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t is not uncommon for beneficiaries to seek the benefit of a state court
modification, reformation or construction proceeding. Our local courts
are an effective way to correct a scrivener’s error, reflect a change in
the law governing a trust, clarify the rights of a beneficiary under a trust
agreement or construe the meaning of an ambiguous phase. As planners,
we need to take into consideration an important party absent from such
proceedings, namely the Treasury Department. The absence of the IRS
means that the consequences of any court proceeding for federal gift, estate
and generation-skipping transfer (GST) tax purposes will not be part of a
state court order.
Given the importance of transfer tax consequences, however, on many occasions trustees will make a state court order contingent upon the receipt of a
supporting private letter ruling from the IRS. But are such private letter rulings
always necessary?
Consider, for example, Rev. Rul. 73-1421 in which the IRS described a trust
which reserved to the transferor/grantor of an irrevocable trust for the benefit
of his wife and children “the unrestricted power to remove or discharge the
trustee at any time and appoint a new trustee, with no express limitation on
so appointing himself.”2 The trust agreement included a power in the trustee
to withhold payments of income and distributions of principal and to apportion income and principal notwithstanding any contrary rules of law. Had the
grantor/transferor died without taking any court action to construe (1) the
trustee removal/replacement provisions or (2) the powers of the trustee with
respect to the distribution and allocation of the income and principal, the
trust would have been included in the transferor/grantor’s estate under Code
Secs. 2036 and 2038: specifically, (a) Code Sec. 2036(a)(2), which states that
a decedent’s gross estate includes property with respect to which the decedent
“has retained for his life the right … to designate the persons who shall possess
or enjoy the property or the income therefrom,”3 and (b) Code Sec. 2038 which
states that a decedent’s gross estate includes property with respect to which the
enjoyment thereof was subject at death “to any change through the exercise of
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a power (in whatever capacity) by a decedent alone or
in conjunction with any other person to alter, amend,
revoke or terminate.”4
Under the facts in the revenue ruling, a non-adversary
proceeding occurred in which the grantor/transferor
petitioned a lower state court during his lifetime to
construe the language in the trust agreement. That
petition resulted in the court ruling that the decedent’s
power to remove and replace the trustee was allowed to
him only once during his lifetime and that such power
did not include the power to appoint himself as trustee.
In accordance with and subsequent to the local court
order, the decedent did remove and replace the trustee.
Thus, as of the date of his death, the decedent retained
no powers either alone or in conjunction with any other
person to remove and replace the trustee or to affect the
allocation or distribution of the income and principal
of the trust.

A revenue ruling issued over 45
years ago and a private letter
ruling released earlier this year
demonstrate the continuing
vitality and importance of orders
issued by local courts in construing,
reforming and modifying trust
agreements.

The ruling explicitly states that the holding of the
lower court is contrary to decisions of the state’s highest court. The ruling also specifically states that the
state’s highest court would not have so construed the
decedent’s powers under the trust agreement and in so
stating, refers to the holding in H.J. Bosch Est.5 which
held that in determining the tax consequences of a trust,
the IRS is bound by the rulings of the highest court of
the state or its determination, after giving due regard to
decisions of other courts of the states, of how the highest court would rule in the absence of an actual ruling.
Significantly, Rev. Rul. 73-142 states that Bosch “does
not in any way indicate that a lower court decree that is
inconsistent with the ruling by the State’s highest court
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on the particular issue is void as between the parties to
the action.”6 Thus, a final judgment by a lower court is
binding upon the parties to the decree and under the
facts of the revenue ruling since the decedent’s powers
were “effectively cut off”7 by the lower court’s decision
the decedent did not possess a Code Sec. 2036 or 2038
power at his death.
The net effect of the IRS’s ruling is that if a court
decision regarding the rights of any party to a trust
agreement is binding on and final with respect to such
party prior to the occurrence of the taxable event then
for transfer tax purposes such judgment is binding on
the IRS.
A more recent interpretation of the transfer tax
consequences of a lower court’s reformation of trusts
modified to correct scrivener’s errors and to clarify a
provision in the trusts was released in May 2019 as
LTR 201920001. The trusts at issue were for the benefit of the grandchildren of the transferor/grantor and
included for each grandchild a broad testamentary
power of appointment without any limiting language.
The breadth of the language was such that at death
the beneficiary could appoint the trust estate to any
person including the beneficiary’s creditors. Without
a reformation, the beneficiary’s power constituted
a taxable general power of appointment which was
a tax result represented as being contrary to the
grantor’s intent. Accordingly, the trustee petitioned
to reform the trusts to prohibit the “appointments of
assets to a beneficiary, such beneficiary’s estate trust,
the creditors of such beneficiary and the creditors
of such beneficiary’s estate.” 8 Furthermore, based on
affidavits from the grantor/transferor’s accountant,
law firm and trustee, the court further modified the
testamentary powers of appointment such that they
could be exercised only in favor of the descendants
of the parent of the beneficiary, excluding such
beneficiary, such beneficiary’s estate or the creditors
of either.
In addition, the relevant trusts included a withdrawal
rights that was not limited by any dollar amount. The
court was requested to and did modify the trusts so that
the withdrawal rights were limited under Code Secs.
2514(e) and 2503(b) so that the non-exercise of the
beneficiary’s rights to withdraw would not be a release
of a general power of appointment and that the amount
subject to such withdrawal right would not exceed the
amount that would qualify for the annual exclusion from
gift tax.
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Unlike in Rev. Rul. 73-142 where the ruling of the lower
court was found by the IRS not to be consistent with
applicable state law that would be applied by the highest
court of the state, in LTR 201920001 the IRS reached
the opposite conclusion, ruling that based upon the State’s
statutes governing trusts the state’s highest court would
reform and modify the trusts in the manner approved by
the lower court thereby enabling the IRS to rely upon

Bosch Est.9 in approving the reformation, construction
and modification of the trusts.
A revenue ruling issued over 45 years ago and a private
letter ruling released earlier this year demonstrate the
continuing vitality and importance of orders issued by
local courts in construing, reforming and modifying trust
agreements. The ability to invoke the power of our local
courts is an important adjunct to effective planning.
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