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The Internal Revenue Service has issued new guidance 
for establishing the cost basis of assets held in an 
irrevocable trust at the death of its owner. Essentially, the 
ruling states that the cost basis for such assets should 
not be adjusted because they were not acquired or 
passed from the decedent to the beneficiary under the 
pertinent provisions of IRC § 1014(a).

However, Revenue Ruling 2023-2 still leaves this 
question unanswered: Should there be a step-up in basis 
for assets that are not included in the grantor’s gross 
estate for estate tax purposes but are owned by the 
grantor for income tax purposes?
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Basis adjustment history
Section 1014(a)(1) of the tax code provides that the basis 
of property for a person acquiring it is generally its fair 
market value (FMV) at the date of the owner’s death (or 
on a selected alternate valuation date). 

The basis of property is generally stepped up (or down if 
it has depreciated) to its FMV at the time of death. As a 
result, heirs will not owe any federal capital gains taxes 
on any appreciation up to the date of death, which can 
result in a hefty income tax savings.

Property transferred during the donor’s life but still 
included in the estate would be eligible for a basis step-
up because it is part of the donor’s gross estate.
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Assets transferred to an intentionally 
defective grantor trust
Grantor trusts are often used as an estate planning tool  
to transfer wealth to future generations. This is a powerful  
tool when the trust is designed so that it is “intentionally 
defective,” i.e., not included in the gross estate of the 
grantor at death for estate tax purposes. Yet, the grantor 
retains specific powers over the trust so that the  
grantor is considered the owner for income tax purposes.

For assets transferred to an intentionally defective grantor  
trust (IDGT) it is unclear whether the property is entitled  
to a step-up in basis at the grantor’s death. Transfers to 
an IDGT are usually structured as a “completed gift” at 
the time of the transfer and the grantor does not hold a 
beneficial interest in or does not retain certain decision-
making provisions that would require the trust asset to 
be included in the grantor’s gross estate. 

IDGTs are grantor trusts for income tax purposes and 
the grantor is taxed on the income of the trust’s assets. 
Because the assets of the trust are not included in the 
grantor’s gross estate for federal estate-tax purposes, 
the IRS previously concluded that the assets are not 
entitled to a Section 1014 step-up and the beneficiary 
carries over the decedent’s basis in the assets. The 
beneficiary then would be subject to a capital gains tax 
upon the asset’s appreciation up to the date of death 
when the asset is sold. 

The IRS has not indicated whether a grantor trust’s 
assets will receive a Section 1014 basis adjustment at 
the owner of the trust’s death when those assets are not 
included in the owner’s gross estate. It is unclear why 
the IRS will not rule on this.

Revenue ruling 2023-2 implication
Generally, the IRS allows basis adjustment for seven 
types of property, including property acquired by 
bequest or through a will or inheritance, but the ruling 
concludes that none of the property in those categories 
held in a trust qualifies for the adjustment.

IRS rulings are not binding in federal courts, but most 
courts generally give deference to them, except for the 
Federal Tax Court because the rulings can represent the 
arguments of one of the parties involved in the case.

So, while the ruling supports the IRS position that there 
is no basis adjustment to assets of the grantor trust 
upon the death of the grantor, an argument for the 
opposite conclusion remains.

However, if the taxpayer takes the position that there 
is basis adjustment and later the IRS wins on its “no 
basis adjustment” argument, there could be substantial 
tax and penalties owed. There also could be an 
understatement penalty for the tax return preparer.

Strategies to achieving FMV  
income tax basis
There are other ways to achieve an adjustment to the 
basis of assets of a grantor trust, including:

Break out the swap power 
The grantor has the ability to swap assets outside of 
the trust for assets inside the trust of equivalent value. 
The grantor could swap non-appreciated assets, less-
appreciated assets or cash held outside the trust with 
the trust before death; swapping the low-basis asset 
held within the trust and moving those low-basis assets 
outside the trust. Then, upon the death of the grantor, 
those low-basis assets can receive a new fair market 
value income tax basis.

Borrow money and buy low-basis assets  
from the trust.
The principle behind this strategy is identical to the swap 
power option — getting low-basis assets out of the 
grantor’s irrevocable trust and replacing them with high-
basis assets. The low-basis asset outside the estate 
would eventually receive a step-up in basis to FMV 
at the grantor’s death. In this case, the grantor could 
borrow money from a banking institution, family member 
or entity and purchase assets from the trust in exchange 
for cash. After the grantor’s death, the appreciated asset 
could be sold and the money borrowed could then be 
repaid to the lender, with interest. 

Buy the assets inside the trust for  
a promissory note
The grantor could purchase the assets from the trust 
in exchange for a promissory note and pay fair market 
value interest on the note. At the grantor’s death, 
the assets received in exchange for the note would 
receive a step-up in income tax basis and could then 
be transferred back to the trust in satisfaction of the 
promissory note. 



For more information, please contact your advisor.

Step-up on the death of another person  
other than the grantor
Someone other than the grantor can have a power 
of appointment over trust assets. Assets subject to a 
general power of appointment receive a fair market 
value income tax basis on the death of the power holder. 
This may work if the grantor of the trust has a family 
member or even close friend with a similar or shorter life 
expectancy than the grantor who may be given a power 
to appoint assets to creditors of that individual’s estate. 
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Conclusion
At the death of the grantor, is there a basis adjustment 
for assets that are not included in the grantor’s gross 
estate for estate tax purposes but are owned by the 
grantor for income tax purposes? 

This is a position that a taxpayer will have to discuss 
with their tax return preparer and attorney. Opinions 
differ. There is uncertainty regarding this issue. Proceed 
with caution. Ultimately, the courts will decide, but we 
don’t know when we will have a definitive answer.
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