Outline

Family Wealth Transfer Tax

Spring 2005

I.  The Gross Estate

1.  §2031 Gross Estate

A.  §2031(a) The amount included in decedent’s gross estate is the value of all property, real or personal, tangible or intangible, wherever situated.
1. Real v. Personal

a. Real Property:  2055 Fulton St. and all improvements

b. Personal Property:  A collection of Browning shotguns

2. Tangible v. Intangible

a. Tangible:  an automobile

b. Intangible: A certificate of stock in Google (something that represents value)

B. §2033 Property in which decedent had an interest: If you own property with other people then you include in the gross estate the percentage that you own.
C. §2051 Definition of Taxable Estate:  The taxable estate is determined by using the deductions to the gross estate provided by the code.


1.  Deductions:

a. §2053 Expenses, Indebtedness, and Taxes:  You can deduct from the gross estate:
a. For Funeral Expenses

b. For Administration of the Estate Expenses

c. For claims against the estate

d. For debts in existence at death
e. State Estate Taxes and Foreign Country Estate Taxes

b. §2054 Losses: You can deduct from the gross estate losses incurred during the settlement of estates arising from:

a. Fires

b. Storms

c. Shipwrecks

d. Theft

When these losses are not compensated by insurance or otherwise.

c. §2056 Marital Deduction:  You can deduct from the gross estate an amount equal to the value of any interest in property which passes or has passed to the surviving spouse.
2. §2001 Taxable Estate Tax Rates:  To get the Tax Rate look at the value of the taxable estate and then look at §2001.

a.  §2001(a) Computation:  The amount imposed by this section is the amount equal to the excess of:


1.  A tentative tax on the sum of: 




i.   the amount of the taxable estate




ii.   the amount of the adjusted taxable gifts.

D. §2501 Gift Tax:  A tax is imposed each year on the transfer of property by gift during such year by any individual, resident or non-resident. *Doesn’t apply to political donations.
1. §2502 Rate of Tax: A tax imposed each year is an amount equal to the excess of-
a. a tentative tax computed under §2001(c) on the aggregate sum of the taxable gifts for such calendar year and for each preceding calendar periods, over

b. a tentative tax computed under such section, on the aggregate sum of the taxable gifts for each of the preceding calendar periods.
2. §2505 Unified Credit Against Gift Tax:  You can take a credit of $1,000,000 over your lifetime.  *You must reduce that credit each year by the amount of gifts you made the following year.
E. Random Stuff
1. §2203 Definition of Executor- Anyone who is in possession, actual or constructive, of decedent’s estate.

2. Considerations Favoring Repeal of the Estate Tax
· ET is a tax on property saved during lifetime.  By taxing savings, ET creates a disincentive to save.  ET punishes most successful economic producers by subjecting them to high marginal rates.

· With a maximum income tax rate of 35% and maximum ET rates of 47%, the combined marginal rate can be viewed as 68+%.  This rate structure produces confiscatory system that destroys productivity.

· ET is imposed on assets included in the decedent’s estate.  The ET is imposed on the FMV of assets, and some assets have no market (tough to sell e.g. minority interest in a business) and are difficult to value.

· Avoiding ET involves complex legal structures and significant expense

· Most family businesses are very illiquid.  ET is due 9 months after death and must be paid in cash.  Many family businesses do not survive do to the ET.  There are relief provisions but they are extremely complex and cumbersome.
3. Considerations Supporting the Retention of the ET
· Produces needed revenue and helps prevent an increase in the concentration of wealth.
· The income tax does not tax all sources of income.  ET serves as a backdrop for income that escapes income taxation.  ET may help promote overall fairness in system.
· If Congress repeals the ET, Congress would need to supplant the income tax system with carryover basis provisions.  Otherwise, post acquisition appreciation would not be taxed
· B/c the top marginal ET rate is 46% in 2005, it costs an individual significantly less to make a charitable bequest at death.  It argues that deductibility encourages charitable bequests.
· Gates, Rockefeller, Soros, and & Newman formed an organization to support the ET.  They contend that repeal would “enrich the heirs of America’s millionaires and billionaires while hurting families who struggle to make ends meet.”  The group also states that that lost tax revenue would made up by increasing taxes on those less able to pay or by cutting social programs
4. Congressional Options

· Could make the repeal of the Estate and Generation-Skipping tax permanent.
· Could replace the existing estate and gift tax system with another system, such as taxing capital gains at death plus other revenue producing devices.
· Could keep the ET and increase the exemption from $1,500,000 to $3,000,000 or more.  It would eliminate approx. 95% of those subject to the ET
· Could lower the top rate from 47% to a rate closer to the top income or capital gains tax marginal rate.
Trusts:

· An instrument in which a legal title to property is held by one party for the benefit of another
· An instrument, but actually and entity similar to a corporation or a partnership, which can be revocable or irrevocable
· Can be created during an individual’s lifetime (inter vivos) or at death.
a. Important Trust Terminology:

1. Grantor:  The creator of the trust.  Also called the settler or trustor. The individual making the transfer to the trust.
2. Trustee: An individual, banking company, trust company, or a group of individuals or companies that administer the trust for the beneficiary.

a. A trustee takes title to the property for the purpose of protecting or conserving it for the beneficiaries.

b. A trustee has powers over the property transferred to the Trust limited by the express language of the Trust instrument and the state law.
c. A trustee has no beneficial interest in the Trust unless he is also listed as a beneficiary of the trust.

d. A trustee has a fiduciary obligation to the beneficiaries of the trust.

3. Beneficiary: The person who benefits by the creation of the Trust.  The trust has no purpose other than to benefit the beneficiary.
b. Typical Trust Format:

1.  Grantor transfers to the Trustee specific property for the beneficiary, the equitable owner of the trust.  E.g.  G transfers property to T, Y(income) to C, R(remainder) to G. E.g. H transfers property to T, Y to S, R to C.

2.  §2035 Adjustments for Gifts made within 3 years of decedent’s death
1.  §2035(a) Inclusion of Gifts made by decedent:  Except as provided in subsection (b), the value of the gross estate shall include the value of all property to the extent of any interest therein of which the decedent has at any time made a transfer, by trust or otherwise, during the 3-year period ending on the date of the decedent’s death.

2.  §2035(b) Exceptions:  Subsection (a) shall not apply-




(1) to any bona fide sale for an adequate and full 



     consideration in money or money’s worth.

3.  §2035(d)(2) Narrowed scope:  §2035 is narrowed to apply only if the decedent transfers an interest or relinquishes a power over either-

1.  an insurance policy that, without the transfer or relinquishment, would have been included in the decedent’s gross estate under §2042; or

2.   an interest in property or power over property that, if not transferred or relinquished, would have required an amount to be included in the decedent’s gross estate under §2036, §2037, or §2038.
4.  Avansino Explains:  Except in certain very limited situations, there is no inclusion in the gross estate for a death bed transfer.  If the decedent has made a transfer within 3 years of death, they have to have transferred property or relinquished power with respect to the property, and it falls under §2036, §2038, or §2042.

