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I. The Requirement to File a Gift Tax Return 

A. A threshold question is who is required to file a gift tax return. 

B. An individual is required to file a gift tax return if the individual makes any 
“transfer by gift” during the year other than: 

i. a transfer that falls within the annual exclusion under I.R.C. §2503(b) or is 
a transfer for educational expenses or medical expenses within the 
meaning of I.R.C. §2503(e); 

ii. a gift to a spouse within the meaning of I.R.C. §2523; or 

iii. a wholly charitable gift (I.R.C. §2522) or one that is a “qualified real 
property interest” as defined in I.R.C. §170(h)(2)(C). 

C. If the only gifts made during a calendar year are gifts that do not trigger the 
return-filing requirement, no return is required to be filed. 

D. However, once an individual has the obligation to file a return, all gifts must 
be reported on the return. 

i. Example:  Client makes annual exclusion gifts to four grandchildren and a 
$100,000 gift to her daughter.  She is required to file a gift tax return 
because of the gift to the daughter, and once she is required to file, she 
must report all gifts, including the annual exclusion gifts, on the return. 

ii. Example:  Client makes a gift of $100,000 to her daughter.  In addition, 
she makes gifts to several charitable organizations, which she deducts on 
her federal income tax return.  According to the instructions to Form 709, 
because Client has an obligation to file a gift tax return, she must report 
her charitable gifts on her gift tax return as well, and claim a gift tax 
charitable deduction for them. 

E. Even if there is no requirement to file a gift tax return under I.R.C. §6019, 
there are numerous other reasons (discussed in more detail below) why it may 
be necessary or advisable to file a gift tax return, such as: 

i. To make a gift-splitting election; 

ii. To make a QTIP election;  

iii. To make a QDOT election; 

iv. To make an election with respect to a 529 plan contribution; 

v. To allocate (or opt out of allocation of) GST exemption; or  

vi. To make a disclosure of a non-gift. 
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II. Annual Exclusion Gifts 

A. The first $15,000 ($10,000 as indexed for inflation in the year 2020) of gifts, 
other than gifts of future interests, made to any person by the donor during the 
calendar year, are not included in the total amount of gifts made during the 
calendar year.  I.R.C. §2503(b).  

 
B. A surprising number of gift tax returns have errors in annual exclusions.  

Common errors observed include: 

i. Taking annual exclusions for transfers to trusts that do not qualify for the 
annual exclusion.  With the following exceptions, gifts in trust do not 
qualify for the annual exclusion:   

1. By using a Crummey withdrawal power, Crummey v. 
Commissioner, 397 F.2d 82 (9th Cir. 1968), a gift in trust can be 
converted into a gift of a present interest such that it will qualify 
for the annual exclusion. 

2. A gift to a §2503(c) trust for a minor is not treated as a future 
interest and therefore qualifies for the annual exclusion.  A §2503 
trust is a trust for the benefit of a beneficiary who is under the age 
of 21, which can be expended by or for the benefit of the 
beneficiary before the age of 21, or if not so expended, will pass to 
the beneficiary at the age of 21.  If the beneficiary dies before age 
21, the trust assets must either pass to the beneficiary’s estate or as 
directed by the beneficiary’s exercise of a general power of 
appointment. 

ii. Taking the annual exclusion for an individual and taking a second annual 
exclusion for a trust under which the same individual has a Crummey 
withdrawal right.  This is double counting because the trust is not entitled 
to an annual exclusion, only the individual is so entitled. 

