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Practice Alert: Drafting Suggestions for §2503(c) Trusts
Robert S. Balter
Small gifts made annually have long been excluded from taxable gifts under the federal gift tax. 1 This annual
allowance is expressed as a fixed dollar amount that may be given by a donor to a donee within a calendar year
without creating a taxable gift. 2 Using these exclusions wisely is one of the persistent challenges of practice in this
area. This article examines that challenge in the context of gifts to minors with particular focus on the statutory
exception for trusts for the benefit of minors under Code Sec. 2503(c) .
Legal Background

The language of Code Sec. 2503(b) requires that annual exclusion gifts not be "future" interests. 3 Generally,
outright gifts are not "future" interests, but most interests held by beneficiaries 4 in a trust are forbidden "future"
interests. A few exceptions are immediate income interests and property subject to an immediately exercisable
power of appointment in favor of the donee, both of which are not "future" interests. 5
Gifts to minors, however, created difficulties from the outset. Because minors are not legally capable of owning
property themselves, serious questions were raised whether any gift to a minor could qualify as "not a future"
interest. 6 The Supreme Court's decision in Fondren 7 was hardly comforting on this matter. That Court held that it

was not a matter of whether an interest was vested in a property rights sense, but rather, "The question is of
time, not when title vests, but when enjoyment begins." 8 Since "enjoyment" for a minor might be thought to
begin only on emancipation, 9 even outright gifts to minors might not qualify as non-future interests since a
guardian would be required to own the property until emancipation. 10
Other difficulties surrounding gifts to minors included the fact that trusts were far superior vehicles for gifts to
minors than guardianships and those interests were generally future interests, as pointed out above.
While the IRS moved to comfort taxpayers making outright gifts to minors, 11 Congress attempted to provide an
area of certainty regarding gifts to minors by statute. Code Sec. 2503(c) , added in 1954, provides that a gift to a
trust for the benefit of a minor is "not a future interest" if the trust meets three statutory requirements:

(1) The Benefit Requirement. The property and the income may be expended for the minor's benefit; and
(2) The Passing Requirement. The property and the income therefrom will to the extent not so expended
pass to the minor at age 21; and
(3) The Contingent Payment Requirement. If the minor dies prior to attaining age 21, the property and the
income therefrom will be payable to the minor's estate or as the minor may appoint under a general
power of appointment.
Legal Requirements of 2503(c)

None of the above requirements has survived the 45 years since enactment unscathed. This section summarizes
the developments relating to each requirement during that period.
A. The Benefit Requirement.
This requirement has been the most strictly enforced. Since the requirement that the funds in the trust be
available for the unfettered benefit of the minor was the keystone of Congressional intent in enacting this
statute, that enforcement is altogether understandable.
The Regulations require that no "substantial restriction" be imposed on the trustee's discretion. 12 Ross v. United
States 13 permitted an exclusion under Section 2503(c) when the trustee was directed to administer the property
"as if [the Trustee] were the guardian of the beneficiary's person and estate" and Rev Rul 69-345 14 seemed to

endorse that standard by judging (at least in part) the range of permissible restrictions by reference to the
powers of a guardian under state law. These two propositions-that there must be no "substantial restrictions"
and that any restrictions can be no greater than those imposed on a guardian under applicable state law-today
form the basis for analyzing trust restrictions under Code Sec. 2503(c) 's benefit requirement.
Nonetheless, a few modifications have been permitted. Rev Rul 67-270 , 15 permitted a trust providing for
"support, care, education, comfort and welfare" to qualify as within the benefit requirement and the Tax Court
permitted "education, comfort and support" in Heidrich v. Comm'r. 16 The Court of Claims reached the edge of this
small envelope, however, in Williams v. United States 17 when it permitted "maintenance, education, medical
care, support and general welfare...if the cost and expense incident thereto are not otherwise adequately
provided for..."
Crucial to all of the above decisions was the fact that none of the standards utilized in those cases was legally
ascertainable 18 and therefore no "substantial restriction" under the Regulations 19 was presented. Consider, for
example, Illinois National Bank of Springfield v. United States 20 in which the trustee could use principal only for
"education, accident, illness or disability of the beneficiary." In that case, the restriction was held to disqualify the
trust under Code Sec. 2503(c) 's benefit requirement.
That analysis leads to the question whether every ascertainable standard by its nature violates Code Sec. 2503(c)
's benefit requirement. While there is no direct authority, this author believes that any ascertainable standard
violates Code Sec. 2503(c) 's benefit requirement since "benefit" is unlimited and unascertainable. An
ascertainable standard seems to restrict "benefit" to the "ascertainable" by its very nature and such a restriction
can hardly be thought not to be a "substantial restriction" under the Regulations. 21
Another aspect of the benefit requirement is the contingent nature of the payments. This was addressed in Rev
Rul 69-345 22 wherein the trust provided that the permissible purposes of the trust ("care, support, education and
welfare") could only be satisfied from the trust when other resources were unavailable to the beneficiary. Since
the beneficiary's parents "owned considerable property and had other sources of income more than sufficient to
meet their legal obligation for his support," the Service concluded that the above provision imposed an effective
condition precedent that is not satisfied and hence "imposes a substantial restriction on the trustee's power to
use the property for the minor's benefit..."
At the present time, the settled wisdom seems to be that imposing express restrictions of any sort is simply not
worth the risk and uncertainty. The result is that most practitioners today simply state that trust distributions