3.  §2036 Transfers with Retained life estate:
· Requires a transfer by the decedent either directly or indirectly
· General rule is that the Gross Estate includes transfers that are essentially testamentary transfers.  There has to be a transfer first.

· Exception for adequate and full consideration/bona fide sale.  

Avansino: Two Parts-

1. 2036(a)(1): If D retains a life estate (right to income for life) then such retention is tantamount to ownership and the entire principle is brought into the Gross Estate.


a. Requirements:

1.  Transfer by Decedent, trust or otherwise;

2.  A time period (retention).  Has the decedent retained an interest:




a. For the decedent’s life?




b. For a period not ascertainable without 


    reference to the decedent’s death?




c. For a period that does not in fact end 


    before the decedent’s death?

3. Possession or enjoyment of, or right to the income from the transferred property.    

2. 2036(a)(2): If D retains the power to choose who will get the income, then the entire principal is brought in to the gross estate.



a. Requirements:

1.  Transfer by Decedent, trust or otherwise;

2.  A time period; and

3.  Retained right by the decedent, either alone or in conjunction with any other person, to designate the persons to possess or enjoy the property or income.

· The power retained can be a very narrow power to designate.

· There is substantial overlap of this section and §2038.
b. §2036a2 and its relationship to the Satisfaction of a legal Obligation- Decedent has transferred property to trust and the income is used to support his children:

1. Court says that where decedent has to legally provide for someone then it is included in the gross estate.

2. Decedent cannot act as trustee to get around estate tax

3. To get around the tax, use an independent trustee

c.  Independent Trustee- If the trustee has discretion to do what he wants, then 2036 doesn’t apply.
If Independent Trustee is directed by the decedent, 2036 applies
Always appoint an independent trustee with discretion to distribute income and principal
*Ascertainable Standard: standard you can reveal from the 
language of the trust.
*Use an ascertainable standard where the decedent is the 
trustee
4.   §2038 Revocable Transfers:  The value of the gross estate shall include the value of all property to the extent of any interest therein of which the decedent has at any time made a transfer, by trust or otherwise, where the enjoyment thereof was subject at the date of his death to any change through the exercise of a power by the decedent alone or by the decedent in conjunction with any other person, to alter, amend, revoke, or terminate.
1. Requirements

a. Transfer by D

b. Enjoyment of transfer to change

c. At date of D’s death

d. D retains power to alter, amend, revoke, or terminate such enjoyment.

2.  Joint Powers:

Reg. 20.2038-1(a)(2):  The power is ignored if the decedent can exercise 
the power only with the consent of all the beneficiaries.

3.  Retained Power Subject to a Standard:  If D acts as a Trustee, then they must use standard, such as “support, maintenance, health, and education”.
4.  Power to Substitute a Trustee: D retains power to remove Trustee and name himself trustee where Trust provides Trustee discretionary powers, then it is tainted.

5.  Power Affecting Time or Manner of Enjoyment:  If you keep the power that affects the time or manner of the distribution, then §2038 applies.  Reg. Section 20.2038-1(a)(3).  Merely accelerating the distribution is enough to make it includable in the Gross Estate under §2038.

5.  §2040 Joint Interests:

1. Joint Tenancy w/right of survivorship.  If your in JT then there is no probate, it all goes to the survivor.
· If there is a JT w/ROS then include in the decedent’s estate the value of the property to the extent of the interest.

2. Community Property:  Each person owns ½.  No right of survivorship.
3. Tenants in Common: No right of survivorship.

Under §2040 you have to demonstrate to the agency that the survivor put up $.  Everything is included in decedent’s gross estate, subject to proof that consideration has been provided by the other JT.

· Any interest held by decedent and spouse in joint tenancy, only ½ is included in gross estate.

6.  §2041 Powers of Appointment- 
1.   Special Power of Appointment-   Limits the class of people that can receive property.  Doesn’t fall under §2041.

2.   General Power of Appointment §2041(b)(1): A power is general if it is exercisable in favor of the decedent, his estate, his creditors, or the creditors of his estate.  Basically it is a power that can be exercised directly or indirectly for the decedent’s own benefit.
a.  Example:  A trust created by S provides for payment of income to A for life with power in A to appoint the remainder.  A can appoint the remainder to anyone so A has a general power of appointment and the value of the remainder would be included in her gross estate under §2041.  
3.   Rule:  Under 2041, a person who has a general power of appointment over property must include the value of the property in his gross estate.
4.   Exceptions to General Power:

a.  §2041(b)(1)(A):  If a power may be exercised in accordance with an ascertainable standard relating to decedent’s health, education, support, or maintenance, then it is not treated as a general power of appointment.
i.   Example:  W sets up trust to provide income to B for life, remainder to C.  B also given power to invade the principal for health, education, support, or maintenance.  This is an ascertainable standard.  If B was given the power to invade principal w/out an ascertainable standard, then B would have a general power of appointment (B could appoint principal to himself whenever he wanted) and then it would all go in B’s gross estate.

b.   §2041(b)(1)(C):  A power of appointment which is exercisable by the decedent in only in conjunction with another person-

i.   If the decedent can exercise a power only in conjunction with its creator, the decedent does not have a general power of appointment.
ii.   If the decedent can exercise a power only in conjunction with someone who has a substantial interest in the appointive property, which interest will be adversely affected by an exercise of the power in favor of the decedent, the decedent does not have a general power of appointment.

5.  Tests to determine whether the value of property subject to a general power of appointment in the decedent must be included in the decedent’s gross estate:
a.   Possession:  Did decedent have possession at the time of death?

1.  Possession of a general power of appointment is treated as the equivalent of ownership of the property subject to the power for federal estate tax purposes.

2.   A person can have a general power even though at all times the person is under a legal disability to exercise it.

3.   Even if the decedent is unaware of the power’s existence, mere possession of a general power of appointment is sufficient to cause inclusion of the property in the decedent’s gross estate.

4.   If the decedent has only an inter vivos power that cannot be exercised by will, the decedent is treated as having the power at death.
b.   Exercise:  If you exercise the general power in such a fashion that it would have been included under 2035-2038 then it is brought back in (the value of the property subject to the power is included back in the gross estate.)
c.   Release:  A release of a general power (not using it) is treated as an exercise of the power, and makes the property subject to the power includable in the gross estate.

d.   Lapse:  A lapse is treated as a release which is treated as an exercise.

1.  Exception Five or Five Rule: Lapsed Power must exceed greater of $5,000 or 5% of assets at time of lapse.  Ex.  A transfers 400k in T, Y to B and gives B the right in the year of transfer to withdraw 30k from the trust principal. B fails to exercise the power and dies in the subsequent year.


