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I. INTRODUCTION
Clients seeking to minimize the amount of transfer taxes payable when wealth passes from them to their
loved ones should pay special attention to gifting techniques that are exempt from transfer tax. If a gift
qualifies for an exclusion from the gift tax, the transfer does not constitute a "taxable gift." Neither will
the transfer ultimately count as an "adjusted taxable gift," impacting the estate tax payable at the time of
the client's death. Excluded gifts thereby effectively avoid the application of the transfer tax, both during
the transferor's lifetime and at the time of the transferor's death. Therefore, qualifying a gift for the
federal gift tax annual exclusion (or one of the other exclusions described below) is really the only way to
shift wealth with no transfer-tax exposure. There several exclusions from the federal gift tax. While the
focus of this outline is on the use of the gift tax annual exclusion provided under Section 2503(b) of the
Internal Revenue Code (the "Code"), exclusions for transfers to certain trust under Section 2503(c) are
also discussed, as are transfers to qualified education accounts under Code Section 529, and transfers for
qualified tuition and medical expenses under Section 2503(e). While the outlive covers the technical
aspects of these rules, the focus of the outline is on the not-so-obvious traps that may foil the use of these
exemptions, and upon strategies designed to avoid these pitfalls.
II. FEDERAL GIFT TAX ANNUAL EXCLUSION BASICS
A. The Gift Tax Annual Exclusion.
1. Overview. Section 2503(b) of the Code provides that each donor may exclude the first $10,000 (as
adjusted for post-1997 inflation) of gifts (other than gifts of future interests in property) made to each
donee during a calendar year in determining the total amount of gifts for that calendar year. 1 The
exclusion is applied to all qualifying gifts to each donee during a year in the order in which the gifts are
made until the Section 2503(b) exclusion is exhausted. A gift tax return must be filed by an individual
donor only if annual gifts to any donee exceed the annual exclusion amount.2 As discussed below, gifts
that qualify for the gift tax annual exclusion are generally also exempt from the generation-skipping
transfer tax by Section 2642(c).
Example: Assume that annual exclusion amount is $14,000 and that Client makes a cash gift to Son of
$3,000 in February, a cash gift of $4,000 in April, and a cash gift of $5,000 in November. If Client
makes no other gifts to Son during the year, Client's gifts to Son for the year are within the annual
exclusion amount, and Client is not required to file a gift tax return for the year. If, however, Client
makes an additional gift to Son of $3,000 in December, Client must file a gift tax return for the year of
the gifts, reporting all $15,000 worth of gifts. After deducting Client's annual exclusion of $14,000, the
Client will report a $1,000 taxable gift (the amount by which Client's total gifts to Son for the year
exceed $14,000).

1

The 1997 Taxpayer Relief Act, § 501(c), amended IRC § 2503(b) to provide an automatic inflation adjustment for
the $10,000 annual exclusion. In the case of gifts made in calendar years after 1998, the $10,000 amount is adjusted
using the cost-of-living adjustment method in IRC § 1(f)(3), but substituting 1997 for the base year. After the
adjustment is calculated, the annual exclusion amount for the year is then rounded to the next lowest multiple of
$1,000. Because of the rounding convention, the annual exclusion amount did not increase for gifts made in 2001.
Rev. Proc. 2001-13, 2001-3 IRB 337. For 2002 through 2005, the exclusion amount was $11,000. Rev. Procs. 200159, 2001-52 IRB 623, § 3.19(1) (2002); 2002-70, 2002-46 IRB 845, § 3.24(1) (2003); 2003-85, 2003-49 IRB 1184,
§ 3.26(1) (2004); 2004-71, 2004-50 IRB 970, § 3.28(1) (2005). For 2006, through 2008, the exclusion amount was
$12,000. Rev. Procs. 2005-70, 2005-47 IRB 979, § 3.28(1) (2006); 2006-53, 2006-48 IRB 996, § 3.32(1) (2007);
2007-66, 2007-45 IRB 970, § 3.32(1) (2008). For 2009 through 2012, the exclusion amount was $13,000. Rev.
Procs. 2008-66, 2008-45 IRB 1107, § 3.30(1) (2009); 2009-50, 2009-45 IRB 617, § 3.30(1) (2010); 2010-40,201046 IRB 663, § 3.21(1) (2010); 2011-52, 2011 IRB 45, § 3.31(1) (2011). For 2013, the exclusion amount is $14,000.
Rev. Proc. 2012-41, 2012-45 IRB 539, § 3.19(1) (2012).
2
IRC § 6019(1).
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2. Historical Background. The annual exclusion was first enacted as part of the federal gift tax law in
1932. 3 The legislative history noted that the purpose of the exclusion is to "obviate the necessity of
keeping an account of and reporting numerous small gifts, and . . . to fix the amount sufficiently large to
cover in most cases wedding and Christmas gifts and occasional gifts of relatively small amounts." 4
3. Per-Donor, Per-Donee, Per-Year. Each donor's total annual exclusion amount in any year is
determined, not by the number of gifts made during a year, but by the number of donees to whom gifts are
made. Because the exclusion is applied on a "per-donor, per-donee, per-year" basis, a donor may transfer
each year an amount up to the annual exclusion to an unlimited number of donees without reporting any
gift, using any lifetime gift tax exemption, or paying any gift tax. The exclusion applies on an annual
basis. There is no carryover of any unused amounts. As a result, failure to utilize the exclusion
completely in a given year causes the unused exclusion for that year to be irretrievably lost.
B. Impact on Adjusted Taxable Gifts. Although we talk to clients as though the unified gift and estate
tax exemption ($5,000,000, adjusted for inflation after 2010), were a deduction from the value of their
gifts and estates that is "used up" during lifetime by taxable gifts, practitioners know that in fact, the
exemption is representative of a unified credit against the tax. In a world where effective tax rates are
essentially flat, there is no practical difference between a deduction and its equivalent credit.
Nevertheless, the tax rates applicable to taxable gifts, and to a decedent's estate at death, remain graduated
and the credit works to eliminate the lowest tax rates, and subject any part of the gift or estate in excess of
the exemption equivalent to tax at the highest marginal rate.
1. The Computational Process. Section 2001 of the Code imposes estate taxes on the sum of the
decedent's taxable estate plus the decedent's "adjusted taxable gifts." 5 Adjusted taxable gifts are the
decedent's post-1976 taxable gifts within the meaning of Code Section 2503 (total gifts less certain
deductions and exclusions) other than gifts includible in the decedent's gross estate. 6
2. Not Applicable to Annual Exclusion Gifts. Importantly, the foregoing computational adjustments
apply only to "taxable gifts" made by the decedent during his or her lifetime. 7 If a gift qualifies for an
exclusion from the gift tax, the transfer does not constitute a taxable gift. As a result, it effectively avoids
the application of the transfer tax, both during the transferor's lifetime and at the time of the transferor's
death. Therefore, qualifying a gift for the federal gift tax annual exclusion (or one of the other exclusions
described below) is really the only way to shift wealth with no transfer-tax exposure. The amount of the
annual exclusions improperly taken by the donor in a tax year even a tax year closed by the statute of
limitations can be added to the donor's adjusted taxable gifts under Code Section 2001 for the purpose of
calculating the correct amount of estate tax owed by the donor's estate.8
3. Importance of Annual Exclusion Gifting. For clients with estates large enough to remain
concerned about paying estate taxes, a mere $14,000 gift may seem insignificant. But the annual
exclusion, consistently applied, can work to shift a tremendous amount of value over time.
Example: Herb and Wilma have three children and seven grandchildren. They embark upon an annual
gifting program whereby Herb and Wilma each give $14,000 per year to each of their descendants (or to
trusts for their benefit which qualify gifts for the annual exclusion). The gifting allows Herb and Wilma
3

Revenue Act of 1932, P.L. 72-154, § 504(b). Although the annual exclusion was referred to as an "exemption" in
the 1932 Act, the term "exemption" had the same meaning as "exclusion" does under present law.
4
H.R. Rep. No. 708, 72d Cong., 1st Sess. (1932), reprinted in 1939-1 CB (Part 2) 457, 478; S. Rep. No. 665, 72d
Cong., 1st Sess. (1932), reprinted in 1939-1 C. (Part 2) 496, 525-526. The amount of the annual exclusion initially
was $5,000. Revenue Act of 1932, P.L. 72-154, § 504(b) (effective from 1932 to 1938). The exclusion was reduced
to $4,000 for years between 1939 through 1942 . Revenue Act of 1938, P.L. 75-554, § 505 (effective from 1939 to
1942). It was reduced to $3,000 for the period from 1943 through 1981. Revenue Act of 1942, P.L. 77-753, § 454
(effective from 1943 to 1981). In 1981, the exclusion was increased to $10,000 (and the amount is adjusted for post1997 inflation). Economic Recovery Tax Act of 1981, P.L. 97-34, § 441(a) (effective for transfers after Dec. 31,
1981); H.R. Rep. No. 201, 97th Cong., 1st Sess. (1981), reprinted in 1981-2 CB 352.
5
IRC § 2001.
6
Id.
7
Id.
8
Robinson Est v. Comm'r, 101 TC 499 (1993).
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to shift $280,000 from their estate each year ($14,000 x 2 x 10). After twenty years, Herb and Wilma
have given away $5.6 million. But if the beneficiaries invest the gifted funds earning, say, a six percent
annual return (or if Herb and Wilma would have earned a six percent return on the funds if retained),
they will have effectively shifted nearly $10.3 million out of their estates with no gift or estate tax.
C. Basis Considerations. Section 1015 of the Code provides rules for determining a donee's income tax
basis for property acquired by inter vivos gift. The donee's basis is relevant for purposes of determining
gain or loss on the sale or other disposition of the property by the donee, and may also be important for
purposes of calculating depreciation, depletion, or amortization. The basis rules apply both to direct
transfers and to transfers in trust. 9 For most purposes, Section 1015 provides for a "carryover" of the
donor's cost basis to the donee, but there are some important exceptions to this rule. In effect, Section
1015 provides two basis rules to the donee: (1) a "gain" basis rule and (2) a "loss" basis rule, which
requires the donee to know both the donor's basis and the fair market value of the property at the date of
the gift. If the value of the property at the time of the gift is less than the donor's adjusted basis at that
time, the donee must maintain separate adjusted basis amounts for gain and for loss purposes. If the value
of the property is not less than the donor's adjusted basis at the time of the gift, then the gain basis and the
loss basis are the same.
1. Basis for Gains. The gain basis rule provides that if the donee is disposing of the property at a gain,
the donee uses the donor's basis at the time of the gift.
2. Basis for Losses. The loss basis rule provides that if using the donor's basis would allow the donee
to recognize a loss on the disposition of the property, then the donee's basis equals the lesser of (1) the
donor's basis at the time of the gift or (2) the fair market value of the property at the date of the gift. 10 One
of the peculiarities of the special loss basis rule is that the donee may realize neither gain nor loss upon a
subsequent disposition of the property. Specifically, if the amount realized upon the subsequent
disposition by the donee is greater than the loss basis (fair market value of the property at the time of the
gift) but not greater than the gain basis (the donor's adjusted basis), then neither gain nor loss will be
realized.11
Example: On January 1, year 2012, Phil gives Charlie 10 shares of stock with a fair market value of
$120 per share or a total value of $1,200. Phil's adjusted basis in the stock at the time of the transfer is
$200 per share or a total of $2,000. If Charlie sells the stock for $2,500 on July 1, 2013, Charlie's basis
in the stock is $2,000 (the gain basis) because the amount realized on the sale of the stock is greater than
Phil's gain basis of $2,000, and Charlie will realize a gain of $500 ($2,500 amount realized minus
$2,000 adjusted basis). If Charlie sells the stock for $900, his basis is $1,200 (the loss basis) because the
amount realized on the sale of the stock ($900) is less than the fair market value of the stock on the date
of the gift ($1,200), and Charlie will realize a loss of only $300 (the $1,200 loss basis minus $900
amount realized). If Charlie sells the stock for more than $1,200 but not more than $2,000, he will
realize neither gain nor loss because using the gain basis does not result in a gain and using the loss
basis does not result in a loss.
3. Avoiding Loss of Basis. Of course, it is possible to avoid the Section 1015 loss basis rule. One
method of avoiding the loss basis rule is for the donor to sell the property (at a loss) and then make a gift
of the sale proceeds to the donee. The donee might use the proceeds to reacquire similar property. By
having the donor recognize the loss, it avoids what would otherwise be a loss of basis on the sale without
tax benefit to anyone.
4. Bequests of Gifted Property. If appreciated property is acquired by a donee who dies within one
year after the gift, and the appreciated property passes from the deceased donee to the donor (or to the

9

Treas. Reg. § 1.1015-1(a).
IRC § 1015(a); Treas. Reg. § 1.1015-1(a)(1).
11
Treas. Reg. § 1.1015-1(a)(2)
10
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donor's spouse), then the cost-basis-at-death rules of Section 1014 do not apply. Instead, the original
donor receives the deceased donee's cost basis in the property. 12
D. Income Shifting Opportunities. One benefit of making annual exclusion gifts is that the property
given away is removed from the donor's estate for federal gift tax purposes, without the use of any of the
donor's lifetime gift or estate tax exemption. Of course, in addition, the subsequent income from and
appreciation of that property is also removed from the estate of the donor.
1. Short Term Reversionary Trusts. Prior to the enactment of the Tax Reform Act of 1986, donors
frequently used short-term reversionary trusts (sometimes known as "Clifford" trusts) to shift income
from their income tax return (and their estate) for some period (not less than ten years), but to retain a
reversion in the property after that ten-year period elapsed. The Tax Reform Act of 1986 eliminated the
ten-year trust and replaced it with a rule treating the trust as a grantor trust (thus, the grantor is the owner
of the income for federal income tax purposes) when a more than 5 percent possibility exists that the
reversion would become effective for the grantor after the transfer of property to the trust.13 If the trust,
and not the grantor, is to be taxed on trust income, the income tax requirements applicable to trusts
created after 1986 are summarized as follows: (1) the grantor cannot have more than a 5 percent
reversionary interest in the property held by the trust; (2) except as specially permitted, the grantor cannot
retain the power to control the enjoyment of the trust property; (3) certain other persons subordinate to the
grantor cannot be granted certain powers to control the beneficial enjoyment of the trust property; (4) the
grantor cannot possess or exercise certain administrative powers; (5) the grantor cannot have a power to
revoke the transfer; and (6) the income cannot be currently distributed to or accumulated for the benefit of
the grantor or his spouse.14
2. Intentionally Defective Grantor Trusts. Clients seeking to transfer wealth to their descendants or
other beneficiaries often struggle with competing issues regarding the use of trusts. Although trusts enable
substantial control over and protection of transferred property, the income tax issues associated with a
trust can be problematic. Thus, estate planners frequently recommend the use of a so-called defective
grantor trust. Such a trust is intentionally designed to cause its income to be taxed to the grantor under the
income tax rules, while ensuring that the grantor retains no power over the trust that would cause its
assets to be included in the grantor's taxable estate for estate tax purposes. Although the retained power
rules in the income and estate tax areas are similar, they are not identical. Thus, for example, a trust might
permit a non-adverse party (such as the grantor's spouse or sibling) to add a charity as a beneficiary, thus
invoking the grantor trust rules under Code Section 674. Alternatively, the grantor might retain the power
to substitute assets of the trust with other assets of equivalent value, thereby causing grantor trust
treatment under Code Section 675(4). Neither of these powers would cause the trust property to be
included in the grantor's estate upon his death, since none of the powers are within the scope of Sections
2036, 2037, or 2038. Intentionally invoking the grantor trust rules has a variety of benefits. First and
foremost, any income associated with the trust's earnings is taxable to the grantor. The grantor thus pays
the income tax on the trust's earnings, so that income accumulated by the trust is effectively retained on a
tax-free basis. Since the tax liability being paid by the grantor is, by statute, the grantor's tax liability, and
not the liability of the trust or its beneficiaries, no additional gift arises by virtue of the grantor's payment
of those taxes. 15 The effect of this arrangement is to maximize the value of property retained by the
trust. 16

