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Notice
ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.
You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction
described in the associated materials we provide to you, including, but not limited to,
any tax opinions, memoranda, or other tax analyses contained in those materials.
The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.

I. Gift Reporting on IRS Form 709
Gary D. Altman

When to File Form 709
• Follows deadline for filing your individual
income tax return
• If you extend your individual income tax return,
you automatically extend your gift tax return
• However, if you do not extend your individual
income tax return, or if gift tax is due, you must
file Form 8892
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What is A Gift?
• IRC does not define “gift”
– “In general, the courts have held that a gratuitous
transfer is subject to gift taxation if the donor has
relinquished all ‘dominion and control’ over the
property irrespective of the donor’s donative intent”
(Wills, Trusts and Estates, by Dukeminier, et al.)
– Gift must be complete

• The gift tax applies: “whether the gift is in trust
or otherwise, whether the gift is direct or
indirect, and whether the property is real or
personal, tangible or intangible” IRC 2511(a)
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What is A Gift?
• Applies to sales or exchanges, not made in the
ordinary course of business, where value of the
money (or property) received is less than the value
of what is sold or exchanged
• Exercise or release of a general power of
appointment
• Debt forgiveness
• Interest-free or below market interest rate loan
• Certain property settlements in divorce
• Transferring benefits of an insurance policy
• Giving up some amount of annuity in exchange for
the creation of a survivor annuity
8

What is A Gift?
• Real property: adding someone as a joint owner of
real property when you have solely contributed the
funds (or if the amount contributed exceeds your
proportional share of the property)
• Joint bank account: the gift to the donee occurs
when he or she withdraws cash from the account
• US Savings Bonds: gift when donee cashes out the
bond
• Disposing all or part of your life income interest (by
gift, sale or otherwise) in a QTIP Trust
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What Gifts Are Not Reported
• Gifts that qualify for the annual gift exclusion
– This number changes every year
– In 2017, it is $14,000 per person
– For a gift in trust, each beneficiary of the trust is treated
as a separate done for purposes of the annual
exclusion
– Must be present interest = donee has all immediate
rights to the use, possession, and enjoyment of the
property or income from the property

• Gifts to US Citizen spouses
– Unlimited amounts

• Gifts to Non US Citizen spouses
– In 2017, it is $148,000
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What Gifts Are Not Reported
• Transfers to political organizations (defined in
IRC 527(a)(1))
• Transfers to certain exempt organizations
• Payments that qualify for the educational
exclusion
• Payments that qualify for the medical exclusion
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What is Not a Gift
• Qualified disclaimer
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Why File Form 709?
Keep Track of the Estate Tax Exemption
• In life and in death, each person can give away a
certain amount of money before tax is incurred
• In 2017, this amount is $5,490,000 (it is adjusted for
inflation)
• The gifts on the prior slide do not count against this
$5,490,000 amount
• Gifts in excess of the annual gift exclusion and gifts
that do not qualify for any other exemption count
against this $5,490,000 amount
• You only pay tax when you exceed the $5,490,000
amount – the IRS keeps track when you file Form
709
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Why File Form 709?
Keep Track of the Estate Tax Exemption
• The $5,490,000 exclusion from estate tax is
portable
• A surviving spouse can use the remaining
exemption from his or her deceased spouse
• In order to do this, the deceased spouse’s
estate must file a Form 706 Estate Tax Return
to elect portability
• Line 19: must check yes & complete Schedule C
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Why File Form 709?
Keep Track of the GST Tax Exemption
• In addition to the estate tax, there is a
Generation-Skipping Transfer Tax (“GST Tax”)
which applies to gifts to “skip persons”
• Rationale: wealth should be taxed at each
generational transfer
• The amount which can pass free of GST Tax to
skip persons is currently $5,490,000
• This is not portable
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Why File Form 709?
Split Gift Treatment
• The annual gift exclusion (currently, $14,000)
combines between spouses so that, together, a
spousal unit can give up to double that amount
(currently, $28,000) to any individual chosen
• Thus, for example, wife can gift $20,000 to
daughter without it counting against her $5,490,000
exemption, but she must file a gift tax return to elect
split gift treatment (so that she can use $6,000 of
his exemption)
• Election made on Line 12
• Each spouse generally files their own gift tax return,
except under certain circumstances
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Why File Form 709?
QTIP Trust Election
• To notify the IRS that you have created a trust
that you wish to qualify as QTIP property
(meaning that property gifted to the trust will
qualify for the unlimited marital deduction)
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Why File Form 709?
To Make a GST Election
• Some transfers to a trust which is not a direct
skip will be subject to GST Tax at a later date
• You may decide to apply GST exemption to the
transfer on this return or on a Notice of
Allocation
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Form 709 Page 2
• Schedule A – Part 1: Gifts Subject Only to Gift
Tax
– Gifts that are required to be reported which are
made to a spouse, a child, or to charitable
organizations