may be made for the minor's benefit and leave it at that. This clearly qualifies and leaves the trustee to applicable
state law (the maximum measure of permissible powers under Ross and Rev Rul 69-345 anyway) when the
trustee wishes to resist making distributions.
The benefit requirement has been applied separately to principal and income. 23 This permits qualifying only the
income for the exclusion under Code Sec. 2503(c) . The advantage is that the principal is not subject to the
minor's withdrawal power at age 21. Instead, only the current and accumulated income is subject to the minor's
withdrawal power at age 21. Of course, the excess of the value of the principal over the value of the income
interest will be a future interest and will not qualify for the annual exclusion under Code Sec. 2503(c) .
B. The Passing Requirement.
The requirement that the trust property pass to the beneficiary at age 21 has been substantially ameliorated.
First, Rev Rul 59-357 24 held that the restrictions of Code Sec. 2503(c) are the maximum restrictions and that
therefore payments to the minor earlier than those required in the statute are permitted. 25
Second and more important, Rev Rul 74-43 26 reconsidered and revoked Rev Rul 60-218 . 27 This permitted a trust
to qualify under Code Sec. 2503(c) if the trust provided the beneficiary with the right to demand the trust
property for a reasonable period of time 28 at age 21. Thereafter, the trust could continue until some other time
as stated in the trust, rather than terminating altogether as Rev Rul 60-218 had required.
While no immediate estate or gift tax advantage is permitted by this expansion, 29 substantial creditor protections
are enabled, depending on applicable state law. While some states may treat property that has been subject to a
general power of appointment in favor of the beneficiary and that has lapsed as subject to the claims of his or her
creditors (depending in part on whether the lapse of the power is treated as a "transfer" in fraud of creditors),
most will not and many such lapses will not be in fraud of creditors even where that standard is applicable.
This permits, for example, a beneficiary to keep the property in the trust from being commingled with the
beneficiary's and the beneficiary's spouses' property and thus permits avoiding equitable distribution of the trust
property on divorce. 30 While the beneficiary may be permitted to act as his or her own trustee, again depending
on applicable state law, estate tax inclusion will not be altered.
The passing requirement embodies a significant disadvantage in that each trust qualifying under Code Sec.
2503(c) can have only a single beneficiary during the minority of the intended donee. Otherwise, there could be
no assurance that the property will, to the extent not expended for the minor-donee's benefit during minority,

pass to the beneficiary at age 21 instead of being paid to one of the other beneficiaries. 31
C. The Contingent Payment Requirement.
This requirement is expressly made contingent on the death of the beneficiary during minority ("in the event the
donee dies before attaining the age of 21 years"). As such, private letter rulings have held that this requirement
need only be satisfied during the beneficiary's minority. 32
Similar to the satisfaction of the passing requirement with a general power of appointment in favor of the
beneficiary, this liberalization also does not alter the immediate estate or gift tax consequences but does enable
substantial creditor protections, dependent on state law. Once the beneficiary is not under age 21 and after any
power to demand the property has terminated, the beneficiary's creditors, both domestic and commercial, may
encounter substantial difficulties in attaching the property still in the trust.
Comparing 2503(c) Trusts to Crummey Trusts

