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INTRODUCTION 

 
Trusts are a common tool of modern estate management.  The origins of trust use 

in America are evident in the early 19th century.  At that time living trusts were not 

common, being used primarily as short-term “caretaker” trusts for vulnerable family 

members such as married women, minors and incompetents.1   

The use of trusts has grown exponentially since the 1960’s.  The growth of trust 

popularity appears to result from a combination of factors.  The assets and investments of 

the average citizen are much more intricate today, including complex annuities, tax 

qualified plans, and business interests.  Social factors of increased wealth and step-

families have demanded increased sophistication and management.  Technological 

advances allow even the smallest firm to efficiently produce quality documents of a 

complex nature and of voluminous size.  Behind this wave of technology has come the 

commercialization of trust products and estate planning systems marketed to attorneys 

practicing in this field.   

The purposes of this presentation will be to: 

1. Provide an overview of the most common types of trusts; 
                                                 
1 Lawrence M. Friedman, A History Of American Law 221 (1973) 
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2. Summarize key legal principles of various trusts; 

3. Indicate strategic uses of various trusts; and 

4. Provide practice pointers in the form of tips and traps. 

The reader is advised at the outset that this outline is exactly that – an outline.  It 

covers such a broad subject base that the outlines of other (more knowledgeable) 

attorneys on these matters together with books delving into the intricacies of each of the 

trusts referenced here will span several book shelves.  Therefore, the reader should not 

rely on this material as a compendium of law.  Rather, it should be taken as a basic 

introduction to legal concepts that MUST be analyzed with much greater precision before 

employing these trusts in an estate planning context. 

TYPES OF TRUSTS 
 
A. Revocable Inter Vivos Trust.   
 

1. Definition.  This trust is better known as a “revocable living trust” or a 

“grantor living trust.”  It is established and in effect during the grantor’s 

life.2  Its primary purpose is to transfer legal title to the grantor’s property 

to someone who holds the property for the benefit of another party.3  The 

trust may be freely amended or revoked by the grantor during his lifetime 

so long as the grantor has sufficient mental capacity.  Upon the grantor’s 

incapacity or death the trust becomes irrevocable. 

                                                 
2 Grantor is synonymous with “settlor,” “donor” and “trustor.”  Michigan trust law uses “settlor.”  
3 Restatment, Second, Trusts Section 2.  “A Trust . . . is a fiduciary relationship with respect to property, 
subjecting the person by whom the title to the property is held to equitable duties to deal with the property 
for the benefit of another person, which arises as a result of a manifestation of an intention to create it.” 
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2. Key Elements.  Michigan does not have a law listing formal requirements 

for establishing a trust.  Michigan courts have required only appropriate 

evidence of the grantor’s intent to create a Trust.  Allen v Kelley, 65 Mich 

App 642, 237 NW2d 594 (1975).  A trust with only personalty may be 

created by parol (verbally). Osius v Dingel, 375 Mich 605, 613; 134 

NW2nd 657 (1965).  However, a trust in real property must be in writing 

and signed by the grantor.  MCL 566.106; Children of Chippewa, Ottawa 

& Potawatomy Tribes v Regents of Univ of Mich, 104 Mich App 482, 491, 

305 NW2d 522 (1981), cert denied, 459 US 1088 (1982).   

Regardless of the absence of explicit statutory requirements, there 

are several discrete elements needed for a valid, effective and enforceable 

trust: 

a. A Grantor – who is competent and has intent to create the trust; 

b. Identifiable trust property (principal, res, or corpus); 

c. A trustee - who accepts legal title to the property placed in the trust 

and who manages and distributes the trust property according to 

the terms of the trust; 

d. A beneficiary - who has equitable title to the trust property and 

who will receive a direct or indirect benefit from the property 

through distributions of income, principle or a combination of the 

two. 
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3. Tax Implications.  The tax implications of revocable trusts are complex 

and varied.  It is beyond this outline to provide an exhaustive list, much 

less an in-depth analysis, of the tax aspects of grantor trusts.  The reader is 

advised to consult resources and persons specializing in taxation of trusts 

for answers to specific concerns.   

a. Income taxes.  For income tax purposes a grantor is taxed on all 

income of the trust during lifetime since he is the owner of the trust 

principal.  IRC Sec. 671  A grantor who is the owner of a trust 

must report all items of income, deduction, or credit on the 

grantor’s personal income tax return (Form 1040) as if the grantor 

received the item directly.  Treas. Reg. 1.671-2(a), (c).  This is true 

for both federal and state income tax purposes.  This means that 

fiduciary tax return will not be filed by the grantor. 

 There are a number of ways by which a grantor can be 

considered the “owner” of a trust.  These include the power to 

revoke the trust (IRC Sec. 676), a retained reversionary interest 

(IRC Sec. 673), the power to control the beneficial enjoyment (IRC 

Sec. 674), administrative powers (IRC Sec. 675), and income for 

the benefit of the grantor (IRC Sec. 677). 

b. Gift taxes.  No gift tax is imposed upon creating or funding a 

revocable living trust because a gift is not complete until the trust 

becomes irrevocable.  Treas. Reg. 25.2511-2. 
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c. Estate Taxes.  At death, the assets of a revocable trust are 

includable in the grantor’s gross estate for purposes of calculating 

the estate tax because the grantor retained the right to amend the 

trust (IRC Sec 2038) and retained a life estate in the trust property 

(IRC Sec 2036(a)).  Additionally, property will be included in the 

estate of a person who holds a general power of appointment over 

property of a trust created by someone else. IRC Sec. 2041 

4. Applicable Law.   

a. The primary source of law governing trusts in Michigan is found in 

the Estates and Protected Individuals Code (“EPIC”).  Definitions 

of key terms are found in Article I, Part 1, MCL 700.1101 – 

700.1108.  The exclusive and concurrent jurisdiction of the probate 

court is delineated in Article I, Part 3, MCL 700.1301 – 700.1309.  

Detailed provisions dedicated to the administration of trusts are 

found in Article VII, MCL 700.7101 et seq. 

b. There are other statutes which impact the administration of trusts.  

