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THE GST TAX EXEMPTION

• The GST tax exemption equals the “basic exclusion amount” under 
2010(c)(3).  This amount is $5 million indexed for inflation. In the case of 
decedents dying and gifts made after 12/31/2017 and before 1/1/2026, the 
basic exclusion amount is $10 million indexed for inflation (the “bonus” 
exemption).  

• The inflation adjusted exemption is now $11.4 million and will be $11.58 
million in 2020.  After 2025, it will be $5 million indexed for inflation.

• Section 2010(c)(3) does not address whether late allocations of GST tax 
bonus exemption may be made to gifts made before 1/1/2018, but the 
legislative history allows this and Form 709 instructions confirm.

• The statute is silent as to whether the repeal of the bonus exemption will 
change the inclusion ratio of trusts to which bonus exemption was allocated 
on or before 12/31/2025. Cf., “as if never been enacted” sunset language in 
EGTRRA.
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TIMELY AND LATE ALLOCATIONS OF GST TAX

• Timely allocations are allocations made on or before the due date for 
filing a form 706 or 709.  An allocation to a trust will determine its 
“inclusion ratio.”  If the allocation is timely, the inclusion ratio is based 
on the gift tax value of the property transferred to the trust for lifetime 
transfers and estate tax value for transfers made at death, and the 
effective date of the allocation is the date of transfer or date of death, 
as applicable.

• Late allocations are made on a gift tax return that is filed after the due 
date of the return.  If the allocation is late, the inclusion ratio is based 
on the value of the property on the date of filing the late allocation 
(except that a taxpayer may elect to value assets as of the first day of 
the month in which the late allocation is filed unless the allocation is 
made to an insurance policy and the insured has died). A late allocation 
is effective on the date the late allocation is filed.   
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AUTOMATIC ALLOCATION
• GST tax exemption is automatically allocated to lifetime transfers that are direct skips and to 

transfers to “GST Trusts” as defined in section 2632(c).  The definition is intended to cover the 
types of trusts that most taxpayers would wish to allocate exemption, but the definition is 
imperfect:

– Section 2632(c) may automatically allocate exemption to trusts that provide for outright 

distributions to nonskip persons on the death of the survivor of their parents if they have 

then or when they later attain age 35. 

– Section 2632(c) may automatically allocate exemption to trusts that have hanging crummey 

powers in years a person has a withdrawal right in excess of the annual exclusion. 

• A decedent’s unused and unallocated GST tax exemption is automatically allocated at death to 
direct skips and then pro rata to trusts from which a taxable transfer may occur, whether or not 
included in the gross estate. Section 2632(c)(1). The proration is made on the basis of the 
value of the nonexempt portion of the transferred property as determined for estate tax 
purposes for transfers included in the estate and date of death value for other trusts. No 
allocation is made to a trust, such as a marital trust, that will have a new transferor before a 
GST transfer can occur.

4



mwe.com

ILITS

• Many ILITs may qualify for automatic allocation of exemption and this is usually 
inadvisable, particularly for ILITs owning term policies.

• A practical option is to avoid an immediate taxable transfer upon the death of 
the insured(s) by making the trust a discretionary trust at least for a period of 
time after the death of the insured(s) so that if a skip person is unexpectedly a 
beneficiary, the trust can be severed in a qualified severance, a late allocation 
can be made to the separate share or trust  for the beneficiaries who are skip 
persons and the nonexempt share can be allocated to the nonskip 
beneficiaries.

• In the case of a term policy with no cash value, a timely allocation to a 
premium payment made in the year of death (assuming that the insured was 
not terminally ill at the time of the premium payment) may cause a trust to 
have a zero inclusion ratio with very little use of exemption.
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ELECTIONS AND 9100 RELIEF

• A taxpayer may elect into or out of automatic allocation of exemption. 

• The election must be made on a timely filed gift tax return.