C. Another common misunderstanding is that a gift that qualifies for the annual 
exclusion from gift tax may not qualify for special treatment under the 
generation-skipping transfer tax (GST).   

i. The relevant GST rule is in I.R.C. §2642(c), which provides that in the 
case of a direct skip which is a nontaxable gift, the inclusion ratio shall be 
zero.  However, that rule does not apply to gifts in trust unless: 
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1. During the life of the beneficiary, no portion of the corpus or 
income of the trust may be distributed to (or for the benefit of) any 
person other than such individual, and 

2. If the trust does not terminate before the individual dies, the assets 
of such trust will be includible in the gross estate of such 
individual. 

ii. For the purposes of this rule, a “nontaxable gift” means a transfer that is 
not treated as a taxable gift by reason of either I.R.C. §2503(b) or 
§2503(e).   

iii. Under these rules: 

1. A cash gift of $15,000 from a grandparent to a grandchild would 
qualify for the annual exclusion from gift tax and would be 
assigned an inclusion ratio of zero for GST purposes (effectively 
exempting it from GST without the use of any GST exemption). 

2. An unmarried grandparent sets up a trust for the benefit of a 
grandchild.  Under the terms of the trust, each year the grandchild 
has the power to withdraw $15,000 for 30 days after it is 
contributed to the trust.  Distributions can be made from the trust 
to or for the benefit of the grandchild.  At age 35, all of the trust 
assets are to be distributed to the grandchild.  If the grandchild dies 
before age 35, the trust assets are to be paid to the grandchild’s 
estate.  Grandparent contributes $25,000 to the trust and makes no 
other gifts that year to or for the benefit of the grandchild.  For gift 
tax purposes, because of the Crummey withdrawal power, $15,000 
of the gift qualifies for the annual exclusion, and the other $10,000 
will use up a portion of the grandparent’s lifetime exemption from 
gift tax.  For GST purposes, because the transfer is a direct skip 
and the trust satisfies the requirements of I.R.C. §2642(c), $15,000 
of the transfer will automatically have a zero inclusion ratio.  
$10,000 of GST exemption will be automatically allocated to the 
gift, to give the trust a zero inclusion ratio.  See Treas. Reg. 
§26.2642-1(d), Example 3.   

3. Same facts as in (2) except that all three of the grandparent’s 
grandchildren are beneficiaries of the trust, and the grandparent 
makes a gift of $45,000 to the trust, which grants each grandchild 
the power to withdraw $15,000 of the contribution.  For gift tax 
purposes, because of the Crummey withdrawal power, the entire 
gift qualifies for the annual exclusion (treated as a $15,000 to each 
of the three grandchildren).  However, none of the transfer is 
assigned a zero inclusion ratio under I.R.C. §2642(c) because the 
trust has more than one beneficiary and therefore does not satisfy 
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the requirements for trusts set forth in that section.  The transfer to 
the trust is a direct skip and will be automatically allocated 
$45,000 of the grandparent’s GST exemption.   

iv. Gifts that qualify as a nontaxable gift that is assigned a zero inclusion ratio 
under I.R.C. §2642(c) must still be reported on Schedule D of the Form 
709. 

 
III. Special Rules for Gifts to 529 Plan Accounts 

A. 529 Plan accounts are a popular way of saving money to pay for a person’s 
education.  Special rules allow donors to elect to use up to five years’ worth of 
annual exclusions to make a lump sum gift to a 529 Plan account.   

B.  I.R.C. §529(c)(2)(B) provides that if the aggregate amount of contributions to 
a 529 Plan account in a year exceeds the annual exclusion amount, the donor 
may elect to take those contributions into account ratably over the 5-year 
period beginning with that taxable year.  To make this election, check the box 
on Schedule A of the Form 709, and attach the required information. 

C. In addition to checking the box on the Form 709, the following information 
must be attached to the gift tax return: 

i. The total amount contributed per individual beneficiary;  

ii. The amount for which the election is being made; and  

iii. The name of the individual for whom the contribution was made.  

D. If a gift splitting election is being made, apply the gift-splitting rules before 
applying the special 529 Plan rules. Each spouse can then independently elect 
to use the 5-year rule.   

E. Example:  In 2020, Parent (who is unmarried) contributes $50,000 to a 529 
Plan account for Child.  Parent made no other gifts to child that year.  Because 
$50,000 is greater than the annual exclusion amount, Parent makes an election 
to treat the $50,000 as contributed ratably over 5 years.  As a result of the 
election, the contribution to the 529 Plan will be treated as made $10,000 in 
each of the years 2020 through 2024.  Parent may use the remaining $5,000 of 
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annual exclusion in each of those years to make other gifts to or for the benefit 
of Child.   