These include the Michigan Court Rules (“MCR”) and the 

Michigan Rules of Evidence.  Because trusts are usually subject to 

the jurisdiction of the probate court, MCR, Chapter 5, is of 

paramount importance for litigation of trust matters.  A critical 

court rule is MCR 5.125 which defines specifically the interested 

persons for a variety of trust proceedings in probate court.  MCR, 
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Subchapter 5.400 is dedicated to trust proceedings.  The Michigan 

Rules of Evidence will govern the admission of evidence in trust 

litigation proceedings. 

c. Trust administrators must be knowledgeable of Michigan’s new 

Uniform Principal and Income Act (“UPIA”), effective September 

1, 2004.  The law is found at MCL 555.501 et seq.  This is a 

default law that applies unless the trust expressly opts out.  MCL 

555.1005.  Among other things, UPIA prescribes the discretion of 

a trustee to allocate receipts and disbursements between income 

and principal.  UPIA is deceptively complex in that its default 

terms impact a variety of income allocation and disbursements.  

There is also a nexus between UPIA and Michigan’s Prudent 

Investor Rule.  By default, UPIA does not apply to a trust that opts 

out of the Prudent Investor Rule.   Therefore, extreme care should 

be taken to specifically tailor the application of UPIA and the 

Prudent Investor Rule where appropriate.   Some matters impacted 

by UPIA include:  

• Retirement plans/IRAs 

• S Corporation interests 

• Prudent Investor Act 

• Distributable Net Income 
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• Pecuniary bequests 

• Income disbursements 

5. Strategic Uses.  Revocable living trusts are typically the cornerstone for 

the estate plan of a person with a nontaxable estate.  There are a variety of 

benefits that can be obtained from a revocable living trust. 

a. Avoiding probate at the death of the grantor. 

b. Managing assets outside of probate during periods of incapacity. 

c. Minimizing estate administration costs (inventory, accounting, 

appraisals) and legal fees. 

d. Consolidating management and distribution of trust assets and 

avoiding ancillary estate administration for assets (especially real 

estate) held in other states. 

e. Protecting vulnerable family members through spendthrift trusts, 

special needs trusts, and trusts for minors and incompetent persons. 

f. Supporting charities or creating endowments. 

g. A trust’s situs can be transferred to another state if permissible in 

the trust. 

h. Some planning fees may be deductible for income tax purposes.  

IRC 212(2). 

6. Tips & Traps. 

a. Execute a trust with the same formalities used to execute a Will, 

(technically a trust does not have to be witnessed). 
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b. Trusts require a higher level of capacity than that of “sound mind” 

applicable to Wills.  The required capacity is similar to contractual 

capacity such as that needed to sign a deed. 

c. Notarize a trust in case it needs to be recorded with the Register of 

Deeds. 

e. Trust funding issues:  If there is a dispute over a trust’s title to 

property, a petition may be filed in probate court to clarify 

ownership by the trust. 

f. Revocable trusts do not offer creditor protection. 

g. Failure to fund the trust will result in probate of the grantor’s pour 

over will and inability to manage assets for an incompetent grantor 

through the trust. 

h. Usury laws do not apply to trusts, allowing trusts to borrow money 

that the grantor cannot qualify for individually. 

i. A trust cannot own a §529 plan. 

j. A revocable trust can be used to disinherit a spouse because a 

surviving spouse cannot elect against the deceased spouse’s trust.  

k. A revocable trust does not protect assets from Medicaid for a 

nursing home spouse even if the trust uses special needs language 

or is entirely discretionary.  PEM 401, p. 4-5. 
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B. Irrevocable Trusts 
 

1. Definition.  Irrevocable trusts are specialized tools of estate planning.  

The grantor creates a trust over which he releases the power of revocation.  

Typically, the assets of an irrevocable trust are not included in the 

grantor’s estate.  Irrevocable trusts are usually the vehicle for carrying out 

sophisticated tax planning techniques.   There are many variations of 

irrevocable trusts.  Several of the most common ones are described more 

fully in other portions of this outline.  This outline does not consider 

grantor retained annuity, unitrusts or charitable trusts. 

2. Strategic Uses.  Irrevocable trusts are used to reduce a grantor’s taxable 

estate or to reduce income taxes on sale or transfer of highly appreciated 

assets.  They are highly effective tools when properly structured and 

coordinated with the grantor’s overall estate plan.  

3. Weaknesses.  The primary disadvantages of irrevocable trusts are their 

complexity, both from a planning and tax perspective, and their cost to 

establish and manage.  The irrevocable status of these trusts make them 

undesirable when there are significant changes/reductions in wealth or 

family circumstances and they cannot adopt to changes in the law. 

C. Life Insurance Trusts 
 

1. Definition.  A life insurance trusts is an irrevocable trust known as 

Irrevocable Life Insurance Trusts (“ILIT”).  They are designed to acquire 

and hold life insurance policies.  The primary purpose of an ILIT is to 
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remove the death benefit proceeds of a life insurance policy from the gross 

estate of the insured.  

2. Key Elements. 

a. The insured (grantor) creates an ILIT that can receive and own 

insurance policies on the grantor or receive cash to purchase the 

policies. 

b. The grantor transfers one or more life insurance policies to the 

ILIT by an irrevocable assignment to the trustee, or makes a cash 

gift to the trust to be used by the trustee to purchase a life 

insurance policy. 

3. Tax Implications. 

a. Estate taxes.  A properly structured ILIT will exclude proceeds of 

life insurance from the insured’s gross estate.  This benefit can be 

lost, however, if inappropriate powers are retained by the grantor 

such as incidents of ownership.  Incidents of ownership exist if 

there is right of the insured or his estate to control the economic 

benefits of the policy. IRC 2042(2) Examples of incidents of 

ownership are listed in Treas. Reg. 20.2042-1(c)(2) as including 

power to: 

• change the beneficiary; 

• surrender or cancel the policy; 

• assign or revoke an assignment;  
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• pledge for a loan; and 

• borrow against the policy. 

Other incidents of ownership include retaining a reversionary 

interest in excess of 5% of the value of the policy (Treas. Reg. 

20.2042-1(c)(3)) and the power to change beneficial ownership of 

the policy or the time or manner of its enjoyment (Treas. Reg. 

20.2042-1(c)(4)). 

 If a policy is transferred to an ILIT, the transferor must live 

more than three years after the transfer or else the proceeds are 

pulled back and included in the transferor’s estate.  IRC 2035(d)(2).  