12

IRC § 1014(e)(1).
IRC § 673. For this purpose, the possibility that an interest may return to the grantor or his spouse solely under
intestacy laws is to be ignored. Staff of Joint Comm. on Tax'n, General Explanation of the Tax Reform Act of 1986,
99th Cong., 2d Sess. (1987).
14
For a detailed discussion of each of these requirements, See Streng & Davis, TAX P LANNING FOR RETIREMENT:
TAX AND FINANCIAL STRATEGIES (Warren, Gorham & Lamont, 2001) ¶ 13.06[1][c].
15
Rev. Rul. 2004-64, 2004-2 C.B. 7.
16
For a discussion of planning with intentionally defective grantor trusts, See Streng & Davis, TAX PLANNING FOR
RETIREMENT: TAX AND FINANCIAL STRATEGIES (Warren, Gorham & Lamont, 2001) ¶ 13.06[1][d].
13
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E. Present Interest Rules. The gift tax annual exclusion is not allowed for a gift of a future interest in
property. 17 The entire value of any future interest gift is a taxable gift for the year in which the gift is
made. The Treasury Regulations provide that the term "future interest" is a legal term that includes
reversions, remainders, and all other interests in property that are limited to commence in use, possession,
or enjoyment at some future date or time. 18 A present interest for which the annual exclusion is allowable
is "[a]n unrestricted right to the immediate use, possession, or enjoyment of property or the income from
property (such as a life estate or term certain)." 19 The crucial question in determining whether an interest
in property is a present interest or a future interest is determining the point in time when the donee
receives the right to substantial present economic benefits from the property, rather than when title
vests. 20 Regardless of whether property is transferred outright to a donee or is transferred in trust, any
restriction that effectively postpones the donee's right to present possession and enjoyment of the
property, even a postponement of relatively short duration, makes the gift one of a future interest.21
1. Transfer Restrictions. Restrictions on the transfer of donated property may be sufficient to violate
the present interest requirement. For example, an outright transfer of stock that is not income-producing,
subject to an agreement that generally prohibited the donees from offering, selling, pledging, or otherwise
disposing of the stock for a period of two years, has been ruled a transfer of a future interest. 22 The IRS
ruled that the transfer of the restricted stock did not qualify for the gift tax annual exclusion, even though
the donees had the power to make gifts of the stock within a narrow class of relatives and the restriction
did not apply to the pledge of the shares to a specified trust company. These rights were not sufficient to
give the donees a right or power immediately to reach the capital investment in the stock to any
substantial degree. The IRS explained that, because of the curtailment of the donees' ownership rights,
they did not have the required immediate and unconditional use, possession, or enjoyment of the
transferred stock. For a discussion of the impact of restrictions in other contexts, see section VII, below.
2. Gifts to Entities. A gift to a corporation is treated as an indirect transfer to the corporation's
shareholders. 23 The courts have consistently held that the transfer is a gift of a future interest and that the
transferor is not entitled to a gift tax exclusion under Section 2503(b). 24
3. Transfer of Capital Accounts. A transfer of capital to an entity, a the transfer of a capital account
interest from one owner to other owners of the entity would likewise not constitute a gift of a present

17

IRC § 2503(b); Treas. Reg. § 25.2503-3(a).
Treas. Reg. § 25.2503-3(a).
19
Treas. Reg. § 25.2503-3(b). For an unusual application of this notion, see PLR 9323020 (club members’
contributions to pay for new club facilities are indirect gifts to noncontributing members that qualify for the present
interest exclusion under IRC § 2503 (b) because members will have immediate use of new facilities).
20
Fondren v. Comm'r, 324 U.S. 18 (1945).
21
Id. See also, Ryerson v. U.S., 312 U.S. 405, 408 (1941); Braddock v. U.S., 73-2 USTC ¶ 12,963 (N.D. Fla. 1973)
(transfer of property subject to outstanding unexpired leasehold interests that were to expire two months after date of
gift were gifts of future interests); Jardell Est. v. Comm'r, 24 T.C. 652 (1955) (gift of mineral royalty interest
effective three months after date of gift was gift of future interest); Howze v. Comm'r, 2 T.C. 1254 (1943) (gift to
donor's children of surface rights to land, with reservation of life estate in donor, was gift of future interest).
22
Rev. Rul. 76-360, 1976-2 C.B. 298.
23
Treas. Reg. § 25.2511-1(h)(1). See also Shepherd v. Comm'r, 115 T.C. 376 (2000), aff'd, 283 F.3d 1258 (11th Cir.
2002), where the court held that, when a father made a gratuitous transfer of land and stock to a partnership, in
which he owned a 50% interest and his two sons each owned a 25% interest, the transferor made an indirect gift to
each of his sons of a 25% undivided interest in the land and stock. Following the analysis in Shepherd, the National
Office advised in TAM 200212006 that a taxpayer's transfer of municipal bonds to her family limited partnership
constituted indirect gifts to the taxpayer's children (the other partners).
24
See, e.g., Stinson Est. v. U.S., 98-2 USTC ¶ 60,330 (N.D. Ind. 1998), aff'd, 214 F.3d 846 (7th Cir. 2000).
Affirming the District Court, the Seventh Circuit concluded that the forgiveness of debt owed by a corporation was a
gift to the shareholders of a future interest because the shareholders could not individually realize the resulting
increase in the value of the company without liquidating the corporation or declaring a dividend, acts which were
not under the control of any individual shareholder. The court rejected the argument that, because the donees as a
group controlled the corporation, the gift should be treated as a present interest.
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interest unless to entity owners have the present right to withdraw the gifts, and there are no restrictions
on the withdrawal of capital accounts in the entity's operating agreement.25
F. Section 529 Plans.
1. General Rules. Section 529 of the Code allows an individual to make contributions to an account
maintained under a program established by any state for the purpose of providing for qualified higher
education expenses of a designated beneficiary of the account. Section 529 is concerned primarily with
the income tax consequences of qualified tuition programs. Nevertheless, Section 529 outlines special
gift, estate, and generation-skipping transfer tax consequences for Section 529 plan contributions which
override chapters 11, 12 and 13 of the Code. Specifically, Section 529(c) provides that any contribution
to a Section 529 qualified tuition program on behalf of any designated beneficiary (1) is treated as a
completed gift to the beneficiary that is not a future interest in property; and (2) is not treated as a
qualified tuition payment under 2503(e) (discussed below). 26 Qualifying contributions can be made by
each of two spouses (or Section 2513 gift splitting may be elected), so the annual exclusion amount may
be doubled. 27 Section 529(c)(5) further provides that (1) a distribution from a Section 529 qualified
tuition program is not treated as a taxable gift; and (2) the gift tax applies to a transfer (by reason of a
change in the designated beneficiary) under the Section 529 program, or to a rollover to the account of a
new beneficiary, only if the new beneficiary is a generation below the generation of the old beneficiary
(determined in accordance with Section 2651 of the Code). 28
2. Five-Year Averaging. Section 529(c)(2)(B) permits a five-year allocation if the aggregate amount
of contributions during the calendar year by a donor exceeds the Section 2503(b) annual exclusion
amount for the year of the contribution. The donor can't allocate amounts to "use up" annual exclusions as
rapidly as possible. Rather, at the election of the donor, the amount of the contribution is simply divided
by five, and the quotient is taken into account ratably over the five-year period beginning with the
calendar year of the transfer. The effect of this election is to permit a donor to front load a Section 529
savings account with up to five times the annual gift tax exclusion amount without incurring gift tax. The
statute suggests that, if the election is exercised, the entire amount (even if the total contribution exceeds
five times the annual exclusion amount) is to be allocated over the five-year period. According to the
Proposed Regulations, however, any amount in excess of five times the annual exclusion amount must be
treated as a taxable gift in the calendar year of contribution, rather than spread over the five years.
According to the Proposed Regulations, the contributor does not have an option to allocate the
contribution over less than five years. If the amount exceeds the annual exclusion amount, but is less than
five times such amount, the regulations provide that the amount is allocated over five years, not the lesser
number of years during which the gift tax exclusion could be used to protect the amount from the gift
tax.29 Each spouse may make a front-loaded transfer, and the gift-splitting election provided by Section
2513 of the Code is allowed for front loading. 30 The donor must make the front-loading election on the
Form 709 gift tax return, and must attach a statement of explanation to the Form 709, including the
beneficiary's name, the total amount contributed for that beneficiary, and the amount for which the
election is being made. If the donor has made the election to carry forward contributions in excess of the
annual exclusion, and the donor dies before the close of the five-year period, the gross estate of the donor
includes the portion of the contributions properly allocable to the period after the date of the death of the
donor. 31
3. Changing Beneficiaries. The owner of a 529 account may change the beneficiary of the account.
No income or transfer tax consequences occur from a change if the new designated beneficiary is a
member of the family of the designated beneficiary and the new beneficiary is in the same or an older

25

See Wooley v. U.S., 736 F. Supp. 1506 (S.D. Ind. 1990).
See § 529(c)(2)(A)(ii). Qualified transfers for tuition and medical expenses are discussed at section VIII, below.
27
Gift splitting under IRC § 2513 is discussed in section II.H, below.
28
See the discussion of these issues above at section II.F.3.
29
Prop. Reg. § 1.529-5(b)(2).
30
See Prop. Reg. § 1.529-5(b)(2)(ii).
31
IRC § 529(c)(4)(C).
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generation than the old beneficiary. 32 However, as noted above, if the new beneficiary is in a younger
generation than the former beneficiary, the change is treated as a taxable gift from the former beneficiary
to the new beneficiary, regardless of whether the new beneficiary is a member of the family of the former
beneficiary.33 The annual exclusion and five-year election may be made for this transfer.34 The Treasury
plans to issue new proposed regulations that would treat a taxable change of designated beneficiary as a
deemed distribution to the account owner, followed by a new gift. In that case, the account owner, not the
former designated beneficiary, would be liable for any gift (or GST) tax liability. 35
4. Changing Owners. Can an account owner designate a new account owner while the account owner
is still alive? There appears to be no current authority regarding the tax treatment of an inter vivos change
of account owners. In addition, the ability to change the account owner of a 529 plan depends on the
terms of the plan. Some plans prohibit the change. Of those plans that do allow a change, some of the
plans will report the change to the IRS as a nonqualified distribution of the plan, giving rise to the
associated potential income taxes and penalties. When a contribution is made to a 529 plan, the
contribution is treated as a completed gift to the beneficiary. When an account owner changes, it does not
change the beneficiary. Therefore, it would seem reasonable to take the position that a change of account
owner is not equivalent to a distribution of the plan. Regardless, plans that do take this position may
leave it to the donor and new account owner to prove to the IRS that the change is not a distribution and is
not subject to associated income taxes and penalties. In view of the broad powers held by account owners
(including the right to withdraw funds from the account in most instances), the IRS may address this issue
in future regulations.
G. Gift Tax Return Filing Requirements. As mentioned above, a gift tax return must be filed by an
individual donor only if annual gifts to any donee exceed the annual exclusion amount. 36 If a husband
and wife consent to have the gifts that they have made to third party donees during the year considered as
made one-half by each spouse (discussed below), and only one spouse makes gifts during the calendar
year, the other spouse must file a gift tax return if: (1) the total value of the gifts made to any one third
party donee during the calendar year is in excess of the spouses' combined annual exclusion, or (2) any
portion of the property transferred is a gift of a future interest.37 Gift tax returns are required to be filed
only by or for donors who are individuals. Trusts, estates, corporations and partnerships are not required
to file gift tax returns. 38 However, if gifts are made by these entities, the individual beneficiaries,
partners, or stockholders are treated as the donors and may incur gift tax liability. 39

32

IRC § 529(c)(3)(C)(ii). Member of the family means an individual who is related to the designated beneficiary as
follows: (1) a son or daughter, or a descendant of either; (2) a stepson or stepdaughter; (3) a brother, sister,
stepbrother, or stepsister; (4) the father or mother, or an ancestor of either; (5) a stepfather or stepmother; (6) a son
or daughter of a brother or sister; (7) a brother or sister of the father or mother; (8) a son-in-law, daughter-in-law,
father-in-law, mother-in-law, brother-in-law, or sister-in-law; or (9) the spouse of the designated beneficiary or the
spouse of any individual described in paragraphs (1) through (8) of this definition. For purposes of determining who
is a member of the family, a legally adopted child of an individual is treated as the child of such individual by blood.
The terms brother and sister include a brother or sister by the half-blood. IRC § 529(e)(2); Prop. Reg. § 1.529-1 (c).
33
Prop. Reg. § 1.529-5(b)(3)(ii).
34
Id.
35
Guidance on Qualified Tuition Programs Under Section 529, 73 Fed. Reg. 3,441 (Jan. 18, 2008); Ann. 2008-17,
2008-9 IRB 512 (Feb. 28, 2008).
36
IRC § 6019(1).
37
Treas. Reg. § 25.2513-1(c); Rev Rul. 54-252, 1954-2 C.B. 322. Note that the Treas. Reg. § 25.2513-1(c) actually
describes the filing threshold as $20,000. At the time the regulation was issued, the amount of the gift tax annual
exclusion was fixed by statute at $10,000 per donee. Thus, the $20,000 amount referred to in the regulation was
twice the annual exclusion amount. The regulation has not been updated to reflect the fact that the amount of the
annual exclusion now exceeds $10,000 as a result of indexing for inflation. Presumably, however, it would be
reasonable to read the reference in the regulation to "$20,000" as meaning "twice the annual exclusion amount"
(meaning $28,000 in 2013).
38
Treas. Reg. § 25.6019-1(e).
39
See Instructions to Form 709, (2012), p. 1.
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H. Gift Splitting. As mentioned above, spouses may consent to have a gift made by either of them to a
third party treated as made one-half by the donor and one-half by the donor's spouse. 40 An individual is
considered to be the spouse of another only if he (or she) is married to that other person at the time of the
gift; and doesn't remarry during the remainder of the calendar year. If the consenting spouse is deceased
at the time the consent is to be given, the consent can be given by the deceased spouse's executor or
administrator.41 Thus, there is no splitting of gifts between persons who weren't married to each other
when the gift was made. For example, gifts made by husband or wife during that part of the year in which
they aren't married or in which the donor's spouse is deceased may not be split. 42 A gift at the "exact
instant" of a spouse's death is made at the same time that the marital relationship stops to exist. Because
husband and wife aren't married at the time of the gift, gift splitting is barred. This rule was applied to a
gift of insurance proceeds generated by the death of a donor's spouse; the deemed gift of proceeds didn't
qualify for gift splitting. In the ruling, the donor took out an insurance policy on her spouse's life and
designated their children as beneficiaries. Although a donor can split gifts with her deceased spouse if the
gifts were made while they were married, the wife's gift of insurance proceeds in this situation wasn't
considered to have been made while she was married. 43 Gift splitting is allowed only if, at the time of the
gift, each spouse was a U.S. citizen or resident. Thus, gifts made while one spouse is a nonresident alien
may not be split. 44 Gift splitting under Code Sec. 2513 doesn't apply to a gift of a property interest to a
third person if the donor gave his spouse a general power of appointment over the same property. 45
However, gift splitting is available where one donor makes transfers to a trust in which the donors spouse
has substantial powers that do not rise to the level of a general power of appointment. 46 Gifts of
community property are generally considered for federal gift tax purposes as made one-half by the
husband and one-half by the wife. This results from federal recognition of the state community property
law, not from gift splitting. As a result, there is generally no need for spouses to elect gift splitting for
gifts of community property. Gifts may be split whether made by one spouse alone or partly by each
spouse. 47 Only gifts to third parties qualify for gift splitting. Gifts made by a donor to his (or her) spouse
don't qualify for splitting. 48 A gift in trust may in part benefit the grantor's spouse as well as other
persons. In that case, gift splitting is allowed for the interest transferred to the other persons only to the
extent that the interest is ascertainable at the time of the gift and therefore severable from the interest
transferred to the spouse. 49 Thus, if the trustee has a discretionary power to invade trust income or corpus
for the benefit of the grantor's spouse, the power precludes splitting of the trust gift, unless the power is
limited by an ascertainable standard. 50
III.GENERATION-SKIPPING TRANSFER TAX ANNUAL EXCLUSION BASICS
A. The GST Tax Annual Exclusion. Certain direct skip transfers that qualify for the gift tax exclusion
under Section 2503(b) or (e) also are exempt from the generation-skipping transfer ("GST") tax. 51
However, gifts made to a trust that qualifies for the gift tax annual exclusion do not automatically qualify
for the annual exclusion from the GST tax. Instead, for transfers to trusts after March 31, 1988, the annual
exclusion for GST tax purposes is limited to direct skip transfers that (1) qualify for the gift tax annual
exclusion; and (2) are made to a qualified trust described in Section 2642(c)(2) of the Code. A qualified
trust under that section is a trust exclusively for one beneficiary (a skip person) during the beneficiary's
40

