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Thursday, 19 December 2013                                                                    WRM# 13-50  

The WRMarketplace is created exclusively for AALU Members by the AALU staff and 
Greenberg Traurig, one of the nation’s leading tax and wealth management law firms. The 
WRMarketplace provides deep insight into trends and events impacting the use of life insurance 
products, including key take-aways, for AALU members, clients and advisors. 

______________________________________________________________________________ 

TOPIC: ILITs and the Reciprocal Trust Doctrine 

MARKET TREND:  The IRS continues to apply the reciprocal trust doctrine to irrevocable 
trusts, like irrevocable life insurance trusts (“ILITs”), causing unintended tax results for the 
grantors and beneficiaries.  

SYNOPSIS: When spouses create irrevocable trusts for the benefit of each other, they may run 
afoul of the “reciprocal trust doctrine,” which applies to interrelated trusts that have substantially 
identical terms and are part of the same transaction or plan. Application of the doctrine 
effectively treats each spouse as having settled a trust for his or her own benefit, resulting in 
potential estate tax inclusion of the trust’s assets in the grantor-spouse’s estate at death.  As 
estate and life insurance planning for couples often involves the creation of mutually-beneficial 
trusts to provide equal protection and benefits for each spouse, careful planning is required to 
ensure sufficient variation in the terms of the trusts and, if possible, in the funding and timing of 
execution, to reduce the risk of creating reciprocal trusts. 

TAKE AWAY:  Application of the reciprocal trust doctrine to irrevocable trusts, including 
ILITs, created by spouses for each other’s benefit will defeat the transfer tax benefits associated 
with irrevocable trust planning.   While there is no bright line test to assess when the reciprocal 
trust doctrine will apply, best practices dictate that spouses creating mutually-beneficial 
irrevocable trusts should vary the terms, funding, and execution of the trusts in as many ways as 
possible.  

PRIOR REPORTS:  02-30, 94-37. 

MAJOR REFERENCES: Lehman v. Commissioner, 109 F.2d 99 (2nd Cir. 1939); U.S. v. 
Grace, 395 U.S. 316 (1969); Estate of Bischoff v. Commissioner, 69 T.C. 32 (1977); Sather v. 
Commissioner, 251 F.3d 1168 (8th Cir. 2001); Estate of Levy v. Commissioner, 46 T.C.M. 910 
(1983); PLR 200426008 (March 10, 2004). 

It is fairly common, particularly for couples with smaller estates, to implement trust planning 
intended to benefit each spouse while also attempting to shield the trust assets from any potential 
estate tax liability.  For example, spouses may create irrevocable trusts for the benefit of each 
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other that are designed to purchase life insurance on the grantor-spouse (as with ILITs) and/or to 
provide lifetime benefits to the beneficiary-spouse (as with spousal lifetime access trusts, or 
“SLATs”), with the trust assets passing to descendants after the beneficiary-spouse’s death.  

Often, to ensure equal benefits and protection for both spouses, it may seem logical to draft these 
trusts with the same terms and beneficiaries, to fund them with similar assets, and/or to appoint 
the beneficiary-spouse as the trustee. Doing so, however, can run afoul of the so-called 
“reciprocal trust doctrine,” which can result in unexpected and unwelcomed gift and/or estate tax 
consequences for both spouses and their beneficiaries.  

WWHAT IS THE RECIPROCAL TRUST DOCTRINE 

The reciprocal trust doctrine is a judicially-developed doctrine that applies a substance-over-
form approach to “uncross” transfers to interrelated trusts and to identify the true transferor of 
property for purposes of applying a gift or estate tax (see the attached appendix for a detailed 
discussion of the judicial history, development, and application of the doctrine).   The reciprocal 
trust doctrine relies heavily on the analysis of the particular facts and circumstances of each case. 
Generally, trusts are deemed “reciprocal” if they meet both prongs of the two-prong test initially 
developed by the U.S. Supreme Court in U.S. v. Grace:1 

1. Interrelated. The trusts are “interrelated,” the determination of which involves an 
analysis of a wide variety of factors, including:   

• When the trusts were created (e.g., at the same time),  
• The similarity of the trusts’ terms,  
• Whether the trusts were created as part of a single transaction by the grantors,  
• The identity of the beneficiaries and trustees,  
• The relationship of the grantors, etc. 

2. Same Economic Position.  The trust arrangement, to the extent of mutual value, leaves 
the grantors in approximately the same economic position as they would have been if 
they each created their trusts naming themselves as trustees or life beneficiaries. 