• If the election is not timely made, or if a taxpayer failed to make a timely 
allocation of exemption, the taxpayer may file for 9100 relief.  

• Relief will be granted if the taxpayer acted reasonably and in good faith 
and granting relief will not prejudice the interests of the government. 

– Treas. Reg. 301.9100-3(e)(3) requires the taxpayer to obtain an affidavit 

from her tax preparer or advisor that the taxpayer was not informed of the 

need to make an election.

– Prop. Reg. 26.2642-7(d)(3)(ii) imply that claiming a valuation discount at 

a time when the gift tax SOL is closed may prejudice the interests of the 

government. 
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RETROACTIVE ALLOCATIONS

• Section 2632(d) allows a taxpayer to make a retroactive allocation of 
exemption to transfers to a trust made by then-living transferor upon the death 
of a non-skip beneficiary who is descended from a grandparent of the 
transferor (or descended from a grandparent of the transferor’s spouse).  

– The inclusion ratio is calculated as if the allocation were a timely allocation.  

– The allocation is effective immediately before the non-skip person’s death.  

– The amount of exemption available to allocate is the transferor’s exemption 

immediately before the non-skip person’s death (even if it represents increases in 

the exemption allowed by law after the date of the transfers made to the trust).  

– The retroactive allocation applies to the entire trust, even if there are non-skip 

beneficiaries then-living.  

• The transferor must make the allocation on a timely gift tax return for the year 
of the death of the non-skip beneficiary.
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THE IMPORTANCE OF THE INCLUSION RATIO

• The inclusion ratio of a trust determines the effective rate of GST tax.

• If a trust has a mixed inclusion ratio, every distribution to a skip person 
attracts tax and every distribution to a non-skip person wastes some 
GST tax exemption.

• In general, it is advisable to direct the trustee to establish separate 
trusts to avoid a trust having a mixed inclusion ratio, although there can 
be advantages to having a mixed inclusion ratio temporarily.
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SEPARATE SHARE RULE
• GST exemption cannot be allocated to a portion of a trust unless the portion is a separate share for GST 

purposes.  Allocations of exemption may be made to separate trusts only if they are treated as separate 
trusts for GST purposes.

• Separate shares exist if there are different transferors, which can arise as a result of split gift elections 
and taxable lapses of withdrawal rights.

• Separate shares exist if there are separate shares for different beneficiaries (see section 663). 

– The separate share must exist from inception (other than for certain mandatory severances, 

discussed in the next slide). 

– “Inception” means from the date of the transfer or, in the case of assets passing upon the 

transferor’s death, the date of death of the transferor.  Treas. Reg. 26.2654-1(a)(1).

• The separate share rules are different (and more lenient) for estates and revocable trusts that make a 
section 645 election than for trusts.  

• Divisions of trusts that are includable in the gross estate will be recognized whether the division is 
mandatory or discretionary provided that the severed trusts provide for the same succession of 
beneficial interests, certain funding requirements are met and, if division was discretionary, the 
severance occurs before the due date of Form 706 (or if a reformation proceeding is necessary, such 
proceeding is begun before such date). Treas. Reg. 26.2654-1(b).
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MANDATORY SEVERANCES

• Mandatory severances for lifetime gifts must apply as of the date of the gift to avoid mixed 
inclusion ratios.  A formula that depends upon a subsequent decision to allocate exemption 
or split gifts will not be effective, but a formula based on assumed allocations and elections 
should be effective.  This may require a subsequent qualified severance to avoid a mixed 
inclusion  ratio.

• Mandatory severances for assets included in the transferor’s gross estate relate back to the 
date of death and will be effective for GST purposes even though the amounts allocated to 
the resulting trusts is affected by the executor’s allocation of exemption to other transfers. 
For example a mandatory severance of a marital trust included in surviving spouse’s gross 
estate benefits from the relation back rule.