IRC § 2513(a)(1).
Treas. Reg. § 25.2513-2(c).
42
Treas. Reg. § 25.2513-1(b)(1); Rev Rul. 55-506, 1955-2 C.B. 609.
43
Rev Rul. 73-207, 1973-1 C.B. 409.
44
IRC § 2513(a)(1).
45
Id.
46
See PLR 200130030.
47
Treas. Reg. § 25.2513-1(b)(5).
48
IRC § 2513(a)(1).
49
Treas. Reg. § 25.2513-1(b)(4); Whittall v. Comm'r, 24 TC 808(1955).
50
Rev Rul. 55-303, 1955-1 C.B. 471; Rev Rul. 56-439, 1956-2 C.B. 605; Kass v. Comm'r, TC Memo 1957-227,
(1957); Wang v. Comm'r, T.C. Memo 1972-143 (1972).
51
IRC § 2642(c). Technically, the direct skip transfers qualifying for the gift tax exclusions are not exceptions from
the definition of taxable transfers. Rather, they are direct skips defined to have an inclusion ratio of zero. See IRC
§ 2642(c); see also, Harrington, Portfolio 850-2nd: Generation-Skipping Transfer Tax (BNA 2010).
41
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life; and the assets of which are includible in that beneficiary's gross estate if the beneficiary dies before
the trust terminates. 52 Only the first gifts (chronologically) made that qualify for the gift tax annual
exclusion will qualify for the GST exclusion under Section 2642(c)(2), and then, if in trust, only if the
trust meets the requirements of that Section.
Example: In January 2013, George makes a gift to Trust 1 for the benefit of George's descendants, in
which George's grandchild, Trip, has a lapsing right of withdrawal over $14,000 of the gift. In February
2013, George transfers $5,000 to Trust 2, a trust for Trip that would otherwise qualify for the annual
exclusion for gift tax purposes under Section 2503(c) if George's annual exclusion had not already been
used in January. The transfer to Trust 1 in January qualifies for the gift tax annual exclusion, but does
not qualify for the GST tax exclusion under Section 2642(c)(2), because it is not for the exclusive
benefit of Trip. Because Trust 2 meets the requirements of Section 2503(c), the trust is necessarily for
the exclusive benefit of Trip and includible in Trip's gross estate if Trip dies before the trust terminates.
Therefore, Trust 2 meets the requirements of Section 2642(c)(2) of the Code. Nonetheless, the transfer
in February to Trust 2 does not qualify for the Section 2642(c)(2) exclusion because it does not qualify
for the annual exclusion for gift tax purposes (due to George's use in January of the full exclusion
available for gifts to Trip). The February transfer is a direct skip subject to both gift tax and GST tax,
unless GST exemption is available (in which case it would be deemed allocated).
B. Present Interest Rules. Note that the exclusion rules under Section 2642(c) are premised upon the
transfer qualifying as an annual exclusion gift under Section 2503(b). 53 Thus, for a gift to qualify for the
annual exclusion under Section 2642(c), a necessary (but not sufficient) condition is that the gift also
qualifies as a gift of a present interest under Section 2503(b). 54
C. Section 529 Plans. As noted above, Section 529 allows an individual to make contributions to a
qualifying account to pay higher education expenses of a designated beneficiary of the account. A
contribution to a 529 account is treated as a completed gift of a present interest, but is subject to the dollar
limit on annual exclusions under Section 2503 (plus five-year averaging). It is not treated as a qualified
transfer (to a provider for tuition or medical care) under Section 2503(e). 55
1. GST Issues. To the extent a gift to a 529 account will qualify for the gift tax annual exclusion, it
also qualifies for the Section 2642(c)(2) GST tax exclusion. 56 In general, the 529 account is not included
in the gross estate of the donor, even if the donor is the account owner and thus has retained the right to
decide who the designated beneficiary is or how much is distributed. However, if the donor has made the
election to carry forward contributions in excess of the annual exclusion, and the donor dies before the
close of the five-year period, the gross estate of the donor includes the portion of the contributions
properly allocable to the period after the date of the death of the donor. It is unclear exactly what the GST
tax consequences are in this case.
2. Changing Beneficiaries. As noted above, the owner of a 529 account may change the beneficiary
of the account. If the new beneficiary is two or more generations younger than the former beneficiary, the
change will be subject to the GST tax. 57 As mentioned, the Treasury plans to issue new proposed
regulations that would treat a taxable change of designated beneficiary as a deemed distribution to the
account owner, followed by a new gift. In that case, the account owner would be liable for any resulting
GST tax liability. 58

52

IRC § 2642(c)(2). For transfers made before April 1, 1988, if the transfer to the trust qualified for the gift tax
annual exclusion, the trust's inclusion ratio would not be changed by the transfer.
53
IRC § 2642(c). Direct skip gifts for tuition and medical expenses that qualify under IRC § 2503(e) are also
defined to have an inclusion ratio of zero.
54
The present interest requirements of IRC § 2503(b) are discussed above at section II.E.
55
IRC § 529(c)(2)(A).
56
Prop. Reg. § 1.529-5(b)(2)(ii).
57
Prop. Reg. § 1.529-5(b)(3)(ii).
58
Guidance on Qualified Tuition Programs Under Section 529, 73 Fed. Reg. 3,441 (Jan. 18, 2008); Ann. 2008-17,
2008-9 IRB 512 (Feb. 28, 2008).
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D. Gift Tax Return Filing Requirements.
1. Basic Rules. For outright transfers that qualify for the GST annual exclusion, no particular
reporting is required. Technically, a direct skip that qualifies for the annual gift tax exclusion is not
"excluded" from the GST tax or an exception from the definition of a taxable transfer. Rather, such a gift
is simply defined to have an inclusion ratio of zero, without the requirement of any reporting or allocation
of exclusion. 59 For transfers to trusts prior to April 1, 1988, qualification for the gift tax annual exclusion
meant that the transfer was not subject to GST tax, and as a result, no allocation was required for those
transfers. For transfers made after March 31, 1988, if the trust is not a qualified trust as described in
Section 2642(c)(2), GST exemption must be allocated (by affirmative allocation or pursuant to the
automatic allocation rules) to the trust to maintain an inclusion ratio of zero for the trust.
2. Gifts to Trusts before 2001. For a trust created in 2000 and earlier, the taxpayer was required to
file a timely annual gift tax return to maintain an inclusion ratio of zero by affirmatively allocating GST
exemption. 60 There was a substantial amount of confusion regarding the change in the annual exclusion
requirements for trusts after the 1988 change, and as a result many taxpayers failed to file gift tax returns
to properly allocate GST exemption. In response to the issues raised by this failure, the IRS issued a
simplified procedure to apply for 9100 relief for allocating GST exemption to an annual exclusion gift
made to a trust before December 31, 2000.61 Taxpayers are eligible for the simplified procedure only if:
(1) no taxable distributions or taxable terminations have occurred at the time the request for relief is filed;
(2) the transfer qualified for the annual gift tax exclusion and the amount of the transfer, when added to
the value of all other gifts by the transferor to that donee in the same year, did not exceed the annual
exclusion for that year; and (3) no GST exemption was allocated to the transfer and the transferor has
unused GST exemption available.62 If the simplified procedure applies, the transferor files a Form 709
for the year of the transfer to the trust with the statement "Filed Pursuant to Rev. Proc. 2004-46" written
across the top. 63 The return must report the value of the transferred property as of the date of the transfer,
and must allocate GST exemption to the trust by attaching a Notice of Allocation. The Notice of
Allocation must contain: (1) a clear identification of the trust including the trust's ID number; (2) the
value of the property transferred as of the date of the transfer, with any split gift adjustment; (3) the
amount of the transferor's unused GST exemption at the time the Notice is filed; (4) the amount of GST
exemption allocated to the transfer; (5) the inclusion ratio of the trust after the allocation; and (6) a
statement that all of the requirements of the revenue procedure have been met. 64
3. Gifts to Trusts after 2000. For transfers in 2001 and thereafter, the automatic allocation rules may
apply, but only if the trust is defined as a "GST trust" at the time of the transfer.65 For this purpose, a GST
trust is one that could have a taxable termination or taxable distribution with respect to the transferor,
unless any one of six technical exceptions applies. 66 The exceptions are complex and raise a number of
technical problems and ambiguities. As a result, reliance on the automatic allocation rules without filing
at least one gift tax return to clearly elect in or out of the automatic allocation of exemption is not
advisable. This is true even though no gift tax return is required to be filed because the transfer qualifies
for the gift tax annual exclusion. Most "Crummey" withdrawal trusts do not meet the requirements of
Section 2642(c). Therefore, for a trust created in 2001 and later that is not a skip person trust and for

59

See IRC § 2642(c).
See PLR 9218040, where the IRS ruled that annual gift tax exclusion gifts, made to a trust after its modification to
provide that the beneficiary's share will be included in his estate, will be direct skips that are nontaxable gifts under
IRC § 2642(c)(2) and (3). Many trusts subject to lapsing withdrawal rights are not skip persons, or are not
consistently GST trusts as defined in IRC § 2632(c)(3)(B), and thus the automatic allocation rules may not apply.
61
Rev. Proc. 2004-46, 2004-31 IRB 142.
62
Id. § 3.01.
63
Id. § 4.01(1).
64
Id. § 4.01(3). Note that in contrast, a late GST allocation must value the transferred property as of the first day of
the month of the late allocation. Treas. Reg. § 26.2642-2(a)(2).
65
IRC § 2632(c)(3)(B).
66
Id.
60
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which the taxpayer intends to have an inclusion ratio of zero, a timely gift tax return should be filed to opt
in to the automatic GST allocation rules for the trust. 67
E. Gift Splitting. If one-half of a gift is treated as made by each spouse for gift tax purposes under
Code Section 2513, the gift is also treated as made one-half by each spouse for GST purposes. 68 This rule
also applies where the spouse's consent is made by the spouse's executor. In the case of a transfer with
respect to which the donor's spouse makes a gift-splitting election, the electing spouse is treated as the
transferor of one-half of the entire value of the property transferred by the donor, regardless of the interest
the electing spouse is actually deemed to have transferred under the gift splitting rules. The donor is also
treated as the transferor of one-half of the value of the entire property. 69 Treating the consenting spouse
as the transferor of one-half of the entire property given to trust (rather than the transferor of the portion
of the trust property corresponding to one-half of the actuarial value of the interest, which is treated as
made by the consenting spouse under Section 2513) is generally consistent with the treatment accorded
other split-interest transfers. For example, if a transferor transfers property in trust retaining an interest
that qualifies under Section 2702(b), with the remainder to the transferor's grandchild, the transferor
would be considered the transferor of the entire trust property for GST tax purposes, notwithstanding that,
from a technical standpoint, only the actuarial value of the gift to the grandchild is subject to gift tax at
the time of the transfer. 70
IV.END-OF-YEAR AND END-OF-LIFE GIFTS
If an individual promises to transfer property at a future date for less than adequate and full consideration,
a completed gift (in an amount equal to the present value of the property to be transferred) is made on the
date the promise becomes enforceable. 71 If, under state law, a promise to make a future gift is not legally
enforceable, the gift is not complete for purposes of the gift tax until the actual transfer is made. 72
A. Strategies. As the foregoing material demonstrates, making transfers that are excluded from the
application of the federal gift tax clients can effectively avoid the application of all transfer taxes on the
property given away, both during the client's lifetime and at the time of the client's death. However, the
strategy is a "use-it-or-lose-it" one. Therefore, qualifying a gift for the federal gift tax annual exclusion
prior to the end of the calendar year is critically important. Likewise, for terminally ill clients who have
not engaged in gifting during the year, completing annual exclusion gifts prior to death may be a final
opportunity to shift wealth with no transfer-tax exposure. In the latter case, the action is sometimes taken
by a duly authorized agent acting under a power of attorney. In either instance, however, failing to
complete a transfer in a timely fashion negates the intended benefit of the transfers. Naturally, saving
taxes is not the only issue to consider. Clients must be willing to part with assets. Agents must act in the
best interest of the principal, and not act for their own benefit. Nevertheless, in the right circumstances,
making last-minute gifts should be considered.
B. Timely Completion of Transfers.
1. The Relation Back Doctrine. A check is an order to the maker's bank to pay a prescribed amount to
the payee of the check. The payee may present the check to the maker's bank for payment by that bank.
The payee also may deposit the check in the payee's bank, and the payee's bank then will present the
check to the maker's bank. A gift by check is not necessarily complete upon delivery of the check to the
donee. The gift is incomplete because the donor retains dominion and control of the funds on which the
67

See Treas. Reg. § 26.2632-1(b)(3).
IRC § 2652(a)(2) .
69
Treas. Reg. .§ 26.2652-1(a)(4) .
70
Preamble to TD 8644, 12/26/1995.
71
See, e.g., Rosenthal v. Comm'r, 205 F.2d 505 (2d Cir. 1953); Copley Est. v. Comm'r, 15 T.C. 17 (1950), aff'd, 194
F.2d 364 (7th Cir. 1952); Harris v. Comm'r, 178 F.2d 861 (2d Cir. 1949), rev'd on other grounds, 340 U.S. 106
(1950); Rev. Rul. 69-346, 1969-1 C.B. 227; PLR 8910007.
72
Housman v. Comm'r, 105 F.2d 973, 975-76 (2d Cir. 1939); Alexander v. U.S., 640 F.2d 1250, 1252 (Ct. Cl. 1981);
Grossinger v. Comm'r, T.C. Memo 1982-393, aff'd, 723 F.2d 1057 (2d Cir. 1983); Archbold v. Comm'r, 42 B.T.A.
453 (1940); cf., Naylor v. U.S., 81-2 USTC ¶ 13,416 (S.D. Tex. 1979) (mere promise to forgive a debt without legal
obligation to do so is not a completed gift).
68
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check is drawn because a check is merely an order on the donor's bank that may be revoked by the donor
at any time (before payment by the donor's bank) by stopping payment on the check. Taxpayers have
argued for application of a "relation back" doctrine that would apply if a check is paid when ultimately
presented to the donor's bank. If the check is paid, the relation back doctrine would deem the gift
complete on (i.e., the gift would relate back to) the date the check was either delivered to, or deposited by,
the donee in the donee's account.
a. End-of-Year Gifts. The relation back doctrine has received limited judicial approval. Initially, the
approval was with respect to only charitable donees. 73 As noted below, if the relation back doctrine does
not apply to noncharitable gifts, the noncharitable gift by check occurs on the date of payment of the
check by the maker's bank.
(1) Case Law. For example, where checks were written on December 24 to noncharitable
beneficiaries, but not presented until January 28 of the following year, the Tax Court refused to apply the
relation back doctrine, because of the unexplained delay in cashing the checks for 35 days and the lack of
proof regarding whether the donor's account had sufficient funds to cover the checks when they were
issued. The court said that the facts cast doubt on whether the December 24 checks were unconditionally
delivered. 74 The Tenth Circuit affirmed, but expressly reserved ruling on whether the relation back
doctrine would apply to a check drawn in late December and cashed early in January. 75 The issue was
more squarely presented in Metzger Est., 76 where a father appointed his son as his attorney-in-fact. In
December 1985, the son prepared four $10,000 checks against the father's personal checking account. The
checks were payable to four different persons. All of the checks were deposited in December 1985 in the
donees' accounts, and two of the checks cleared against the father's account in 1985. The other two checks
were deposited on December 31, 1985 (17 days after issuance), and did not clear against the father's
account until January 2, 1986. The Tax Court concluded that the gifts technically were incomplete prior to
payment by the maker's bank because, under state law, a check effects a gift only when the check is
accepted by the maker's bank. The Tax Court held, however, that the relation back doctrine rendered the
gift complete in 1985 because the check was honored in 1986 (when the donor was still alive). The Tax
Court held that a gift of a check is a completed gift if the taxpayer can establish: (1) an intent to make a
gift; (2) unconditional delivery of the check; and (3) presentment of the check (deposit to the account of
the donee under the facts of the case) within the year for which favorable tax treatment is sought and
within a reasonable time of issuance. The Fourth Circuit affirmed, agreeing with the limited extension of
the relation-back doctrine to noncharitable beneficiaries as articulated by the Tax Court.77
(2) The IRS Position. The IRS accepted the rationale of Metzger. Revenue Ruling 96-56 78
provides that a gift by check is complete on the date that is the earlier of (1) the date on which the donor
has so parted with dominion and control, under local law, as to leave in the donor no power to change its
disposition, or (2) the date on which the donee deposits the check (or cashes the check against available
funds of the donee) or presents the check for payment, if it is established that: (a) the check was paid by
the drawee bank when first presented to the drawee bank for payment; (b) the donor was alive when the
check was paid by the drawee bank; (c) the donor intended to make a gift; (d) delivery of the check by the
donor was unconditional; and (e) the check was deposited, cashed, or presented in the calendar year for
which completed gift treatment is sought and within a reasonable time of issuance. Because of the extent
of proof needed to establish a completed gift in these cases, it may be advisable to have the client wire
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Gagliardi Est. v. Comm'r, 89 T.C. 1207, 1212 (1987) ("relation back" doctrine to checks issued to charitable
organizations for purposes of income tax deductions); Spiegel Est. v. Comm'r, 12 T.C. 524, 529 (1949) (charitable
contributions made by check were deductible for income tax purposes in the year the check was issued and
delivered, even if check is not cashed until the next year); Belcher Est. v. Comm'r, 83 T.C. 227, 235 (1984), acq.
recommended, AOD 1989-014 (outstanding checks issued to charitable donees but not cashed until after the donor's
death excluded from donor's estate).
74
Dillingham Est. v. Comm'r, 88 T.C. 1569 (1987), aff'd, 903 F.2d 760 (10th Cir. 1990).
75
See Dillingham Est. v. Comm'r, 903 F.2d 760, 765 n. 7 (10th Cir. 1990).
76
Metzger Est. v. Comm'r, 100 T.C. 204 (1993), aff'd, 38 F.3d (4th Cir. 1994).
77
Metzger Est. v. Comm'r, 38 F.3d 118 (4th Cir. 1994).
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1996-2 C.B. 161.
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funds, utilize cashier's checks, or employ one of the other strategies discussed below in section IV.B.2
below.
b. End-of Life Gifts. In Newman Estate. v. Commissioner, 79 the Tax Court declined to extend its
holding in Metzger to deathbed gifts by check. In Newman, the decedent's son, acting under a power of
attorney, made several gifts from her checking account shortly before her death. None of the checks was
accepted and paid by the drawee bank until after her death, and the court concluded that the checks were
part of the decedent's estate, rather than pre-death gifts. The Newman court held that the relation-back
doctrine does not apply to checks representing noncharitable gifts that were not accepted and paid by the
drawee bank before the decedent's death. The Newman court distinguished Metzger on the ground that the
donor in Metzger was still alive when the checks were accepted and paid by the bank. Again, alternative
strategies such as those discussed in section IV.B.2 below may obviate these problems.
2. Other gifting strategies. Many of the problems arising in connection with "last-minute" gifting
strategies relate to the voidability of the transfer, or with the technical requirements for ensuring that gifts
of intangible property or instruments are complete. It clients wish to ensure completion of gifts before a
date certain, they may choose to use a cashier's check instead of a personal check. Since the payment of
the cashier's check cannot be cancelled by the donor, conventional wisdom holds that the gift is complete
on delivery. Likewise, wiring funds or making other electronic transfers may ensure that the transfer is
given effect in a more timely manner. Gifts of tangible personal property can be made; those gifts are
also effective upon delivery of possession of the items to the donee. If securities are transferred, then the
date of gift is fixed by Treasury Regulations issued under Section 2511 of the Code. Those Regulations
provide that if a donor delivers a properly indorsed stock certificate to the donee or the donee's agent, the
gift is completed for gift tax purposes on the date of delivery. If the donor delivers the certificate for
transfer into the name of the donee to the donor's bank or broker as his agent, or to the issuing corporation
or its transfer agent, the gift is completed on the date the stock is transferred on the books of the
corporation. 80 Finally, the donor may wish to consider a self-declaration of trust. Again, Treasury
Regulations issued under Code Section 2511 provide that if a donor transfers property to himself as
trustee (or to himself and some other person not possessing a substantial adverse interest, as trustees), and
retains no beneficial interest in the trust property and no power over it except fiduciary powers, the
exercise or non-exercise of which is limited by a fixed or ascertainable standard, the donor has made a
completed gift of the transferred property. 81
V. UTMA GIFTS—ADVANTAGES AND DISADVANTAGES
A. Overview. An outright transfer to a minor, to the minor's parents as guardians, or to the legally
appointed guardian of the minor qualifies as a present interest gift to the minor under Code Section
2503(b).82 The IRS has ruled that an unqualified and unrestricted gift to a minor of shares of stock that are
registered in the name of the minor donee is a gift of a present interest, whether or not a legal guardian
has been appointed. 83 The ruling states that disabilities placed upon minors by state law do not effect the
determination of whether the donee has immediate enjoyment of the property or the income from the
property. Similarly, the IRS ruled that the assignment of a life insurance policy to a minor qualifies as a
present interest gift if the transfer is without restriction imposed upon the minor or the minor's guardian. 84
79