• The trust grantors do not need to receive a direct personal economic benefit for the 
doctrine to apply.  Retention of powers or indirect benefits will suffice. For example, 
assume grandparents each create similar trusts for the benefit of their grandchildren, 
naming the other as trustee, with the fully discretionary power to make or withhold 
distributions of income or principal. The reciprocal trust doctrine treats each 
grandparent as if he or she held the trustee’s powers over the trust he or she created.   

WHY IT MATTERS 

Application of the reciprocal trust doctrine can defeat the estate and/or gift tax benefits of 
irrevocable trust planning by causing inclusion of the trust assets in the grantor’s estate or 
attributing gifts made by others to the grantor.  For example:   

Example - Estate Tax:  On the same day, husband (H) and wife (W) each create a 
mirror-image ILIT for the benefit of the other and name the spouse as trustee.  Each 
funds his or her ILIT with the same amount of cash, which it uses to buy a life 
insurance policy on the grantor-spouse. H later dies.  The reciprocal trust doctrine 
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applies to treat H as the beneficiary of the ILIT he created and causes inclusion of the 
ILIT’s life insurance proceeds in H’s estate.   

Example - Gift Tax:  Three brothers each make annual exclusion gifts, in the same 
amount and at the same time, to irrevocable trusts created for their respective children 
and to separate irrevocable trusts created for their nieces and nephews.  The reciprocal 
trust doctrine applies to “uncross” the gifts and treats each brother as if he made all 
gifts solely to the trust created for his own children, resulting in gift tax on the amounts 
that exceed the annual exclusion limits. 

Thus, to preserve the intended tax planning benefits of a married couple’s irrevocable trusts, 
advisors must ensure that the trusts are drafted to avoid reciprocal trust classification. 

SSTRUCTURING TO AVOID RECIPROCAL TRUSTS 

To limit exposure to the reciprocal trust doctrine when crafting mutually-beneficial irrevocable 
trusts for spouses, including ILITs, SLATs and others (e.g., grantor retained annuity trusts or 
GRATs), many practitioners suggest the following:  

• Create the trusts at different points in time and pursuant to different plans (for example, if 
creating mutual ILITs, create one ILIT now and the second ILIT a year later as part of 
additional planning undertaken by the spouses). 

• Appoint different trustees and grant them different powers under the trusts. 

• Allow the beneficiaries of one trust to serve as co-trustees upon a specified event, but not 
under the other trust. 

• Fund the trusts with different types of assets and/or different amounts (for example, with 
ILITs, fund one ILIT with cash and use a split dollar arrangement to fund the other). 

• Grant each spouse a power of appointment, but use different classes of permissible 
appointees (for example, the power to appoint to anyone other than the power holder, his/her 
creditors, his/her estate and the creditors of his/her estate versus the power to appoint only to 
descendants or charity). 

• Use different standards for trust distributions.  For example: (1) require that one trust 
distribute all income annually with discretionary principal distributions while making all 
distributions discretionary in the other trust, (2) limit distributions in one trust to an 
ascertainable standard and use a broad standard for distributions in the other trust, etc. 

• Name different remainder beneficiaries following the death of the beneficiary-spouse. 

• Grant the beneficiary-spouse a five or five withdrawal right in one trust, but not the other.  

• Include a marital deduction trust in one trust but not the other. 

• Vary the beneficiaries.  For example, create a discretionary “pot trust” for the spouse and 
children in one trust and name the spouse as the only beneficiary in the other. 
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TTAKE AWAY 

Application of the reciprocal trust doctrine to irrevocable trusts, including ILITs, created by 
spouses for each other’s benefit will defeat the transfer tax benefits associated with irrevocable 
trust planning.   While there is no bright line test to assess when the reciprocal trust doctrine will
apply, best practices dictate that spouses creating mutually-beneficial irrevocable trusts should 
vary the terms, funding, and execution of the trusts in as many ways as possible. 

APPENDIX:  DEVELOPMENT OF THE RECIPROCAL TRUST DOCTRINE -  A CLOSER 
LOOK 

The Start - Lehman v. Commissioner.  The development of the reciprocal trust doctrine began 
in 1940 with Lehman v. Commissioner.2  In Lehman, two brothers simultaneously created 
identical trusts, naming each other as the life beneficiary.  The trusts were funded with identical 
assets, and the life beneficiary was given the power to withdraw $150,000.  Upon the death of 
the life beneficiary, the remaining assets passed to his descendants.  The terms of the Lehman
trusts are illustrated by the following diagram. 