A. Major Advantages of Code Sec. 2503(c) Trusts
As compared to trusts using withdrawal powers to qualify gifts for the annual exclusion, the major advantages of
Code Sec. 2503(c) trusts are (1) the much simpler annual administration of the trust, (2) some drafting
simplifications and (3) the statutory certainty of the tax results, given compliance with the requirements. Annual
administration would consist of simply making the gifts and (perhaps) reporting them. Gifts made to such trusts in
amounts equal to or less than the annual exclusion amounts will automatically qualify both for the gift tax and
the generation skipping tax annual exclusions. Since allocations of generation skipping tax will not be required,
the brave may even be tempted to forego filing gift tax returns altogether.
Since there would be no more Crummey notices to beneficiaries, gifts could be made without notifying the
beneficiaries at all, obviating both explanations of the notices and engendering feelings in the beneficiaries that
perhaps they are better off than others. Since there would be no more notices, it would not be necessary to
calculate the amount of each gift subject to each power-holder's power. It would also not be necessary to
determine whether and to what extent the "five and five" annual lapse amount had been already used nor the
amount by which any remaining "five and five" lapse amount would be used if the power were not exercised over
each gift. There would be no questions as to aggregation of those lapses. There would be no more required
accounting for each of those lapses nor for the remaining hanging power amounts. And there would be no more

duplicitous applications of generation skipping tax exemption on a power-holder's death. From a drafting and tax
certainty point of view, there will be no more questions over who can have such powers, no more of the complex
drafting of powers of withdrawal, no more conceptual complexities of lapses and hanging powers and, overall, it
seems, no more trying to keep track of it all. Such benefits may well be sufficient to convert many.
B. Major Disadvantages of Code Sec. 2503(c) Trusts
The major sources of drafting complications are the statute's own limitations. First, the vast majority of children
will live well beyond age 21 and the vast majority of parents making gifts to children under age 21 will wish to
continue to make gifts after their children have reached that age. Some mechanism must therefore be provided
to permit gifts made when the donee is no longer under age 21 to qualify as "present interests." It seems
Crummey powers contingent on the age of a donee at the time of the gift would be required, making all of the
other simplifications only a temporary reprieve, not an actual simplification.
Second, gifts in excess of the annual exclusion amounts will not qualify as "present interests" under Code Sec.
2503(c) . Provision must therefore be made to treat gifts in excess of the annual exclusion amounts differently
from those that are within the annual exclusion amounts.
Third, gifts qualifying for the gift tax annual exclusion under Code Sec. 2503(c) are required to be payable to the
beneficiary's estate or subject to a general power of appointment held by the beneficiary at his death. This means
that the trust property will be included in the donee's estate at his or her death. Generation skipping tax planning
beyond that donee will therefore not be feasible under such a trust.
This difficulty fosters two separate complexities, one from a drafting point of view and the other from a reporting
point of view. From a drafting point of view, alternative dispositive provisions may be desirable for gifts not
qualifying under Code Sec. 2503(c) since they need not be included in the donee's estate, for estate tax and
generation skipping tax purposes. For reporting these gifts on the gift tax returns, gifts qualifying under Code Sec.
2503(c) will likely also qualify for the non-taxable gift exclusion from the generation skipping tax under Code Sec.
2642(c) . One must therefore be careful not to waste generation skipping tax exemption on these gifts (to the
extent that such gifts are to skip persons and are therefore direct skips). This distinction spawns its own drafting
complexities since the alternative provisions covering gifts that do not qualify under Code Sec. 2503(c) should be
crafted so as to permit GST exemption to be immediately applied to those gifts, to the extent desirable. To
implement this split generation skipping tax reporting, it seems that the trust will have to divide into Code Sec.
2503(c) and non- Code Sec. 2503(c) shares and trusts at the outset. 33

Drafting Suggestions

A. Will There Be Gifts To This Beneficiary After the Beneficiary Is Age 21? This is the single most important
question that must be asked in considering the use of a Code Sec. 2503(c) trust. If gifts after the minor has
reached majority are a foreseeable part of the plan, there are only two realistic choices:

•

Create two complete sets of dispositive provisions under a single trust instrument, one to make
contributions during the minor's minority qualify for the annual exclusion under Code Sec. 2503(c) with
the requisite provisions for such a trust, and another to qualify gifts to the beneficiary when he or she is
no longer a minor, with the provisions permitted for such a trust. By far the vast majority of children will
live beyond age 21 and the vast majority of parents making gifts to children under age 21 will wish to
continue to make gifts after their children have reached that age. The trust must therefore separate gifts
made when the donee is under age 21 from those made thereafter in order to (1) qualify those gifts made
after minority as "present interests" using some other mechanism, and (2) qualify gifts made during the
beneficiary's minority for treatment under Code Sec. 2503(c) .

