Tax Results of Settling
Trust Litigation Involving
QTIP Trusts
Attempting to modify or terminate an established OTIP trust, either in settlement of
litigation or otherwise, gives rise to numerous tax consequences, which can be
a challenge, even for a seasoned tax practitioner.
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ualified terminable interest
property trusts (" QTIP"
trusts) are trusts which, when
funded, receive an estate or
gift tax marital deduction under
Section 2056 (b) (7) or Section
2523(f). QTIP trusts are prime candidates for conflict between the surviving spouse and the remainder
beneficiaries. These conflicts
include disputes over (1) weighting
of investments to produce income
vs. principal (that is, whether the
spouse or the remaindermen are
unduly favored), (2) applying discretionary principal distribution
standards, and (3) dealing with
ambiguous trust provisions. When
the children are the remaindermen
and the spouse is not their natural
mother, the likelihood of controversy is amplified.
Often, these disputes lead to
trust litigation. At some point,
the parties will entertain settling
the dispute. Consideration will be
given to modifying or terminating
the QTIP trust, or changing bene-
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ficiaries. 1 At times, estate and trust
litigation may not directly involve
a QTIP trust, but in the interest of
separating parties to avoid future
conflicts, there may be a willingness to modify or terminate a QTIP
trust.
Unfortunately, tinkering with,
modifying, or terminating a QTIP
trust is rife with potentially adverse
transfer tax and income tax consequences. Section 2519 alone, a
key provision in this area, is not a
paragon of clarity, and can be
applied to many situations that are
not apparent from its limited statutory language. Practitioners need
to tread carefully in this area, so
that the resolution of the disputed
issues will not result in unintended tax consequences.
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This article addresses the principal federal tax effects of terminating, modifying, or transferring
interests in QTIP trusts. While these
issues typically arise in settling
litigation, the tax principles discussed also apply to such events if
they occur outside of trust controversies and as part of tax planning, or simply to implement the
desires of one or more of the trust
parties to modify or terminate a
QTIP trust.

Direct disposition of income
interest-by gilt
The settlement of a trust dispute
may involve a gratuitous transfer
of a surviving spouse's income interest in a QTIP trust to a third party.
A disposition of all or part of a
qualifying income interest in a
QTIP trust triggers Section 2519. 2
One such triggering disposition is
a gift of all or part of the income
interest. 3 Section 2519 treats the
surviving spouse as making a taxable gift of the remainder interest

