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L. Introduction. The tax basis of an asset essentially represents that portion of an asset’s
value that is exempt from future income taxation. When we understand that feature, we become
more interested in establishing the highest basis of an asset that can be supported. This discussion
is intended to explain how carryover basis works with gifted assets and how stepped-up basis works
upon death with assets owned either outright or in a trust. Due to the countless issues related to the
many forms of basis, it is beyond the scope of this discussion to cover all the variations and nuances
related to basis. This outline is intended to discuss carryover and stepped-up basis for educational
purposes only. It is not intended and shall not be construed to provide legal or tax advice.

1L Gifted Assets - Carryover Basis. Gifts between spouses are tax exempt under
§2523(a). Gifts to anyone other than a spouse are subject to a gift tax unless an exclusion applies.
Section 2503 of the IRC includes certain exclusions from the gift tax. The most notable is the annual
gift tax allowance under §2503(b)(2), which is $10,000 indexed for inflation, with the current
indexed amount for 2025 being $19,000. This amount can be doubled or what is referred to as
“split” for married couples. Section 2503(e) also provides exclusions for certain medical and
education expenses paid for another person. For assets gifted to another person that exceed the
annual gift tax allowance, the giver or donor is responsible for filing a 709 Gift Tax Return and
paying any resulting gift taxes. The donor would most often not have to pay any tax because each
person has a unified credit against estate and gift taxes that would be used before any taxes would
be due. The current 2025 unified estate and gift tax credit is $13,990,000.!

' Please see IRC §§ 2010 and 2505. This amount is set to sunset at the end of 2025,
unless Congress acts to extend the related tax provisions.
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The important point regarding basis under this item is that under IRC §1015 the donee
of the gift will receive a carryover basis with the asset received. The carryover basis is simply the
same basis that the donor had in the asset prior to the gift. However, in certain circumstances a non-
spouse recipient or donee of an asset could receive a lower basis if the fair market value of the asset
is lower than its basis when the transfer is made, or a higher basis if the donor pays a gift tax when
the transfer is made.?

I11. Stepped-up Basis. One of the few bonuses found in the Internal Revenue Code is the
stepped-up basis that recipients acquire for assets received from a decedent. This allows the
recipient to reset the basis of the asset received to the fair market value of the asset as of the date of
the decedent’s death. This tax provision is set forth in IRC §1014 and provides that certain assets
included in the gross estate of the decedent will receive a stepped-up basis. To understand the twists
and turns related to stepped-up basis, it is helpful to start with reviewing the pertinent portions of
§1014 and then some of the estate inclusion provisions.

IRC §1014

(a) In general. Except as otherwise provided in this section, the basis of property in the
hands of a person acquiring the property from a decedent or to whom the property passed
from a decedent shall, if not sold, exchanged, or otherwise disposed of before the decedent’s
death by such person, be—

(1) the fair market value of the property at the date of the decedent’s death,...

(b) Property acquired from the decedent. For purposes of subsection (a), the following
property shall be considered to have been acquired from or to have passed from the decedent:

(1) Property acquired by bequest, devise, or inheritance, or by the decedent’s estate
from the decedent;

(2) Property transferred by the decedent during his lifetime in trust to pay the income
for life to or on the order or direction of the decedent, with the right reserved to the
decedent at all times before his death to revoke the trust;

(3) In the case of decedents dying after December 31, 1951, property transferred by
the decedent during his lifetime in trust to pay the income for life to or on the order
or direction of the decedent with the right reserved to the decedent at all times before
his death to make any change in the enjoyment thereof through the exercise of a
power to alter, amend, or terminate the trust;

2 See IRC § 1015(a), (d) and () and § 1041(a) and (b)(2).
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(4) Property passing without full and adequate consideration under a general power
of appointment exercised by the decedent by will;

(5) Inthe case of decedents dying after August 26, 1937, and before January 1, 2005,
property acquired by bequest, devise, or inheritance or by the decedent’s estate from
the decedent, if the property consists of stock or securities of a foreign corporation,
which with respect to its taxable year next preceding the date of the decedent’s death
was, under the law applicable to such year, a foreign personal holding company. In
such case, the basis shall be the fair market value of such property at the date of the
decedent’s death or the basis in the hands of the decedent, whichever is lower;