•

Use two completely separate trusts for each beneficiary, drafting only the Code Sec. 2503(c) trust now. In
the author's experience, this seems to be the preferable course. First, no compliance with the generation
skipping separate share rule of Reg. § 26.2654-1(a) is required and therefore no overfunding of the Code
Sec. 2503(c) trust is required in order to fund the non- Code Sec. 2503(c) trust "from and at all times after
the creation of the trust." 34 Second, two separate trusts will optimize drafting simplifications since
coordination of the various dispositive and administrative provisions will be achieved by selecting the
appropriate trust to put the gift into, not by complicated legal language. Third, if only annual exclusion
amounts are contemplated at this time, the trust for amounts in excess of the annual exclusion or for gifts
made after the beneficiary has reached age 21 will be based on the law in effect at that time, not on the
law at this time. Since funding will likely invoke the law at that time, this is likely to be beneficial since the
annual exclusion may then have increased. 35

But assume we want a single trust instrument, e.g., to receive a contribution in excess of annual exclusion
amounts. How different will the underlying dispositive schemes have to be? As indicated below, virtually
everything will have to be different.

The Minor's Trust

The trust for gifts during minority:

(A) Will not have any beneficiaries other than the minor beneficiary for whom created because a trust
with multiple beneficiaries would violate both the passing requirement and the contingent payment
requirement under Code Sec. 2503(c)(2)(A) and Code Sec. 2503(c)(2)(B) .
(B) Will not have an ascertainable standard for distributions (since an ascertainable standard will violate
the benefit requirement by being too restrictive) and will use "benefit" as the standard for distribution
instead.
(C) Will not use allocations of generation-skipping tax exemption but will be exempted from the
generation skipping tax as a non-taxable gift under Code Sec. 2642(c) . Since the trust will be included in
the donee's gross estate, the utility of this trust for generation skipping tax purposes beyond the donee is
limited.
(D) Will not have annual withdrawal powers but will automatically qualify as a present and not a future
interest for gift tax annual exclusion purposes.
(E) Will have a one-time only withdrawal power over either the entire trust or the entire amount of
accumulated and unspent trust income, as the case may be, at age 21. This power is required in order to
qualify the trust under the passing requirement without paying the entire trust over to the minor at age
21. This power will cause this trust (or the entire accumulated and unspent income) to be includable in
the beneficiary's gross estate for estate tax purposes to the extent that the lapses exceed the limitations
of the "five and five" rules under Code Sec. 2041(b) . See "Hanging the Age 21 Withdrawal Power," below.
(F) Will not be able to accommodate gifts in excess of the annual exclusion amounts without incurring the
costs applicable to gifts intended to qualify for the annual exclusion under Code Sec. 2503(c) since the
trust is required to contain provisions complying with the requirements of Code Sec. 2503(c) . For
example, a gift of $11,000 would all have to be subject to the withdrawal power at age 21 under the
terms of this trust even though only $10,000 of the $11,000 gift qualifies for the exclusion.
(G) Attempts to qualify gifts to more remote generations than are currently made donees under the trust
for the automatic benefits of 2503(c) trusts will be difficult to draft and will require pre- and post- 21
provisions as well.

