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Warn Clients About Change in Taxation Of
Trust Income After Divorce

Would your client be surprised to learn that he is responsible for paying the income taxes on trust
distributions made to a former spouse, who will enjoy those distributions tax-free on his dime? That is
exactly the result that may ensue as a result of recent changes to the law.

By Sharon L. Klein, president, family wealth, eastern U.S. region at Wilmington Trust, N.A. in New York City

n individual can create irrevocable trusts for
Athe benefit of family members, moving the

assets transferred to those trusts out of the trust
creator’s estate for estate tax purposes, while remaining
responsible for paying the trusts’ income and capital
gains taxes. Creating these so-called “grantor trusts”
(trusts considered owned by the grantor for income tax
purposes) is a popular planning tool because it allows
the grantor, in effect, to make gifts to the trust in the
amount of the income tax payment, which otherwise
would be payable by the trust or trust beneficiaries.
Accordingly, practitioners often purposely include pro-
visions in trusts that will trigger grantor trust status,
allowing these trusts effectively to grow tax-free for the
beneficiaries.

Additionally, under Internal Revenue Code
Section 677(a)(1), a grantor is treated as the owner
of any portion of a trust if income may be distribut-
ed to the grantor or the grantors spouse. Under IRC
Section 672(e)(1) (the so-called “spousal unity rule”
grantor is treated as holding any power or interest held
by an individual who was the grantor’s spouse at the
time the power or interest was created. Accordingly, if
a trust was created while the parties were married and
trust income may have been distributed to the grantor’s
spouse, that trust likely will be a grantor trust and will
remain a grantor trust even if the grantor and the grant-
or’s spouse subsequently divorce. That is, after a divorce,
the grantor would be liable to pay the taxes attributable
to trust income that was paid to the grantor’s ex-spouse,
and the ex-spouse would receive the income tax free.

Until Dec. 31, 2018, IRC Section 682 prevented that
result by providing that the income distributed to a
spouse after a divorce is taxable to the recipient and
not the grantor. That protection has ended. The Tax
Cuts and Jobs Act (the Tax Act), signed into law on
Dec. 22,2017, repeals Section 682 for divorce or separa-
tion agreements executed after Dec. 31, 2018.

The Tax Act changes regarding the repeal of
Section 682 are permanent and don’t sunset.

Affected Trusts

All trusts created during the marriage are potentially
affected. Note that the effective date of the repeal is
keyed to the date the divorce or separation agreement
is signed, not the date a trust was executed. This means
that, beginning this year, if a couple gets divorced and
one spouse created a trust at any point during the course
of the marriage from which the other spouse could
receive income, that trust generally will be a grantor
trust, and the spouse who created the trust will continue
to be liable to pay the taxes on all future distributions
received by her ex-spouse! This will affect some of the
staple techniques of marital estate planning, such as the
lifetime marital trust and the popular spousal limited
access trust.

IRS Guidance

The Department of the Treasury and the Internal
Revenue Service issued Notice 2018-37, announcing
they’ll issue regulations clarifying that Section 682 will
continue to apply with regard to trust income payable



to a former spouse who was divorced or legally separat-
ed under a divorce or separation instrument executed
on or before Dec. 31, 2018, unless that instrument is
modified after that date and the modification pro-
vides that the changes made by the Tax Act apply to
the modification. They requested comments regarding
the application of certain grantor trust rules to the
taxation of trusts for the benefit of a spouse follow-
ing a divorce or separation in light of the repeal of
Section 682. Written comments were to be submitted
by July 11, 2018.

The American College of Trusts and Estates
Counsel (ACTEC) submitted two sets of comments.
In a comment letter submitted on July 2, 2018, ACTEC
suggests terminating the application of the spousal
unity rule in Section 672(e) once the spousal relation-
ship has been terminated by decree of divorce or legal
separation or by the execution of a separation agree-
ment. According to the letter, the spousal unity rule is
presumably based on a belief that spouses form a sin-
gle economic unit. When the end of the marriage sep-
arates the unit, there’s no longer a reason for the rule to
apply. According to the comment letter submitted on
July 5, 2018, ACTEC believes that tying the effective
date provision to the date the divorce or separation
agreement is signed, not the date a trust was executed,
unfairly applies the repeal to trusts that were irrevoca-
ble on the date the Tax Act was enacted. As explained
in the letter, a grantor who created a trust for the
benefit of his spouse before the repeal of Section 682
likely wouldn’t have done so had the grantor expected
to continue to be taxed on trust income after divorce.
Accordingly, ACTEC recommends that Section 682
continue to apply to the income of trusts that were
irrevocable on Dec. 22, 2017.

Whether either of the ACTEC comment letter sug-
gestions will be adopted is yet to be seen.

Take Action
If youre currently planning for married couples, consid-
er the impact the repeal of Section 682 might have on

any trusts drafted if the couple later gets divorced.

If trusts have been previously created and a couple
is contemplating divorce or in the process of getting
divorced, it will be key to collaborate with a client’s mat-
rimonial attorneys in investigating any techniques that
potentially could change grantor trust status without
triggering any adverse tax consequences (for example,
in jeopardizing a trust that previously was created with-
out a gift tax consequence because it qualified for the
marital deduction). With that caveat, possibilities might
include terminating the trust on divorce, decanting the
trust to a new trust or otherwise modifying the trust in
favor of other beneficiaries and, in any of those scenar-
ios, equalizing with other assets.

Another solution might be to include a reimburse-
ment provision or other equalization mechanism in a
marital agreement for the taxes that will continue to be
payable by the grantor spouse after a divorce.

Bottom Line

For future planning with clients, carefully consider the
tax impact of every trust created during a marriage in the
event the parties get divorced in the future. If a couple is
in the process of getting divorced, the tax implications of
existing trusts should be factored into the divorce settle-
ment negotiations or presented in evidence to a court.

—This article is for general information only and
isn't intended as an offer or solicitation for the sale of
any financial product, service or other professional
advice. Professional advice always requires consider-
ation of individual circumstances. Wilmington Trust is
a registered service mark. Wilmington Trust is a wholly
owned subsidiary of M&T Bank Corporation (Me&T).
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