• Schedule A – Part 2: Direct Skips
– Gifts subject to both gift and GST tax
– So, these are gifts to skip persons or to trusts where
only skip persons are beneficiaries
– Column C: election out of automatic allocation rules
(IRC Section 2632(b))
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Form 709 Page 2
• Schedule A – Part 3: Indirect Skips
– Gifts to trusts that are currently subject to gift tax and
may later be subject to GST tax
– In general, an indirect skip is a transfer of property
that is subject to gift tax (other than direct skip) and
is made to a GST trust
– A GST trust is a trust that could have a GST transfer
with respect to the transferor, unless the trust
provides for certain distributions of trust corpus to
nonskip persons
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II. Identifying circumstances where
taxpayers failed to file a required
Gift Tax Return

Scott K. Tippett
The Tippett Law Firm, PLLC

WHY?
A Gift Tax Return needs to be completed
correctly to start the statute of limitations,
which limits the ability of the IRS to challenge
the value of the reported gift.
A Gift Tax Return needs to be completed
correctly to avoid wasting the client’s applicable
credit amount by not taking advantage of the
available exclusions.
22

WHY?
If the value of a gift is “adequately disclosed” on
a Gift Tax Return in a manner sufficient for the
IRS to determine the nature of the gift, the IRS
may not challenge the value of the gift after
three years have passed since the return was
filed.
I.R.C § 2504(c); I.R.C. § 6501(a).
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ADEQUATE DISCLOSURE:
Treas. Reg. § 301.6501(c)-1(f)(2) states that
adequate disclosure occurs when a Gift Tax Return
provides the following information:
1)

A description of the transferred property and
any consideration received by the transferor;

2)
The identity of each transferee and the
relationship between the transferor and the
transferee;
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If the gift is made to a Trust, the Gift Tax Return
must include the Trust’s tax identification
number and a brief description of the terms of
the Trust or a copy of the Trust Instrument;
The Gift Tax Return must include a statement
describing any position taken on the return that
is contrary to any proposed, temporary, or final
Treasury Regulation or Revenue Ruling published
at the time of the gift; and
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ADEQUATE DISCLOSURE – CONT’D


Unless the value of the gift is supported by an
appraisal meeting the standards of Treas.
Reg. § 301.6501(c)-1(f)(3), the Gift Tax
Return must include a detailed description of
the method used to determine the fair market
value of the property transferred and the
underlying data must be submitted.
Additional requirements are contained in
Treas. Reg. § 301.6501(c)-1(f)(2)(iv).
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Appraisals should be submitted for items that do not have
readily determined values such as interests in closely held
corporations, tangible personal property, or real estate.
A Form 712 should be submitted for transfers of life
insurance policies.
For transfers of closely held corporations, the balance
sheet, earnings statements, and dividends received for the
five years prior to the gift should be attached.
Page 9 of the Instructions for the Gift Tax Return provides
additional information that should be submitted for some
specific items.
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Review of Filing Threshold:
1.
Gifts that exceed annual exclusion amount (currently
$14,000.00 per year per donee). The Gift Tax Annual Exclusion is a
gift that does not utilize the donor’s lifetime gift tax exemption.
Only gifts of “present interests” qualify for the gift tax annual
exclusion. A gift is a present interest if the donee has an immediate
right to use, possess, or enjoy the property. Treas. Reg. § 25.25033.
2.
Completed Gifts of future interests. Gifts of future
interests do not qualify for the gift tax annual exclusion. Examples
of future interests include remainders, reversions, and any other
interest that commences in use, possession, or enjoyment at some
future time. Treas. Reg. § 25.2503-2.
A gift of a future interests must be reported at its full value.
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The GST annual exclusion and the gift tax
annual exclusion are not identical.
The GST annual exclusion is more limited,
and a transfer that qualifies for the annual
gift tax exclusion may not qualify for the
annual GST exclusion.
An outright transfer to a skip person (such as
a grandchild) qualifies for the GST annual
exclusion.
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For a transfer in trust to qualify for the GST annual
exclusion, the trust must be a “qualified trust” as
described in I.R.C § 2642(c)(2).
To satisfy this requirement, the trust must be held for the
benefit of an individual and
(1)

during the life of such individual, no portion of
the
corpus or income of the trust may be
distributed to any other person, and
if the trust does not terminate when the
(2)
individual dies, the assets of the trust must be included in
the gross estate of such individual.
I.R.C § 2642(c)(2).
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Typically, a Crummey withdrawal trust that
meets the requirements for the gift tax
annual exclusion will NOT meet the
requirements for the GST annual exclusion.
Therefore, the donor will need to allocate GST
exemption to the trust if the transferor wants
the trust to have an inclusion ratio of zero.
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A direct skip is a transfer subject to gift or
estate tax made to a skip person.
A skip person is either (1) a person who is
two or more generations below the
generation of the transferor, or (2) a trust
that meets at least one of the requirements
stated on the next page.
A non-skip person is any person who is not a
skip person
32