(H) Will not be concerned with compliance with the estate tax inclusion period rules in structuring the
trust since gifts to the trust will qualify for the non-taxable gift exclusion under Code Sec. 2642(c) .
The Over Age 21 or In Excess of Annual Exclusions Trust

(A) Will have more than one beneficiary even if distributions to only one beneficiary are contemplated if,
for no other reason, than to optimize protections from the beneficiary's creditors.
(B) Will use an ascertainable standard in order to permit the beneficiary to be or become his or her own
trustee without forfeiting creditor protections and without having the trust automatically included in the
beneficiary's estate.
(C) Will use allocations of generation-skipping tax exemption to remove the entire trust from generation
skipping tax forever because gifts to this trust will not qualify for the non-taxable gift exclusion under
Code Sec. 2642(c) .
(D) Will use annual withdrawal powers to qualify each contribution (rather than the entire trust or the
entire accumulated income) for the annual exclusion from gift tax, since, otherwise, gifts to this trust
would not qualify as present interests under Code Sec. 2503(b) .
(E) May be subject to either estate tax or generation skipping tax at the beneficiary's death, but this
choice may be made much later down the road by giving an independent trustee the right to grant the
beneficiary a general power of appointment and need not be made in favor of estate tax inclusion now as
under the minor's trust.
(F) Will be able to accept gifts in excess of the annual exclusion amounts without subjecting them to
withdrawal powers since the withdrawal power sections simply will not apply to the excess amounts
under the applicable formulas in the trust.
(G) Attempts to qualify additional contributions to the Crummey trust will not pose significant drafting
difficulties beyond those inherent in drafting Crummey trusts, since the formulas in those powers will be
self-defining.
(H) This trust will have to comply with the estate tax inclusion period rules so that allocations of GST
exemption can be effective immediately.
For generation skipping tax purposes, the single trust will have to direct that gifts received be divided into
separate shares on receipt depending on whether they are within or without the annual exclusion amounts and

whether they are made during the donee's minority or not. 36 Indeed, given the language of the Regulation, it is
probably necessary to intentionally overfund the annual exclusion gift at the outset in order to create both the
annual exclusion share and the excess share "at all times from and after the creation of the trust." 37 .
B. Will There Be Gifts to This Beneficiary In Excess of the Annual Exclusion Amounts? This is the second most
important question and, if there will be gifts in excess of the annual exclusion amounts, results in the same
difficulties as are set forth above in the case where gifts will be made to the beneficiary after the beneficiary
reaches majority.
Hanging The Age 21 Withdrawal Power 38

An interesting possibility is terminating the beneficiary's power of withdrawal at age 21 (the "age 21 power")
under a hanging power mechanism. For many clients who are anxious about the children exercising this power in
the first place, extending the time period during which that power can be exercised may not be acceptable. But
there are also clients whose children are very willing to abide by their parents' wishes. 39
For those clients, consider the effects of terminating the withdrawal power at age 21 with a hanging mechanism,
that is to say, over time and within the limitations of Code Sec. 2514(e) ("five and five lapses"). Over time, such
lapses could have the effect of removing the property subject to the power from the beneficiary's gross estate.
The "transfer" predicate for includability as a transfer with a retained life estate under Code Sec. 2036 and for
includabilty as a transfer with a retained reversion would be removed to the extent of the "five and five" lapses.
The five and five lapses would have to be completed gifts, however. This means that the beneficiary could not
retain a testamentary power of appointment over those amounts as to which the power of appointment had
lapsed under the five and five exception. 40 It would therefore be necessary to draft the beneficiary's
testamentary power of appointment to exclude sums over which the beneficiary's age 21 power had lapsed.
Moreover, it will take substantial periods of time to fully dissipate the power. Assuming that the trustee realizes
an 8% gross return and receives gifts equal to the annual exclusion amounts from a married couple for 21 years,
the fund will grow to $879,702. If the power is reduced by the greater of $5,000 or 5% of total assets and the
same growth continues after age 21 (assuming the highest marginal income tax rate throughout), it will take
upwards of thirteen years to reduce property subject to the the power to zero.
Nonetheless, terminating the age 21 power under a hanging mechanism could have the desired effect of