This rule does not apply where the policy is purchased by the ILIT 

trustee so long as the insured never possessed an incident of 

ownership.  It is recommended that the insured contribute cash to 

the trust for the application and purchase of insurance by the 

trustee in order to avoid the 3-year rule. 

b. Gift taxes.  ILITs are always at risk for gift tax complications.  

Accordingly, steps must be taken to minimize the gift tax liability.  

The acts of funding the ILIT, whether by transferring an existing 

policy or contributing cash, and making ongoing contributions for 

premium payments are gifts of a future interest because the trust 

beneficiaries do not have a present, unrestricted right to the use or 

enjoyment of the benefits of the gifted policy or cash.  Treas. Reg. 
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25.2503-3(a).  Gifts of future interests do not qualify for the annual 

gift tax exclusion (currently $12,000.00 per person, per year).   

If the trust beneficiaries are given a right of withdrawal from the 

trust equal to the amount of the gift then the gift will qualify as a 

present interest gift and be eligible for the annual exclusion 

amount.  Rights of withdrawal are known as Crummey powers 

because they were upheld in Crummey v. Commissioner, 397 F.2d 

82 (9th Cir. 1968).  Each beneficiary should be given notice of any 

gift to the trust and informed of their right to withdraw their pror 

ata portion of the gift.  The withdrawal period may be limited to a 

reasonable period of time.  The IRS has repeatedly approved 

withdrawal periods of 30 days and even approved some as short as 

15 days.  What is crucial is that that formal notice be given each 

time a gift is made. 

c. Valuation of gifted policies.  The gift value of an insurance policy 

is its replacement cost at the time of the gift.  The value of term 

policy is the unused portion of the last paid premium.  A policy 

with a cash value (assuming continuing premium payments) is the 

interpolated terminal reserve of the policy plus the unused portion 

of the most recent premium payment and accumulated dividends, 

reduced by outstanding loans.  Treas. Reg. 25.2512-6(a).  Upon 
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request, the insurance company can calculate the interpolated 

terminal reserve on a Form 712. 

d. Tax implications for beneficiaries.  There are potential gift and 

estate tax consequences to ILIT beneficiaries who allow a 

withdrawal power to lapse.  A withdrawal power is a general 

power of appointment.  If there are multiple trust beneficiaries 

there will be a gift equal to the value of the property subject to the 

withdrawal power that is more than $5,000 or 5% of the aggregate 

value of assets from which the power could be satisfied.  Where 

there is only one trust beneficiary there will be no gift but the 

excess will be included in that beneficiary’s estate under IRC 2036 

or 2038.  There are solutions to this problem such as having 

enough beneficiaries so that each beneficiary’s lapse is covered by 

their 5X5 power,4 having one trust beneficiary, giving beneficiaries 

a power of appointment of the excess of their 5X5 power, and 

using hanging Crummey powers. 

e. Generation Skipping Transfer Taxes (GST Tax).  Where 

present or future beneficiaries are more than one generation below 

the insured, consideration should be given to GST Tax.  It may be 

appropriate to allocate some of the grantor insured’s lifetime GST 

Tax exemption to additions to the trust.  Allocation may be made 

                                                 
4 Note that a donee beneficiary gets one 5X5 power per calendar year regardless of the number of gifts or 
trusts. Rev. Rul. 85-88 
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(or not made) by filing a Form 709 for the year of the gift.   While 

the 2001 Tax Act now makes allocation of GST Tax automatic, a 

notice of election on Form 709 will be necessary if the grantor 

wishes to modify the application of the automatic allocation. 

4. Strategic Uses.  There are many strategic uses of an ILIT.  These include: 

a. Removing life insurance proceeds from the grantor/insured’s gross 

estate.  This will allow more assets to pass to the grantor/insured’s 

estate tax free.  This provides liquidity to the grantor’s estate if the 

trustee is authorized to loan money to or purchase assets from the 

deceased grantor/insured’s estate. 

b. Leveraging gifts through an exponential return on the amount 

gifted. 

c. Leveraging the grantor’s GST Tax exemption through proper 

allocation. 

d. Protecting assets for vulnerable or careless beneficiaries through 

spendthrift protections or limiting distributions.  This may include 

protections for disabled beneficiaries, minors, and beneficiaries 

subject to divorce or destructive behaviors. 

e. Insuring competent management and investment of insurance 

proceeds through professional fiduciaries or others with the 

necessary fiduciary skill. 
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5. Weaknesses. 

a. ILITS are irrevocable and therefore have no flexibility to adapt to 

changing circumstance or laws. 

b. Due to inherent liabilities and risks, attorneys will charge more for 

ILITS. 

c. ILITs have more administrative costs due to potential tax reporting 

requirements and monitoring of compliance with Crummey notice 

requirements. 

6. Tips & Traps. 

a. Avoid any incident of ownership by the grantor/insured by having 

the ILIT trustee purchase the policy and own it exclusively. 

b. Remember that a life insurance policy transferred by a terminally 

ill grantor may be valued much higher than that of a healthy 

person. 

c. Remember that a policy transferred within 3 years of death will be 

pulled back in to the estate of the transferor. 

d. Provide specific and timely Crummy notices to trust beneficiaries 

and provide a reasonable amount of time for exercise of the 

withdrawal rights. 

e. Authorize the appointment of a guardian for minor beneficiaries in 

order to exercise Crummey rights for minors. 
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f. Trustee should not pay policy premiums until withdrawal notices 

have been received from all beneficiaries or the withdrawal period 

has lapsed. 

g. Do not allow the grantor (or grantor’s spouse) to be a trustee. 

h. Give the trustee expansive powers to deal with life insurance 

issues.  This would include the ability to acquire and own life 

insurance policies and cash, paying premiums, handling legal 

disputes and working with beneficiaries. 

i. Consider limited powers of appointment for a spouse beneficiary 

to provide maximum flexibility in dealing with changed 

circumstances after the grantor’s death. 

j. Obtain a taxpayer identification number for the trust. 

D. Testamentary Trusts 
 

1. Definition.  A testamentary trust is a trust created under the terms of a will 

and which does not come into being until the grantor’s death. 

2. Key Elements. 

a. There must be a valid will which meets the requirements of MCL 

700.2502(1) such that it is in writing, properly signed and 

witnessed.  The testator must be of age (18) and of “sound mind.”  