Here it exceeds 5% of the 400k by 10k, so 10k is includable in gross estate 
b/c it is equivalent to him transferring it back to the trust.
e.   Qualified Disclaimer §2518:  If an individual is given a power and makes a qualified disclaimer, then they will be treated as if they were never given the power.
1.  §2518(b) Qualified Disclaimer defined:  To make a qualified disclaimer it must be an irrevocable and unqualified refusal to accept an interest in property, but only if- 


(1)  The refusal is in writing



(2)  Righting is received by transferor within 9 

       months from:





(A) the day when the interest was 



       created, or





(B) the day when the person reaches 



       21 

7.  §2042 Life Insurance Proceeds:
1. Two Types of Life Insurance:

a. Term:  Cheap coverage, buy for a certain number of years, each year insurance company has a right to raise the premium

b. Whole:  Cheap coverage, buy for a certain number of years, each year insurance company has a right to raise the premium

2. §2042 Deals only with insurance policies on Decedent’s life.  If a decedent owns an insurance policy on the life of another person and predeceases that person, this section is inapplicable (although it would be included in decedent’s estate under 2033)

3. Two Basic Inclusionary Rules:  The proceeds of insurance policies on a decedent’s life are included in the insured’s gross estate if they are
a. Receivable by the executor-  If the proceeds are either payable into the estate or legally committed to the discharge of obligations of the estate then they are included in the gross estate under §2042(1)
b. Receivable by other beneficiaries and the decedent had any incidents of ownership in the policy at death- 


Incidents of Ownership: Anything that would confer an economic 
benefit on the decedent:
1. power to change the beneficiary

2. power to surrender or cancel the policy

3. power to assign it

4. power to revoke an assignment
5. power to pledge the policy for a loan.

II.   The Taxable Estate- Deductions from the Gross Estate
1. §2053 Expenses, Indebtedness, and Taxes-  Deduct from gross estate:
a. §2053(a)(1) Funeral Expenses:  Not limited to the bare cost of the funeral ceremony.  Can deduct for tombstone, monument, or mausoleum, burial lot for decedent or family.  Also included are costs for embalming, cremation, casket, hearse… (1) must be a funeral expense within the meaning of the federal statute, (2) it must be allowable under local law (3) and the amount must not exceed that which local law permits.
b. §2053(a)(2) Administration Expenses: the costs of administering the estate, attorney’s fees, executor fees.

1. Commissions paid or fixed by a probate court or decree.  

2. Attorney’s fees are deductible (local law/local custom impress upon the agents what a reasonable fee is).  

3. Miscellaneous expenses- court costs
c. §2053(a)(3) Claims against the estate
d. §2053(a)(4) For unpaid mortgages or, or any indebtness in respect of, property where the value of the decedent’s interest therein, undiminished by such mortgage or indebtedness, is included in the value of the gross estate. (If the value of the house w/the mortgage is included in the gross estate, then deduct the mortgage.)
2.   §2055 Charitable Donations:  You can deduct from the gross estate any donation to a charity.

a.   §2055(a) What constitutes a charitable donation (use the code):

1.   Donation to the United States, any State or subdivision thereof, or to Washington D.C., for exclusively public purposes.

2.   Any corporation organized and operated exclusively for religious, charitable, scientific, literary, or educational purposes

3.   To a trustee or trustees, or association if the gifts are used for religious, charitable, scientific, literary or educational purposes
4.   Veterans organizations .

b.   Qualified Remainder Interest:  If you create a trust and the beneficiary of the remainder qualifies as a charitable contribution, then the present value of the remainder interest qualifies for an estate tax deduction under §2055.  Three types:

1.  CRAT (Charitable Remainder Annuity Trust):  Essentially it is a trust that initially pays a fixed annuity of between 5% and 50% of the original value of the trust corpus to the noncharitable beneficiary, with a remainder having a value of at least 10% of the original value of the trust corpus passing to charity.

a.   Fixed payout, at least annually, to income beneficiaries.

b.   Set-dollar amount or a fixed percentage or fraction of the value of the initial contribution to the trust.  Min 5% max 50% (has to be between 5% to 50%)

c.   Payout independent of investment performance

d.   CRAT- only funded once- Trust instrument must contain provision prohibiting additional contributions.

e.    10% Remainder floor: The value of the remainder interest must be equal to at least 10% of the initial FMV of the property placed in the trust.

f.   IRS provides forms to draft CRAT and CRUT

g.   The amount of the deduction is the net fmv of the corpus of the trust less the value of the noncharitable interests in the trust.  Actuarial valuation is used in valuing the noncharitable interests.

2.   CRUT (Charitable Remainder Unitrust):  

a.
Payout, at least once a year, of fixed percentage of the FMV of the trust assets valued annually

b.
Percentage payout fixed (between 5% and 50%) but distribution will vary annually depending on value of the trust

c.
CRUT- additional contributions O.K.

d.
Several forms of CRUT
3.  PIF (Pooled Income Fund):  A fund, not necessarily a trust, in which a donor’s property is commingled with the property of other donors.  The property is invested in a diversified investment portfolio fund that is administered by the charity, but not by any of the donors.  Each donor receives their share of the fund income for life, with an irrevocable remainder to the charity of their share at death.

a.  Donor must transfer property to a charity with the charity receiving an irrevocable, noncontingent remainder interest in the property and there is one or more income beneficiaries receiving a life estate.

b.   Each beneficiary must be living at the time of transfer to the trust. (The charity receiving the remainder can also be an income beneficiary)

c.   Fund must be made up only of such transfers.
d.   Fund must be maintained by the donee charity

e.   The amount of deduction is subtract the value of the income interests from the value of the entire interest contributed.

3.  §2056 Marital Deduction: 
a.   §2056(a):  The estate is allowed a deduction for the value of any interest in property that either passes at death or has passed during life from a decedent spouse to a surviving spouse.

An interest passing to a spouse is deductible if:

1. It is included in the decedent’s gross estate
2. It is not otherwise deductible under some other estate tax deduction provision

3. It is not a terminable interest.

b.   §2056(c): An interest is considered as passing from the decedent to any person if and only if:
(1) such interest is bequeathed or devised to such person by the decedent.
(2) such interest is inherited by such person from the decedent;

(3) such interest is the dower or curtesy interest of such person as surviving spouse of the decedent;

(4) such interest has been transferred to such person by the decedent at any time;

(5) such interest was, at the time of the decedent’s death, held by such person and the decedent;

(6) the decedent had a power (either alone or in conjunction with any person) to appoint such interest and if he appoints or has appointed such interest to such person, or if such person takes such interest in default on the release or nonexercise of such power; or

(7) such interest consists of proceeds of insurance on the life of the decedent receivable by such person.

c. §2056(d)- No marital deduction is allowed if the surviving spouse is not a United States Citizen.

d. Terminable Interest Rule:  An interest in property passing to a surviving spouse is nondeductible if

(1) the interest is terminable; i.e. fails by a mere lapse of time (10 years) or the occurrence or nonoccurrence of an event (remarriage), life interest, any kind of contingency or qualification should ring a bell.
(2) the decedent has given the interest to the surviving spouse and a third person.

