, if the trustee contracted with a
roofer who was born more than 37 % years after the grantor, application of the literal definition
of “taxable distribution” would subject any payment the roofer receives from the trust to be
subject to GST tax: the payment literally is a distribution from a trust to a skip person.

Requiring a change in inclusion ratios to reflect investment performance produces results just as
absurd. Under such a view, any transfer whatsoever would alter the inclusion ratio of an
otherwise GST-exempt trust. For example, if the trust purchased a building and received fair
market rent, the rental payments would not affect the inclusion ratio even though, in some
sense, they represent transfers or additions to the trust. There has never been a suggestion in
the Treasury Regulations, rulings or any commentary we have seen that a return on an
investment of the trust should cause a change in the trust’s inclusion ratio.

29

Joint Committee at 1266-1267; see also House Report, 1986-3 C.B. at 827.
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N. Conclusions

RPM Trusts add a new dimension to wealth transfers. RPM Income Trusts provide a greater
discount than other wealth transfer strategies, but investment in income producing assets
should be limited to reduce “leakage” from the mandatory income payments to the spouse.
Even 2% of income “leakage” could result in a loan to a grantor trust being a more efficient
strategy when returns are large enough and considering the actual cost of the remainder (and
the growth of the remainder). RPM Annuity Trusts do not have the same “leakage” concerns,
have all the advantages of a GRAT, and then some and backloading the annuity payments results
in an even more efficient transfer of wealth. RPM Trusts can be paired with a loan to a grantor
trust to maximize returns. Using a note to pay for the remainder of an RPM Trust enables the
remainder trust to still benefit from the appreciation of the remainder cost during the term of
the RPM Trust while still transferring the initial gift at a discount. RPM Trusts should be
considered in planning your clients’ wealth transfers.

© 2025 Kirkland & Ellis LLP. All rights reserved.
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