removing the property from the beneficiary's taxable estate and, if generation-skipping is not being used
anywhere else in the plan, or if exemption is otherwise available, this plan might also avoid that tax.
Otherwise, problems arise, however, with the application of the generation skipping tax under a power
terminating under the five and five limits. First, without more, the trust will not qualify for the non-taxable gift
exclusion under Code Sec. 2642(c)(2)(B) since that section requires that "if the trust does not terminate before
the individual dies, the assets of such trust will be includible in the gross estate of the individual." Code Sec.
2503(c) only requires this result during the beneficiary's minority, but Code Sec. 2642(c) requires that result at
any time during the beneficiary's life. And the trust provisions will not so require if the power lapses under five
and five limits.
Another point under the generation-skipping tax is that to the extent the "five and five" lapses are not effective,
the transferor will change, 41 perhaps undoing generation skipping tax exposure to the extent that the power
lapses subject to tax. However, the transferor will not change to the extent that the five and five lapses have
taken place. And to that extent, there will likely be a generation skipping tax at the beneficiary's death.
One approach to the generation skipping tax problem is to have the grantor allocate exemption to the trust
annually, putting the Code Sec. 2503(c) trust on a par with Crummey trusts on this score. But this will have the
effect of undoing the simplicity of automatic qualification for both the gift tax annual exclusion and the
generation skipping tax's non-taxable gift exemption.
A creative possibility is that the trust could direct that amounts as to which the beneficiary's age 21 power has
lapsed under the "five and five" provisions are to be put into a trust for the beneficiary's spouse. The spouse is
assigned to the same generation as the person to whom the spouse is married 42 and would clearly not be a skip
person if the beneficiary were not a skip person. If the spouse had a general power of appointment under the
trust, 43 then the beneficiary's spouse would become the transferor 44 and the spouse could then apply his or her
own generation skipping tax exemption to the trust amounts as to which the beneficiary's age 21 had power had
lapsed under the "five and five"exception. At the death of the beneficiary's spouse, the trust property would pass
to his or her descendants exempt from generation skipping tax, but subject to estate tax in the beneficiary's
spouse's estate. The effect could well be to utilize exemptions, exclusions and credits that would otherwise go
unused.
Circumstances in Which 2503(c) Trusts May Be Useful

It seems that there are two principal circumstances in which Code Sec. 2503(c) trusts may be useful, given all the
difficulties.
A. Modest Gifting. The first involves families of limited means in which some modest gifts (usually not even up to,
no less in excess of, the annual exclusion amounts) may be made to children by parents or grandparents who
have limited relatively financial resources. In this circumstance, the automatic exclusions and exemptions
provided by Code Sec. 2503(c) trusts may be welcome and useful.
B. The Code Sec. 2503(c) Income Only Trust. The other circumstance in which Code Sec. 2503(c) trusts may be
useful is at the opposite end of the wealth spectrum. It is settled that Code Sec. 2503(c) may be applicable either
to trust principal and income interests or to the income interest alone. 45 By applying Code Sec. 2503(c) to the
income interest alone at or near the time of birth of each grandchild, a donor can achieve a present interest for a
very significant portion of the property transferred to the trust.
For example, a donor could give $26,049.30 to a trust for a newly born minor, qualifying the income interest for
treatment under Code Sec. 2503(c) . At a time when the Code Sec. 7520 rate is 7.2% (October, 1999, Rev Rul
99-41 ), that would result in $20,000 (76.775%) being treated as a present interest and only $6,049.30 being
treated as a taxable gift. At 8% compounded annually for 21 years after tax, the result of that one gift would be
about $131,126 at age 21 (about 5 to 1), at 10%, about $192,769 (about 7.4 to 1), and at 12%, about $281,429
(about 10.8 to 1).
The donee's power to withdraw at age 21 will be limited to the then-current and accumulated income. That
amount can be largely controlled by trust investment policy. Investments in non-dividend paying securities or raw
land could be favored by the trustees, with the result that most of the growth would be included in principal as
capital gain.
Using this approach, trust dispositive provisions could provide for discretionary payments for benefit, extended
perhaps to both income and principal after age 21. This approach optimizes creditor protections and could result
in the exclusion of trust principal from the donee's gross estate so long as an independent trustee is used from
the outset.
A competing approach would use trust dispositive provisions requiring the payment of all income annually and
would not use Code Sec. 2503(c) . The present interest created by such a trust (the immediate income interest)

would be greater than 98%, but payments of income would be required to be made at least annually, exposing
those payments to claims of creditors. When actually paid out, those payments might become commingled with
marital property, resulting in exposure to equitable distribution as well as to commercial creditors.
In short, using Code Sec. 2503(c) on the income alone allows greater creditor protections to be enabled, but
results in a smaller amount of the trust qualifying for the annual exclusion than would be the case if income were
required to be paid annually to the beneficiary for life. 46
Income Tax Issues