MCL 700.2501.  Michigan courts have interpreted sound mind to 

mean sufficient mentality at the time the will is made to know what 

property the person owns that is being transferred by the will.  The 
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testator must also know the natural objects of his bounty and 

understand how the will disposes of that property.  M Civ JI 

170.41.  The level of capacity to execute a will is generally 

accepted to be lower than that required to execute a revocable 

living trust. Revocable living trusts are considered similar to 

contracts because they usually involve the actual transfer of 

property during the grantor’s life.  Restatement, Second, Trusts §§ 

18-20; Wies v Brandt, 294 Mich 240, 298 NW 773 (1940). 

b. The terms of the trust to be created under the will should be clearly 

stated and the trustee(s) and beneficiary(ies) identified.  

Practitioners will note MCL 700.2511 regarding testamentary 

additions to trusts.  This provision should be interpreted as an 

empowering law for funding trusts through a will devise.  It should 

not be interpreted to prohibit creating and funding a testamentary 

trust the terms of which are included only in the will. 

3. Tax Implications.  Testamentary trusts are subject to the same tax 

reporting requirements of revocable living trusts after the grantor has died.   

4. Strategic Uses.   

a. Where a client has strong feelings about using a will and the need 

for a trust is considered remote, such as the unlikely existence of 

an incompetent adult beneficiary or a minor beneficiary, it may be 

practical to use a will but allow for a trust under limited 
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circumstances.  The testamentary trust provisions could be drafted 

simply, avoiding the in-depth drafting of a typical living trust. 

b. Testamentary trusts may assist in Medicaid planning.  Living trust 

assets will be countable for Medicaid purposes as a Medicaid 

Qualifying Trust.  However, a trust established under a will is not 

considered a Medicaid Qualifying Trust.  42 USC § 

139960(d)(2)(a); PEM 401, Pg. 4.   Therefore, a fully discretionary 

testamentary trust for a nursing home spouse should not be 

countable.  The reader is strongly cautioned that this plan is not 

foolproof because the Medicaid rules are in a constant state of flux 

and Michigan courts have not yet decided if creating a 

testamentary trust is a divestment.  Medicaid planning should not 

be attempted without consulting an attorney with significant 

practice experience in this area. 

5. Weaknesses. 

a. A testamentary trust forces probate of the will and could 

unnecessarily increase the cost of creating the trust.  MCL 

700.3102. 

b. There is a risk of subjecting the testamentary trust to the 

supervision of the probate court.  This is a low risk because 

testamentary trusts, like all trusts, are generally excused from 

probate court supervision.  MCR 5.501.  
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c. Including testamentary trust terms in the will makes the trust a 

public document.  

6. Tips & Traps. 

a. Where a client lacks capacity to make a trust, consider executing a 

will with testamentary trust because it takes less capacity to make a 

will than for a revocable trust. 

b. A testamentary trust is eligible to hold S corporation stock for two 

years after the stock is received. IRC 1361(c)(2)(A)(iii).  After two 

years the S corporation loses its S election status unless the trust 

qualifies as a permitted shareholder.  If the trust meets the 

requirements for a QSST and a timely election for QSST status is 

made, the testamentary trust will be an eligible shareholder of S 

corporation stock.  The election must be made before the 16th day 

of the third month after the end of the two year period.  Treas. Reg. 

1.1361-1(j)(6)(iii)(C). 

c. A challenge to a testamentary trust will be subject to a jury trial 

because a contest of the underlying will would be subject to a 

demand for jury trial.  Historically, inter vivos trusts were not 

subject to jury trial because trusts are by nature equitable and not 

legal.  Robair v Dahl, 80 Mich App 458, 264 NW2d 27 (1978).  

That distinction has eroded, but at least the issue of the trustee’s 

prudence is not subject to jury review.  Old Kent Bank v 
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Remainder Beneficiaries (In re Messer Trust), 457 Mich 371, 579 

NW2nd 73 (1998).  

d. A testamentary trust must be challenged by contesting the will 

from which it was created.  Consider formal testacy proceedings 

when admitting the underlying will because a formal testacy order 

is final once the appeal period has passed. MCL 700.3412.  There 

is no limitation on the contest period for a will admitted 

informally.  MCL 700.3415. 

e. To maintain privacy and minimal court supervision, consider 

creating a trust document separately from the will and having the 

will fund the trust pursuant to MCL 700.2511. 

E. Credit Shelter Trust Or Family Trust 
 

1. Definition.  A credit shelter trust (CST) is used to hold and administer 

(shelter) the maximum amount of the grantor’s trust assets that can be 

sheltered from federal estate tax by using the grantor’s available 

applicable exclusion amount at death.   

2.  Key Elements.   A CST is extremely flexible because it can devise 

property in any manner desired by the grantor.  The only limitations will 

be if the grantor wishes to exclude the trust assets from the estate of the 

grantor’s surviving spouse.  To prevent inclusion in the surviving spouse’s 

estate the trust must not:  

a. Be left outright to the surviving spouse; or 
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b. be subject to a general power of appointment by the surviving 

spouse. 

3. Tax Implications.   

a. The CST is an irrevocable trust which must apply for its own EIN 

upon creation after the grantor’s death.  The CST will pay taxes at 

the applicable trust rates on all income earned by the assets of the 

trust (subject to deductions) unless income is distributable to the 

beneficiaries of the trust.   

b. If a surviving spouse has a general power of appointment or an 

impermissible right to distributions of principal, the CST assets 

will be included in the spouse’s estate upon death.  This can arise 

where a surviving spouse is both a beneficiary and trustee and 

distributions are not subject to an ascertainable standard or where 

the trustee makes a distribution to someone the trustee has a legal 

obligation to support.  Treas. Reg. 20.2041-1(c). 

c. If the trustee is also an income beneficiary, income is taxed to the 

trust and capital gains are taxed to the trust.  However, if the 

beneficiary has a withdrawal power or power to distribute principal 

subject to an ascertainable standard, the income attributed to the 

withdrawal share or the distribution share is taxed to the 

beneficiary.  IRC 678; Treas. Reg. 1.671-3(a)(3).  
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4. Strategic Uses.  CSTs are typically used in marital deduction planning to 

allow a surviving spouse the benefit of the CST assets without those assets 

being included in the surviving spouse’s estate.  Subject to the limitations 

noted above to prevent inclusion in the surviving spouse’s estate, there are 

a variety of ways this trust can be structured to benefit a spouse and family 

members: 

a. Trust net income can be payable to the surviving spouse or 

sprinkled among the spouse and the grantor’s descendants at the 

trustee’s discretion.  The spouse’s income can be terminated if the 

spouse remarries.   