F. Example:  Same facts as previous example, except Parent contributes 
$100,000 to the 529 Plan account for Child.  The 5-year election only 
accounts for $75,000 of the gift ($15,000 x 5 years).  The remaining $25,000 
is treated as a gift in excess of the annual exclusion amount in 2020.  Prop. 
Treas. Reg. §1.529-5(b)(v). 

G. If the 5-year election is made, then only the ratable portion for the current year 
is reported on Schedule A.  It would be reported in Part 1 if the beneficiary of 
the 529 Plan is a child (or is otherwise not a “skip person” for GST purposes).  
If the beneficiary is a grandchild (or any other skip person), the amount would 
be reported in Part 2 of Schedule A.   

H. If the donor is required to file a gift tax return for any of the four subsequent 
years, the ratable amount of the gift for that year must be reported on 
Schedule A.  However, if the donor has no gift tax filing obligation for any of 
those years, the fact that there is a 529(c)(2)(B) election in place does not 
create a filing obligation.  

I. If the donor dies before the end of the 5-year period, the amounts ratably 
assigned to years that have not yet occurred are included in the donor’s estate.  
Prop. Treas. Reg. §1.529-5(c).   

IV. Gift Splitting 

A. I.R.C. §2513 permits spouses to consent to have gifts made by one of them (to 
anyone other than the spouse) treated as made one-half by each of them.  In 
order to gift split: 

i. Both spouses must be U.S. citizens or residents, and 

ii. The spouses must be married at the time of the gift and may not be 
married to anyone else during the remainder of the calendar year (i.e. may 
not remarry if a spouse dies or they divorce in that year). 

B. If the consent is given, it applies to all eligible gifts made in that year, even if 
they are omitted from the return. 

i. Example:  Husband makes gifts of $100,000 to each of his children.  
Husband and Wife consent to gift split, with the result that the gifts to the 
children are treated as made $50,000 by Husband and $50,000 by Wife.  
In the same year, unbeknownst to Wife, Husband made a gift of 
$1,000,000 to his favorite bartender.  That gift was not reported on 
Husband’s gift tax return.  Later, on examination of Husband’s gift tax 
return, the IRS discovers the gift to the bartender.  Wife has consented to 
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split the gift to the bartender as well and is treated as having made half of 
that gift.   

C. Gift splitting is elected by the checking the box on line 12 of the Form 709.  
The consenting spouse must also sign the return.   

D. If the consenting spouse dies before the gift tax return is filed, the consenting 
spouse’s executor may consent.   

E. A gift-splitting election can be made on a late gift tax return, but only if that is 
the first return filed for the year and no notice of deficiency has been issued 
for the year.  I.R.C. §2513(b)(2).   

F. If a gift tax return is filed prior to the due date, the gift-splitting election can 
be revoked.  However, the gift-splitting election becomes irrevocable on the 
due date of the return.  I.R.C. §2513(c).   

G. When a gift is made in part to the spouse and in part to third parties, the gift-
splitting rules become tricky.  In that case, the consent to gift-split is effective 
with respect to the interest transferred to third parties only insofar as such 
interest is ascertainable at the time of the gift and hence severable from the 
interest transferred to the spouse.  Treas. Reg. §25.2513-1(b)(4).   

i. Example:  Wife funds a trust with $1,000,000.  The trust allows Husband 
to withdraw up to $5,000 or 5% of the trust fund each year.  At Husband’s 
death, the assets remain in trust for the couple’s children.  Based on 
Husband’s age, the actuarial value of Husband’s withdrawal right is 
$300,000.  Husband’s gift-splitting consent applies to the $700,000 value 
of the remainder interest, but not to the $300,000 value of his withdrawal 
right.  Therefore, Wife has made a gift of $650,000 ($300,000 plus 
$350,000), and Husband has made a gift of $350,000.   