(3) the third person may possess or enjoy the property upon the termination or failure of the surviving spouses interest.

e.   Deactivation of Terminable Interest Rule:

1.   §2056(b)(3): only condition where SS’s interest can terminate – death in a common disaster or within 6 months of D’s death, and such death does not occur
a.   Rationale: no incentive to make imprudent disposition of an estate solely to obtain the MD.

b.   Key: if spouse doesn’t survive for the stated period then no MD as no interest will actually pass from the D to the spouse.

c.   Example: D’s Will gives residuary estate to SS but if SS should die before “my will is probated”, then to C.  D’s will is probated in 4 weeks and residuary is distributed to SS.

d.   Interest does not qualify for the MD as could take longer than 6 months.  Reg. §§ 20.2056(b)-(3)(d) example #4.  
f.   §2056(b)(5): Life Estate in SS with General Power of Appointment

1.   overshadowed by §2056(b)(7)

2.   Reg. §20.2056(b)(6) lists requirements:

a.   SS entitled for life to all income from entire interest, specific portion or specific portion of all income from entire interest.
b.   Income must be paid annually or more frequently
c.   SS must have GPA over interest to herself or her estate
d.   Power must be exercisable by her alone and in all events 
e.   The entire interest or specific portion must not be subject to a power in any other person to appoint any part to any person other than the surviving spouse.
g.   §2056(b)(7) Qualified Terminable Interest Property Trusts (QTIPS)
1.   Decedent’s will may put a life interest for the surviving spouse but also give remainder to children.  §2056(b)(7) permits the entire value of the property (both in the life estate and the remainder) to qualify for the marital deductions.
2.   §2056(b)(7)(i) Three requirements:



(I)    the property must pass from the decedent;

(II)  the surviving spouse must have a qualifying income interest for life in the property
1. must have right to all the income from the property for the spouse’s life.

2. no one may have a power to appoint any part of the property during the spouse’s lifetime except for spouses benefit.

(III) the decedent’s executor must elect to apply section 2056(b)(7) 

3.  §2056(b)(7) is an elective provision: §2056(b)(7)(v) the election is irrevocable.

4.   §2010 Unified Credit against the Estate Tax

a.   Direct reduction in tax otherwise payable, differing from deductions, which are subtractions from the taxable amount.
b.   §2010(c) Applicable credit amount: The applicable credit amount is the amount of the tentative tax which would be determined under the rate schedule set forth in section 2001(c) if the amount with respect to which such tentative tax is to be computed were the applicable exclusion amount determined in accordance with the following table:

	In the case of estates dying and gifts made, during:

	The applicable exclusion amount is:

	2005
	$1,500,000

	2006, 2007, 2008
	$2,000,000

	2009
	$3,500,000


c. So when you get the gross estate, take out the deductions to get the taxable estate and then use the unified credit to offset the tax owed on the taxable estate.  

5.  §2011 Credit for State Death Taxes

a.   was a credit that slowly was eliminated and replaced by §2058

b.   §2058:  Allowance of a deduction from the gross estate of any estate, inheritance, legacy, or succession taxes actually paid to any state.

1.  Must be actually paid:  deduction allowed shall include only taxes as were actually paid and deduction there for claimed before the later of-

1.  4 years after the filing of the return required by section 6018
6.   §2013 Credit for tax on prior transfers:
a.   An estate is entitled to a credit for all or part of the estate tax paid with respect to a transfer of property to the decedent by another person who died not more than ten years before or two years after the decedent.

b.   Requirements:

1.  Transfer of property to the decedent

2.  By or from a person who either


a.   died within 10 years before, or



b.   died within 2 years after
3.  The decedent’s death
III. The Gift Tax

1. §2501 Imposition of tax:  A tax is imposed for each calendar year on the transfer of property by gift during such calendar year by any individual, resident or nonresident. The tax is computed w/§2502
2. §2511 Transfers In General:
a. §2511(a) The tax imposed by section 2501 shall apply:

1.  whether the transfer is in trust or otherwise, 
2. whether the gift is direct or indirect, 
3. and whether the property is real or personal, tangible or intangible; 

4. But in the case of a nonresident not a citizen of the United States, shall apply to a transfer only if the property is situated within the United States.
b. Direct Gifts:  Easily identified: A transfers some stock to B; X deeds some land to Y; P gives adult child C an expensive care.

c. Indirect Gifts: 
1. Transfer in Trust: not treated as a gift to the trust, but as a gift of separate interests to the beneficiaries.

2. Transfers to Entities: analogous to transfers in trust.  If you transfer property to a corp. that you own, no gift tax b/c it is an indirect transfer to yourself.  If a donor transfers property to a corp. partly owned by them, then there is a gift tax proportionate to their retained interest.  Ex.  Transfer property to a corp. you own 40% of, there is a gift tax on 60% of the value of the property transferred.

3. Gifts by entities:  A transfer of property by a corporation to B is a gift to B from the stockholders of the corporation.  If B himself is a stockholder, the transfer is a gift to him from the other stockholders but only to the extent it exceeds B’s own interest in such amount as a shareholder.

4. Nature of the Transfer: Transfers to a straw person are not gifts to the straw person, they are no more than indirect gifts to the intended person.
5. Discharge of Indebtedness:  If, for no consideration, A discharges B’s legal obligation to C, A may have made a gift to B.  Exception:  Married persons filing a joint income tax return can pay all or more than half of the tax and it is not subject to the gift tax.
6. Interest free or Below-Market interest rates loan is subject to the gift tax:  The forgone interest is subject to the gift tax.

d. Remainders:  A remainder can be the subject of a gift.  If a person transfers less than an entire interest in property, technically the person has made a gift only of the portion transferred.  If a donor transfers property in trust and reserves a right to a specified payment for life, the donor’s gift is reduced by the value of the remainder. *Special rules under §2702 if the donor made a transfer to a family member and retained an interest.  Under the rules, the retained interest or interests are valued at zero, thereby increasing the value of the transferred interest or interests.
e. Reversionary Interests:  If the donor retains a reversionary interest, then the same principles apply.  Ex. A donor creates a trust, income to A for fifteen years and reversion to the donor or the donor’s estate, the amount of the gift is the value of the fifteen-year income interest or, stated differently, the value of the property less the value of the retained reversion.  *a contingent remainder is also an includable gift.
f. Insurance and Annuities:  A purchase of a policy for the benefit of another, the transfer of an existing policy to another, or the payment of premiums on an existing policy owned by another, all may constitute gifts, if the one making the purchase, transfer, or payment retains no control over the policy.  Also the purchase of an annuity for another will constitute a gift.
g. When a transfer is complete:
1. A mere intention to make a gift is not a gift; objective action to effect a transfer to the donee is essential.  The question is: When did the donor relinquish dominion and control?
2. Revocable transfers:  A transfer subject to outright revocation is not a completed gift.  As the transfer begins, then the donor would be treated as making completed gifts.  Ex.  Settlor creates a trust, income interest to A and remainder to B, with the power to revoke the remainder.  Here the only completed gift is the income interest.

a. Minor’s right to revoke:  If under local law a minor can rescind a gift, the minor’s gifts are not recognized for gift tax purposes until the minor’s power to rescind expires (usually at 18).

b. Termination of Donor’s Control:  A completed gift subject to the gift tax occurs when the donor’s control terminates either by operation of law, by some affirmative action by the donor, or upon the happening of an event other than the donor’s death.
3.   Power to change beneficiaries:  The controlling factor in determining when a gift is complete for gift tax purposes is the donor’s abandonment of control over the property.  If the donor can alter any beneficial interest, then the gift would not be complete.  But amounts the donor permits to be paid over to the beneficiary of the uncertain interest do constitute gifts. 
4.   Power to alter time or manner:  If a power to alter time or manner also alters the beneficial interests then there is an incomplete gift.