b. Trust principal may be available for the surviving spouse and other 

beneficiaries so long as it is subject to an ascertainable standard 

(health, education, maintenance, or support) as provided by IRC 

2041(b)(1)(A) and Treas. Reg. 20.2041-1(c)(2).     

c. The surviving spouse may be given a limited power of 

appointment to permit modification of ultimate distributions to the 

grantor’s children if family circumstances change after the 

grantor’s death. 

d. Distributions to children upon death of the surviving spouse can be 

distributed outright, held in a common trust until some or all of the 

children reach a certain age, or held in a discretionary (special 

needs) trust for a child with a disability. 
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5. Tips & Traps. 

a. Do not give the surviving spouse a general power of appointment, 

which is a power exercisable in favor of the spouse, the spouse’s 

estate, the spouse’s creditors, or the creditors of the spouse’s 

estate.  Treas. Reg. 20.2041-1(c).  Such a power will cause 

inclusion of the CST in the surviving spouse’s estate. 

b. Do not give a spouse/trustee power to distribute principal unless 

that power is subject to an ascertainable standard.  

c. Do not give a spouse beneficiary the unfettered power to remove 

or discharge the trustee and appoint a replacement trustee because 

the spouse will be deemed to have all the powers of the trustee and 

may result in the CST being included in the spouse’s estate.  Treas. 

Reg. 20.2041-1(b)(1). 

d. Consider appointing an independent trustee for distributions of 

principal to a beneficiary trustee. 

e. Beware of giving a surviving spouse a limited power of 

appointment where there are children from a prior marriage 

because of the risk of inequitable treatment. 

F. Marital Deduction Trust 
 

1. Definition.  The marital deduction trust (MDT) is a trust which qualifies 

for the marital deduction.  There are five types of trusts that qualify for the 

marital deduction: life estate with general power of appointment trust (IRC 
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2056(b)(5), qualified terminal interest property (QTIP) trusts (IRC 

2056(b)(7)), estate trusts, life insurance and annuity payments with power 

of appointment (IRC 2056(b)(6), and qualified charitable remainder trusts 

(IRC 2056(b)(8).  This section will discuss life estate with general power 

of appointment trusts. QTIP trusts are discussed below.  The remaining 

trusts are beyond the scope of this presentation.  

2. Key Elements.  To qualify for the marital deduction the general power of 

appointment trust must comply with IRC 2056(b)(5).   

a. The surviving spouse must be entitled to all income of the trust (or 

a specific portion of the trust property) for life, payable at least 

annually. 

b. The surviving spouse must have the power to appoint the entire 

interest, or a specific portion of the trust, in favor of the surviving 

spouse or their estate. 

c. The power to appoint may only be exercisable by the surviving 

spouse. 

d. No other person may have any power to appoint any part of the 

interest to any person other than the surviving spouse.  

3. Tax Implications. 

a. The trust is an irrevocable trust which must apply for its own EIN 

upon creation after the grantor’s death.  The trust will pay taxes at 

the applicable trust rates on all income earned by the assets of the 
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trust (subject to deductions) unless income is distributable to the 

beneficiary of the trust.   

b. If the surviving spouse is given a testamentary power of 

appointment the surviving spouse will not be treated as the owner 

of trust assets for purposes of capital gains on the sale of trust 

assets.  IRC 678 On the other hand, if the spouse has an inter vivos 

power of appointment, they will be the owner of capital assets sold 

by the trust.  Id. 

4. Strategic Uses.  

a. This trust is appropriate where the grantor wishes to provide 

assistance in management of assets for the spouse, but is not 

concerned with the surviving spouse having ultimate control over 

the distribution of the trust property. 

b. This trust has been overshadowed by the QTIP trust, discussed 

below. 

c. This trust may be appropriate where there is concern that 

management is needed in the event the surviving spouse becomes 

incapacitated at or after the grantor’s death. 

d. The author has found that couples in stable, first-marriages use this 

trust as an overflow trust to prevent estate tax on the death of the 

first spouse and as a tool to maximize the use of each spouse’s 

applicable exclusion amount in a two-trust system. 
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5. Weaknesses.  This trust is considered little better than an outright gift to 

the surviving spouse.  If restrictions on the spouse’s power over the trust 

property is desired, a QTIP is often a better alternative. 

6. Tips & Traps. 

a. The surviving spouse must be given a right to require the trustee to 

convert unproductive assets to income producing assets.  Treas. 

Reg. 20.2056(b)-5(f)(4).  However, a residence may be held 

although it will not produce income.  Id. 

b. The trust may or may not permit the invasion of principal, 

depending on how much control the grantor wishes to retain.  

Consider authorizing the trustee to invade principal under an 

ascertainable standard in the event income is insufficient to support 

the surviving spouse.  Also consider requiring the trustee to invade 

the marital trust before invading the credit shelter trust to reduce 

the surviving spouse’s taxable estate and to preserve the credit 

shelter trust from taxation and for distribution to descendants.  

c. The general power of appointment may be either a testamentary 

power or an inter-vivos power.  Treas. Reg. 20.2056(b)-5(g)(1).  

See above for the tax implications of this decision. 

G. Qualified Terminable Interest Property (QTIP) Trust 
 

1. Definition.  A trust qualifying under IRC 2056(b)(7) by which a grantor 

can obtain a marital deduction for assets held in trust for the grantor’s 
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spouse while retaining a degree of control over the disposition of the trust 

assets without the trust assets being included in the grantor’s estate.   

2. Key Elements.  To qualify a trust for QTIP treatment the following 

conditions must be met: 

a. Property passes from the decedent; 

b. Over which the surviving spouse has a qualifying income interest 

for life, meaning that all income (or a specified portion of it) must 

be payable, at least annually, to the surviving spouse for life; 

c. No person has the power to appoint any part of the property to any 

person other than the spouse during the spouse’s life; 

d. An irrevocable election must be made to treat the property as 

qualified terminable interest property.5 

3. Tax Implications.  The assets of the QTIP trust are included in the estate 

of the surviving spouse under IRC 2044. 