(6) In the case of decedents dying after December 31, 1947, property which
represents the surviving spouse’s one-half share of community property held by the
decedent and the surviving spouse under the community property laws of any State,
or possession of the United States or any foreign country, if at least one-half of the
whole of the community interest in such property was includible in determining the
value of the decedent’s gross estate under chapter 11 of subtitle B (section 2001 and
following, relating to estate tax) or section 811 of the Internal Revenue Code of 1939;

[(7), (8) Repealed, Dec. 19, 2014, 128 Stat. 4049]

(9) In the case of decedents dying after December 31, 1953, property acquired from
the decedent by reason of death, form of ownership, or other conditions (including
property acquired through the exercise or non-exercise of a power of appointment),
if by reason thereof the property is required to be included in determining the value
of the decedent’s gross estate under chapter 11 of subtitle B or under the Internal
Revenue Code of 1939. In such case, if the property is acquired before the death of
the decedent, the basis shall be the amount determined under subsection (a) reduced
by the amount allowed to the taxpayer as deductions in computing taxable income
under this subtitle or prior income tax laws for exhaustion, wear and tear,
obsolescence, amortization, and depletion on such property before the death of the
decedent. Such basis shall be applicable to the property commencing on the death of
the decedent. This paragraph shall not apply to—

(A) annuities described in section 72;

(B) property to which paragraph (5) would apply if the property had been
acquired by bequest; and

(C) property described in any other paragraph of this subsection.

(10) Property includible in the gross estate of the decedent under section 2044
(relating to certain property for which marital deduction was previously allowed). In
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any such case, the last 3 sentences of paragraph (9) shall apply as if such property
were described in the first sentence of paragraph (9).

A. Assets Must be Included in Decedent’s Gross Estate. The assets received
from a decedent under §1014(a) must have been included in the decedent’s gross estate.” IRC
§2031(a) provides that a decedent’s gross estate shall include the value of all items of property, real
or personal, tangible or intangible, wherever situated, to the extent provided for in Part III of
Subchapter A of Chapter 11 of the IRC. This Part includes sections 2031 through 2046.

B. Not all Assets in Decedent’s Gross Estate Receive a Stepped-up Basis.
Certain assets included in the gross estate of the decedent do not receive a stepped-up tax basis, such
as tax deferred retirement accounts and annuities. The recipient of those assets will be responsible
to pay for the related income taxes when those assets are received.*

C. Certain Estate Inclusions Sections included in §1014. The primary sections
of the estate inclusion provisions of the Internal Revenue Code that apply to a stepped-up basis are
Sections 2036, 2038, and 2041. The issue with Sections 2036 and 2038 is whether assets transferred
into a trust will be included in the estate of decedent and receive a new basis when the creator or
grantor of the trust dies.

IRC §2036 provides that when the grantor of a trust transfers an asset into the
trust and reserves the right to receive the income of the asset’, that the grantor will be treated as
owning the asset for estate tax purposes upon their later death. The main intent of this provision is
to make sure that the asset will be included in the taxable estate of the grantor and be subject to an
estate tax. Since the law was initially enacted, the estate tax credit has risen to a point that the vast
majority of estates are not taxable. This leaves a resulting effect of using the provision to support
a stepped-up basis upon the death of the grantor. This provision, along with Section 2038, is referred

> However, see Revenue Ruling 84-139, which is discussed in more detail below, for
assets inherited from a nonresident alien which may receive a stepped-up basis.

* The receipt of tax deferred retirement accounts can be delayed based on who receives
the account. For example, (i) a surviving spouse can essentially make the received account their
account and treat it as if they funded it; (ii) a disabled person or a person less than ten years
younger than the account owner can spread it out over their life, (iii) and children of the age of
majority can spread it out over a ten year period. However, if the account owner was receiving
required minimum distributions before their death, the recipient must continue to receive such
distributions. See IRS Notice 2022-53.

> The right to reside in a real property rent-free is also treated as an income interest for
purposes of this provision. See Estate of Linderme v. Commissioner, 52 T.C. 305 (1969).
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to as a string provision, because the grantor is looked at as transferring the asset into the trust with
strings attached, such as the right to receive income from the asset’.