111 T.C. 81 (1998), aff'd per curiam, 203 F.3d 53 (D.C. Cir. 1999). See also Rosano v. U.S., 67 F. Supp. 2d 113
(E.D. N.Y. 1999), aff'd, 245 F.3d 212 (2d Cir. 2001)(relation-back doctrine applied to noncharitable gift checks that
cleared while the taxpayer was alive. Checks written on December 29, 1989 that cleared on January 3, 1990 (before
the donor's death), were completed gifts in 1989; other checks that cleared after donor's death were included in her
estate).
80
Treas. Reg. § 25.2511-2(h).
81
Treas. Reg. § 25.2511-2(g).
82
Ross v. U.S., 348 F.2d 577 (5th Cir. 1965); U.S. v. Baker, 236 F.2d 317 (4th Cir. 1956); Messing v. Comm'r, 48
T.C. 502 (1967), acq. 1968-2 C.B. 2; Briggs v. Comm'r, 34 T.C. 1132 (1960); Snyder v. U.S., 134 F. Supp. 319
(W.D. N.C. 1955).
83
Rev. Rul. 54-500, 1954-2 C.B. 154.
84
Rev. Rul. 55-408, 1955-1 C.B. 113.
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Of course, since the minor is unable to deal with property from a legal standpoint until the minor's
disabilities are removed, most clients prefer not to transfer financial assets or property (other than tangible
personal property) to minors. Fortunately, statutory measures have been adopted in all fifty states and the
District of Columbia to permit a simple form of custodial arrangement whereby gifts can be made to a
third party for the benefit of a minor. The first such arrangement was the Model Gifts of Securities to
Minors Act (MGSMA), under which securities could be transferred to a "custodian" for the benefit of a
minor donee. The MGSMA provided flexibility by granting discretion to the custodian to deal with the
property. The National Conference of Commissioners on Uniform State Laws (NCCUSL) then
promulgated the Uniform Gifts to Minors Act (UGMA) to facilitate gifts to minor donees. Subsequently,
the NCCUSL promulgated the Uniform Transfers to Minors Act (UTMA).
B. Advantages. Using the UTMA custodianship for transfers to a minor donee offers numerous
advantages.
1. Gifts Qualified for Annual Exclusion. Transfers under UGMA qualify for the annual exclusion
under Section 2503(b) of the Code. 85 Likewise, transfers to UTMA custodianships also qualify for the
present interest exception (at least if the custodianship terminates no later than the minor attaining age
21). 86
2. Simplicity. Implementing the transfer is simple. Generally, all that the donor needs to do is to
execute a transfer instrument or account agreement that declares that the property is transferred to a
custodian "as custodian for" the minor donee under the state UTMA. The reference to the state UTMA
incorporates the entire statute so that no other instrument need be executed. Since the statute grants the
custodian broad powers to accumulate or expend income and principal, an extensive trust document is
unnecessary.
3. No Court Supervision. Unlike a guardianship, the custodian can act without court approval. The
costs of ongoing court supervision would likely thwart the gifting desires of virtually all clients with
regard to voluntary inter vivos transfers.
4. Choosing a Forum. To the extent that various state versions of UGMA or UTMA differ, the donor
can select which state law is to apply by virtue of selecting as custodian a domiciliary of a particular state.
C. Disadvantages. Despite their advantages, there remain significant limitations on gifts to custodians.
1. UGMA limitations. One serious limitation for states that retain UGMA as the basis for custodial
gifts is that most state statutes permit only the transfer of securities, money, insurance policies, and
annuity contracts. Real property and other personal property cannot be transferred. This limitation was
likely premised on the thought that UGMA custodianship was designed for property involving minimal
administrative burdens on the custodian. For property requiring more supervision, a trust with explicit
administrative provisions in the instrument presumably would be a better device. Nonetheless, some
states expanded the scope of permissible UGMA property to include real property, mineral interests, and
tangible personal property. 87 Because of these limitations, the NCCUSL replaced UGMA with UTMA,
which also permits the transfer of interests in land and life insurance, plus testamentary transfers and
transfers from trusts.
2. Outright to Donee at Age 21. Another distinct disadvantage of the custodianship arrangement is
that it automatically terminates by distribution to the donee upon his or her attaining the age of 21 years. 88
In states that retain UGMA, the distribution may occur at age 18, since its termination is generally
dependent upon the age at which the state treats persons as having reached their majority. Although one
may reach legal majority at age 18, most clients believe that maturity and good judgment regarding
money may not exist until a much later date. The issue is even more of a problem if property that might
appreciate substantially (real estate or an interest in a business entity, for example) is transferred to a
custodian. It may be very difficult to forecast what the date-of-termination value of custodianship
85

See Rev. Rul. 59-357, 1959-2 C.B. 212 (MGSMA and UGMA); Rev. Rul. 56-86, 1956-1 C.B. 449 (MGSMA).
See Rev. Rul. 73-287, 1973-2 C.B. 321 (involving UGMA).
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For example, Texas had done so prior to adopting the UTMA. See former Tex. Prop. Code Ann. §§ 141.001–
141.014 (1995) (repealed 1995).
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property might be. Mandatory distribution at age 21 represents a significant drawback of the
custodianship arrangement.
3. Estate Tax Issues.
a. Donor/Parent as Transferor/Custodian. Both UGMA and UTMA permit donors to transfer
property to themselves as custodians for the minor donees, and it is not uncommon for donors to do so. If
the donor-custodian predeceases the donee prior to the termination of the custodianship, however, the
custodianship property may be included in the donor's gross estate under Sections 2036, 2038, and/or
2041 of the Code. Under UGMA and UTMA, the donor-custodian may pay or withhold the income and
principal from the property until the minor reaches age 21. Such retained rights constitute a power under
Section 2038(a)(1) to alter, amend, revoke, or terminate the transfer.89 It should be noted that although
the donor-custodian generally is subject to Section 2038 estate tax inclusion, the IRS did not apply
Section 2038 to a consenting spouse in a split-gift situation.90 The decedent was appointed successor
custodian for a custodianship created by her spouse. The decedent's spouse had transferred separate
property to the custodianship, but the decedent had consented to split the gift. The IRS ruled that the
property was not included in the decedent's gross estate under Section 2038 merely because of the Section
2513 gift-splitting election. However, reciprocal transfers of property between spouses to be held by each
as custodian may not be effective in avoiding the Section 2038(a)(1) problem.91
b. Grandparents as Transferor. If a grandparent transfers property to his or her child as custodian
for a grandchild, adverse tax consequences may result as to the child who is the parent of the grandchild.
In general, the child is obliged to provide support to the minor grandchild, and the custodian possesses the
power to distribute the custodianship property for the benefit of the grandchild. The ability of the child to
use custodial funds to discharge the child's support obligation to the grandchild could generally cause: (1)
the child to be taxed on the income of custodial assets; 92 and (2) inclusion of custodial property in the
gross estate of the child for federal estate tax purposes if the child is serving as custodian at the death of
the child. 93
4. GST Tax Issues. Section 2652(b)(1) of the Code provides that the term "trust" includes any
arrangement other than an estate that, although not a trust, has substantially the same effect as a trust.
Under this definition, custodianships under UGMA or UTMA are trust arrangements. 94 If the transferor of
property to a custodianship for a minor does not retain any control over the custodianship that would
cause inclusion in the transferor's gross estate, the transfers may avoid application of the GST tax under
the principles applicable to gifts to trust under Section 2642(c)(2).
VI. ANNUAL EXCLUSION GIFTS IN TRUST
A. Section 2503(c) and "No Substantial Restrictions". Section 2503(c) of the Code provides a special
exclusion for gifts for the benefit of persons less than 21 years of age that otherwise would be considered
88

Pennsylvania has adopted a statute that permits termination to occur not later than the time the minor attains the
age of 25 years, but only with respect to certain transfers by a personal representative of a decedent or a trustee. See
20 Pa. Cons. Stat. Ann. §§ 5305, 5321(c) (2012).
89
See Lober v. U.S., 346 U.S. 335 (1953) (involving a trust); Exchange Bank & Trust Co. v. U.S., 694 F.2d 1261
(Fed. Cir. 1982); Prudowsky Est. v. Comm'r, 55 T.C. 890 (1971), aff'd, 465 F.2d 62 (7th Cir. 1972) (assets held by
decedent as custodian includible in gross estate under IRC §§ 2036 and 2038). See also Rev. Rul. 70-348, 1970-2
C.B. 193; Rev. Rul. 59-357, 1959-2 C.B. 212; Rev. Rul. 57-366, 1957-2 C.B. 618. Cf. Rev. Rul. 77-460, 1977-2
C.B. 323 (IRC § 2041 does not apply to UGMA non-custodian/donor merely because he could petition a court to
order the custodian to make distributions to the donee); GCM 37590 (6/29/78); GCM 37299 (10/21/77).
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Rev. Rul. 74-556, 1974-2 C.B. 300.
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See Exchange Bank & Trust Co. v. U.S., 694 F.2d 1261 (Fed. Cir. 1982). Cf. Green Est. v. U.S., 68 F.3d 151 (6th
Cir. 1995) (reciprocal trust doctrine does not apply to trusts in which the grantor's only retained interests and powers
were discretionary fiduciary powers to reinvest income and time income and corpus distributions until beneficiaries
reach age 21 because these powers were not a retained economic benefit).
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See Rev. Rul. 59-357, 1959-2 C.B. 212; Rev. Rul. 56-484, 1956-2 C.B. 23.
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See IRC § 2041.
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Treas. Reg. § 26.2652-1(b)(2), Ex. 1.
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gifts of future interests under Section 2503(b). If the statutory requirements are met, the entire value of
property transferred will be considered a gift of a present interest that qualifies for the annual exclusion
under Section 2503(b). Prior to the enactment of Section 2503(c), unless a minor was given a present
interest in property or a present interest in the income from property transferred by gift, the donor was not
entitled to the annual exclusion.95 Section 2503(c) does not explicitly refer to trusts; it applies to all forms
of gifts that meet its requirements, but typically a trust is used to obtain the Section 2503(c) exclusion. A
transfer of property for the benefit of a minor will not be considered a gift of a future interest under
Section 2503(c) if three requirements are met: (1) both the property transferred and the income from the
property may be distributed to, or expended for the benefit of, the donee while the donee is less than 21
years of age; (2) all undistributed property and income pass to the donee at the age of 21 years; and (3) if
the beneficiary dies before reaching the age of 21 years, any then existing property and income must be
payable either to the donee's estate or to the donee's appointee pursuant to a general power of
appointment. If the statutory requirements are satisfied, the entire value of the property transferred is
eligible for the exclusion.
1. Property and Income Used for Donee under Age 21. The first requirement of Section 2503(c) is
satisfied if the property and the income from the property may be expended for the donee's benefit before
the donee attains the age of 21 years.96 To satisfy this requirement, the trustee must be given discretion to
determine the amounts of trust income and property to be expended for the donee and the purposes for
which the expenditures are to be made. There must be no "substantial restriction" on the trustee's
discretion. The trustee's power to distribute both income and principal to, or for the benefit of, a
beneficiary who is less than 21 years of age must be substantially absolute and unfettered. 97 In
determining whether language in a trust instrument imposes a "substantial restriction" on the trustee's
discretion, courts have compare limitations on the trustee's power to make distributions with restrictions
imposed on a guardian by state law, holding that a gift in trust to a minor will qualify under Section
2503(c) if the trustee is given at least as much discretion over both the income and principal of the trust as
that of a guardian under local law.98 Minimal limitations may be allowed. For example, restricting the
trustee's discretionary power to distribute principal and income to the amounts necessary for the donee's
"support, care, education, comfort and welfare" while the donee is a minor does not impose an objective
limitation that significantly restricts the trustee's discretion. 99 In addition, the presence of words that have
no objective limitations, such as "welfare," "happiness," or "convenience," which when read as a whole,
approximate the scope of the term "benefit," will not be considered a substantial restriction. 100 A trust
instrument may require that the trustee first look to sources outside the trust before distributing trust
income, if state law imposes equal restrictions on a guardian. 101 If, however, the trustee is directed to take
into consideration other resources available to the beneficiary and other payments made to or for the
beneficiary, and this requirement imposes a restriction greater than that placed on a guardian under state
law, the annual exclusion will be denied. 102 Moreover, if the purposes for which income and principal
may be expended are specifically limited to purposes that do not include the overall needs of the
beneficiary, then substantial restrictions will be found to have been imposed. 103
95