A Trust is a Skip Person if…
(1) all of the interests of the Trust are held by
skip persons, or
(2)

the likelihood that a non-skip person
would receive a distribution from the trust
is less than 5%. I.R.C § 2613(a)(2).
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An indirect skip is a gift subject to gift tax that is
not a Direct Skip and is made to a GST Trust.
I.R.C § 2632(c)(3)(A).
A GST Trust is defined by I.R.C § 2632(c)(3)(B).
Most Trusts are GST Trusts! If the children of the
donor are beneficiaries of the Trust, then the
Trust will almost always be a GST Trust.
Therefore, transfers to these trusts are indirect
skips.
Direct skips are reported on Schedule 2.
Indirect skips are reported on Schedule 3.
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Client Questionnaire
At a minimum should cover these areas:
1.
Have gift tax returns been filed
in previous years?
If so, obtain copies unless
prepared by your firm.
Practice Tip: Always request copies of client’s
gift tax returns from the Service for all new
estate planning clients.
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2.
3.
4.

Have gift tax returns been
examined in prior years? If so,
obtain copy of examination report.
Have gifts made, including GSTs, to
third-parties, been considered as
split-gifts?
Were the gifts made from community
property?
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Practice Tip:

Review client’s residence
history and marriage history at the outset of the
engagement to uncover potential community
property issues.
Most non-English speaking civil law
countries have marital property systems similar
to community property.
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5.

Were the taxpayers (donors) married during the
entire year?
Gifts made by a donor during a part of the year when the
donor was not married may not be split with the donor’s
spouse if the donor later marries during the year.
6.

Did the taxpayers (donors) get married during
the year? If so, when and where?
7.
Did taxpayers get divorced during the year? If
so, when?
8.
Will each spouse file a gift tax return?
9.
Did the donor’s spouse die during the year?
A donor may not split a gift with his or her deceased spouse
if the gift is made after the spouse’s death. The executor for
a deceased spouse or the guardian for a legally incompetent
spouse may sign the consent to split a gift made prior to the
death or incapacity of the spouse.
38

10.
11.

12.

Has the donor’s spouse made gifts?
Were any of the gifts made to or for
the benefit of a trust? If so, obtain
copies of the trust instrument and
the trust’s EIN.
Do any of the gifts reflect a valuation
discount? If so, obtain a copy of the
valuation report.
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13.
14.

Were any gifts based upon an
appraisal? If so, obtain copies of the
appraisal.
Were any gifts to a Section 529 Plan?
a.
Were the gifts to a new Section
529 Plan?
b.
Were the gifts to a 529 Plan for
a different beneficiary?
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Gifts to 529 Plans do not qualify for the I.R.C §
2503(e) tuition exclusion.
Therefore, to avoid having these contributions being
treated as taxable gifts, the contributions need to
utilize the donor’s annual exclusion.
Pursuant to I.R.C § 529(c)(2)(B), if the aggregate
amount of the contribution made by a donor to a 529
Plan for a donee exceeds the annual exclusion, then
the donor may elect to have the contribution spread
ratably over 5 years beginning with the calendar year
that the amounts are contributed.
41







If the donor makes the election to have the
contribution spread ratably over 5 years, the box
in Question B of Schedule A must be checked.
In addition, the donor should attach a statement
explaining that the contribution is being split
over the five year period, as shown on the sample
form.
If the spouses have elected gift splitting, only
one spouse needs to make the election. Form
709 Instructions, page 6 (I.R.S. 2010).
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If the donor makes the election to spread the contribution
ratably over five years, then for each of the five years the
donor reports 1/5th of the value of the gift in Part 1 of
Schedule A. Form 709 Instructions, page 5 (I.R.S. 2010).
In Column E, the donor lists the date of the gift as the
calendar year for the Gift Tax Return being filed, NOT the
date of the original gift. Id.
If the donor does not make any other gifts that would
require the donor to file a Gift Tax Return in any of the
four years after the original contribution to the 529 Plan is
made, then the donor is not required to file a Gift Tax
Return to report the year’s portion of the 529 plan
contribution. Id.
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15.
16.

Did a spouse die after 12/11/2011?
If so, obtain a copy of the spouse’s
estate tax return if filed.
Does the donor have an Unused
Exclusion (DSUE) from a deceased
spouse? If so, obtain the deceased
spouse’s name, DOD, and unused
exclusion amount.
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17.
18.

19.