4. Strategic Uses.  There are several situations where a QTIP trust is 

beneficial: 

a. Second (etc.) marriages with children from a prior marriage where 

the grantor wishes to provide at least an income benefit for the 

current spouse for life while ensuring an ultimate distribution of 

trust principal to the grantor’s children/beneficiaries upon the 

current spouse’s death. 

                                                 
5 The QTIP election is automatically made on Form 706 for assets on Schedule M. 
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b. To protect a surviving spouse from poor management decisions, 

creditors, or the influences of a new spouse/friend. 

c. To preserve maximum flexibility of post death planning options.  

The election does not have to be made for 15 months after 

grantor’s death while disclaimers must be made within 9 months of 

death.  Partial elections can be made, to maximize the marital 

deduction amount, to balance the taxable estates of both spouses, 

to take advantage of lower alternate valuations, or to reduce a 

surviving spouse’s estate below the 5% surcharge level. 

d. Lifetime QTIPs can maximize the applicable exclusion amount of 

a spouse with a smaller estate by transferring assets from the 

wealthier spouse. 

e. Consider a “Clayton” contingent QTIP where you want a “wait-

and-see” approach to determine how much of the marital deduction 

should be utilized6. 

f. A reverse QTIP may still be useful where grantor’s lifetime 

transfers to non-skip persons have depleted the grantor’s applicable 

exclusion amount (or unified credit), but have not used up all of 

the grantor’s GST tax exemption. 

 

 

                                                 
6 The “Clayton” QTIP was approved in Estate of Clayton v. Commissioner, 976 F 2d 1486 (5th Cir. 1992); 
See also the seminar presentation materials of Sebastian V. Grassi, Jr., The Logistics Of Funding The Trust. 



Trust Administration in Michigan 
June 2, 2006 

 29

5. Weaknesses. 

a. A spouse beneficiary who is also trustee may not access principal 

except under an ascertainable standard. 

b. A spouse beneficiary must have the power to compel the trustee to 

convert non-income producing property into income producing 

property. 

6. Tips & Traps. 

a. The spouse beneficiary must be given power to compel the trustee 

to make trust assets income producing. 

b. Consider a limited power of appointment to the spouse beneficiary 

to provide control and flexibility of distributions after death of the 

first spouse. 

c. The QTIP should clarify that the trustee will pay estate taxes of the 

surviving spouse on QTIP property included in the surviving 

spouse’s estate. 

d. If a lifetime QTIP is used, the election must be made on a timely 

filed Form 709 or the transfer will constitute a taxable gift. 

e. Principal can be made available for the spouse beneficiary under 

an ascertainable standard or at the discretion of an independent 

trustee. 
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H. Qualified Personal Residence Trust (QPRT) 
 

1. Definition.  A QPRT is an irrevocable trust funded with property 

qualifying as a personal residence over which the grantor retains a right of 

use for a term of years.     

2. Key Elements. 

a. A QPRT is the product of the safe harbor provisions of Treas. Reg. 

25.2702-5(c).  It is related to the personal resident trust (PRT) but 

is much more flexible and offers the same estate tax benefits as a 

PRT. 

b. The QPRT must hold property qualifying as a “personal 

residence.” The regulations will permit a primary residence plus 

one other residence owned by the grantor.  A married couple can 

have up to 3 QPRTS as long as one of them contains their primary 

residence.  The trust cannot hold tangible personal property.  

Treas. Reg.2702-5(d), Example 4. 

c. No distributions may be made to persons other than the grantor 

during the term of the trust. 

d. Cash can be held up to 3 months for the initial purchase of a 

residence by the trustee, or up to 6 months for trust expenses, 

including mortgage and improvements. 

e. If the residence is sold or insurance proceeds are received, there is 

a permissible 2 year replacement period. 
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f. If the residence ceases to be used as a personal residence, the 

property must be sold and the proceeds distributed to the grantor or 

to a GRAT. 

g. A sample QPRT is contained in Revenue Procedure 2003-42.   

3. Tax Implications. 

a. QPRTs are a type of grantor retained annuity trust (GRAT) and are 

subject to the grantor trust rules for purposes of taxation. 

b. Property in a QPRT is eligible for the Michigan homestead 

exemption.  Also, the transfer of the residence does not uncap the 

property tax values until the end of the original term of the QPRT.  

MCL 211.27a(7). 

 

 

4. Strategic Uses. 

a. The purpose of a QPRT is to remove the appreciation of a 

residence from the grantor’s estate at a discounted rate while 

retaining the benefit of the use of the residence for a period of 

years.  This permits a leveraged gift of the appreciated value of the 

property at the end of the trust term.  The beneficiaries receive the 

property tax free.  The grantor transfers the property at today’s 

value and incurs a gift tax based on the present value of the 

remainder interest.   
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b. The residence may continue for the grantor’s surviving spouse 

after the QPRT term ends, allowing the grantor to continue to live 

in the residence rent free. 

c. If the trust ceases to qualify as a QPRT during the trust term, it 

must be converted to a GRAT instead of returning the property 

outright to the grantor.   

5. Weaknesses. 

a. The entire value of the property will be included in the grantor’s 

estate if the grantor dies during the term of the trust. 

b. The benefits will not be great during a depressed housing market 

or high §7520 rates. 

c. The cost may be prohibitive. 

d. QPRT requirements are usually not acceptable to clients who only 

have one residence. 

6. Tips & Traps. 

a. A QPRT works best if the property will appreciate at a rate higher 

than the §7520 rate used to value the remainder interest at the time 

the property is transferred.   

b. Select a trust term that the grantor is likely to survive.  

c. Consider an option for the grantor to rent the property from the 

trust at fair market value in order to avoid an eviction when the 

trust term ends. 
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d. Do not lightly deviate from the sample QPRT contained in Rev. 

Proc. 2003-42, but there will be a need to include other basic trust 

management provisions such as trustee powers, succession of 

trustees and distribution terms. 

e. The trustee should have power to purchase a replacement 

residence.   

f. The grantor should continue to pay taxes, utilities and maintenance 

costs personally during the term of the trust. 

g. The grantor can control the ultimate distribution of the property 

such as through outright distribution, holding the property in 

continuing trust for the beneficiaries, or requiring transfer of the 

property to an entity (such as an LLC) created by the trustee that 

will provide management and use of terms for the beneficiaries. 

h. Do not forget to file the Form 709 Estate and Gift Tax Return 

disclosing value of the remainder interest.  It is best to value the 

property using a qualified appraisal. 