Fondren v. Comm'r, 324 U.S. 18, 20 (1945); Comm'r v. Disston, 325 U.S. 442 (1945).
IRC § 2503(c)(1).
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Treas. Reg. § 25.2503-4(b)(1).
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U.S., 756 F. Supp. 1117, 1119 (C.D. Ill. 1991).
99
Rev. Rul. 67-270, 1967-2 C.B. 349.
100
Id.
101
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2. Trust Principal and Income Pass to Donee at Age 21. The requirement that all remaining principal
and undistributed income not expended during the minority of the beneficiary pass to the beneficiary at
the age of 21 is satisfied if, upon reaching the age of 21, the beneficiary has the right to demand trust
property or to extend the terms of the trust.104 The IRS originally ruled that the requirements of Section
2503(c) were not satisfied unless the beneficiary had the unequivocal and unconditional right to the
property without the necessity of an affirmative act on the part of the beneficiary. 105 However, the Tax
Court found this ruling to be too restrictive a reading of the statute. As a result, the IRS revoked its prior
ruling and ruled instead that the ability of the beneficiary to extend the term of a trust that otherwise
qualifies under Section 2503(c) does not cause the gift to be considered a future interest.106 Revenue
Ruling 74-43 states that a trust instrument may provide for the continuance of a trust beyond the
beneficiary's 21st birthday, as long as the beneficiary, upon reaching the age of 21, has either (1) the
continuing right to compel immediate distribution of trust corpus and accumulated income or (2) a right
during a limited period of time to compel immediate distribution by giving written notice to the trustee,
which, if not exercised, will permit the trust to continue for the period provided in the trust instrument.107
The IRS has indicated in private letter rulings that a 30-day period during which the beneficiary may
demand distribution of the trust property is a sufficiently long period of time.108
3. Trust Principal and Undistributed Income Must Be Included in Minor's Estate if Minor Dies Before
Age 21. Section 2503(c) requires that, if the beneficiary dies before attaining age 21 years, the property
that is the subject of the gift will be payable either to the beneficiary's estate or as the beneficiary may
appoint under a general power of appointment as defined in Section 2514(c). 109 In other words, in event
of the beneficiary's death, the trust property must be included in the beneficiary's estate under either
Section 2033 or 2041 of the Code.110 Note that inclusion in the estate under either method is permitted so
a power of appointment is not required, but if the trust instrument does not provide a general power of
appointment and does provide for a disposition of the trust assets other than to the estate of the
beneficiary, then the statutory requirements of Section 2503(c) will not be satisfied, because the
beneficiary will not have been given unrestricted control over the disposition of the trust property. 111 A
general power of appointment qualifying under Section 2503(c) may be exercisable either during the
beneficiary's lifetime, by will, or both. 112 Naturally the trust instrument may (and should) provide for a
taker in default of the beneficiary's exercise of the power of appointment. Such language does not
disqualify the trust for the annual exclusion.113 Given that the beneficiary will very likely be a minor
when the trust is created, and as a result, will not have capacity to exercise the power of appointment (at
least until reaching the age of majority or otherwise having testamentary disabilities removed), failure to
name takers in default of the exercise may result in an unintended reversion to the grantor.
B. Gifts of Income Interests. As mentioned above, Section 2503(c) of the Code is not restricted to
transfers in trust. Moreover, the statute has been interpreted as permitting a gift in trust to be considered
technical school education of the beneficiary," and for the beneficiary's "care, support, health and education" in the
event of (1) an accident, illness, or disability affecting the beneficiary or (2) the death or disability of either or both
of the beneficiary's parents, held to be substantial restriction).
104
Treas. Reg. § 25.2503-4(b)(2).
105
Rev. Rul. 60-218, 1960-1 C.B. 378, revoked by Rev. Rul. 74-43, 1974-1 C.B. 285.
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Rev. Rul. 74-43, 1974-1 C.B. 285 (issued in response to Heidrich v. Comm'r, 55 T.C. 746 (1971), acq. 1974-2
C.B. 3.
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Id.
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IRC § 2503(c)(2)(B).
110
See Ross v. Comm'r, 71 T.C. 897, 900-01 (1979), aff'd, 652 F.2d 1365 (9th Cir. 1981) (disposition to donee's
"heirs at law" does not satisfy § 2503(c)(2)(B)); Clinard v. Comm'r, 40 T.C. 878 (1963) (disposition to donee's "next
of kin" does not satisfy § 2503(c)(2)(B)).
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See, e.g., Messing v. Comm'r, 48 T.C. 502 (1967), acq. 1968-2 C.B. 2 (transfer in trust held to be gift of future
interest because trust agreement provided that trust property be distributed to beneficiary's surviving issue or, if
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112
Treas. Reg. § 25.2503-4(b).
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as being composed of separate gifts of principal and income. 114 As a result, an annual exclusion may be
available (at least in part) for a gift to a trust which does not meet the requirements of Section 2503(c) as
to principal, so long as the requirements of that Section are met as to income.
1. Generally. Treasury Regulation Section 25.2503-4(c) provides that a transfer of property in trust
with income required to be paid annually to a minor beneficiary and corpus required to be distributed to
the beneficiary upon attaining the age of 25 is a gift of a qualifying interest under Section 2503(c) of the
Code with respect to the right to income, but is a gift of a non-qualifying interest with respect to the right
to corpus, because distributions of corpus are not structured as mandated by Section 2503(c). In this
setting, the amount of the present interest is limited to the actuarial value of the beneficiary's income
interest, determined in accordance with the valuation rules of Section 7520 of the Code. Similar to the
requirements of Section 2503(c) trusts, to qualify the income interest (only) for the present interest
exclusion, the transfer must provide that: (1) the income may be expended by, or for the benefit of, the
donee before his attaining the age of 21 years; (2) all income accumulated before age 21 must be
distributed at age 21; and (3) if the beneficiary dies before reaching the age of 21, any accumulated
income must be payable to the estate of the donee or by the beneficiary's exercise of a general power of
appointment. 115
2. Ascertainable Value. An income interest must have an ascertainable value to qualify for the annual
exclusion under Section 2503(b). 116 If the value of the income interest is not reasonably certain, however,
no Section 2503(b) annual exclusion will be allowed. 117 Whether an income interest has an ascertainable
value depends upon a number of factors. For example, if the trustee has the right to invade principal for
the benefit of persons other than the income beneficiary, the value of the income interest cannot be
determined because exercise of the power to invade would decrease the trust corpus and would result in a
corresponding loss of income. Therefore, the Section 2503(b) exclusion is not allowed because the value
of the income interest is not ascertainable.118 Although an exclusion will be denied for the value of an
income interest if the trustee may invade corpus for the benefit of another person, a discretionary power in
the trustee to invade principal for the benefit of the life income beneficiary is disregarded and the income
interest qualifies for the annual exclusion. 119
3. Multiple Income Beneficiaries. If the trustee is required to distribute all income among several
beneficiaries, the determination of whether the annual exclusion is allowable depends upon whether each
beneficiary's share of the trust income is definitely ascertainable or is dependent upon the exercise of the
trustee's (or some other person's) discretion. 120 For example, if each beneficiary has the present right to
receive income in proportion to that beneficiary's fractional share of trust corpus, a gift of property in trust
will qualify for the annual exclusion to the extent of the income interest.121 If, however, a donor creates a
"sprinkle" or "spray" trust, in which the trustee is required to distribute all trust income to a fixed class of
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beneficiaries, but the trustee has the discretion to allocate income within the class in varying amounts, the
interest of each individual beneficiary is indeterminate, and the annual exclusion is inapplicable.122
4. Property Productive of Income. If the property transferred in trust consists of property that is not
income-producing, no annual exclusion is allowable because the value of the income interest cannot be
determined. 123 However, the Fourth Circuit allowed a Section 2503(b) annual exclusion for the value of
the income interest in a trust, even though the trust consisted of stock that had paid no dividends and was
not likely to do so for some time. In the litigation, the IRS conceded that the gift was a present interest,
but claimed it had no ascertainable value. The government concession on the present interest issue was ill
considered. The court stated that the IRS concession was inconsistent with the contention that the interest
was valueless. The court ruled that the test for "lack of ascertainable value" requires that some
impediment, power, or contingency stand in the way of actual realization of income, none of which was
present. The court also gave weight to the fact that the trustees could sell the non-income-producing stock
and reinvest in income-producing assets. 124 Neither the Tax Court nor the IRS has followed Rosen, 125 and
the Fourth Circuit (which decided Rosen) subsequently ruled that the transfer in trust of property that was
not income-producing was not a gift of a present interest. 126
5. Effect of Administrative Powers. Purely administrative powers of a trustee generally do not make
the value of the income interest unascertainable. Thus, the trustee's discretionary power as to the manner
and means of distributing annual income is not a restriction upon the income interest and does not reduce
the amount qualifying for the annual exclusion.127 A problem may arise, however, if the language of the
trust instrument indicates that the trustee's administrative powers over the allocation of receipts and
expenses between principal and income is likely to be exercised so as to deprive the income beneficiary
of all, or a portion of, a present right to trust income. 128 Likewise, a trust instrument with administrative
provisions granting the trustee "absolute," "unlimited," or "uncontrolled" discretion in the allocation of
receipts and expenses to principal or income may run make the income interest unascertainable. The
enactment of the Uniform Principal and Income Act, with its pervasive "power to adjust," may, however,
make precedent predating the Act inapplicable if income is subject to adjustment under that provision,
since the power to adjust is not an extraordinary power contrary to the general rules regarding allocation
of receipts and disbursements. Instead, the power to adjust is necessary to implement the prudent investor
standard.
C. "Crummey" Trusts. The limitations on the flexibility associated with Section 2503(c) trusts have led
practitioners to find more creative avenues to avoid the constraints of Code Section 2503(b), which makes
gifts of "future interests in property" ineligible for annual exclusion treatment. As noted above, Treasury
Regulations define the term "future interest" as a gifted interest in property which is limited to commence
in use, possession or enjoyment at some future date or time. 129 The regulations further explain that a
donee has a "present interest" in gifted property if he has an unrestricted right to the immediate use,
possession or enjoyment of such property or the income from such property. 130 Absent the right to
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immediate use, the gift is generally treated as a gift of a "future interest," ineligible for the gift tax annual
exclusion.
1. Withdrawal Rights in General. When drafting irrevocable trusts to receive inter vivos gifts, estate
planning practitioners regularly include some form of withdrawal, exercisable with respect to a specific
dollar value and for a limited period of time. The withdrawal right converts what would otherwise be a
"future interest" to a "present interest" and makes the annual gift tax exclusion available to the donor. 131
By providing withdrawal rights, estate planners seek to ensure that the maximum amount of each
contribution avoids exposure to gift tax. The "Crummey" trust, named after the Ninth Circuit decision in
Crummey v. Commissioner132 discussed below, describes a trust the contributions to which qualify for the
annual exclusion under Section 2503(b) because the beneficiary has an unrestricted right to withdraw all,
or a portion of, annual additions to trust corpus. The withdrawal right generally is limited to a specific
period of time following a contribution to the trust. Because a beneficiary may obtain immediate
enjoyment of trust property by exercising the demand right, the beneficiary has a present interest in
property transferred to the trust to the extent the property is subject to the power.133 The donor therefore is
entitled to take advantage of the annual exclusion with respect to contributions that are subject to the
"Crummey" power.
2. Withdrawal Rights before Crummey. Prior to Crummey, courts had recognized that a gift to a trust
could qualify for the gift tax annual exclusion if the adult beneficiary had a right to withdraw the entire
corpus of the trust. 134 The practice prior to Crummey was generally to give the donee a demand power
over all property in the trust, exercisable at any time. While such language qualified the transfer to be
eligible for the gift tax annual exclusion, it largely negated the benefits of using a trust. A non-lapsing
withdrawal right over the entire trust meant that trust assets could be reached by the beneficiary's
creditors. In addition, such a right would constitute a general power of appointment, causing the trust
assets to be includable in the beneficiary's estate at death. 135 In effect, it was akin to giving property
outright to the beneficiary. Unless the existence of the withdrawal right remained unknown to the
beneficiary, he or she could circumvent any restrictions that the grantor intended to impose upon the
transfer by the simple expedient of withdrawing all of the property from the trust.
3. Crummey v. Commissioner. The trust in Crummey involved an important refinement of the demand
principle embodied in the trusts that previously resulted in availability of the annual exclusion. In the
trust established by the Reverend Doctor Crummey, the demand power extended only to the amount of
the annual transfer into the trust, not to all of the trust property. In addition, the demand right lapsed at the
end of the calendar year during which the transfer to the trust was made. If the demand right were not
exercised, the property transferred remained in trust pursuant to the terms of the trust instrument. In
Crummey, the draftsman succeeded in avoiding an ongoing power to terminate the entire trust, while
obtaining the annual exclusion allowed under Section 2503(b) of the Code. This was an attractive
combination to many clients. The Ninth Circuit allowed the exclusion to the extent of the entire value of
the property subject to the demand right, and found that an enforceable demand right existed even though
the court recognized that (1) at least one of the beneficiaries was a minor for whom no guardian had been
appointed; (2) there was no procedure to notify the donee that a transfer had been made as to which the
donee possessed a demand right; and (3) transfers might be made near the end of the calendar year so that
the duration of the demand right might be severely limited. The court refused to distinguish between adult
and minor donees, both of whom possessed demand powers. In sum, the trust in Crummey succeeded in
obtaining the full annual exclusion as to the entire value of annual transfers in trust, even though current
131
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income was not required to be distributed and the trust did not terminate when the donee reached the age
of 21.
4. The IRS Response. After the decision in Crummey, the IRS conceded that Section 2503(b) applied
to a demand power possessed by a minor, even though no guardian had been appointed. It thus allowed
the annual exclusion, reasoning that the beneficiary's power to demand a distribution of trust property
created a present interest in the trust property. 136 Revenue Ruling 73-405, which expresses this approval,
requires that no impediment exist to the appointment of a guardian for a minor beneficiary, but does not
involve the same fact pattern as Crummey. The Revenue Ruling allowed the exclusion where a minor
donee (for whom no guardian had been appointed) possessed a demand right over the entire trust
property, rather than a lapsing demand right over each annual addition to the trust. The IRS has
subsequently granted favorable private rulings on the annual exclusion with respect to annual demand
rights (expiring after a stated period) over a specific portion of the property added to the trust.137
5. How Many Exclusions? The IRS has ruled that if a demand right is conveyed to more than one
trust beneficiary, the donor is entitled to the annual exclusion for each donee to the extent that each
donee's demand is assured of being satisfied on a pro rata basis. 138 By "assured of being satisfied," the
IRS has privately ruled that the trust must hold cash, or assets reducible to cash, to satisfy the demand
right. This condition may be met if the trust instrument permits a trustee's sale, encumbrance, loan,
mortgage, or other distribution in order to satisfy the demand right in cash.139 Accordingly, an increase in
the number of Crummey power holders may increase the number of annual exclusions.140 As a result,
clients may be inclined to provide multiple Crummey demand powers if the amount to be transferred to
the trust exceeds the client's annual exclusion. However, the client should be forewarned about the IRS's
position.
a. Cristofani Est. v. Commissioner. In Cristofani Est. v. Commissioner, 141 the Tax Court, in a
unanimous reviewed decision, held that Crummey withdrawal powers granted to the five contingent
beneficiaries of a trust were present interests in property for purposes of computing the donor's annual
exclusion. The donor in Cristofani had two adult children, and five grandchildren each of whom was less
than 14 years old. The donor established an irrevocable trust with her two children as primary
beneficiaries and her grandchildren as contingent beneficiaries. Each of the two children and five
grandchildren (through their parents as natural guardians) had an unrestricted right to withdraw an amount
not to exceed the donor's annual exclusion amount within 15 days after the date of a contribution to the
trust. The donor transferred interests in unimproved real property, valued at $70,000, during each of the
two years before her death. Seven annual exclusions were claimed each year. None of the five
grandchildren exercised a withdrawal right or received a distribution from the trust. The IRS disallowed
the annual exclusions attributable to each of the donor's five grandchildren, asserting that the transfers of
property were not present interests in property with regard to the grandchildren. In turn, the Tax Court
found that there was no agreement or understanding between the donor, the trustees, and the beneficiaries
that the grandchildren would not exercise their withdrawal rights following a contribution to the trust. The
Tax Court concluded that, because the grandchildren had the legal right to withdraw trust corpus within
15 days following any contribution, each grandchild had a present interest that qualified for the annual
exclusion. The court held that Crummey does not require a vested present or remainder interest in trust
corpus or income to qualify a demand right for the annual exclusion. The court stated that the test is not
the likelihood that the beneficiary will actually receive a distribution, but rather the ability of the
beneficiaries, in a legal sense, to exercise their right to withdraw and the trustee's right to legally resist a
beneficiary's demand for payment. The court also found that the donor intended to benefit her
136
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grandchildren, rejecting the IRS contention that the only reason the grandchildren were given their rights
of withdrawal was to obtain the benefit of the annual exclusion. In 1992, and again in 1996, the IRS
acquiesced, in result only, to the Cristofani decision.142 In later rulings, however, the IRS sought to limit
the scope of Cristofani. 143
b. Kohlsaat Est. v. Commissioner. In Kohlsaat Est. v. Commissioner144 the Tax Court rejected the
position taken by the IRS in private rulings that withdrawal rights held by contingent beneficiaries were
illusory. It instead allowed annual exclusions for 16 contingent beneficiaries (the donor's grandchildren,
whose parents were the current income and corpus beneficiaries, and who could take in default of their
parents' exercise of a special power of appointment). Neither the children nor grandchildren exercised
their Crummey demand rights. The court found that there was no preexisting understanding that the
contingent beneficiaries would not exercise their demand rights, noting that the beneficiaries offered
several credible (but unspecified) reasons why they failed to exercise their powers. The court stated that
the fact that the powers were not exercised was not sufficient to create an inference that there was a
preexisting agreement with the donor, and there was no evidence that the beneficiaries would be
penalized if they exercised their powers.
6. Is Notice Required?
a. The IRS's View. Although no notice of the withdrawal right was provided to the beneficiaries of
the trust in Crummey, the IRS takes the position that no present interest annual exclusion is available
unless a beneficiary has actual notice of the withdrawal right and a reasonable time within which to
exercise the right prior to its lapse.145 If a beneficiary is not informed of the right to withdraw transfers to
the trust, the beneficiary's right to immediate possession and enjoyment of the property is postponed, and
he or she effectively receives a future interest at the time the gift is made. 146 So what is a reasonable
time? The IRS has privately ruled that 30 days is a reasonable time for qualifying a transfer to a trust as a
present interest 147 and have disapproved a three-day period.148 They have also stated that a 20-day
withdrawal period "severely restricts" the time in which a demand right can be exercised, supporting the
proposition that the donor never intended that the demand rights be exercised. 149 As noted above, a 15day withdrawal period was approved by the Tax Court in Cristofani. 150
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b. The View of the Courts. Turner v. Commissioner 151 reminds us that courts have taken the
position that notice to beneficiaries may not be essential to qualify a gift in trust as a present interest. Mr.
Turner created a trust for the benefit of his children and grandchildren which provided that after each
direct or indirect transfer to the trust, the beneficiaries had the power to withdraw the lesser of $20,000
($10,000, if not married) or the amount of the transfer divided by the number of beneficiaries. A
beneficiary wishing to make a withdrawal had to give notice to the trustee within 30 days of the addition
to the trust. However, instead of making cash gifts to the trust, Mr. Turner paid premiums on a policy
owned by the trust directly to the insurance company. As a result, none of the beneficiaries knew they
had a right to withdraw. The IRS asserted that the gifts were illusory because the beneficiaries had no
meaningful way to withdraw the funds or opportunity to make a demand. Therefore, they were gifts of a
future interest. Relying on Crummey, the Tax Court held that the gifts were a present interest because, like
Crummey, the beneficiaries had the legal right to withdraw despite their lack of knowledge of it.
c. Best Practices. While case law may help preserve the annual exclusion in cases where no notice
was actually given, the better practice is to require the trustee to give ample notice to beneficiaries of their
withdrawal right. From a drafting standpoint, prudent practitioners will continue to include language in
the trust documents which compel notice, to ensure that beneficiaries have a reasonable opportunity to
exercise withdrawal rights, and trustees will be advised to give the notice. Any steps short of that may, at
least under the IRS's current view of the law, result in a challenge that the withdrawal right is illusory. In
a recent Trusts & Estates article, Andrew Katzenstein and Lindsay Sellers have suggested a number of
important factors to consider (with sample forms) to help practitioners ensure that beneficiaries of
Crummey trusts receive a reasonable opportunity to exercise their withdrawal rights so that they are
respected by the IRS. This author has attempted to distill their advice into a "top ten" list of items that, at
a minimum, should be observed. 152
(1) Require Provision of Reasonable Notice. The trust agreement should require the trustee to
provide each beneficiary, his guardian, or another designated individual on behalf of a minor, with notice
of withdrawal rights within a reasonable time after any gift subject to a withdrawal right is made to the
trust. The trust agreement should not, however, limit the trustee to any specific method of giving notice.
Different times, technologies, and situations may call for differing methods of notice over the time that
gifts are made to the trust. For maximum flexibility, the trust agreement might include a nonexclusive list
of several manners by which the trust may provide notice, including, for example, by e-mail, to support a
trustee's assertion upon audit that notice was provided via a method sanctioned by the trust agreement.
Requiring that the trustee provide notice, within a reasonable time, to those holding withdrawal rights is
sufficient to oblige the trustee to properly inform beneficiaries, without imposing unnecessarily strict
requirements that a trustee may fail to follow precisely.
(2) Designate Someone to Receive Notice on Behalf of Minors. The trust agreement should
designate the appropriate individual to whom notice should be given for any minor (or otherwise
incapacitated) beneficiaries. This individual might be the minor's natural or legal guardian. To guard
against the possible death or other unavailability of the designated person, the trust agreement might also
contain a provision allowing the trustee to designate a particular individual (which might include any
responsible adult in the child's life, including the trustee) to receive notice on the minor's behalf.