3. §2702 Special Valuation Rules for Transfers of Interests in Trusts:
a. Special rules apply when making a gift to a family member and retaining any interest.  §2702 generally values any retained interest at zero.  Result is that the transferred remainder is treated as having a value equal to the full value of the corpus.
b. Two Requirements:
1. There must be a transfer of an interest in trust to (or for the benefit of) a member of the transferor’s family.

2. An interest in the trust must be retained by the transferor or an applicable family member.
c. Family members:  

1. Member of the transferor’s family:  Spouse, ancestors and lineal descendants of the transferor and the transferor’s spouse, brothers and sisters of the transferor, and the spouses of any of these persons.  §2702 is inapplicable to transfers to nieces and nephews, aunts and uncles, or more remote relatives.

2. Applicable family member (for retained interest):  Includes only the transferor’s spouse, ancestors of the transferor or the transferor’s spouse, and the spouses of any ancestor.

d. Retained Interest:  
1. An interest is retained under §2702 only if it is held by the same individual both before and after the transfer in trust.

2. The retained interest may be held either by the transferor or an applicable family member.
3. If an applicable family member retains an interest, §2702 applies and values the applicable family member’s interest at zero in determining the amount of the transfer by the transferor to a family member.

e. A transfer of a portion of an interest in a trust:  Portions of a trust are treated as separate trusts.  Ex.  If Grantor retains an income interest in all of the corpus of a trust for ten years and at the end of the ten years, two thirds of the corpus passes to Grantor’s Child and one third passes to Grantor’s Niece, the statute treats this as two transfers to two trusts.  The first trust with two thirds of the corpus is subject to §2702 but the second trust is not.  As a result, there is a transfer of the entire value of two thirds of the original corpus of the trust and a transfer of only a remainder interest in one third of the original corpus of the trust.

f. Exceptions to §2702
1. Incomplete Gifts:  If there is no complete gift then §2702 does not apply.  

2. Qualified Interests: If grantor retains an interest, it will only be valued if it is a qualified interest.  Qualified interest: Annuity, Unitrust (specified fixed amount or % that you get at least annually). If it is not a qualified interest, then the gift is a gift of everything.
a. GRAT (Grantor Retained Annuity Trust):  

1. an irrevocable right to receive a fixed amount

2. at least as frequently as annually

3. amount is either a set dollar amount or a set percentage of the initial fair market value of the property transferred.

b. GRUT (Grantor Retained Unitrust):

1. an irrevocable right to receive a set fraction or percentage of the trust corpus determined on an annual basis.

2. at least as frequently as annually

c. Personal Residence Trusts:  §2702 is inapplicable if the transfer is on an interest in a trust whose corpus is a residence used as a personal residence by the term interest holders.

1. Requirements:
a. Residence must be used as a personal residence by the term interest holder 

b. Personal residence is defined to include the principal residence of the term holder and one other residence that is treated as used.

c. Personal residence does not include personal property held in conjunction with the residences.
d. Residence must be used as a residence (not for income)

d.   Qualified Personal Residence Trust:  Must satisfy the general requirements applicable to a regular personal residence trust, but it is permitted

1.   To hold cash and other assets that are related to the residence,

2.   To sell the residence and reinvest the proceeds in another residence,

3.   To receive or make improvements to the residence;

4.   To be converted into a qualified annuity trust.

4.   §2512 Valuation of Gifts:

a.   Time of Valuation §2512(a):  The value of the property at the date of the gift is considered the amount of the gift
1.   Valuation on completion:  Tax liability is measured by the value at the time of the completion of the gift, not at the time of any earlier transfer.  (Look at §2511 requirements as to when the gift is complete.
2.   The reg’s provide that “the value of the property is the price at which such property would change hands between a willing buyer and a willing seller, neither being under any compulsion to buy or to sell, and both having reasonable knowledge of relevant facts.” 25.2512-1
b.   Transfers in the Ordinary Course of Business §2512(b) exception:   Where property is transferred for less than an adequate and full consideration in money or money’s worth, then the amount by which the value of the property exceed the value of the consideration shall be deemed a gift, and shall be included in computing the amount of gifts made during the calendar year.
1.   Burden of Proof is on the Donor- What constitutes consideration?

a.   The only consideration is money or money’s worth.  No “love and affection” crap allowed.

b.    Requirement of “adequate and full consideration”

1.
There is a gift to the extent the monetary value of the consideration received is less than the monetary value of the consideration given.

2.   Ex: Mother gives parcel of land worth $1,000,000 in exchange for $250,000 cash.  Result:  Gift of $750,000 to her son.
c.   §7517- Applies to gifts; Donor may request IRS to provide written statement furnishing method of valuation:

1.   Explain basis for determination of value; they give you the reasons for their determination 

2.   Set forth computations to arrive at value

3.   Provide a copy of any appraisal report

5.   §2503(e) Exclusion of Gift for educational expenses or medical expenses:  

a.   Any qualified transfer shall not be treated as a transfer of property by gift for purposes of this chapter. §2503(e)(1)
b.   Qualified Transfer is:

1.   tuition to an educational organization for the education and training of such individual [§2503(e)(2)(a)], or

2.   to any person who provides medical care with respect to such individual as payment for medical care

3.  Pay the school or the doctor directly for the 2503(e) exclusion.  If you give it to the person directly, it will be a gift.

6.   Payment of Gift Tax as Consideration
a.   Primary obligation of Donor to pay gift tax under Section 2502(c)
b.   Payment of tax by Donee is offsetting benefit to Donor
c.   Net Gift- difference between the value of the property gifted and the amount of the gift tax paid by the donee
d.   RR 75-72- established an algebraic formula to determine the amount of the gift tax.
7.   Political Contributions:  Section 2501(a)(5) exempts from the gift tax transfers to political organizations defined in section 527(e)(1)
8. §2514 Powers of Appointment:  
a. Applicable only to general powers of appointment

b.   Rule:  A general power is one that can be exercised in favor of the possessor of the power, the possessor’s estate, the possessor’s creditors, or the creditors of the possessor’s estate [§2514(c)]

c.   Exceptions [§2514(c)(1),(2), &(3)] 
1.  If the exercise of the power is restricted by an ascertainable standard relating to the possessor’s health, education, support, or maintenance.