The income tax status of the trust is another issue that should be considered in designing and drafting the Code
Sec. 2503(c) trust. The trust itself could be the income tax paying entity, but then the income tax on trust income
will be determined under the compressed rate structure applicable to trusts and estates. 47
Alternatively, the trust could be structured to be a grantor trust as to the settlor. 48 Under this design, the income
tax applicable to trust income will be determined under the rate structure applicable to individuals. 49 Moreover,
that tax will be payable by the grantor, and not by the trust. 50 This tax payment is not an additional gift since it
will discharge the grantor's legal obligation to pay the tax. 51 However, the effect will be to substantially enhance
the accumulation of income and capital gains in the trust.
For example, $100,000 growing at 6.04% net after income tax annually for 20 years becomes $323,143. However,
if that same income were free of the maximum federal income tax of 39.6%, it would be the equivalent of a 10%
annual return and would become $672,750. In other words, making the income free of the burden of federal
income taxes increases the compounded growth of that income by 108.18%. Assuming all growth was capital
gain, the same sum would grow at an effective 8% rate of growth after capital gains tax and would become
$466,096 as compared to the $672,750 under tax free compounding.
Making the trust a grantor trust may also facilitate funding the trust with S corporation stock. If a Code Sec.
2503(c) trust is funded with S corporation stock, the trust will qualify as a qualified subchapter S trust (a "QSST"),
if all of the income is in fact distributed to the beneficiary annually. 52 A Code Sec. 2503(c) trust could also qualify
as an eligible shareholder of an S corporation if an election is made to be treated as an electing small business
trust (an "ESBT"), but then all S income will be taxed at the highest marginal rates. 53 If a Code Sec. 2503(c) Trust is
a grantor trust as to the settlor, it will qualify as an eligible shareholder of an S corporation without distributing all

of its income to the beneficiary annually and without electing to have all of its income taxed at the highest
marginal income tax rates. 54 In addition, of course, that tax will be payable by the settlor, rather than by the trust
making the S income effectively free of all income taxation to the beneficiary.
While treatment as a grantor trust is generally advantageous from a transfer tax perspective, some grantors may
not want the burden of the continued income taxation. This burden can be particularly heavy when a sale of the S
corporation stock or other trust assets takes place and it is the capital gain taxes that must be paid by the settlor.
It is important to take these possibilities into account in determining whether or not to make the Code Sec.
2503(c) trust a grantor trust.
Conclusions

The Code Sec. 2503(c) trust is beneficial but limited in usefulness. Hopes for simpler drafting seem misplaced
unless gifts are definitely limited to the annual exclusion amounts and are definitely going to cease once the
minor becomes age 21. Those circumstances are likely to be unusual. Simpler administration can be accomplished
for gifts up to annual exclusion amounts during minority, but gifts of greater amounts and gifts made after
minority will not be appropriate to make to this trust. For gifts in excess of the annual exclusion amounts or at
times when the beneficiary is not a minor, either complex coordinating provisions or a separate trust are needed.
Robert S. Balter is Senior Vice President and Tax Counsel to First Bolton Capital Corporation, a financial planning
firm in Wayne, Pa. Previously, Mr. Balter was Associate General Counsel with the Mid-Atlantic Companies, Ltd., in
Moorestown, New Jersey, and was a Tax Law Specialist with Internal Revenue Service, Chief Counsel's Office, in
Washington, D.C. He is a member-at-large of the editorial advisory board of Wealth Transfer Planning.

1

Code Sec. 2503(b) . The purpose of the exclusion is "....to obviate the necessity of keeping an account of and

reporting numerous small gifts... to fix the amount sufficiently large to cover in most cases wedding and
Christmas gifts and occasional gifts of relatively small amounts..." S. Rep. NO 665, 72nd Cong., 1st Sess. (1932),
reproduced in 1939-1 C.B. 496 at 525.
2

The amount of the exclusion historically is calculated on per donee basis and began at $5,000 in 1932. It was

decreased in 1939 to $4,000 and again to $3,000 in 1943 where it remained until 1981 when the amount of the
exclusion was increased to $10,000. In 1997, Congress enacted legislation to adjust the exclusion amount for

inflation effective for years after 1998, but in $1,000 increments. The result is that compounded inflation of
less then 10% will not result in an increase in the amount of the exclusion. Therefore, there will be no increase
in the exclusion amount until the year 2000 at the earliest. The Senate has recently proposed increasing the
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