(3) Release Trustee from Liability. Katzenstein and Sellers point out that trustees sometimes fail
to provide timely notice to beneficiaries. The client may consider providing a release of liability to the
trustee for failure to provide notice (other than failure as a result of bad faith). They note that without a
release, it may be difficult for a client to find someone willing to act as trustee.
(4) Put the Notice in Writing. The optimal way for a trustee to establish that notice was given to a
beneficiary or guardian with respect to a gift or a contribution is for the trustee to give the beneficiary or
guardian written notice. But written notice provides evidence only that the trustee gave the notice. To
prove actual notice, the beneficiary must also be shown to have received the notice. To establish receipt,
151
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the trustee might also send an acknowledgment form to the beneficiary or guardian for signature stating
that he or she has received the notice of withdrawal right, and request that the beneficiary send back the
acknowledgment. Katzenstein and Sellers recommend that the acknowledgment be on a separate page,
lest the beneficiary fail to return the acknowledgment, and the trustee's file be left only with copies of
unacknowledged notices. The authors suggest that in addition to written notice, the trustee give each
beneficiary verbal notice of the rights. In the event that the paper trail is inadequate, beneficiaries will
nevertheless be capable of testifying that they had notice of their rights. They also recommend that the
trustee consider other methods of notice, such as e-mail, text message, Facebook communications, etc.
(5) Actual Notice. Katzenstein and Sellers point out that if the trustee is himself a beneficiary
holding a withdrawal right, or the trustee is the parent and natural guardian of a minor beneficiary holding
a withdrawal right, the IRS has noted that the trustee has "actual notice" of the withdrawal rights by virtue
of his status as trustee. As a result, the trustee needn't provide any formal notice to himself with respect to
either his own withdrawal rights, or the withdrawal rights of his minor children, because actual notice
suffices. 153
(6) Continuing Notice. If the grantor intends to make regular annual gifts (as might be the case, for

example, with a trust that holds an insurance policy for which premiums are due on an established
schedule), the notice should specify: (1) the amounts and dates of the premiums or other gifts, (2) the
amounts and dates of future trust contributions, and (3) the terms of the withdrawal rights. Two
(somewhat venerable) private letter rulings have held that a trust agreement made adequate provision for
notice by requiring the trustee to provide a single notice to each beneficiary setting out those facts. 154 The
IRS agreed that the single initial notice could serve as "continuing notice" of future contributions made in
accordance with the schedule. While the initial (and each subsequent) notice should contain continuing
notice language, this author nevertheless recommends giving actual notice each year that a gift is made to
the trust.
(7) Contents of the Notice. Katzenstein and Sellers recommend that the notice include: (1) a
statement that a gift was made to the trust, (2) the amount of the gift that is subject to the beneficiary's
withdrawal right, (3) the amount of time the beneficiary has to exercise the withdrawal right before it
lapses, and (4) a request that the beneficiary notify the trustee if he wishes to exercise the withdrawal
right. These four items are designed to ensure that the beneficiary is aware of the nature of his withdrawal
right and informed of the manner in which it must be exercised. The period of lapse should be not less
than thirty days from the date that the beneficiary receives the notice (and not from the date of the gift—if
notice isn't given promptly, rights expiring thirty days from the gift might be foreclosed before notice is
received by the beneficiary). Even if the withdrawal right lapses in a subsequent year, the gift is still
treated as having been made in the year of its contribution.155 The initial notice could also include a copy
of the relevant portions of the trust instrument providing the withdrawal right. The authors note that once
the initial notice explaining the nature of withdrawal rights and attaching the relevant trust provisions is
provided to a beneficiary or guardian, subsequent notices need only include the date of the contribution,
the amount subject to withdrawal right, and the time frame within which the beneficiary must notify the
trustee of his intent to exercise. If hanging powers are used in the trust agreement, the subsequent notice
should also remind the beneficiary that withdrawal rights with respect to previously contributed property
may still exist.
(8) No Advanced Waivers of Notice. Katzenstein and Sellers caution against having the
beneficiary waive notice in advance. They point to a 1995 Technical Advice Memorandum that rejected
the use of advance waiver of notice and denied annual exclusions for gifts made after beneficiaries
executed the waivers.156
(9) No Waivers of Withdrawal Rights. Katzenstein and Sellers strongly caution against having
the beneficiary waive his or her withdrawal right, noting that a withdrawal right is a general power of
153
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appointment under Section 2514(c) of the Code. They note that a waiver of the withdrawal right isn't a
"lapse" under Section 2514(e) for which the 5-or-5 exclusion is available. As a result, the beneficiary will
be treated as having made a gift the entire amount of the contribution for which he or she waived
withdrawal rights. Instead of obtaining a waiver, the rights should simply be allowed to lapse, subject to a
hanging power for the amount in excess of the 5-or-5 exclusion.
(10) Explain and Give Samples, but Don't Volunteer. The authors recommend that each time a trust
with a withdrawal right is created, the practitioner should take the time to review the notice procedure
with the trustee and provide the trustee with an initial package of forms, both in hard copy and in
electronic form for ease of editing and a set of detailed administration instructions that the trustee can
refer to each year when a contribution is made. The attorney should make sure that the trustee understands
that grantor is the attorney's client, and not the trustee (to avoid inadvertently establishing an attorneyclient relationship with the trustee), and that the information is being given at the client's request. Making
sure the trustee fully understands the notice responsibilities and providing the trustee with forms helps
ease the administrative burden on both the trustee and the practitioner going forward. For the
practitioner's protection, he should inform the client in writing that complying with the notice procedure
isn't the practitioner's responsibility and, unless contacted by the client to provide assistance, the
practitioner is excused from involvement in the process going forward.