IRC §2038 provides that when the grantor of a trust transfers an asset into a
trust and retains the power to alter, amend, revoke, or terminate the trust, the grantor will be treated
as the owner of the asset for estate tax purposes upon their later death. The part about being able to
revoke the trust is simple, such as when a revocable trust is established. However, it gets more
interesting when a grantor establishes an irrevocable trust that they cannot revoke but within which
the grantor retained the power to alter the beneficiaries of the trust through a retained limited power
of appointment. When a grantor retains the right to later appoint the assets to limited members of
a class, this provision will bring the assets back into the estate of the decedent for estate tax
purposes, and also for the purpose of the beneficiary of the trust receiving a stepped-up basis. Note
that the limited power of appointment mentioned in this paragraph is different than the general power
of appointment which will be discussed below. It is also important to note that the limited power
of appointment in this context must have been one reserved or retained by the grantor of the trust.
It would not apply in this context when a grantor gives someone other than themself the limited
power to appoint assets of the trust. Again, this is considered a string provision. The provisions of
Sections 2036 and 2038 are incorporated in IRC §1014(b)(2) & (3).

IRC §2041 provides that when a person possesses a general power of
appointment over an asset, the asset will be included in their estate for estate tax purposes. This will
apply whether the grantor retains a general power of appointment over an asset or if the general
power of appointment was previously given to the person from someone else. For that reason, this
is generally not considered one of the string provisions. A general power of appointment is the
power to appoint an asset to anyone, even the general creditors of the person that has the general
power of appointment. This provision is incorporated in IRC §1014(b)(4). General powers of
appointment are often used in estate plans and need to be considered for stepped-up basis purposes.
They can also be helpful in avoiding generation skipping taxes by including them in trusts where a
non-skip person only has an income interest. Granting a general power of appointment to the non-
skip person would have the effect of including the assets of the trust in their estate upon their death.
To avoid having a power of appointment considered a general power of appointment, it can be
limited by an ascertainable standard.’

S IRC §2037 is also considered a string provision and could bring in the value of a
reversionary interest retained by the grantor to the grantor’s estate tax calculation and thus invoke
IRC §1014(b)(9). However, since this provision is often invoked only when a grantor
unintentionally retains some sort of a reversionary interest and such reversionary interest is
difficult to calculate, it is rarely used to support a stepped-up basis upon death.

" Under § 20.2041-1(c)(2) of the Estate Tax regulations, a power of appointment is
limited by an ascertainable standard if the extent of the holder's duty to exercise and not to
exercise the power is reasonably measurable in terms of his or her needs for health, education, or
support (or any combination of them). Typical language would allow a person to appoint assets
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D. Community Property. IRC §1014(b)(6) provides that property which
represents a surviving spouse’s one-half share of community property held by the decedent and the
surviving spouse under the community property laws of any State, or possession of the United States
or any foreign country, if at least one-half of the whole of the community interest in such property
was includible in determining the value of the decedent’s gross estate under chapter 11 of subtitle
B (section 2001 and following, relating to estate tax) or section 811 of the Internal Revenue Code
of 1939, the surviving spouse will receive a stepped-up basis in all the property. This is different
than non-community property states that only allow a stepped-up basis in the property included in
the decedent’s estate. There are nine community property states in America, which include Arizona,
California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, and Wisconsin.

This is important for practitioners in non-community property states to know,
because if someone owns property in a community property state and moves to a non-community
property state and retains the property, they may also want to retain the status of the existing property
as community property for stepped-up basis purposes.

E. Revenue Ruling 2023-2. There was some confusing commentary about this
Ruling when it was released. A cursory reading of the Ruling without understanding Section 1014
could lead to the incorrect conclusion that assets transferred to any irrevocable trust would not
receive a stepped-up basis. This Ruling essentially restates that which was already the case. The
twist or nuance that caused confusion was that the trust involved in this ruling included provisions
that caused the grantor to be deemed the owner of the assets for income tax purposes under the
grantor trust rules included in IRC §§ 671-679 but which excluded the assets from being included
in the grantor’s estate for estate tax purposes. Trusts of this nature are what are called intentionally
defective grantor trusts or IDGTs. They are specifically designed to include the assets in the grantor
for income tax purposes (considered the intentionally defective part) but not for estate tax inclusion
purposes. All this Ruling did was confirm that assets in these types of trusts would not receive a
stepped-up basis. Part of the confusion in this matter is also attributable to the earlier Revenue
Ruling 84-139, which provided that a United States citizen who inherits foreign real property from
anonresident alien would receive a stepped-up basis in such property under IRC §1014 even though
the property is not includible in the value of the decedent's gross estate. In that case, the property
was inherited from the person and not part of a trust, and fell within provisions of IRC §1014(b)(1).
Revenue Ruling 2023-2 made it clear that this rationale will not apply to property that is transferred
to an IDGT.