Did the donor make gifts to the child
of a deceased child?
Did the donor provide any financial
assistance to any friend or family
member? If so, who, when, amount,
and terms (expectation of
repayment).
Did the donor transfer any hard to
value assets?
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Billy Bob and Mary Sue are married to each other
and have been married to each other for all of
2016.
Billy Bob and Mary Sue two children: Jed Clampet
and Minnie Pearl.
Billy Bob and Mary Sue have five grandchildren:
Ellie Mae, Jethro, Milton, Lester Earl, and Miss Jane.
Mary Sue is the grantor of the Minnie Pearl
Irrevocable Trust. Each of Minnie Pearl, Milton,
Lester Earl, and Miss Jane have Crummey rights of
withdrawal.
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During the 2016 tax year, Billy Bob and Mary Sue
made the following gifts:
1-1-2016, Billy Bob gifted $26,000 to Jed;
3-31-2010, Billy Bob made a donation to the
Poor Mountaineer Community Foundation;
8-1-2010, Mary Sue made an $8,000 tuition
payment to College University for Ellie Mae;
9-1-2010, Mary Sue gave Ellie Mae $18,000
9-1-2010, Mary Sue funded a 529 Plan for Jethro
with $130,000 so he could become a brain
surgeon; and
10-21-2010, Mary Sue contributed $210,000 to
the Minnie Pearl Irrevocable Trust.
47









Billy Bob transfers a 25% interest in Black Gold, LLC to Jed. Black
Gold owns the patent rights to a new technology using ballistic
projectiles to uncover hidden petroleum reserves.
Mary Sue transfers an undivided ½ interest in Texas Tea
Properties, LLC to Minnie Pearl, the sole asset of which is a single
piece of property valued at 18k by the tax assessor, but which is
located at a just announced major off ramp of the new 4 lane.
Billy Bob and Mary Sue transfer the family car, a cut-down 1921
Oldsmobile Model 46 Roadster, to Jed and Minnie Peal, so the
have something to drive.
Billy Bob and Mary Sue create and fund a special needs trust for
Lester Earl.
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III. Fixing Incorrectly Reported Split
Gifts
Christiana M. Lazo
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ROPES & GRAY

Split Gifts
• General overview
• When is it permitted
• How is it done
• Common issues and remedies
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ROPES & GRAY

General Overview
• IRC § 2513 permits married couples to
treat a gift to a third party as made ½ from
each spouse
• Valuable planning tool
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ROPES & GRAY

When is Gift-Splitting Permitted?
•

Both spouses are either US citizens or residents of the US at the time of the
gift (IRC § 2513(a)(1))
–

“Resident” here means domiciled in the US

•

Spouses married at the time of the gift (Treas. Reg. § 25.2513-1(a))

•

Neither spouse remarries before the end of the calendar year of the gift if
the spouses divorce in the calendar year of the gift (Treas. Reg. § 25.25131(a))

•

Both spouses consent (IRC § 2513(a)(2))

•

No general power of appointment is created in the consenting spouse by
the donor spouse (IRC § 2513(a)(1))

•

Gift is made to a third party (IRC § 2513(a)(1))
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ROPES & GRAY

Gift Is Made To a Third Party
• “Spousal Interest” gift may not be split
• Spouse as eligible beneficiary of a trust is
a common “spousal interest” gift
– Determine if third party interest is “ascertainable”
(and, therefore, severable)
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ROPES & GRAY

Permitted

Not Permitted

• Interest subject to ascertainable
standard (Wang, TCM 1972-143)
• Crummey withdrawal powers
(various rulings, but for differing
reasons)

• Fully discretionary trust
(Rev. Rul. 56-439)
• But, see Falk, TCM 1965-22,
likelihood of distribution to spouse
so remote as to be negligible and
gift-splitting permitted

• Community property, but not
necessary unless wish to split gifts
of separate property in same
calendar year
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ROPES & GRAY

• Election effective for all gifts eligible to be
split in a calendar year
• Election is valid for GST tax purposes as
well
– Consenting spouse is treated as transferor with
respect to her half (IRC § 2652(a)(2))
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ROPES & GRAY

How Is It Done
• By consent of the non-donor spouse on
Form 709
• Generally, first filed Form 709, but if a
spouse files more than one Form 709
before the return due date, the last return
filed will be considered
• Provided, if the first filed Form 709 is filed
late, the IRS has not issued a notice of
deficiency to either spouse
57

ROPES & GRAY

Where to signify consent
• If both spouses file a Form 709
– Each spouse signifies consent on other spouse’s return*
– Each spouse signifies consent on own return
– Both spouses signify consent on one return
(Treas. Reg. § 25.2513-2)
• If only donor spouse files a Form 709, consenting spouse consents
on the donor spouse’s return
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ROPES & GRAY