• Mandatory severances made pursuant to the terms of trust upon the happening of an event 
not within the discretion of any person (e.g. death of a beneficiary) will be recognized as 
separate trusts or separate shares for GST purposes.  The inclusion ratio will not change but 
the transferor may separately allocate exemption to the severed trusts and the trusts will be 
separate for purposes of determining whether a taxable termination has occurred.  Treas. 
Reg. 26.2654-1(a)(i)(iii).
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FUNDING RULES

• The inclusion ratio of property transferred at death will be based on 
the estate tax value of the property only if certain funding rules are 
followed.  Treas. Reg. 26.2654-1(b)(1)(1)(ii)(C). If the funding rules are 
not followed, the inclusion ratio will based on values as of the date of 
funding the bequest. Funding rules generally require payment of 
interest or income on payments and use of date of distribution values 
to fund in kind.

• In some cases, failure to follow funding rules means that the trust will 
not be regarded as a separate trust/share for GST purposes. E.g. 
26.2654-1(a)(1)(ii) – a pecuniary amount payable from a trust upon 
transferor’s death will not be a separate share if funding rules are not 
followed even though assets were includable in transferor’s estate.  
This rule is avoided if the trust makes a section 645 election.
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QUALIFIED AND NONQUALIFIED SEVERANCES

• Section 2642(a)(3) allows a “qualified severance” of a trust which will allow each resulting 
trust to have a different inclusion ratio.  

• A nonqualified severance will not change the inclusion ratio but thereafter exemption may 
be separately allocated to the severed trusts. Treas. Reg. 26.2642-6(h).

• If a trust has a mixed inclusion ratio, a qualified severance can correct that problem.  

– A qualified severance also can be used to shift higher yielding assets to an exempt trust.

– Due to the disallowance of discounts for qualified severances, value can be shifted to an 

exempt trust.  Treas. Reg. 26.2642-6(d)(4) provides that if the severed trusts are funded 

non pro rata, “the assets must be valued without taking into account any discount or 

premium arising from the severance…”  Example 6 posits a trust that owns 52% of the 

stock of a closely held company and makes an equal division (26% each) between the 

severed trusts.  No discount applies.  Consider the result if the trust owned 100% of the 

stock, distributed 51% to the exempt trust and 49% to the nonexempt trust, and the 

exempt trust later purchased the 49% at a 30% discount.
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OTHER WAYS TO SHIFT VALUE FROM NON-EXEMPT 
TO EXEMPT TRUST

• AFR loans

• “Grantorization” – Non-exempt trust has the right to withdraw income and gains from the 

exempt trust, unwithdrawn amount is added to principal 12/31 but amount remains subject to 

withdrawal from principal or income. PLR 201633021. 

– If the right lapses to the extent of 5% of principal each 1/31, is that an addition?  

– If the nonexempt trust exercises its right of withdrawal and holds the withdrawn amount in  

a separate trust, is that new trust exempt? 

• Defective preferred freeze - Treas. Reg. § 25.2701-1(b)(2)(C) defines “transactions treated as 

transfers” which limits the circumstances in which an individual who indirectly owns an 

interest in an entity owned by a trust is deemed to make a taxable transfer under section 

2701: first, the person treated as the owner under section 671-679 or second, the person 

whose estate would include the value of the indirectly owned entity had she died at the time 

of the indirect transfer. 
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THE ETIP RULE

• ETIP rule prevents allocation during a period during which, should death 

occur, the value of the transferred property would be includable in the gross 

estate, other than by reason of section 2035, of the transferor or the 

transferor’s spouse had either died immediately after the transfer. Automatic 

allocation may occur at the end of the ETIP.

• Exceptions to the ETIP rule:

– Reverse QTIP trusts

– 5 & 5 spouse withdrawal right that lapses in 60 days. Treas. Reg. 26.2632-

1(c)(2)(ii)(B).

– Remoteness exception Treas. Reg. 26.2632-1(c)(2)(ii)(A). 