F. Single Revocable Trust Provisions that Cause Stepped-up Basis.

(1). Revocation and Amendment. The Grantor reserves the right to revoke
or amend this Trust Agreement by a writing (other than the Grantor's Last Will and Testament)
signed by the Grantor and delivered to the Trustee during the Grantor's lifetime. The duties or

to someone for their health, education, maintenance, and support in reasonable comfort, taking
into consideration other assets of the person.
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compensation of the Trustee shall not be changed without the consent of the Trustee. If this
Agreement has been revoked at the Grantor's death and an insurance policy is payable to the Trustee,
the Trustee shall distribute the net proceeds of the policy to the Grantor's estate.

(i1). Power over Assets. The Grantor reserves the right to direct the
investment of the Trust Estate and to require the immediate distribution of all or any part thereof.

G. Joint Revocable Trust Provisions that Cause Stepped-up Basis.

(1). Description of Property Transferred. The Grantors hereby pay over,
assign, grant, convey, transfer and deliver unto the Trustee the property described in Schedule A,
attached hereto, and have caused or will cause the Trustee to be designated as beneficiary of those
life insurance policies described in Schedule B, attached hereto. The Grantors also reserve for
themselves and other third parties the right to make additional contributions to the Trust. The
insurance policies, and any other insurance policies that may be delivered to the Trustee hereunder
or under which the Trustee may be designated as beneficiary, the proceeds of all such policies being
payable to the Trustee, and any other property that may be received or which has been received by
the Trustee hereunder, as invested and reinvested (hereinafter referred to as the "Trust Estate"), shall
be held, administered and distributed by the Trustee as hereinafter set forth. Notwithstanding the
foregoing, separate property of a Grantor transferred to the Trust by a Grantor shall retain its
character as separate property of such Grantor after the transfer to the Trust.

(i1).  Revocation and Amendment. The Grantors reserve the right at any
time to revoke or amend this Trust Agreement in any way by a writing signed by both Grantors and
delivered to the Trustee. The Grantors further reserve unto the surviving Grantor the right to revoke
or amend this Trust Agreement in any way after the death of the first Grantor to die. The duties or
compensation of the Trustee shall not be changed without the consent of the Trustee. This Trust shall
become irrevocable upon the death of the last Grantor to die.

(ii1). Powerover Assets. Notwithstanding the other provisions of'this Trust
Agreement, each Grantor reserves the right to direct the investment of and withdraw from the Trust
all or any portion of the property which such Grantor transferred to the Trust, as invested and
reinvested, together with the rents, issues and profits therefrom, without the consent of the other
Grantor or any other party, and to take any additional action as may be necessary to ensure that such
property retains its character as the separate property of the Grantor who transferred such property
to the Trustee. /This language is included so the surviving grantor will get a stepped-up basis in the
assets that the first to die grantor transferred into the trust.] The Grantors further reserve unto the
surviving Grantor, the right to direct the investment of and withdraw all or any portion of the entire
Trust Estate after the death of the first Grantor to die, without the consent of any other party.

H. Irrevocable Trust Provisions that Cause Stepped-up Basis.

(1). Exercise of Limited Power of Appointment. Notwithstanding any
other provision hereunder to the contrary, the Grantor reserves and retains for itself the power to
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appoint the Trust assets to any one or more of the Grantor's issue in writing with signature
acknowledged [this provision triggers the grantor trust rule under IRC §674(a)] or by a
testamentary provision in the Grantor's will [this triggers estate inclusion under IRC 2038 and
stepped-up tax basis under IRC §1014.] which makes specific reference to this provision. The
Grantor may not exercise this limited power of appointment in favor of the Grantor, its respective
estate, or its personal or estate creditors.