Common Issues
• Gift ineligible for splitting
• Consent invalid
• Late election
• “Buyer’s regret”
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ROPES & GRAY

Ineligible Gift – Identifying Issue
•

Both spouses were not either US citizens or residents of the US at the time
of the gift

•

Both spouses were not living at the time of the gift

•

Spouses were not married at the time of the gift

•

A spouse remarried before the end of the calendar year of the gift

•

A general power of appointment was created in the consenting spouse by
the donor spouse

•

Spousal interest gift
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ROPES & GRAY

Ineligible Gift - Remedy
• Amend the return to properly reflect
splitting of eligible gifts only

61

ROPES & GRAY

Invalid Consent – Identifying Issue
• Appropriate signature not obtained
• Incorrect person signed on behalf of
spouse
– Deceased spouse
• Executor, if appointed
• If no executor appointed, surviving spouse

– Incompetent spouse
• Guardian
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ROPES & GRAY

Invalid Consent - Remedy
• Significance of deficiencies: Ambiguous treatment in
case law
– Signature may not be needed if intent to split gifts existed (Jones, 13
AFTR 2d 1821)
– Signature necessary (Clark, 65 TC 126 (1975))

• Remedies:
– If no Form 709 was filed to report the gifts, file a late filed return
– If a Form 709 was filed by either spouse,
• You identify the issue before the due date of Form 709: File an amended
return
– Note: If signature of consenting spouse was forged, forgery may be validated only if the agent
had authority to act in the first place

• You identify the issue after due date of Form 709: the amended return will
be invalid
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ROPES & GRAY

Late election – Identifying Issue
• Issue: Desire to split gifts is identified either after the
first Form 709 was filed by a spouse or after the due
date for the Form 709
• Timing rules:
– Generally, the election should be made on the first filed Form 709
– But, if a spouse files more than one Form 709 before the return due
date, the last return filed before the return due date will be considered
– Provided, if the first filed Form 709 is filed late, the IRS has not issued a
notice of deficiency to either spouse
– Note: If one spouse files timely and other spouse does not, return filed
by the first spouse will foreclose ability to elect to split gifts on the return
of the second spouse (PLR 8843005)
• Presumably only if due date of Form 709 has passed
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ROPES & GRAY

Late election - Remedy
• If no Form 709 was filed, file a late filed
return
• If a Form 709 was filed by either spouse,
– You identify the issue before the due
date of Form 709: File an amended
return
– You identify the issue after due date of
Form 709: the amended return will be
invalid
65

ROPES & GRAY

Buyer’s Regret
• Issue: spouses consent to split gifts but
later wish to revoke the consent
• When is revocation permitted:
– Only permitted on an amended Form 709 filed
before the return due date
– Not permitted after the return due date
• Therefore, never available if the first filed Form 709
was filed late
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ROPES & GRAY

IV. Repairing Incorrect GST
Exemption Allocations on Forms 709
Christiana M. Lazo
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ROPES & GRAY

General Overview of Allocation
Rules
• GST exemption allocated as transferor
chooses
– Gift tax exemption allocated to gifts in the order
made

• Automatic allocation rules
– Intended to help, but not always intuitive in case
of indirect skips
– Affirmative elections often preferred
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ROPES & GRAY

Automatic Allocation Rules
• Direct Skips (IRC § 2632(b))
• Indirect Skips (IRC § 2632(c))
– For automatic allocation rules, indirect skip is a
transfer to a “GST Trust”
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ROPES & GRAY

GST Trust
• Generally, a trust which could have GST
tax consequences for transferor
(IRC § 2632(c)(3)(B))
• But, six exceptions, dealing with
– Mandatory distributions to non-skip person under age 46
– Mandatory distributions to non-skip person at the death of a person in an older
generation
– Inclusion in estate of non-skip person at premature death
– Inclusion in estate of non-skip person if dies on the date of the transfer
– CLAT/CRT
– CLUT distributable to a non-skip person if alive at the time payments are made
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ROPES & GRAY

Affirmative Elections - Timing
• Timely
– Irrevocable on due date of return (or at the close
of ETIP period)
– Value if value for gift tax purposes

• Late
– Not improper!
– Effective on the date filed
– Value is value on effective date
• Can elect 1st day of month of allocation
• Except for life insurance of deceased insured
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ROPES & GRAY

Retroactive Allocations
• IRC § 2632(d)(1)
• Permitted to trust with a non-skip beneficiary if
– Non-skip beneficiary has a present or future interest in the trust
– Non-skip beneficiary is a lineal descendant of grandparent of
transferor or of transferor’s spouse or former spouse
– Non-skip beneficiary is generation lower than transferor
– Non-skip beneficiary predeceases transferor

• Retroactive allocations valued at the date of the original
transfer
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ROPES & GRAY