 

When the first brother died, the Court held that the trusts were reciprocal and “uncrossed” the 
trusts, treating the deceased brother as if he had created a trust for his own benefit.  As a result, 
the amount that could be withdrawn by the deceased brother from the trust created for his benefit 
was included in his estate for estate tax purposes.  In holding that the trusts were reciprocal and 
should be uncrossed, the court noted that (i) following the creation of the trusts the brothers were 
in the same economic position as they were prior to creating the trusts, (ii) the trusts were 
identical, and (iii) there was a quid pro quo – each brother created his trust in consideration for 
the other brother creating a trust.  

The Seminal Case - U.S. v. Grace.  During the years following Lehman, various lower court 
decisions expanded the reciprocal trust doctrine, sometimes in conflicting ways.  The concept 
was finally addressed by the Supreme Court in U.S. v. Grace.3  In Grace, the decedent created a 
trust providing for payment of income and discretionary distributions of principal to his wife for 
her life.  The wife was granted a testamentary power of appointment to designate the manner in 
which the remaining assets were to be distributed among the decedent and the couple’s children 
following the wife’s death.  Two weeks later, at the decedent's request, the wife executed a 
virtually identical trust naming the decedent as the life beneficiary.  The terms of the Grace
trusts are illustrated by the following diagram. 

Trust A Trust B 
Grantor:

Brother A 
Grantor: 

Brother B 

Life Estate and Power to 
Withdraw $150k: 

Brother B

Remainder: 
Children of Brother 

Remainder: 
Children of Brother A 

Life Estate and Power to 
Withdraw $150k:

Brother A
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The wife predeceased the decedent and the trust created for her benefit terminated at her death.  
Following the decedent’s death, the IRS took the position that the trusts should be uncrossed and 
that the trust created for the decedent by his wife (Trust B in the above figure) should be 
included in the decedent’s estate.  In agreement with the IRS, the Supreme Court held that 
consideration or a quid pro quo (as required in Lehman) did not have to be present for the 
reciprocal trust doctrine to apply.  Rather, the application of the reciprocal trust doctrine required 
only that (i) the trusts are interrelated and (ii) that the arrangement, to the extent of mutual value, 
leaves the grantors in approximately the same economic position as they would have been in had 
they created trusts naming themselves as life beneficiaries.4  In finding that the trusts were 
interrelated, the Supreme Court focused on the facts that (i) the trusts had substantially identical 
terms, and (ii) the trusts were part of the same transaction or plan (i.e., created at substantially 
the same time). 

Further Expansion - Bischoff and Sather.  Since Grace, the courts have expanded the 
reciprocal trust doctrine to include trusts where the grantors do not necessarily receive a direct 
personal economic benefit from the structure, such as where the parties serve as reciprocal 
trustees or make reciprocal gifts to their children.  In Estate of Bischoff v. Commissioner5 a 
grandfather and grandmother each created separate trusts for their four grandchildren, naming 
the other grandparent as the trustee.  Each trust gave the trustee the power to use trust income 
and principal for benefit of the beneficiary (not limited by an ascertainable standard) or to 
accumulate income.  The structure of the Bischoff trusts is illustrated by the following diagram. 

Following the death of the grandfather, the IRS argued that the reciprocal trust doctrine should 
apply to uncross the trusts and treat each grandparent as the grantor of the trusts for which he/she 

Trust A Trust B Grantor: 
Husband 

Grantor: 
Wife 

Beneficiary:  Wife 
Income and discretionary 

principal to wife. 
Wife has testamentary 

special power of appointment 

Beneficiary:  Husband 
Income and discretionary 

principal to husband. 
Husband has testamentary 

special power of appointment

Trusts for 
Grandchildren 

Grantor: 
Grandfather 

Grantor: 
Grandmother 

GC1 GC1 GC1 GC1 

Trusts for 
Grandchildren 

Trustee: 
Grandmother 

Trustee: 
Grandfather 
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served as trustee.  The Bischoff court agreed and held that application of the reciprocal trust 
doctrine is not limited to situations where a decedent holds a direct economic interest in the 
transferred property.  The court uncrossed the trusts, holding that the trusts were interrelated.  
The court then looked at the powers each grandparent held over the distribution of income and 
principal.  The powers held by the grandfather, as trustee, to use income and principal for the 
benefit of the trust beneficiaries (not limited by an ascertainable standard), or accumulate 
income, under the trusts he was deemed to have settled, were impermissible powers that caused 
the trusts to be included in the grandfather’s estate. 