I. Qualified Domestic Trust (QDOT) 
 

1. Definition.  A QDOT is a trust that contains specific language permitting 

a marital deduction for property passing to a noncitizen spouse.  The 

unlimited estate tax marital deduction is not available for transfers to a 

noncitizen spouse unless: 1) the surviving spouse is a U.S. resident on the 

date of decedent spouse’s death, remains a resident at all times following 
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death, and becomes a U.S. citizen before the date the federal estate tax 

return is made, or 2) the property passes to the surviving spouse in a 

QDOT.  IRC 2056(d)(2),(4). 

2. Key Elements.  The QDOT must satisfy the following criteria: 

a. At least one trustee must be an individual citizen of the U.S. or a 

domestic corporation (“U.S. Trustee”); 

b. No distribution (other than an income distribution) may be made 

from the trust unless a U.S. Trustee has the right to withhold the 

QDOT tax from the distribution; 

c. The trust must be maintained and administered under the laws of a 

state or D.C.; 

d. The trust must be an ordinary trust as defined under Treas. Reg. 

301.7701-4(a); 

e. The trust must include or incorporate specific provisions securing 

collection of the QDOT tax; 

f. The trust must satisfy the requirements for a marital deduction 

under IRC 2056. 

3. Tax Implications. 

a. The decedent’s personal representative must make a timely 

election on the federal estate tax return for the trust to qualify as a 

QDOT.  IRC 2056A(a)(3); Treas. Reg. 20.2056A-1(a)(2).  The 

election must be made on the last federal estate tax return filed no 
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later than the due date, including extensions actually granted or, if 

a return is not timely filed, no later than one year after the due date, 

including extensions.  The election is irrevocable. 

b. A QDOT with more than $2 million must have one U.S Trustee 

that is a bank that is required to but up a bonding or letter of credit 

to cover 65% of the assets. 

c. A QDOT with $2 million or less must have the same language or 

provide that no more than 35% of the FMV of the trust assets as of 

the last day of the trust tax year will consist of property located 

outside the U.S. 

d. Except for specific exceptions, distributions from a QDOT are 

taxed at a rate equal to the estate tax that would have been due had 

the distribution been taxable in the estate of the deceased spouse.  

The amount of the tax is calculated by grossing up all current and 

prior distributions to reach the highest marginal tax bracket, but 

with an allowance for available credits.  IRC 2056A(b)(2); Treas. 

Reg. 20.2056A-6.  This tax must be paid by April 15 of the year 

following the year of distribution. 

e. Exceptions to the QDOT tax include: 

• distributions of income as defined by local law and the 

governing instrument (but excluding capital gains and IRD) 7; 

                                                 
7 IRC 2056A(b)(3)(A); Treas. Reg. 2056A-5(c)(2);  
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• distributions to the surviving spouse, or someone the spouse 

has a legal obligation to support, on account of hardship (an 

immediate and substantial financial need for health, 

maintenance or support)8; 

• distributions for trust administration expenses, taxes imposed 

on the QDOT, reimbursement for income taxes paid on an 

annuity transferred by the spouse to the QDOT, and sale of 

trust assets for full and fair consideration.9 

4. Tips & Traps. 

a. A QDOT may be part of a revocable living trust as long as it is 

modified to satisfy the requirements for a QDOT. 

b. Include QDOT election authority in the will because the election is 

made by a Personal Representative. 

c. Give the trustee power to reform the trust to comply with QDOT 

requirements, because a trust that does not otherwise comply may 

be reformed by the due date for filing the federal estate tax return, 

with extensions, or by judicial action commenced by that date.  

IRC 2056(d)(5); Treas. Reg. 20.2056A-4(a). 

d. Give the trustee authority to terminate the QDOT. 

e. QDOT compliance will not be an issue if a noncitizen surviving 

spouse becomes a U.S. citizen before the due date for filing the 

                                                 
8 Treas. Reg. 2056A-5(c)(1) 
9 Treas. Reg. 2056A-5(c)(3) 
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federal estate tax return (assuming they were a U.S. resident at all 

times after the decedent’s death). 

f. Preserve the marital deduction for property transferred directly to 

the noncitizen surviving spouse by having the noncitizen spouse 

timely transfer or irrevocably assign the property to a QDOT.  This 

action causes potential gift tax consequences to the surviving 

spouse. Consider reserving a limited power of appointment in the 

trust to avoid a completed gift. 

g. Maximize the noncitizen spouse’s exclusion amount during life by 

gifting assets from the other spouse.  Remember that there is no 

unlimited gift tax marital deduction for noncitizen spouses.  The 

annual exclusion amount for gifts to noncitizen spouses for 2006 is 

$120,000. 

J. Special Needs Trust (SNT) 
 

1. Definition.  A special needs trust (“SNT”) is designed to provide a source 

of support for a disabled beneficiary without disqualifying the beneficiary 

from receiving assistance from government benefit programs.  SNTs come 

in two varieties:  self-settled trusts (funded with the disabled beneficiary’s 

own funds) and third party trusts (funded with funds from someone other 

than the disabled beneficiary). 
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2. Key Elements. 

a. The primary objective for either type of SNT is to ensure 

that the assets of the trust are not considered a resource of 

the beneficiary.  The most common sources of aid for the 

disabled are Supplemental Security Income (SSI) and 

Medicaid (MA).10  Both are welfare programs which apply 

strict financial eligibility requirements.  A “resource” is 

defined by 20 CFR 416.1201 as: 

[C]ash or other liquid assets or any real or personal 
property that an individual . . . owns and could 
convert to cash to be used for his or her support and 
maintenance. 

(1) If the individual has the right, authority or power 
to liquidate the property or his or her share of the 
property, it is considered a resource. If a property 
right cannot be liquidated, the property will not be 
considered a resource of the individual . . . 

This regulation is interpreted to mean that property in a trust will 

not be considered a resource if the beneficiary has no legal right to 

revoke the trust or direct the use of trust principal for his support or 

maintenance. DHS POMS Section SI 1120.200.  Thus, a SNT 

should not allow distribution for maintenance or support or for 

similar purposes such as welfare, education and best interests.  