2.  Pre-1942 power exercisable by the possessor only in conjunction with another person

3.  Post-1942 power exercisable by the possessor only in conjunction with another person is not a general power of appointment, if:

(A)
the power is not exercisable by the possessor except in conjunction with the creator of the power;
(B)
the power is not exercisable by the possessor except in conjunction with a person having a substantial interest in the same property, which is adverse to exercise of the power in favor of the possessor (substantial adverse interest).

(C)
the power is still a general power after applying the (A) and (B) is a general power as it pertains to only a portion of the property subject to the power, if others who must join in an exercise of the power are permissible appointees.
d.   Treatment of Post-1942 Powers [§2514(b)]

1.  Rule:  The exercise or release of a general power of appointment is treated as a transfer of property.

i.
Qualified Disclaimer is not treated as a release:  Must meet guidelines of §2518.  Will only be recognized if it is a complete and unqualified refusal to accept any rights under the power. Requirements:
1.
Writing

2.
9 months

3.
No acceptance of interest or benefits, and

4.
interest must pass w/out direction of disclaimant
2.  Lapse of Power treated as a release [§2514(e)]:  A lapse constitutes a release only to the extent that the amount that could have been appointed exceeds $5,000 or 5% of the aggregate value of the assets subject to the power, whichever is greater.
9.  §2516 Divorce Settlements:  A transfer in connection with divorce is exempt from the gift tax if the requirements of the section are met.

a.   Requirements:  

1.   A written agreement relative to the marital and property rights of the spouses, and

2.   A final divorce within one year prior to, or two years after, execution of the agreement.  

b.   If the requirements are met, then transfers pursuant to the agreement are automatically treated as for a full and adequate consideration in money or money’s worth if they are either

1.  Transfers to a spouse to settle marital or property rights, or

2.  Transfers to provide for the spouse or the children.

10. §2503 Taxable Gifts:  Means the total amount of gifts made during the calendar year minus any deductions.
a.   The Annual Exclusion [§2503(b)]: The taxpayer may currently exclude from “the total amount of gifts” for a calendar year the first $11,000 of gifts to each donee.  

b.   Requirements:
1.
transfer from donor to a donee
a.
If to a T ( gift to beneficiaries

b.
If to Corp or Partnership ( gift to SH’s or P’s

c.
If by Corp ( by Sh’s

d.
If to JT ( to JT’s (to each jt)

2.
Present Interest: unrestricted right to immediate use, possession, or enjoyment of property or income from property (life estate) ( Reg. 25.2503-3b

c.   Future Interests Disqualified for Exclusion: §2503(b) says annual exclusion not for gifts of future interests in property.  
1.  §25.2503-3(a)-  Future interests includes reversions, remainders, interests limited to commence in use, possession, or enjoyment at some future date or time.

2.  Crummy Powers:  The power to demand outright ownership of property held in trust creates a present interest.

a.  There must be a realistic right to withdraw, notice to the beneficiary, and a time limit  

d.   Non-income producing property:  If it is clear that there is no certainty that the income beneficiary will get some income, then 2503(b) could be denied.  If you’re trying to qualify something under 2503(b) don’t be to cute

e.   §2503(e) Exclusion of Gift for educational expenses or medical expenses:  

1.   Any qualified transfer shall not be treated as a transfer of property by gift for purposes of this chapter. §2503(e)(1)

2.   Qualified Transfer is:

a.   tuition to an educational organization for the education and training of such individual [§2503(e)(2)(a)], or

b.   to any person who provides medical care with respect to such individual as payment for medical care

c.   Pay the school or the doctor directly for the 2503(e) exclusion.  If you give it to the person directly, it will be a gift.

11.  §2519 Disposition of Certain Life Estates:  
a.   General Rule:  Any disposition of all or part of a qualifying income interest for life in any property to which this section applies shall be treated as a transfer of all interests in such property other than the qualifying income interest.

1.   Property to which this subsection applies:

a.   §2056(b)(7):  election with respect to life estate for surviving spouse

b.   §2523(f): election with respect to life estate for donee spouse

2.   Ex:  If the donee spouse makes a disposition of part of a qualifying income interest for life in trust corpus, the spouse is treated under §2519 as making a transfer subject to chapters 11 and 12 of the entire trust other than the qualifying income interest for life.  Therefore, the donee spouse is treated as making a gift under §2519 of the entire trust less the qualifying income interest, and is treated for purposes of section 2036 as having transferred the entire trust corpus, including that portion of the trust corpus from which the retained income interest is payable.  A transfer of all or a portion of the income interest of the spouse is a transfer by the spouse under §2511.
3.   Ex. 2: Under D’s will, a personal residence valued for estate tax purposes at $250,000 passes to S for life and after S’s death to D’s children.  D’s executor made a valid election to treat the property as qualified terminable interest property.  During 1995, when the fmv of the property is $300,000 and the value of S’s life interest in the property is $100,000, S makes a gift of S’s entire interest in the property to D’s children.  Pursuant to §2519, S makes a gift in the amount of $200,000 (i.e. the fmv of the qualified terminable interest property of $300,000 less the fair market value of the S’s qualifying income interest in the property of $100,000).  In addition, under §2511 S makes a gift of $100,000 (i.e. the fmv of S’s income interest in the property.
12.  §2523 Gifts to Spouse (Marital Deduction for gifts)
a.   General effect of allowing an unlimited deduction for interspousal gifts
b.   Basic Requirements:

1.   Available only if the donor and donee are married at the time of the gift

2.   If the donee is not a citizen of the United States at the time of the gift, no gift tax marital deduction is allowed

c.   The Terminable Interest Rule §2523(b): Essentially the rule precludes a marital deduction unless the transferee spouse receives an interest in property that will constitute a gift by that spouse if given away during the spouse’s life or will be included in that spouse’s gross estate if retained until the spouse’s death.  §2523(b) may disallow a marital deduction in two situations:

1.   Donor Retains Interest:  If the interest transferred to the spouse is a terminable one, no marital deduction is generally allowed if the donor has retained an interest in the same property under which the donor may succeed to possession or enjoyment of the property upon termination of the spouse’s interest.  Ex:  D transfers property in trust, income to spouse for life and corpus returned to the donor or donor’s estate upon the spouse’s death.  Even though the donor made a gift to the spouse in this situation, the gift does not qualify for the marital deduction b/c (1) the spouse’s interest is terminable; (2) the donor has retained an interest in the property; and (3) by reason of the donor’s retained interest, the donor may enjoy the property upon termination of the spouse’s interest.
2.   Third Party Acquires Interest:  If the interest transferred to the spouse is a terminable interest and the donor has gratuitously transferred to some third party an interest in the same property, under which that 3rd person or that 3rd person’s heirs or assigns may succeed to possession or enjoyment of the property upon termination of the spouse’s interest, no marital deduction is generally allowed.
3.   Tainted Asset Rule §2535(c): This is the rule to be applied when an interest transferred to a spouse can be satisfied either out of assets that qualify for the deduction or other assets that do not.  Rule:  For the purpose of determining the marital deduction the value of the interest transferred to the spouse must be reduced by the value of the tainted assets out of which or proceeds of which the spouse’s interest can be satisfied. 

d.   Exceptions to the Terminable Interest Rule:

1.   Joint Interests §2523(d):  A gift arising out of the creation of a tenancy by the entirety or joint tenancy with a spouse can qualify for the marital deduction.  