▪ What’s the purpose of the ETIP rule?  Matching timing of allocation with the 

gift or estate tax event when final transfer tax is imposed?
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ALLOCATION TO GRATS

• What amount is necessary to achieve zero inclusion ratio?

– Elections out of automatic allocation.

– Affirmative allocation limited to amount of gift.

• Remoteness exception to ETIP rule?

• Retroactive allocation – is a retroactive allocation subject to the ETIP rule?

• Sales or gifts of vested remainder interests in GRATs – who is the transferor?  Back to back 

mirror GRATs.

• Split gift elections for zeroed out GRATs allow allocation of both spouses’ GST exemption at 

the end of the ETIP, assuming the ETIP rule applies.  

– The remainder trust to which the GRAT is paid must qualify for gift splitting.  

– If it is a SLAT, limit the spouse’s beneficial interest by a small amount.  Gift splitting 

applies differently for GST and gift tax purposes.

15



mwe.com

OPTIONS FOR AVOIDING TAXABLE TERMINATIONS
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• Strategies for postponing taxable terminations

– Nominal interests are ignored.  Treas. Reg. 26.2612-1(e)(2)(ii)

– When a charity described in section 2055 has an “interest in a trust”  Treas. Reg. 26.2612-1(e)(1)(ii).  A 
section 501(c)(4) organization is not described in section 2055.

– Postponing severances: Treas. Reg. 26.2654-1(a)(i)(iii). The occurrence of a taxable termination will be 
based on the persons having an interest in each severed trust.

• Generation-jumping:  Treas. Reg. 26.2653-1 “taxation of multiple skips” and generation re-assignment 
of the transferor

• Substitution of estate tax for GST tax.  Consider:

– formula grant vs discretion to grant general power of appointment.

– state estate tax; no states have GST tax. 

– tax on prior transfers credit in section 2013 only applies to estate tax.

– non-skip person’s remaining estate tax exemption.

– whether benefitting a spouse can postpone either GST or estate tax or make spouse’s exemption 
available to shelter estate tax

– predeceased parent rule. Section 2651(e).
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OPTIONS FOR AVOIDING TAXABLE DISTRIBUTIONS 
AND TAXABLE TERMINATIONS
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• HEET trusts.  

– Section 2611(b)(1) provides that distributions that qualify as annual exclusion 
gifts described in section 2503(e) are not taxable distributions. 

– To prevent a taxable termination, on the death of the last living nonskip 
beneficiary, you  need an immortal non-skip beneficiary such as a charity or a 
section 501(c)(4) organization, that person’s interest must qualify as an “interest 
in the trust” and must not be either nominal or a separate share.  

▪ What folks are doing: 25-33% of income, 2% unitrust, 10% of value.

▪ The exempt organization could be added as a beneficiary only at the death of the last 
nonskip beneficiary but this increases risk of the interest being disregarded.                                               

• Rent free use of residences owned by trust may not be a “distribution.”

• Distributions to non-skip beneficiary for the benefit of a skip beneficiary – no 
intermediary rule.
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FINALITY OF INCLUSION RATIO
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• For direct skips, the inclusion ratio is final when the SOL runs on the gift or 
estate tax.

• For taxable terminations and taxable distributions, if all transfers to the trust 
were gifts to which timely allocations were made, the inclusion ratio is final 
when the SOL on the gifts expire.

• If the only transfers to the trust were made at death using assets that were 
includable in the transferor’s gross estate, the inclusion ratio will be final 
when the SOL runs on the estate tax.

• In other cases, such as (i) a late allocation, (ii) a retroactive allocation or (iii) a 
non prorata or formula qualified severance, the inclusion ratio will not be final 
until the later of (i) the expiration of the SOL on the GST tax imposed on the 
first GST transfer calculated using the inclusion ratio or (ii) the expiration of 
the SOL for the transferor’s estate tax. Treas. Reg. 26.2642-5(b).