These powers could be interpreted to give the beneficiary a legal 

                                                 
10 Other federal programs include SSDI, Medicare, TAFDC, and housing benefits under HUD. 
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right to require distributions and make the trust assets an available 

resource.   

b. Self-settled SNTs are authorized by 42 USC 1396p(d)(4)(A)11.  

The disabled beneficiary’s own assets are used to fund the trust but 

are not considered available to the beneficiary in determining 

benefits eligibility.  The following elements must be present: 

• The beneficiary must be under age 65; 

• The beneficiary must satisfy the definition of disability for 

SSA purposes under 42 USC 1382c(a)(3); 

• The trust must be created by a parent, grandparent, legal 

guardian or a court (never by the disabled beneficiary even if 

competent); 

• The trust must be irrevocable (although some planners 

advocate use of an independent “trust protector” with power to 

amend or terminate the trust to carry out the intent of the 

grantor, adapt the trust to changes of law, or to preserve 

government benefits if the trust is ineffectual12 ); 

• The trust must be for the sole benefit of the disabled 

beneficiary; 

                                                 
11 Pooled Account Trusts under 42 USC 1396p(d)(4)(C) are defined as self-settled but they are created and 
managed by a nonprofit entity.  They are not discussed in this outline 
12 L. Mark Russell & Arnold E. Grant, Planning For The Future 280 (5th ed. 2005). 
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• The disabled beneficiary cannot have the ability to exercise any 

control over the trust assets; and 

• The trust must have a Medicaid payback provision upon the 

disabled beneficiary’s death. 

c. Third party SNTs may be either revocable or irrevocable.13  They 

are created under common law principles not by statute.  They may 

be created by parents, other relatives or persons who want to 

provide resources for a disabled beneficiary without disqualifying 

that person from means-tested government benefits.  The Michigan 

Department of Human Services accepts that assets held in a trust 

not created by the individual applying for benefits are not 

countable unless the beneficiary can either 1) direct use of the trust 

principal for his or her needs or 2) direct that ownership of the 

principal revert to himself or herself. PEM Item 401, at 12.  The 

SSA also accepts that assets of a third  party SNT is not a resource 

as long as the beneficiary does not have the legal authority to 

revoke the trust or direct the use of the trust assets.  POM Item SI 

01120.202(F)(4). 

 

 

                                                 
13 A revocable trust provides maximum flexibility and modification.  An irrevocable trust may be used to 
reduce estate taxes.  To minimize gift tax consequences, the grantor should make a present interest gift 
using a Crummey right of withdrawal.  Note that a withdrawal right may jeopardize benefits under MA or 
SSI during the period of “availability.” 
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3. Tax Implications. 
 

a. Self-settled SNTs are irrevocable trusts and should obtain an EIN 

upon formation.  The self-settled SNT is usually drafted to qualify 

as a grantor trust for income tax purposes under IRC §677.  Trust 

income is reported on the beneficiary’s personal Form 1040 and an 

informational Form 1041 is filed on behalf of the trust. 

b. Irrevocable third party SNTs are subject standard tax reporting 

requirements of all irrevocable trusts with trust income reported on 

Form 1041 under the SNT’s EIN.   Income distributed for the 

benefit of the beneficiary is reported on a Form K-1 and the 

beneficiary includes the attributed trust income on a Form 1040 for 

payment of tax at the beneficiary’s personal rate. 

4. Strategic Uses.  

a. To provide supervisory management of assets for a disabled 

beneficiary to assure a high quality of life. 

b.   To maximize present eligibility for government assistance in 

tandem with the availability of private funds. 

c. To preserve a disabled person’s assets from creditor claims. 

d. To protect a reserve of funds in the event government benefits are 

reduced or eliminated. 



Trust Administration in Michigan 
June 2, 2006 

 42

e. To avoid probate of assets upon death of benefactor or disabled 

beneficiary and for proper distribution upon death of the 

beneficiary. 

f. To prevent problems associated with a disabled beneficiary 

directly inheriting from parents or other relatives. 

5. Applicable Law.  SNTs are subject to a plethora of state and federal laws 

and regulations.  At the state level there is EPIC (MCL 700.1101, et seq.), 

the Medicaid regulations (DHS Program Eligibility Manual) and the 

Mental Health Code (MCL 300.1101, et seq.).  At the federal level there is 

Title XVI of the Social Security Act (SSI)(42 USC 1381-1384f), Title 

XIX of the Social Security Act (Medicaid)(42 USC 1396-1396v), the 

Code of Federal Regulations ( 20 CFR 416.101- 416.2227; 42 CFR 430-

498), and the Internal Revenue Code. 

6. Tips & Traps. 

a. For minor disabled beneficiaries, parental income of parents may 

be “deemed” to their disabled children making it difficult for the 

child to qualify for SSI or MA until age 18. 

b. SNTs for beneficiaries receiving Medicaid benefits are reviewed 

by the Bureau of Legal Affairs in Lansing. 

c. Funding a self-settled SNT is not a divestment. DHS PEM Item 

401, 5-7. 
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d. Draft a self-settled SNT to qualify as a grantor trust in order to 

obtain the benefit of the beneficiary’s tax rates and avoid 

compressed trust tax rates. 

e. Consider making a SNT a stand alone trust separate from a 

revocable living trust.  This could insulate the SNT from 

disqualifying provisions of a standard revocable trust and maintain 

privacy since the SNT alone would be reviewed by a government 

agency. 

f. Trustee should have absolute discretion over trust distributions.  It 

is recommended that the trust not attempt to list permissible uses 

of the SNT assets as specified items may become obsolete as the 

law evolves. 

g. Use probate court proceedings to fund a self-settled SNT with 

proceeds from personal injury lawsuits.  The probate court is also 

needed if there is no parent, grandparent, or legal guardian to 

establish the self-settled SNT.  42 USC 1396p(d)(4)(A).  Also 

consider the benefit of a court order for purposes of notice to 

interested parties (including the government agencies providing 

benefits) and ensuring compliance with Medicaid regulations. 

h. Trust funds should never be paid directly to the disabled 

beneficiary because this may be considered “income” to the 

beneficiary thereby reducing or eliminating government benefits. 
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i. Consider having a SNT own real estate for a disabled beneficiary 

for management purposes or qualify as a Section 8 landlord in 

order to reduce an SSI recipient’s cost of housing. 

 