The reciprocal trust doctrine also has been raised in cases of reciprocal gifts.  For example, in 
Sather v. Commissioner6 the decedent, his brothers and their respective wives made annual 
exclusion gifts to trusts for their own children and to trusts for their respective nieces and 
nephews.  All of the gifts were made at the same time and in equal amounts.  Holding that it was 
not the intent of the Supreme Court in Grace to limit the application of the reciprocal trust 
doctrine to cases involving life estate trusts or where the donor retains an economic interest, the 
court uncrossed the gifts and treated each couple as having made all of their gifts to the trust for 
their own children.  

Achieving Non-Reciprocity - Levy v. Commissioner.  Case law and IRS rulings also provide 
insights on ways to design irrevocable trusts that may avoid application of the reciprocal trust 
doctrine.  In Estate of Levy v. Commissioner7 the decedent and his wife each created irrevocable 
trusts for the benefit of their son.  The trusts were created on the same date with identical assets.  
Each spouse served as trustee of the trust created by the other spouse.  The only difference 
between the trusts was a lifetime special power of appointment granted to the wife in the trust 
created by the decedent.  The terms of the Levy trusts are illustrated by the following diagram. 

The court noted that in order to determine whether the two trusts were interrelated, the terms of 
the trusts, the trust assets, the trustees, and the beneficiaries, as well as the date of creation and 
whether the trusts were created as part of a prearranged plan, had to be considered.  In holding 
that the reciprocal trust doctrine did not apply to the trusts, the court noted that as a result of the 
special power of appointment, the decedent and his wife had “markedly different interests in, and 
control over, the trusts created by each other.”   

Application to ILITs - PLR 200426008. More recently, in PLR 200426008 the IRS ruled in 
favor of the taxpayers when asked to consider whether the reciprocal trust doctrine would apply 
to two ILITs, one to be settled by the husband and the other by the wife.  Each ILIT would be the 

Trust A Grantor: Father Grantor: Mother

Son Wife’s Lifetime 
Special Power 

 

Son 

Trust B 

Trustee: Mother Trustee: Father 
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owner of a policy insuring the life of the grantor.  Each grantor was to contribute cash to the ILIT 
that the grantor executed.  The wife was named as the trustee of the husband’s ILIT and the 
husband was named as the trustee of wife’s ILIT.  Although the trusts would be similar in many 
respects, they would also have the following differences: 

• In the husband’s ILIT, during the joint lifetime of the husband and wife, in the event their 
son predeceased them, the wife would have both an inter vivos and testamentary special 
power of appointment. 

• In the husband’s ILIT, during the joint lifetime of the husband and wife, again in the 
event their son predeceased them during each calendar year after the son’s death, the wife 
would also have a so-called “five or five” withdrawal power. 

• If a marital trust was created under the husband’s ILIT following his death, then the wife 
would have a five or five withdrawal power with respect to the assets in the marital trust 
and a testamentary special power of appointment over the marital trust assets. 

• On the other hand, distributions of income and principal to the husband under the wife’s 
ILIT would be limited.  With respect to any trust other than a marital trust, the husband 
would not be a beneficiary until three years after the wife’s death and then only when his 
net worth was under a designated sum and his income from personal services was under 
another designated sum.  Distributions to the husband would be capped at a specified 
amount and reduced by the husband's income from personal services. 

Based upon the proposed differences between the husband’s trust and the wife’s trust, the IRS 
ruled that the ILITs were not interrelated and that the reciprocal trust doctrine would not apply. 

DISCLAIMER  
 
In order to comply with requirements imposed by the IRS which may apply to the 
Washington Report as distributed or as re-circulated by our members, please be advised of 
the following:  
 
THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT 
CANNOT BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY  
THAT MAY BE IMPOSED BY THE INTERNAL REVENUE SERVICE.  
 
In the event that this Washington Report is also considered to be a “marketed opinion” 
within the meaning of the IRS guidance, then, as required by the IRS,  please be further 
advised of the following:  
 
THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR  
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE   
WRITTEN ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU 
SHOULD SEEK ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
 
 
The AALU WRNewswire and WRMarketplace are published by the Association for Advanced 
Life Underwriting® as part of the Essential Wisdom Series, the trusted source of actionable 
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technical and marketplace knowledge for AALU members—the nation’s most advanced life 
insurance professionals.  
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1 395 U.S. 316 (1969). 
2 109 F.2d 99 (2nd Cir. 1940). 
3 395 U.S. 316 (1969). 
4 Ibid. at p. 324. 
5 69 T.C. 32 (1977). 
6 251 F.3d 1168 (8th Cir. 2001).  See also, Estate of Schuler v. Commissioner, 282 F.3d 575 (2002). 
7 46 T.C.M. 910 (1983). 