Finality of Affirmative Allocations
• For direct skip, at close of statute of
limitations
• For all others, at later of
– Close of statute of limitations on the first GSTT
return filed using exemption
– Close of statute of limitations on the transferor’s
estate tax return (and if a return is not needed, on
the close of the statute of limitations as if one was
timely filed)
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ROPES & GRAY

Affirmative Elections –
Requirements
• Treas. Reg. § 26.2632-1(b)(2)(iii)
• Statement attached to a timely filed Form
709
–

Identify trust (or separate share)

–

Specifically state transferor is electing out of the automatic allocation with respect to transfer

–

Specifically identify prior year transfers subject to ETIP and to which statement should apply

–

Specifically describe or identify current-year transfers and future transfers to which statement
should apply (unless made for all transfers to trust in current and future years)

• Substantial compliance sufficient if intent
(IRC § 2642(g)(2))
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ROPES & GRAY

Relief – Relevant Authorities
• IRC § 2642(g)(1)
• Prop. Reg. § 26.2642-7(d)(1)
• Notice 2001-50
• Treas. Reg. § 301.9100-3
• Treas. Reg. § 301.9100-2
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ROPES & GRAY

Relief
• Value is gift tax value on the date of the
original gift
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ROPES & GRAY

Notice 2001-50
• Procedures are those that apply under
Treas. Reg. § 301.9100-3
• Relevant standard:
– Taxpayer acted reasonably and in good faith
– Grant of relief will not prejudice the interests of
the government

77

ROPES & GRAY

Reasonably and in Good Faith
Yes

No

•

•

• SEE FLAG

•

•

•
•

Application made before IRS’ discovery
of failure
Failed to make election because of
intervening events beyond control of
taxpayer
Failed to make election because, after
exercising reasonable diligence,
unaware of necessity
Relied on written advice of IRS
Reasonably relied on advice of a
qualified tax professional

•

•
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Accuracy-related penalty has been/could
have been imposed under IRC § 6662 at
time of request
Fully informed of required election and
related tax consequences but chose not
to file
Uses hindsight in requesting relief

ROPES & GRAY

No Prejudice to Interests of
Government
Yes

No

• Reduces tax liability
• Reduces tax liability
compared to timely made
compared to no
allocation
allocation
• Ordinarily if statute of
• Taxable event occurred
limitations on
and tax due in absence
assessment closed
of relief
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Relevant Procedure
• Form of PLR
• Must submit affidavits to be signed under penalties of
perjury
• User fee
• Simplified procedures
– Rev. Proc. 2004-46, for transfers to trust qualifying for
gift tax but not GST tax annual exclusion
– Rev. Proc. 2004-47, for reverse QTIP elections at
death
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• Final regulations will preclude reliance on
Treas. Reg. § 301.9100-3 procedure
• Proposed regulations generally a similar
standard with some additions
– Not for strategic advantage
– Does not reopen, suspend or extend the period of
limitations on assessment of transfer taxes
– Include non-exclusive list of factors to consider
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Proposed Regulations
• Non-exclusive list of factors:
– Intent of transferor to allocate
– Occurrence of intervening events beyond transferor’s control
causing failure to allocate
– Lack of awareness of transferor of need to make allocation after
exercising reasonable diligence
– Evidence of consistency by transferor in allocating exemption
– Reasonable reliance by transferor on advice of a qualified tax
professional, unless knew incompetent
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• Treas. Reg. § 301.9100-2
– Automatic 6-month extension for statutory elections
• Automatic 12-month extension for certain regulatory elections
not available for any GST tax election
• Only relief available for statutory elections
– Treas. Reg. § 301.9100-3 only available for regulatory
elections
– Available only if original return was timely filed (including
available extensions)
– Procedure
• File amended return with a statement “Filed Pursuant to
Treas. Reg. § 301.9100-2”
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Relief Alternative
• Planning…
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V. Reporting Powers of Appointment

Power of Appointment – the power to
direct/transfer assets
 Different from a Power of Attorney
 Typically seen in a trust or power of attorney
 May be General or Limited (Special)
 May be limited to an ascertainable standard
 May survive the death of the grantor, or could
be revoked during life or at death (via Will)
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General Power of Appointment Causes Tax
Consequences
Power holder can be taxed on assets subject
to the general power (or income therefrom) –
even if the power is never exercised!
Normally can be avoided by using a limited
power of attorney
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Grantor – person who grants the power of
appointment.
Power holder (donee) – person who holds the right
to appoint (transfer) assets
Permissible Appointees – person(s) in whose favor
a power of appointment may be exercised – may
be an individual or a class
Takers-in-Default – person(s) who receive property
if power is not exercised, known as a release or
lapse of the power.
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General Power – power holder may appoint assets to: (1)
herself; (2) her estate; (3) her creditors; or (4) the creditors
of her estate.
General Power of Appointment – only the exercise, release or
 lapse of a general power of appointment will typically
result in tax consequences to the power holder
Largely a question of applicable state property law, but there
is “safe harbor”:




Reg. §20.2041-1(c) – (i) power to consume, invade, or
appropriate the property pursuant to a HEMS standard; or
(ii) power only exercisable with consent of donor or
adverse party.
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Example:
Jed creates a trust reserving the right to
withdraw the income and corpus. The trust
also contains a provision allowing his sister
Minnie Pearl to withdraw the income and
corpus. Until Pearl makes a withdrawal there is
no completed gift.
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To be treated as a general power for tax purposes it is
not necessary that the power be exercisable in
IRC 2041 recites these in the alternative, so the
inclusion of any one of them will make the power a
general power.
The inclusion can be subtle, such as where it permits
payments to or for a dependent of the powerholder. If
the power can be exercised to make a payment that
would discharge a powerholder’s legal obligation of
support, then it would be deemed to be payable to his
creditors and therefore includible in his estate on his
death.
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Limited Power of Appointment – NOT a general power
Cannot appoint assets to self, creditors, estate, or estate’s
creditors; or
Limited by an Ascertainable Standard, or adverse party
Limited Power of Appointment – by contrast, the exercise,
release, or lapse of a limited power of appointment usually
does not result in any tax consequences to the power
holder.


Exception: the “Delaware Tax Trap” – when a limited power
of appointment is exercised to create another power of
appointment that extends the vesting period
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Exercise
Use of the power to appoint property to one or more of the eligible
appointees
Requirements:

Intent

Compliance with any rules specified by the grantor and state
law
Under § 2041(a)(2) all property subject to a general power held by
the power holder at death, or exercised by a disposition of such a
nature that, if it were a transfer of the power holder’s own
property, would be subject to estate tax under §2035-§2038 is
includable in the power holder’s gross estate.
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Non-Exercise

Release – power holder voluntarily relinquishes all
or part of a power.

Permitted unless expressly forbidden by the
grantor.
A testamentary release of a general power of
appointment or a lifetime release of a general
power of appointment that involves a disposition
of property that would be covered by §2035§2038 is equivalent to an exercise of the power.
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Disclaimer – voluntary refusal of property from a decedent’s
estate.

Permitted by common law and most state statutes.
Disclaimer: A “qualified disclaimer” under §2518 avoids tax
consequences for post-1942 powers.
Elements:

(i) must be in writing and irrevocable;
(ii) made within 9 months after the power
is created or after power holder reaches 21;
(iii) power holder has not accepted the interest
or any of its benefits; and
(iv) the interest passes to someone other
than the power holder.
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Lapse – Non-exercise (failure to exercise) of the power within the
specified time, so that it expires on its accord.

A power lapses when it expires of it own accord. A lapse is treated
as the equivalent of a release of the power
Five and Five Power – Under §2041(b)(2) if a lapse of a general
power of appointment during any calendar year is limited to the
greater of:
(i) $5,000; or
(ii) 5% of the value of the property (at the time of
lapse), then there are no gift tax consequences; if it
exceeds this threshold, only considered a lapse to the
extent of the excess.
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Five or Five Exception to Lapse - Example
A trust provides that each year Ellie Mae may withdraw the greater
of $5000 or five percent principal of the trust.
To the extent Ellie Mae does not make such a withdrawal in a given
year the power lapses.
If the trust principal is $500,000, Ellie Mae could withdraw
$25,000 during the year.
The “five or five” power exception provides that a lapse of the
power is not considered to be a gift by Ellie Mae, even though the
effect of the lapse is as if Ellie Mae withdrew the $25,000, then
immediately recontributed it to the trust.
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Presently Exercisable vs. Postponed
Presently exercisable is a power that can be
exercised now.
Testamentary powers are postponed until
power holder dies
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Review:
The gift tax provisions for powers of appointment, in §2514, closely
parallel the estate tax rules of §2041.
General Powers of Appointment
Exercise/Release: exercise or release of a general power by
the power holder will result in a taxable gift to the extent
property subject to the power passes to someone other than
the power holder
Lapse: “five and five” exception applies to determine whether
a lapse constitutes a taxable release for gift tax purposes.
Disclaimer: qualified disclaimer pursuant to §2518 is also
applicable in the gift tax context.
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Limited Powers of Appointment
General Rule: exercise or release of a limited power does not
constitute a taxable gift
Exception: “Delaware Tax Trap” – when limited power is
exercised to create a new power of appointment that can be
validly exercised without regard to the date of creation of the
first power (i.e. extending the perpetuities period)
Exception: the Service takes the position that if a power holder
of a limited power of appointment has a life income interest and
exercises or releases a limited power to appoint the property to
someone other than the power holder, a transfer of an income
interest has taken place, which is taxable.
101