Ex:  If a donor creates a joint tenancy in securities with the right of survivorship, and the donor supplies all the consideration for acquisition of the securities, the marital deduction is one half the value of the securities.  One half of the value of the entire joint tenancy property is a gift to the spouse, and that is the amount of the deduction.

2.   Life Interests With Powers §2523(e):  Permits a marital deduction for certain otherwise unqualified life interests transferred to a spouse if the spouse is also given a general power of appointment over the property or a “specific portion” of the property determined on a fractional or percentage basis.  *Comes into play in the context of life insurance.
Ex:  If a donor owning a policy on the donor’s life effectively transfers all rights and interests in the policy to the spouse and neither retains any interest nor transfers any interest to another, the gift is subject to the marital deduction.

If the life insurance policy gives others an interest in the policy after the death of the spouse, and if the spouse did not have complete power of disposition over the policy during spouse’s life, the gift of the policy to the spouse fails to qualify for the marital deduction.

3.   Qualified Terminable Interest Property §2523(f) QTIP:  A donor spouse may elect to have gifts of certain life estates to a donee spouse treated as if they were not terminable interests if those interests meet the statutory definition of “qualified terminable interest property”:

a.   the property must pass from the donor;

b.   the property must pass a qualifying income interest to the spouse for life; and

c.   the donor must elect to use §2523(f)

*To meet qualifying income:  The spouse must receive an immediate right to receive the income for life, the income must be payable at least annually, and during the donee spouse’s life, neither the donee spouse nor anyone else may have the power to appoint to any person other than the donee spouse any part of the property from which the donee spouse is entitled to receive income.
4.  Charitable Remainder Trusts §2523(g):  If the donor and the spouse are the only noncharitable beneficiaries of either a charitable remainder annuity trust or a charitable remainder unitrust, the remainder qualifies for the charitable deduction and the life interest in the spouse qualifies for the marital deduction.

e.   Noncitizen donee spouses = no marital gift deduction.  No gift tax marital deduction is allowed for any gift to a spouse who, at the time the gift is made, is not a U.S. citizen.

f.   Extent of Deductions §2524:  There is a limit on the amount of charitable deduction and the marital deduction.

1.  Charitable Deduction:  If the donor who made a $15,000 gift to charity was allowed a full $15,000 deduction in determining taxable gifts for the year but the donor’s gift to charity was reduced to $4,000 by the annual exclusion, $11,000 of the charitable deduction could apply improperly to offset otherwise taxable gifts to private individuals.  §2524 limits the charitable deduction to $5,000 on these facts
2.  Marital Deduction:  A donor gives a spouse $15,000 outright during the year would be allowed both a $15,000 marital deduction and an $11,000 annual exclusion.  §2524 limits the marital deduction to $4,000 on these facts.

13. §2502 Rate of Tax:  
a.   Periodic accounting for gifts:  Gift tax liability is determined with reference to the calendar year.  Gift tax rates depend on the donor’s aggregate sum of taxable gifts since June 6, 1932.

b.   Rates §2001(c):  §2001(c) is the rate schedule for taxable gifts.  The rate brackets applicable to gifts are identical to the rate brackets applicable to estates.
c.   Method of Computation §2502(a):

1.   A tentative tax figure be determined by applying the current tax rates to all taxable gifts made since June 6, 1932, including gifts made in the current year for which tax liability is being determined, and

2.   A second tentative tax figure be determined by applying the current tax rates to all gifts made since June 6, 1932, but not including gifts made in the current year.

3.   The excess of the first tentative figure over the second is the tax on gifts for the current year.

d.   Liability for the Gift Tax §2502(c):  The gift tax shall be paid by the donor.  This fastens primary liability for the tax on the donor, but donee may be liable if donor doesn’t pay, and then donee can get reimbursed.

14. §2504 Taxable Gifts for Preceding Years:

a.   Includes any transfers made in preceding taxable years

b.   Valuation for Prior Years §2504(c): If certain conditions are met, an earlier valuation of a gift by a taxpayer or, in some circumstances, an earlier determination of the amount of a gift, becomes final and no longer subject to reconsideration.  Different rules for different periods:

1.  Gifts Made Thru August 5, 1997:  Valuation becomes final in the computation of gift tax due on additional gift tax transfers if 

A.  A gift was made in a preceding calendar period;

B.  A gift tax was assessed or paid for that taxable period; and
C.  The time for further assessment of tax for that taxable period has expired.

2.   Gifts Made After August 5, 1997: If the statute of limitations has run on a gift because the gift was either reported on a return, or disclosed on a statement attached to a return, in a manner adequate to apprise the government of the nature of the gift, the amount of the gift as finally determined for gift tax purposes may not be changed for purposes of determining the amount of tax on subsequent taxable gifts under the gift tax.  Final Determination Requirement:
A.  Is made by the taxpayer if the amount is shown on a gift tax return (or statement attached to the return) and IRS does not contest the amount

B.  Is made by the IRS in a situation where the IRS establishes an amount that is not contested by the taxpayer

C.  By the courts in a final determination of the amount that is no longer subject to appeal

D.  By a settlement agreement between the taxpayer and the IRS determining the amount.

3.  Exclusions for Prior Years §2504(b):  Whatever statutory exclusion was provided for the earlier period in which a gift was made continues to be recognized.

IV.   Valuation of Gross Estate
1.  Fair Market Value: Value of an asset as “the price at which the property would change hands between a willing buyer and a willing seller.”

a.   Commissioner’s determination of value is prima facie correct and taxpayer has burden of proof in proving IRS wrong.

b.   Cash on hand and checking and savings accounts are valued at what they are

c.   Liquid and regularly traded assets (cars, stocks) are determined by reference to comparable sales in the open market.

d.   *You really want to get a good appraiser, maybe even one approved by the IRS, to get an acceptable value for an asset.

2.   General Valuation Methods:

a.   Income Approach:  Value is determined with reference to the present value of the expected future income.
b.   Market Approach:  Reference is made to comparable assets that are publicly traded.

c.   Asset-based Approach (Cost): Aggregates and nets the value of underlying assets and liabilities.

d.   Valuation Determined By Agreements (§2703):  Where a buy-sell agreement is negotiated at arms length between unrelated owners, courts have given considerable deference to the valuation method contained in the agreement.  *Must survive §2703
3.  Alternative Valuation Date §2032:  The executor may elect the date six months after the decedent’s death, instead of the date of death.

a.   Election cannot be withdrawn after it is made
b.   Return must be filed within one year of the date of timely filing

c.   If the alternative valuation date is elected, the election applies to all the property included in the gross estate.