VII. ANNUAL EXCLUSION GIFTS WITH "UGLY" ASSETS – HACKL, PRICE, FISHER, WIMMER
A. Discounting vs. Present Interest Requirements.
1. Goals of Discounting. Practitioners have long known that when making gifts of tangible and
intangible property, one might place restrictions on the rights and benefits associated with that property,
and thereby reduce its value. Since transfer taxes are based upon the fair market value of property
transferred, these value-diminishing or "discounting" strategies effectively lower the potential transfer tax
cost of parting with property. Examples abound, and range from the congressionally sanctioned, such as
conservation easements,157 to the congressionally tolerated, such as entity restrictions no more onerous
than state law,158 to the hard-fought but case-law approved, such as discounts for lack of marketability
and minority interests. 159 While restrictions may be effective in discounting the value of property for gift
tax purposes, the discounts may work against the taxpayer when the restrictions are so severe that they
effectively eliminate the recipient's "unrestricted right to the immediate use, possession or enjoyment of
the property or the income from the property." 160 If the restrictions negate those rights, the transfer of the
property will no longer qualify for the present interest exclusion of Section 2503(b).
2. Hackl and the Present Interest Issue. The application of restrictions that may jeopardize the annual
exclusion is illustrated in the case of Hackle v. Commissioner. 161 In Hackl, the IRS successfully asserted
that the substantial restrictions imposed on the interest transferred by gift that were used to achieve the
desired valuation discounts negated the availability of the Section 2503(b) annual exclusion.
a. The Limitations. Hackl involved a husband and wife who created a limited liability company
(LLC), contributed property to the LLC, and transferred interests in the LLC to their descendants and
trusts for their descendants. The LLC held timber properties and other properties. The husband and wife
expected no current income from the LLC, but they expected eventual capital gain. The LLC operating
agreement contained provisions whereby: (1) the husband was manager for life or until resignation,
removal, or incapacity, and the agreement also conferred on him the authority to name a successor
manager during his lifetime or by will; (2) the manager had discretion over distributions of available cash;
(3) without the consent of the manager, no member could withdraw its capital contribution or compel the
LLC to distribute or return the member's capital contribution to the member (the members also waived the
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right to have any of the LLC property partitioned); (4) a member could not withdraw from the LLC
without the consent of the manager; (5) a member could transfer an interest in the LLC to the LLC with
the consent of the manager, and could not otherwise transfer an interest in the LLC without the consent of
the manager; with the manager's consent, a transfer to a third party would cause the transferee to be
considered a substitute member—without the manager's consent the transferee would be considered a
mere assignee with no right to become a member or to participate in the business; and (6) a dissolution of
the LLC would occur at the discretion of the manager for so long as husband was manager, following the
tenure of the husband as manager by an 80% vote of the voting units or, a dissolution event (the
resignation, expulsion, bankruptcy, death, insanity, retirement, or dissolution of the manager) if the LLC
was not continued by a majority vote of the members within 90 days of the event.
b. The Tax Court Opinion. The Tax Court found for the IRS. The court concluded that the Section
2503(b) present interest requirement means that the donee must receive a substantial present economic
benefit under all the facts and circumstances of the case. The taxpayer argued that an outright and
unencumbered transfer of property necessarily is a Section 2503(b) present interest. The Tax Court
rejected this argument. In determining whether the transferees received a substantial present economic
benefit, the Tax Court analyzed whether the donees obtained the use, possession, or enjoyment of (1) the
LLC units or (2) the income from the units. With respect to the units, the court stated that it could not
conclude that the rights under the operating agreement were sufficient to qualify for the exclusion.
Instead, the court characterized the operating agreement as foreclosing the ability of the donees presently
to access any substantial economic or financial benefit that might be represented by the ownership units.
With respect to a transfer of the ownership units in contravention of the operating agreement that would
create an assignee's interest, the court observed that such a transferee would have no right to become a
member or to participate in the business, and the court stated that such a transfer "hardly can be seen as a
sufficient source of substantial economic benefit."162 With respect to the income from the units, the Tax
Court applied a three-part test under Section 2503(b) to an income interest in an entity to evaluate: (1)
whether the entity will receive income; (2) whether some portion of that income will flow steadily to the
beneficiary; and (3) whether the portion of income flowing out to the beneficiary can be ascertained. The
court found that the first requirement was not satisfied because the LLC had no income. The second and
third requirements were also absent because distributions were at the sole discretion of the manager.
c. The Seventh Circuit Opinion. The taxpayers appealed to the Seventh Circuit Court of Appeals,
which affirmed the Tax Court in a relatively brief opinion. The Court evaluated the case under the
"clearly erroneous" standard of judicial review. 163 Like the Tax Court, the Seventh Circuit rejected the
taxpayer's argument that an outright transfer of property necessarily satisfies the present interest
requirement. The Seventh Circuit stated that the phrase "present interest" connotes the right to substantial
present economic benefit, and the Hackl operating agreement precluded the donees from any substantial
present economic benefit. The Seventh Circuit also embraced the Tax Court's view that if a transfer of the
membership interest without the consent of the manger creates only assignee's interest, the membership
interest itself may not grant a present interest.164
d. The Bottom Line. Hackl teaches that a balance must be struck with respect to the restrictions
imposed on business entity interests. The greater the restrictions, the greater the potential valuation
discount, but the greater the risk of loss of the annual exclusion. Sacrificing some of the restrictions may
enhance the likelihood of securing the annual exclusion, but the value of the annual exclusion must be
compared to the potential loss of the valuation discount. Different circumstances may indicate that
maximizing the discount or maximizing the Section 2503(b) exclusion is best. 165 Hackl is the controlling
law in the Seventh Circuit and in the Tax Court. Other jurisdictions may not agree with Hackl or may
limit the holding of the case to the particular facts of Hackl. In addition, the Tax Court evaluated
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qualification for the annual exclusion under a bifurcated analysis (present right to the property or the
income therefrom), and an entity that generates current income might be dealt with differently in the Tax
Court with respect to the annual exclusion.
3. Price, Fisher and Wimmer. Following Hackl, several other cases have indicated that substantial
restrictions on a transferred interest may rise to the level of negating a present interest in the property
transferred.
a. Fisher v. United States. In Fisher, 166 a donee's right to receive distributions of an LLC's capital
proceeds was found not to be a right to a "substantial present economic benefit" because the distributions
were subject to contingencies in the exclusive discretion of the manager. Specifically, the court's
determination was based on the fact that the LLC agreement provided that capital proceeds were to be
used first to pay expenses, debts, and liabilities of the LLC, then to establish reserves as deemed
necessary by the manager, and then to be distributed to the members. The court rejected the taxpayer's
argument that the donee's right to use of the LLC's beachfront property was a present interest, stating
instead that it was only a right to a nonpecuniary benefit. Of particular note, the LLC agreement permitted
a donee of a membership interest to transfer their membership interest at any time, subject however to a
right of first refusal which permitted the LLC to pay a member with a non-negotiable promissory note. In
this situation, the court found that the LLC agreement's right of first refusal "effectively" prevented the
donees from transferring their interests in exchange for immediate value.
b. Price v. Commissioner. In Price, 167 a Tax Court Memorandum decision, the court noted that with
regard to a gift of interests in a family limited partnership, the partnership agreement barred transfers to
third parties and provided that profits were distributable only in the general partner's discretion. The
entity's operating history reflected that profits were not distributed every year. In its opinion, the court
noted that the partnership agreement stated that: (1) the partnership would be held for long-term growth,
rather than for the production of current income distributions; (2) no partner could withdraw capital
contributions; (3) no partner could sell or otherwise transfer or encumber his or her partnership interest
other than to transfer it to another partner or a trust held for the benefit of a partner without the written
consent of all of the other partners; (4) any assignment made to someone who was not already a partner
created only an assignee interest and did not relieve the assignor from liability to make additional
contributions to capital; (5) in the event of any voluntary or involuntary assignment of a partnership
interest, the partnership and each of the other partners had a right to buy the partnership interest for its
appraised value; and (6) while profits were shared by the partners according to their proportional
partnership interests, they were distributed "in the discretion of the general partner except as otherwise
directed by a majority in interest of all of the partners, both general and limited." The court stated that
merely being able to sell your partnership interest to other partners was insufficient to constitute a present
interest. When the taxpayer in Price argued that there was a present interest because the donees had a
right to partnership income, the court countered that this argument required a showing that the partnership
would generate income at or near the time of the gifts, that some portion of that income would flow
steadily to the donees, and that the portion of income flowing to the donees could be readily ascertained.
The court held that gifts of partnership interests did not qualify for the gift tax annual exclusion.
Accordingly, how and whether distributions are actually made appears to be a significant factor in
determining a donee's present interest in a partnership.
c. Estate of Wimmer v. Commissioner. In Wimmer, 168 also a Tax Court Memorandum decision, the
Tax Court held that gifts of limited partnership interests did qualify for the gift tax annual exclusion
because the donees received income distributions from the partnership. In this case, gifts of limited
partnership interests were made to eleven donees, six of whom were beneficiaries who had Crummey
withdrawal powers over gifts to a grandchildren's trust. In Wimmer, the partnership assets consisted of
publicly traded stocks that paid dividends. The partnership received dividends quarterly. For the first three
years, the partnership made distributions to the partners of enough cash so that they could pay their
166
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income taxes on the "flow-through" income from the partnership. In the following year, the partnership
distributed all dividends, net of partnership expenses, to the partners. Partners also had access to capital
account withdrawals, and some partners actually made withdrawals for, among other things, paying down
their residential mortgages. The court agreed with the opinion in Hackl that "an outright transfer of an
equity interest in a business or property, such as limited partnership interests, is not necessarily a present
interest gift," citing the gift tax regulations which describe a "present interest" as "an unrestricted right to
immediate use, possession, or enjoyment of property or the income from property." 169 The court stated
that "to qualify as a present interest, a gift must confer on the donee a substantial present economic
benefit by reason of use, possession, or enjoyment (1) of property or (2) income from the property."
(1) Use, possession or enjoyment of property. The court held that the donees did not have
immediate use, possession or enjoyment of gifted limited partnership interests because of restrictions on
the ability of the donees to transfer their limited partnership interests, because the limited partnership
agreement imposed significant transfer restrictions on transfers to anyone other than existing partners or
related parties, limited partnership interests could be transferred only with the prior written consent of the
general partners and 70% in interest of the limited partners, and a transferee would not become a
substitute limited partner without the unanimous written consent of the general partners and the limited
partners.
(2) Use, possession or enjoyment of income. As to whether the donees had the use, possession, or
enjoyment of income from the property, the court applied a three-part test articulated in Calder v.
Commissioner. 170 Under that test, the taxpayer was required to prove, on the basis of the surrounding
circumstances, that: (1) the partnership would generate income [the opinion later referred to this as a
"partnership that expected to generate income"], (2) some portion of that income would flow steadily to
the donees, and (3) that portion of income could be readily ascertained." The Wimmer court found that
these requirements were satisfied, because (1) the partnership assets consisted of publicly traded stocks
that paid dividends quarterly; (2) the general partners owed fiduciary duties to the limited partners under
the agreement and state law; and (3) the income could be readily ascertained because "the limited partners
could estimate their allocation of quarterly dividends on the basis of the stock's dividend history and their
percentage ownership in the partnership." 171 As a result, the gifts of the limited partnership interests
constituted gifts of "present interests" that qualified for the gift tax annual exclusion (even though the
donees did not receive all of the partnership income in some years).
B. Strategies for Achieving Discounts and Getting the Annual Exclusion. Hackl, Price, Fisher, and
Wimmer suggest that estate planners consider a number of strategies to ensure that restrictions designed to
reduce value do not jeopardize the transferor's annual exclusion (or do so only advisedly). As suggested
by the Treasury Regulations and these cases, there are two alternate ways to cause the gift of partnership
or LLC member interests to qualify for the annual exclusion: (1) the ability to transfer the interests for
substantial present value, or (2) the expectation of regular distributions of the entity's income (or some
portion of the income—it remains unclear whether a distribution of less than all of the entity's income will
allow the annual exclusion in full). Planners may want to try to qualify under both alternatives, although
that is not required. Because these cases are relatively new, it may take some time before clearer
guidelines can be determined to ensure that the annual gift tax exclusion will apply without giving up
more control and protection than a client desires (through transfer restrictions, etc.). The following are
suggestions by commentators to help ensure that the gift of a partnership interest affords a "substantial
present economic benefit."172
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1. Free Transferability.
a. Right of First Refusal Rather Than Prohibition on Transfers. Do not include a prohibition on
transfers but provide that any transfer will be subject to a right of first refusal, with reasonable time limits.
If the right of first refusal is exercised, provide that the purchase price would be paid in cash or with
negotiable instruments (do not allow payment with non-negotiable notes as was done in Fisher, because
that means the donee would have no way immediately to obtain a "substantial present economic benefit"
for his or her interest). Although a right of first refusal has been blessed by the IRS, 173 the above cases
suggest that limiting transfers by rights of first refusal may not be enough to provide a present interest.
b. Do Not Just Give Assignee Interests. Mere assignees have limited rights. Hackl and Price both
suggested that gifts of assignee interests could not be present interest gifts because they "lack the ability
'presently to access any substantial economic or financial benefit that might be represented by the
ownership units.'" Formally document that the existing partners consent to admit donees who receive
limited partnership interests as substitute limited partners.
c. Put Right for Limited Period. Give donee-partners a limited period of time to sell the interest to
the donor (or perhaps the partnership) for its fair market value, determined without regard to the existence
of the put right; this provision could be included in a conditional assignment that is subject to the donee
being allowed to require the donor or the partnership to substitute income-producing property equal in
value to the value of the donated partnership interest. A put right may be functionally equivalent to a
withdrawal right (discussed below), but a well drafted put power may preserve applicable valuation
discounts. Typically, the put option would require that the donor purchase the interest if the put option is
exercised. If the partnership has the obligation to purchase the interest if the put option is exercised, the
partnership would have to be a party to the assignment agreement if the put option is placed in the
assignment. (Of course, the provision could also say that the partnership would have the first option to
purchase the partnership interest but if it did not exercise the option, the donor would have to buy the
interest.) A put option, which would require the donor to repurchase the interest if the donee wished to
exercise the put option, is distinguished from a mere possibility that a donor may buy back a gift, which
the Tax Court in Price said would not be sufficient: "If the possibility of a donor's agreeing to buy back a
gift sufficed to establish a present interest in the donee, little would remain of the present interest
requirement and its statutory purpose would be subverted if not entirely defeated." 174
d. Withdrawal Power From Partnership. Alternatively, give donees a Crummey withdrawal power
with respect to gifts of limited partnership interests that would enable the donees to withdraw the fair
market value of their limited partnership interests for a limited period of time after each gift (this is
obviously an unusual provision to be in a partnership agreement). Note this right may negate or reduce
any discount for lack of marketability or control.
2. The Right to Income.
a. Agreement Should Not Favor Reinvestments Over Distributions. Do not explicitly favor
reinvestments over distributions in the partnership agreement. As noted above, the court in Price cited as
one of its factors in denying the annual exclusion language in the governing document that stated that the
partnership assets would be held for long-term growth, rather than the production of income for current
distributions.
b. Regularize Distributions. Make distributions every year and "regularize" distributions (although
this may make an argument for estate tax inclusion under Section 2036(a)(1) of the Code more likely if
the parent retains an interest in the entity). The court in Price pointed out that the partnership did not
make any distributions in 2001, thereby flunking the requirement that "some portion of the income …
flow steadily to the donees." 175 Making distributions every year does not assure present interest treatment
based on the right to income because another requirement is that the portion of income flowing to the
173
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donees can be readily ascertained. (The Tax Court emphasized this test in Hackl: "Furthermore, even if
petitioners had shown that Treeco would generate income at or near the time of the gifts, the record fails
to establish that any ascertainable portion of such income would flow out to the donees. Members would
receive income from Treeco only in the event of a distribution. However, the Operating Agreement states
that distributions were to be made in the manager's discretion. This makes the timing and amount of
distributions a matter of pure speculation…") 176 Making "regular" distributions in some manner would
help satisfy the "readily ascertainable" requirement. In any event, the failure to make distributions every
year resulted in Price refusing to recognize that the gift in that case qualified for the annual exclusion on
the basis of the expectation of income distributions, even though very large distributions had been made
in other years. Of course, all of this discussion must be considered in light of Code Section 2036. If
regular distributions are made to the donor (as well as to the donee-partners), the IRS may be more likely
to argue the existence of an implied agreement to make regular distributions, triggering the application of
Section 2036(a)(1) at the donor's death with respect to any entity interests retained by the donor.
c. Consider Mandating Distributions of "Net Cash Flow." Some attorneys favor requiring the
distribution of net cash flow (defined to include the discretion to retain reserves needed to carry out the
partnership's purposes), as a way of rebutting an allegation that Sections 2036(a)(2) or 2038 of the Code
would apply. That also has the advantage of bolstering an argument that the annual exclusion should be
available. 177 However, as described in Fisher above, a court may consider a provision of this nature to
leave too much in the discretion of the manager. In addition, the IRS has argued in some cases that such a
provision triggers Section 2036(a)(1), to create an express or implied agreement of retained enjoyment.
For example, the IRS's brief in Estate of Black v. Commissioner 178 made that argument. Therefore, careful
consideration must be given to including such a provision. The results of estate inclusion under Code
Section 2036(a)(1) are much more draconian than the loss of the gift tax annual exclusion.
d. Consider Whether to Require "Tax Distributions." The court in Price noted that the partnership
agreement gave the general partner discretion as to whether to make "tax distributions" so the partners
could pay their income taxes on flow-through income from the partnership in response to the taxpayers'
argument that the donee-partners expected to receive such distributions. Including a requirement to make
"tax distributions" would provide a further argument for present interest status. However, be aware that
the IRS has argued that the presence of mandatory tax distribution provisions triggers the application of
Section 2036(a)(1) of the Code. In Estate of Black v. Commissioner, the IRS's brief argued: "Thus
although there was no guarantee that Sam Black would receive the full amount of the dividends earned on
the Erie stock he contributed, he nevertheless retained an express right to receive at least a significant
portion of those dividends through the mandatory cash distribution provision contained in the partnership
agreement." (That was not addressed in the reported case because the court in Black determined that the
bona fide sale exception to Section 2036 applied.) Again, because the results of Section 2036(a)(1)
inclusion can result in huge additional estate taxes, give careful consideration as to whether to include a
mandatory tax distribution provision even if it could help regarding the annual exclusion issue. In
addition, a requirement to make "tax distributions" could impact the valuation of the gifted units.
e. Fiduciary Duties. Specify that the general partner/manager owes fiduciary duties to the other
partners/members. This can assist in rebutting an argument for estate inclusion under Code Sections
2036(a)(2) and 2038 and may help to bolster the availability of the annual exclusion. The court in Price
rejected that there was a "strict fiduciary duty" to make income distributions, or that such a duty (even if it
existed) would establish a present interest. The court in Wimmer did not reason that a general partner
necessarily had a fiduciary duty to make distributions, but reasoned that there was a fiduciary duty to
make tax distributions to the trust-donee partner that had no other assets with which to make income tax
payments (and other partners benefited from that duty because distributions had to be made
proportionately). Some older IRS private rulings (predating both Hackl and Price) concluded that gifts of
limited partnership interests may qualify as present interests if the general partner's discretion over
distributions is subject to a fiduciary standard and if the donees have the right at any time to sell or assign
176
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the interests, subject to a right of first refusal.179 Those rulings emphasized that the general partner has a
fiduciary duty to limited partners and distinguished a general partner's powers from a trustee's
discretionary power to distribute or withhold trust income or principal and also emphasized that the
donees had the right at any time to sell or assign their interests, subject to a right of first refusal.
3. "End Run" by Transferring Cash. An alternative to avoid the issue of whether a gift of a
partnership or LLC interest qualifies for the annual exclusion is to make cash gifts to donees (perhaps to a
grantor trusts). The donees could thereafter choose to purchase limited partnership or LLC interests from
the donor. The cash gift, of course, would itself have no limitations or restrictions (other than, perhaps,
trust limitations which could be addressed by tried-and-true Crummey withdrawal rights). As a result, the
gift of the cash would qualify for the gift tax annual exclusion. When the donee purchased the entity
interest, the IRS could assert that the payment was for less than full and adequate consideration, resulting
in a gift by the transferor of the "bargain" element of the sale transaction. The IRS might assert as to that
transaction that the transferor, in effect, sold part of the entity interest, and made a gift of the remaining
entity interest acquired by the purchaser. If the entity interest was restricted in the manner described by
Hackl and its progeny, the IRS would most likely assert that the bargain component did not qualify for the
annual exclusion. However, if the cash gift were made in the amount of the full annual exclusion, and if
the sale transaction occurred in the same calendar year as the cash gift, then there would be no additional
annual exclusion available in any event, and at least the portion of the interest represented by the cash
purchase would qualify for the annual exclusion.
VIII. SECTION 2503(e) BASICS
A. Section 2503(e). Section 2503(e) of the Code provides that any amount paid for a "qualified
transfer" on behalf of an individual for tuition and medical expenses is completely exempt from the gift
tax since it is excluded in determining the total amount of gifts by a donor in a calendar year. 180
Furthermore, the exclusion is available regardless of the relationship between the donor and the donee.
The Section 2503(e) exclusion is in addition to the per-donee annual exclusion provided in Section
2503(b) of the Code, allowing the gift tax annual exclusion to be used for other purposes.
1. Educational Expenses. The Section 2503(e) exclusion applies to tuition paid to an educational
organization described in Section 170(b)(1)(A)(ii) of the Code for the education or training of an
individual. 181 The exclusion provided in Section 2503(e) is not available for amounts paid for books,
supplies, dormitory fees, board, or other similar expenses that do not constitute direct tuition costs. 182
a. Educational Organizations. An "educational organization" is one that normally maintains a
regular faculty and curriculum and has a regularly-enrolled body of students in attendance at the place
where its educational activities are carried on regularly. 183 The Treasury Regulations further require that
the organization have as its primary function the presentation of formal instruction. The term "educational
organization" includes primary, secondary, preparatory, and high schools, and colleges and universities.
It includes federal, state, and other publicly supported schools that otherwise come within the definition.
It does not, however, include organizations engaged in both educational and non-educational activities
unless the latter are merely incidental to the educational activities. 184 In addition, as noted above, the
Section 2503(e) exclusion is not available for payments to Section 529 state-run pre-paid tuition
programs. 185
b. Direct Payment. The exclusion for educational expenses provided in Section 2503(e) applies
only to tuition expenses of full-time or part-time students paid directly to the qualifying educational
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institution providing the education.186 As a result, the exclusion is not available for tuition expenses paid
by the student to the educational institution that are then reimbursed to the student by the donor. In
addition, if funds are transferred by a donor to a trust providing for distributions to be made by the trustee
for tuition expenses incurred by a trust beneficiary, the transfer is not a direct transfer by the donor to an
educational organization and therefore does not qualify for the Section 2503(e) exclusion.187 On the other
hand, a transfer from such a trust in payment of tuition and medical expenses does qualify for the Section
2611(b)(1) exclusion from the GST tax. 188 Advance and non-refundable payments for future school
years, made directly to a private school to be used exclusively for tuition costs of designated individuals,
are also excludable under Section 2503(e). 189
2. Medical Expenses. Section 2503(e) also allows an unlimited gift tax exclusion for amounts paid on
behalf of a donee directly to a provider for medical care. 190 As with educational expenses, the exclusion
is not available for medical expenses previously paid by the donee that are then reimbursed by the
donor. 191 The exclusion also does not apply to amounts paid for a donee's medical care that are
reimbursed by the donee's insurance. 192 As a result, if a donor pays a medical expense and the donee is
reimbursed by the donee's medical insurance, the donor's payment, to the extent of the reimbursement, is
not eligible for the Section 2503(e) exclusion. In this situation, the donor is treated as having made a gift
on the date the reimbursement is received by the donee. 193 The term "medical care" is defined by
reference to amounts eligible for an income tax deduction under Section 213(d) of the Code. 194 The
exclusion is thus available for amounts paid for: (1) the diagnosis, cure, mitigation, treatment or
prevention of disease; (2) the purpose of affecting any structure or function of the body; or (3)
transportation primarily for and essential to medical care. 195 Section 213(d)(9)(A) generally provides that
the term "medical care" does not include "cosmetic surgery" or other similar procedures. The term
"cosmetic surgery" is defined as any procedure directed to improving the patient's appearance that does
not meaningfully promote the proper function of the body or prevent or treat illness or disease.196 An
exception is made for cosmetic surgery that corrects a deformity resulting from a congenital abnormality,
a personal injury, or a disfiguring disease.197 Importantly, the exclusion is available for payments of
medical insurance paid on behalf of an individual.198
B. GST Considerations. The generation-skipping transfer tax does not apply to certain transfers that are
within the scope of Section 2503 for gift tax purposes. Specifically, the generation-skipping transfer tax
does not apply to lifetime transfers that qualify within Section 2503(e) of the Code. 199
C. HEET Trusts.
1. HEET Basics. As noted above, all "qualified transfers" for tuition or medical expenses are
excluded from both gift and GST taxes if they are paid directly to the educational institution or to the
medical care provider. The use of these exclusions can be a very effective wealth transfer strategy. The
gifts remove assets from a client's estate, free of gift, estate and GST tax. There are no limitations as to
the amount that can be paid for such expenses. Clients who wish to pay for their grandchildren's (and
more remote descendants') education and medical bills while transferring significant assets out of their
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estates, may wish to consider a Health and Education Exclusion Trust, ("HEET"). 200 In essence, a HEET
allows a client to make a gift or devise to grandchildren or younger descendants in trust without paying
any GST tax or using any GST exemption. When the trustee later makes distributions in the form of
qualified transfers for tuition or medical expenses for the beneficiaries, those distributions are likewise
exempt from the GST tax. Clients might consider establishing an inter vivos HEET using annual
exclusion gifts, the lifetime gift tax exemption, or by naming the HEET as the remainder beneficiary of a
zeroed-out grantor retained annuity trust or a zeroed-out charitable lead annuity trust. Alternatively, a
testamentary HEET can be established in the client's Will or living trust, to be funded at the time of the
client's death (presumably with assets not otherwise exempt from the GST tax). An inter vivos HEET
might be a feature of an irrevocable life insurance trust ("ILIT") drafted as a HEET. Of course, assets
used to fund a testamentary HEET would be subject to estate taxes, but, as noted below, those assets (and
their income) may effectively avoid the GST tax. Creating and funding an inter vivos HEET has the
added benefit of causing the after-tax income and appreciation on the assets given to the HEET to be
removed from the client's estate.
2. GST Benefits. A major advantage of a HEET is that it avoids the 40% GST tax. 201 The $5,000,000
(adjusted for inflation) per-person GST exemption provides a significant wealth-shifting opportunity for
clients, but for persons who wish to transfer amounts in excess of their GST exemption to future
generations, the price is typically (i) inclusion in the taxable estate at the child's level, or (ii) paying a 40%
GST tax on the amount passing to grandchildren (or more remote descendants). The HEET offers a third
alternative. To avoid the GST tax, the HEET pays educational and medical expenses of grandchildren
and more remote descendants directly to the provider. If the grandchildren (or more remote descendants)
are the only beneficiaries of the HEET, transfers funding the HEET would be a direct skip, requiring the
payment of GST tax or use of the client's exemption, which would then be wasted when qualifying
distributions were later made. To avoid this problem, the HEET must have a non-skip person (often a
charity) as one of its beneficiaries. In summary, a HEET is best suited for grandparents who have estates
in excess of the available GST exemption, who intend to provide for grandchildren and other descendants,
and who have charitable goals.
a. GST Basics. Generation-skipping transfers can arise by way of a direct skip, a taxable
distribution, or a taxable termination. A "direct skip" may arise from a transfer made directly to a skip
person (i.e., grandchild), either during lifetime or at death. In addition, a transfer made to a trust in which
all beneficiaries are "skip persons" is also a direct skip. Transfers to trusts that have both skip and nonskip persons as beneficiaries do not pay the GST tax upon the funding of the trust, since they aren't "direct
skips."
b. The HEET Twist. A HEET is generally intended as a trust for the benefit of grandchildren and
other more remote descendants. However, the trust is also structured with at least one non-skip
beneficiary (e.g., a charity). As a result, a transfer to a HEET is not a direct skip. Because the trust itself
is not a skip person, the GST exposure is limited to taxable distributions and terminations. If the HEET
were to make distributions directly to grandchildren or more remote descendants, either during the term of
the trust or upon termination, the trust would pay GST tax. However, the trustee of the HEET is
instructed to make only "qualified transfers" for tuition or medical expenses for the benefit of those
descendants, paid directly to the educational institution or to the medical care provider. Since those
distributions are excluded from both gift and GST taxes, the distributions made on behalf of a skip person
are not subject to the GST tax.
c. Terminating the HEET. A taxable termination occurs when a trust terminates and makes
distributions to skip persons, or if earlier, when the trust loses its last non-skip-person beneficiary and,
therefore, only skip persons remain as beneficiaries. Therefore, it is essential that the HEET always have
200
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See IRC § 2611(b)(1), which provides that any transfer which, if made inter vivos by an individual, and would
not be treated as a taxable gift by reason of IRC § 2503(e) (relating to exclusion of certain transfers for educational
or medical expenses) is excluded from the definition of a generation-skipping transfer.
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a non-skip person as a beneficiary. Naming one or more charities as beneficiaries should ensure that a
taxable termination will never occur, so that GST tax will never be paid.
d. Importance of the Charity's Interest. To avoid GST exposure, the interest of the non-skip person
must not be an interest designed "primarily to postpone or avoid" the GST tax.202 As a result, the charity's
interest must be significant. The significance of the charity's interest is a critical feature of a HEET, and
is discussed in more detail below.
3.