Inadvertent Exercise:
General Rule – Residuary clause in a will exercises any testamentary
powers of appointment held by the testator.
This outcome may be avoided by:
(i) including language in the testator’s will that makes it
clear that the testator does not intend to exercise any power of
appointment other than ones that are specifically exercised, i.e.
“My residuary estate shall not include any property over which I
have, at the time of my death, solely a power of appointment.”
(ii) providing in the document that creates the power of
appointment, that any exercise of the power must specifically refer
to the power, i.e. “This power of appointment shall be exercisable
by specific reference thereto in the last will and testament of the
beneficiary.
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Beware:
Where a beneficiary of a trust is also appointed
the sole trustee.
The powers of a trustee to make discretionary
distributions to the beneficiaries can be a
general power if the trustee is also a beneficiary
and therefore can make unrestricted
distributions to himself.
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Example – Minnie Pearl creates a trust for Jethro and gives Jethro a testamentary
limited power of appointment over the trust which may be exercised to appoint the
assets remaining in Jethro’s trust at death in further trust for (a) Jethrine or (b) Minnie
Pearl’s descendants.
Jethro wants to exercise his power of appointment to create a lifetime trust for Miss
Jane and to give Miss Jane a further limited power of appointment.
The drafter of Jethro’s testamentary documents should be careful to limit
Miss Jane’s power of appointment to the same permissible appointees that are
included in Minnie Pearl’s trust instrument.
Also, the drafter should be careful that in the absence of ’s exercise of Miss Jane’s
power of appointment, the assets of her trust are not able to pass beyond the class
of permissible appointees.
Example: A typical provision passing assets to the child’s heirs at law in absence of
descendants could possibly pass the assets to a person who would not be a
permissible beneficiary of the trust assets (e.g., the child’s spouse).
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Minnie Pearl creates a trust for Jethrine, and wants Jethrine to have a
limited power of appointment during her lifetime and at death, exercisable
among Pearl’s other children and grandchildren.
If the trust provides that “Jethrine has the power to appoint to Minnie
Pearl’s descendants,” then Jethrine, as power holder, has the power to
appoint to herself and therefore, has a general power of appointment.
To avoid this mistake, identify the permissible appointees as Minnie Pearl’s
descendants other than Jethrine (i.e., the grantor’s descendants other than
the power holder).
Note: The result would be different if the power of appointment was not
exercisable during the child’s lifetime (i.e., a testamentary power of
appointment only).
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AVOID IMPRECISE OR UNTESTED LANGUAGE
When creating a trust over which the beneficiary may be a trustee, an ascertainable
standard may be used to avoid giving the beneficiary a general power of
appointment by using “health, education, maintenance, and support” as the
distribution standard.
The language should be limited to the examples set forth in the regulations under §§
2041 and 2514:
“support”;
“support in reasonable comfort”;
“maintenance in health and reasonable comfort”;
“support in his accustomed manner of living”;
“education, including college and professional education”;
“health”; and
“medical, dental, hospital and nursing expenses and expenses of
invalidism.”
NOTE: “happiness, health, support and maintenance” is a general power of
appointment.
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If only one word in the prescribed standard does
not meet the requirements then the exception is
lost.
Avoid walking close to the line by using phrases
such as “support in reasonable comfort” or
“support in her accustomed manner of living”.
Frightening to think that a mere “typo” leaving
out the word “support” in these cases could lead
to an estate tax disaster (and perhaps a
malpractice suit).
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SUPPORT OBLIGATIONS
Treas. Reg. Sec. 20.2041-1(c) provides that a power exercisable for the
purpose of discharging a legal obligation of the decedent is considered a
power of appointment exercisable in favor of the decedent or the
decedent’s creditors (i.e., a general power of appointment).
Accordingly, a power exercisable over trust income or principal is a general
power of appointment if it is exercisable for the benefit of a person to
whom the holder has a legal duty to support.
PLR 9036048 - Beneficiary not relieved of her obligation of legal support
because the trust instrument (1) required beneficiary to appoint a special
trustee if beneficiary had a legal obligation to support any beneficiary of
the trust and (2) provided that special trustee would have the power to
make all decisions regarding distributions to any such beneficiary.
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Jason creates a trust providing an income interest for the
benefit of his spouse, Adrienne, and on her death to their
children. He grants Adrienne the lifetime and testamentary
power to appoint the principal to their issue.
If Adrienne exercises her lifetime power and appoints
principal to a child, the exercise of the power will
constitute a gift by Adrienne of the present value of the
income lost by Adrienne as a result of the reduction of
principal.
Could this problem be circumvented by making the special
power subject to an ascertainable standard?
NO. The IRS has rejected it, stating that the transfer of the
income interest was nevertheless a gift.
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