4.   §2703 Certain Rights and Restrictions Disregarded:  
a.   General Rule [§2703(a)]:  The fair market value of property is to be determined without regard to any option, agreement, or other right to acquire or use the property at a price less than the fair market value.  But qualified easements are taken into consideration, generally lowering the value.

b.   Exceptions [§2703(b)]:  Three requirements must be satisfied:

1.   Must be a bona fide business arrangement- real and arms length negotiation, not illusory
2.   Must not be a device to transfer property to members of decedent’s family for less than full and adequate consideration in money or money’s worth – IRS will look at family relationships
3.   The terms must be comparable to similar arrangements entered into by persons in an arms length transaction
c.   Reg. 25.2703-1(b)(3):  A right or restriction is considered to meet each of the three requirements if more than 50% of the value of the property is owned directly or indirectly by individuals who are not members of the transferor’s family.
d.   Minority Shareholder Blockage:  

1.   Very important element in mergers, if you own most of the stock then you can get a premium for selling it

2.   If you own little, then you have no control, no real say in the corporation, so does your interest get a discounted value for estate tax purposes (b/c no one will pay what it is really worth)?

3.   You want to fight it by getting an expert to show that the value assigned isn’t really worth what it is
4.   Blockage Discount for a block of stock- When you have a huge share of stock in a corporation, you’re entitled to a discount when you’re in control at death.  Ex: Problem 11 Question 2

A.
Decedent’s interest is probably less than $1 million b/c it is a minority interest and should be discounted due to the lack of control to affect the dealings of the partnership.

B.  
Value initially is 1 million, layered discount so 20% minority discount is $200,000 discount, so value is 800,000.  20% marketability discount of $800,000 is 160,000 so total value is 640,000.
V.   Generation-Skipping Transfer Tax:  
1.  Terminology:
a.   Transferor §2652(a):  Individual who is either the decedent (if property has been subject to the estate tax) or the donor (if property has been subject to the gift tax).

b.   Skip Person §2613(a): 

1.   A natural person assigned to a generation which is 2 or more generations below the generation assignment of the transferor, or

2.   A trust, if all the interests in the trust are held by skip persons, or if

i.  
there is no person holding an interest in the trust and 

ii.
at no time after the transfer may a distribution (including distributions on termination) be made from the trust to a non-skip person.

c.   Generation Assignment §2651:

1.  Lineal Descendants §2651(b):  Assigned to that generation which results from comparing the number of generations between the grandparent and such individual with the number of generations between the grandparent and the transferor.

A.  Example:  I am 2 generations from Grandpa, My dad is 1 generation from Grandpa, I am 1 generation from my dad.

2.  Non Lineal Descendants §2651(d):
A.  An individual born within 12½ years of the transferor is part of the transferor’s generation.

B.  An individual born between 12½ years and 37½ years is assigned to the 1st generation below the transferor

C.  An individual who is 37½ years younger than transferor is assigned to the 2nd generation below the transferor.

d.   Deceased Parent Rule (predeceased child exception) §2651(e):  If an individual is a descendant of a parent of the transferor (or the transferor’s spouse or former spouse), and the individual’s parent is dead at the time of the transfer, then the individual is treated as if they were a member of the parent’s generation.  Ex: Grantor has 2 children, one of the children is dead.  In that case, we don’t treat the grandchild as a skip person.

e.   Definition of Interest §2652(c):  A person has an interest in property held in trust if (at the time the determination is made) the person

1.   has a right (other than a future right) to receive income or corpus from the trust,

2.   is a permissible current recipient of income or corpus from the trust

2.  Types of Generation Skipping Transfers:
a.   Direct Skip [§2612(c)]: The transfer of an interest in property that is subject to either estate tax or gift tax and is made to a skip person.  
1.   Ex: An inter vivos or a testamentary transfer to one’s grandchild is a direct skip, as is an inter vivos or testamentary transfer to a trust with income to children and remainder to their heirs.

2.   The Taxable Amount:  The value of the property received by the transferee

b.   Taxable Termination [§2612(a)]:  If the entire interest of a current or actual or permissible interest holder terminates, the property held in the trust is not subject to federal estate or gift tax at the termination, and that interest is subsequently acquired by a beneficiary who is a skip person in relation to the transfer of the trust, there is a taxable termination.

1.  Ex: Transferor T creates a trust with income to child C for life, then income to grandchild GC for life and a remainder to GGC’s, T’s  great-grandchildren.  There is a taxable termination generation-skipping transfer at C’s death (b/c C’s interest terminates without imposition of any gift or estate tax) and another at GC’s death (as GC’s interest terminates without any imposition of gift or estate tax)
2.   The Taxable Amount: The fair market value of all the property with respect to which the termination has occurred.
c.   Taxable Distributions:  Any distribution made from a trust to a skip person and the distribution is neither a direct skip nor a taxable termination.

1.  Ex:  Transferor establishes an inter vivos or testamentary trust with income to child for life and a remainder to adult grandchildren, but permits the trustee to give income or corpus to any of the grandchildren.  A taxable distribution occurs on a distribution of income or corpus to a grandchild if the distribution does not deplete the entire trust corpus.

2.   The Taxable Amount:  The amount received by the transferee in the distribution.

3.  The Amount of Tax §2602:  The amount of tax is the taxable amount multiplied by the applicable rate.

a.   Applicable Rate §2641: Maximum federal estate tax rate times the inclusion ratio.
b.   Inclusion Ratio §2642:  Generally 1 minus the applicable fraction

1.  Applicable Fraction:  Numerator is the amount of the transferor’s GST exemption allocated to the property transferred.  Denominator is the value of the property transferred.

GST Exemption Allocated

Value of Property Transferred

c.   Nontaxable Gifts:  Assigned a zero inclusion ratio (like $11,000 annual exclusion or exclusion for education).  The portion of a direct skip that is a nontaxable gift and assigned a zero inclusion ratio is essentially treated as a separate transfer, and it never generates any gift or generation-skipping transfer tax.
4.  Other Rules:

a.   2642(f) – ETIP: if you make inter vivos transfer but property can be pulled back into your estate, the allocation of your GST exemption does not come into play until the end  

b.   Reg 26.2601-1(b)(1)(i): if you have an inter vivos trust set up prior to 9/25/85 and it was a completed gift at that point, if you don’t add anything to that trust, it is exempt from GST tax
c.   26.2601-(1)(b)(2)(i)- decedent had will written by 10/21/86 and they died that year, any trusts under that will are not subject to the tax
d.   §2664 GST Tax terminates for one year on 12/31/09
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