HEET Structure.

a. Design Elements. To obtain the maximum benefits of a HEET, estate planners should be certain to
consider a number of important design elements. For example, first, the client may wish to establish the
HEET in a jurisdiction that allows for perpetual trusts, so the descendants' benefit from the trust for the
longest possible period. Second, the trust must limit the authority of the trustee to make distributions to
the non-charitable beneficiaries only in a manner that constitute "qualified transfers" within the meaning
of Sections 2503(e) of the Code (and thereby, Section 2611(b)(1)). Third, to maximize creditor protection,
distributions to the non-charitable beneficiaries should be entirely discretionary. To add further
protections, the client may want to name an independent trustee or a co-trustee should be named. Fourth,
to be assured that the HEET avoids GST taxes on formation and never loses its last non-skip person
(thereby creating a taxable termination for GST tax purposes), the charitable beneficiary's interest must be
significant. Finally, if the charity's interest is treated as a separate share, the HEET could be separated into
two trusts, one for the benefit of the charity and the other exclusively for the non-charitable
beneficiaries. 203 The IRS could treat this as a taxable termination, subjecting most of the assets of the
HEET to the GST tax. Consider giving the trustee the discretion to make payments of income and
principal to the charity, but with a definite "floor." The uncertainty as to what the charity will receive
should avoid the application of the separate share rule, while the floor helps assure that the charity's
interest is significant.
b. Significant Interest. How significant must the charitable interest be for the IRS to respect the
charity as a bona fide perpetual "non-skip person" beneficiary? The more meaningful the charity's
interest, the greater the likelihood the IRS will respect it. On the other hand, the larger the payout to
charity, the less property is available for the non-charitable beneficiaries. Unfortunately, there is little
guidance in this area. Some practitioners believe a 10% unitrust amount should be paid annually to the
charity. Others believe that a 4% to 6% annual unitrust amount is significant and cannot be ignored and
treated as de minimis. Still others believe that between 10% and 50% of the HEET's income should be
paid to the charity annually, plus a percentage of trust principal. Many practitioners take comfort in
guidance found under several provisions of the Internal Revenue Code that posit that a 5% or greater
economic interest is deemed to be significant.204 Until the IRS provides guidance on this issue,
uncertainty will remain.
c. Charitable Deductions. Because a HEET provides discretionary benefits to non-charitable beneficiaries,
there is generally no up-front income or gift-tax charitable deduction available to the grantor when the
grantor establishes an inter vivos HEET, nor is an estate tax charitable deduction available for assets
funding a testamentary HEET. If the grantor wishes to obtain an income tax deduction for income passing
to charity, one option is to consider drafting an inter vivos HEET as a "grantor trust" so that, when the
HEET makes distributions to charity, the grantor will be entitled to an annual charitable income tax
deduction. Since the grantor of the HEET pays the tax on the HEET's income, a grantor HEET also adds
benefits to the beneficiaries, because the growth of the HEET's corpus is not diminished by income taxes.
A testamentary HEET will all be taxed as a complex trust (as will an inter vivos non-grantor HEET, and
an inter vivos grantor HEET after the grantor's death). If the HEET is a complex trust, it will be required
to file its own IRS Form 1041. In that case, the trust itself will deduct distributions made to the charitable
202
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beneficiary to the extent that they are paid from the trust's gross income. 205
4. Making Qualified Transfers. As noted above, distributions that constitute a "qualified transfer"
include payments of tuition for full or part-time students to both domestic and foreign institutions.
However, other educational expenses (such as the costs of books and room and board) do not qualify. To
cover these broader expenses, the grandparents may also want to fund a Section 529 plan, discussed in
section II.F, above. As noted in section VIII.A, above, qualifying medical expenses include expenses
paid on behalf of a beneficiary to any person who provides services for the "diagnosis, cure, mitigation,
treatment or prevention of disease or for the purpose of affecting any structure or function of the body or
for transportation primarily for and essential to medical care." 206 Covered are payments for hospital
services, nursing care, medical laboratory, surgical, dental and other diagnostic services, x-rays, medicine
and drugs (whether or not requiring a prescription), artificial teeth and limbs, and ambulance. Not covered
are payments for elective surgery. Finally, the HEET can be used to provide medical and long-term care
insurance for its beneficiaries.
5. Creditor Protection Issues. To maximize creditor protection, the trustee of the HEET should be
given broad discretion to make distributions among a class of beneficiaries. While a beneficiary may be a
trustee, for optimal protection of assets, it may be preferable to assign all distribution powers to an
independent trustee or co-trustee. The grantor and/or the beneficiaries can be given the power to remove
and replace the independent trustee without adverse estate tax consequences, as long as any successor
trustee so appointed is not "related or subordinate" (within the meaning of Code Section 672(d)) to the
grantor or beneficiary exercising the removal power. 207
6.

Uses for HEETs.

a. Non-GST Exempt Assets. A HEET is most commonly used as part of the client's estate plan for
assets in excess of the GST exemption. For example, after the decedent's GST exemption is allocated to a
lifetime trusts for children, a portion of the remaining estate could be allocated to a HEET for
grandchildren and more remote descendants. Clients with charitable objectives might divide the charitable
portion of their estate between a family foundation or a donor-advised fund and a HEET. The family
foundation or donor-advised fund could also serve as the charitable beneficiary of the HEET. While
contributions to a HEET are ineligible for income, gift and estate tax charitable deductions, they
nevertheless benefit the charity while achieving important goals for the client's youngest descendants,
without the imposition of GST taxes.
b. Remainder Beneficiary for Retained-Interest Transfers. Another planning opportunity involves
naming a HEET as the remainder beneficiary of a grantor retained annuity trust ("GRAT"). Because of
the estate tax inclusion period ("ETIP") rules, in most cases GST tax exemption cannot effectively be
allocated to a GRAT until the end of the GRAT term. Thus, if the GRAT increases in value as planned,
that appreciation would be partially subject to GST taxes if the remainder beneficiaries were skip persons.
However, by making a HEET the GRAT's remainder beneficiary, the remainder interest can benefit skip
persons without any GST tax exposure. A HEET could also be used in conjunction with a charitable lead
annuity trust ("CLAT"). With a CLAT, a charity receives an annuity for a fixed term of years, and the
donor's heirs receive the assets remaining in the CLAT at the end of the fixed term. Only the present
value of the CLAT's remainder interest is subject to transfer taxes. However, it is possible to set the
annuity and term to cause the remainder interest to be valued at or near zero. While the rules for
allocating GST tax exemption to a CLAT differ from the ETIP rules for a GRAT, they still largely
prevent a grantor from effectively allocating GST tax exemption to insure a zero inclusion ratio for the
remainder interest at the time the charity's interest in the CLAT terminates. As with a GRAT, a HEET
remainder beneficiary does away with the GST tax exemption concern.
D. Powers of Attorney for Tuition and Heath ("PATHs"). One of the main drawbacks to Section
2503(e) distributions is that distributions must in all cases be made directly to the provider (the
205
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educational institution, the medical provider, etc.) Most parents loathe the idea of micromanaging
distributions for children and grandchildren. As a result, the direct distribution limitation poses a
substantial practical limitation on the use of Section 2503(e) gifts. One solution for such parents is the
Power of Attorney for Tuition and Health ("PATH"). In its simplest form, the PATH is simply a power
of attorney valid under the state law of the client's domicile, which authorizes the attorney-in-fact to make
distributions from one or more of the client's financial accounts solely for purposes described in Section
2503(e). This power of attorney is then used to take the client out of the middle of personally making
frequent qualified transfers.
1. Design of the PATH. The PATH is frequently structured to name one or more of the client's adult
descendants as agents under the PATH. As with all powers of attorney, the selection of the agent is key to
ensure that the PATH functions as intended. The client then permits the agent to make distributions for the
benefit of the agent, and his or her descendants, solely for the limited purposes described in the PATH. The
PATH may authorize general access to the client's funds, but more commonly is restricted to a single account
owned by the client. The client then funds that account with sufficient funds to pay anticipated future qualified
expenses for the family, replenishing the account as needed. The agent(s), solely in the capacity as attorney(s)in-fact, then becomes a permitted signer on the account. Estate planners may choose to include language in the
PATH stating that any distribution made by the agent that is not a qualified transfer is unauthorized and void,
expressly requiring the agent to reimburse the account for any such inadvertent expenditures. In order to ensure
that the agent complies with these limitations, it is essential that the agent understands exactly which
distributions are permitted, and understands that the distributions must be made to the providers (and not be
reimbursements to the agent or others for otherwise intended Section 2503(e) expenditures).
2. Effect of the PATH. The client at all times retains sole ownership of the amount paid into the account(s)
used to fund the Section 2503(e) distributions. As a result, no gift is made when funds are placed into the
account, and the contributions and account balance need not be tied to the client's available annual exclusion.
Distributions made by the agents, whether in the form of checks for college tuition, medical insurance
premiums, or other qualified transfers, are also not treated as gifts, since they are excluded transfers under
Section 2503(e).
3. Practical Uses and Benefits. Clients have found that PATHs can be effective tools to facilitate the
maximum use of Section 2503(e) gifts. By naming responsible agents who know which expenses are being
incurred and when, the client need not stay intimately involved in the process of paying bills on behalf of their
descendants. Giving each agent a checkbook (or ATM card) for the account tied to the PATH allows the agent
to pay providers directly, without the sometimes awkward experience of going to the client with repeated
requests for funds. Account statements sent to the client allow the client to monitor, without micromanaging,
the expenditures. At the same time, the client can maintain control of the use of funds by adding (or
withdrawing) funds from the account at levels that suits the client's comfort level. A sample PATH, fashioned
upon the Texas Statutory Durable Power of Attorney Act, is attached as an Exhibit.
IX. CONCLUSION
By making transfers that are excluded from the application of the federal gift tax, clients can effectively
avoid the application of all transfer taxes on the property given away, both during the client's lifetime and
at the time of the client's death. Therefore, qualifying a gift for the federal gift tax annual exclusion, or
one of the other exclusions described in this outline, is a powerful way to shift wealth with no transfer-tax
exposure. While the gift tax annual exclusion was originally intended to obviate the need to keep track of
small gifts, and to cover holiday and occasional gifts of relatively small amounts, the exclusion, widely
and consistently applied, can be a powerful wealth-sharing technique. Nevertheless, the use of the
exclusion can, in some instances, be fraught with traps for the unwary that defeat the benefit of the
exclusion. While the annual exclusion is the most commonly thought-of exemption, it is not the only one.
Advisers should consider counseling clients in appropriate cases about the benefit of Section 529 plans
and qualified tuition and medical payments. As is often the case, no one strategy is best for all clients,
and often, an combination of these techniques works best to accomplish the client's wealth-transfer goals.

WARNING! YOUR ANNUAL EXCLUSION M AY BE AN ILLUSION

37

STATUTORY DURABLE POWER OF ATTORNEY
NOTICE: THE POWERS GRANTED BY THIS DOCUMENT ARE BROAD AND SWEEPING. THEY
ARE EXPLAINED IN THE DURABLE POWER OF ATTORNEY ACT, CHAPTER XII, TEXAS
PROBATE CODE.
IF YOU HAVE ANY QUESTIONS ABOUT THESE POWERS, OBTAIN
COMPETENT LEGAL ADVICE. THIS DOCUMENT DOES NOT AUTHORIZE ANYONE TO MAKE
MEDICAL AND OTHER HEALTH-CARE DECISIONS FOR YOU. YOU MAY REVOKE THIS POWER
OF ATTORNEY IF YOU LATER WISH TO DO SO.
I, Alice A. Client, hereby, appoint my son, Fair Haired Client,, as my agent (attorney-in-fact) to act for me in any
lawful way with respect to only the following powers:
The power to engage in banking and other financial institution transactions [with respect to account no.
_______, maintained in my name as _________________,] only as limited below
The power granted by this by this Power of Attorney with regard to banking and financial transactions shall be
limited to the payment of educational and medical expenses for my children, grandchildren, and more remote
descendants. It is my intention that all payments of educational or medical expenses made under this power qualify
for the taxable gift exclusion applicable to transfers for educational or medical expenses under Section 2503(e) of
the Internal Revenue Code of 1986 (as amended). Therefore, all expense payments under this power shall be made
directly to the provider or providers of educational or medical services and at no time shall any payment be made
directly to a child, grandchild, or other descendant for the reimbursement of or later payment of his or her
educational or medical expenses.
For purposes of this instrument, qualifying "educational expenses" shall mean any amount paid as tuition to any
educational organization which maintains a regular faculty and curriculum and normally has an enrolled body of
students in attendance at the location where its educational activities occur.
For purposes of this instrument, qualifying "medical expenses" shall mean any amounts paid for medical care
including (i) the diagnosis, cure, mitigation, treatment, or prevention of disease and the transportation essential to
these purposes, (ii) long term care services required by a chronically ill individual including diagnostic,
preventative, therapeutic, curing, treating, mitigating, rehabilitative, and personal care, and (iii) for insurance
covering the medical care described in (i) and (ii) above.
No power granted by this Power of Attorney shall be exercisable in a manner that would grant to my agent a general
power of appointment, as described in Section 2041 of the Internal Revenue Code, or any incidents of ownership
over insurance on the life of my agent, as described in Section 2042 of the Internal Revenue Code (or under any
Treasury Regulations issued under those sections).
My attorney in fact, by accepting or acting under this Statutory Durable Power of Attorney, agrees personally to
indemnify me for any amounts withdrawn or disbursed [from the account described above] in excess of the
foregoing limitations [and to promptly restore and such funds to that account].
I agree that any third party who receives a copy of this document may act under it and such third party shall have no
duty to independently verify the proper exercise of any power by any named agent. Revocation of the Durable
Power of Attorney is not effective as to a third party until the third party receives actual notice of the revocation, or
until it is revoked by me by revocation entered of record in the office of the County Clerk of Harris County, Texas.
I agree to indemnify the third party for any claims that arise against the third party because of reliance on this Power
of Attorney.
Signed this ____ day of ______________, 20__.

ALICE A. CLIENT
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This instrument was acknowledged before me by ALICE A. CLIENT, on this ____ day of ____________, 2012.

Notary Public, State of ____________

THE ATTORNEY IN FACT OR AGENT, BY ACCEPTING OR ACTING UNDER THE APPOINTMENT,
ASSUMES THE FIDUCIARY AND OTHER LEGAL RESPONSIBILITIES OF AN AGENT.