(i1).  No Exercise of Limited Power of Appointment. Ifthe Trustee has not
received actual notice of the existence of the exercise of this limited power of appointment by the
Grantor within ninety (90) days after the Grantor's death, after reasonable search and review, then
this Trust may be distributed as if the Grantor had not exercised the limited power of appointment
granted herein, and the Trustee shall be released from any liability related thereto.

(ii1). Power of Substitution. The Grantor shall have the right, subject to the
approval of the Trust Protector, to direct the distribution of any item or items of Trust property to
the Grantor provided the Grantor contemporaneously with such distribution contributes assets of
equivalent value to the Trust (a "Substitution Transaction"). At least ten (10) business days in
advance of a contemplated Substitution Transaction, the Grantor shall provide the Trustee and Trust
Protector a written statement of the assets proposed to be distributed and the assets proposed to be
contributed, together with reasonable documentation to enable the Trustee and Trust Protector to
verify that the assets to be distributed are of value equivalent to the assets to be contributed. The
Trustee or Trust Protector may request from the Grantor additional documentation that may be
reasonably necessary to verify the asset values, and in connection therewith, the Trustee or Trust
Protector may take as much additional time as may be reasonably necessary to verify asset values.
No obligation to verify asset values on the part of the Trustee or Trust Protector, however, shall
allow the Trustee or Trust Protector to designate assets to be distributed or demand alternate assets
to be contributed in the proposed Substitution Transaction. /This provision is included in the outline
to show how the grantor trust rule under IRC §675 is triggered to make the income in the trust
taxable to the grantor during the grantor’s life.]

L IRC §1014(e). Practitioners familiar with the estate inclusion and stepped-up
basis provisions of the Internal Revenue Code may naturally look for ways to take advantage of them
by transferring assets into the name of a spouse that is expected to pass in a short time or by granting
each spouse a general power of appointment over each other’s assets. The intent with this type of
thinking is to have the basis in all the couple’s assets reset when the first spouse passes. Section
1014(e) was enacted in part to keep this from happening. IRC §1014(e) states:

(e) Appreciated property acquired by decedent by gift within 1 year of death

(1) In general
In the case of a decedent dying after December 31, 1981, if—
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(A) appreciated property was acquired by the decedent by gift
during the I-year period ending on the date of the decedent’s
death, and

(B) such property is acquired from the decedent by (or passes from the
decedent to) the donor of such property (or the spouse of such donor),
the basis of such property in the hands of such donor (or spouse) shall
be the adjusted basis of such property in the hands of the decedent
immediately before the death of the decedent.

The important points to take away from this section is that to receive a
stepped-up basis, any transfers must be made more than one year from the date of death or the assets
need to pass to someone other than the person that transferred them to the decedent. With giving
each spouse a general power of appointment over each other’s assets, Section 1014(e) would, absent
some unknown planning technique, always work to prohibit that because upon the death of the first
spouse to die the general power of appointment lapses and the surviving spouse is deemed at that
time to have gifted assets to the deceased spouse and then immediately receive them back from the
deceased spouse, which would clearly be within one year of death.

J. IRC §754 Election. With partnerships, a partner has an outside basis in his
or her partnership interest. The partnership also has an inside basis in the assets owned by the
partnership. Under Section 754, when a partner dies, the partnership can file an election that will
allow the deceased owner’s portion of the partnership assets to be stepped-up to the value of the
partner’s outside basis in his or her partnership interest. This is often done when a partnership owns
real property that has either been depreciated or has increased in value inside the partnership. This
election is essentially used to allow the deceased partner to reach inside the partnership and step-up
the basis of the assets owned inside the partnership, when without the election the only asset that
would receive a step-up would be the deceased partner’s partnership interest.

IV.  Conclusion. The initial thoughts about carryover and stepped-up basis may seem
simple, but when facts are applied to the rules and the different issues are considered, it becomes
evident that tax basis can be a very involved discussion. This outline was intended to generally
cover most of the issues that are encountered with carryover and stepped-up basis, with the
understanding that each issue, depending on the facts encountered by a practitioner, could be drilled
into deeper, and with the understanding that more nuanced issues exist that may not have been
covered in this outline. The author hopes these materials have been helpful to achieve a better
understanding of tax basis.
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