ii. Example:  Wife funds a trust with $1,000,000.  The trust is a fully 
discretionary trust for the benefit of Husband, children, and grandchildren.  
Because the interests of third parties are not ascertainable, Husband’s 
consent to gift split does not apply to any part of this gift, and it is treated 
as made 100% by Wife.   
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H. For GST purposes, a gift-splitting election is respected and causes the 
consenting spouse to be treated as the “transferor.”  However, this rule is not 
identical to the gift tax gift-splitting rule.   

i. Under I.R.C. §2652(a)(2), if under I.R.C. §2513 one-half of a gift is 
treated as made by an individual and one-half of such gift is treated as 
made by the spouse of such individual, such gift shall be so treated for 
purposes of the GST.   

ii. The regulations, however, refine this rule further.  Treas. Reg. §26.2652-
1(a)(4) states that in the case of a transfer with respect to which the 
donor’s spouse makes an election under section 2513 to treat the gift as 
made one-half by the spouse, the consenting 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 section 2513.   

1. Example:  In the first example under H above, where for gift tax 
purposes, Wife was treated as making a $650,000 gift and Husband 
was treated as making a $350,000 gift, for GST purposes they 
would each be treated as the transferor of one-half of the trust, or 
$500,000.   

2. Example:  In the second example under H above, where the 
interests of third parties were not ascertainable, most 
commentators believe that since the gift was not split at all, Wife 
would be treated as the only transferor of that gift for GST 
purposes.   

I. Care must be taken to properly report split gifts on a gift tax return.  It may be 
necessary to add a supplementary page to the gift tax return to explain any 
split that should not be treated as made one-half by each spouse.  If the result 
is different for GST purposes, that should also be explained in an attachment 
to the return.   

V. Qualified Terminable Interest Property (QTIP) Election 

A. Just as a person can establish a QTIP trust for her spouse at death, I.R.C. 
§2056(b)(7), it is also possible to establish a lifetime QTIP trust.  In that case, 
the donor will want to be certain that the lifetime QTIP trust qualifies for the 
marital deduction under the gift tax.  I.R.C. §2523(f).  This election has 
historically been a problematic election for taxpayers.  Changes to the gift tax 
form have attempted to make the election as user-friendly as possible.  Yet we 
continue to encounter taxpayers who have failed to make the election. 
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B. In its current iteration, the Form 709 provides that if a trust (or similar 
arrangement) meets the requirements under I.R.C. §2523 and is listed on 
Schedule A and the value of the property is included on Schedule A, Part 4, 
line 4, then the donor is deemed to have made a QTIP election.   

C. As discussed below, there are many missed elections for which the IRS has 
the ability to grant taxpayers relief to make a late election. However, the gift 
tax QTIP election is not one of those elections.  The way I.R.C. §2523 is 
drafted, the date by which the QTIP election must be made is prescribed by 
statute.  Under I.R.C. §2523(f)(4)(A), the QTIP election shall be made on or 
before the date prescribed by section 6075(b) for filing a gift tax return with 
respect to the transfer.  Therefore, the IRS has determined it has no power to 
allow a late election (beyond the 6-month extension period).  Treas. Reg. 
§301.9100-2, 301.9100-3; PLR 201109012 (March 4, 2011).  

i. There are two situations in which taxpayers (and their lawyers or 
accountants) fail to make QTIP elections.  The first situation is when no 
timely gift tax return is filed.  Advisers often mistakenly believe that 
because a marital deduction is allowable for a QTIP trust, no return needs 
to be filed.  That is incorrect.  If a QTIP election is required in order to 
qualify for the gift tax marital deduction, a gift tax return must be filed and 
the election made in order to obtain a marital deduction.   

ii. The second common fact pattern is similar to the first, except that a gift 
tax return is filed and the marital gift is simply left off the return.  That is 
another fatal mistake, as once the extended due date passes, there is no 
way to make the QTIP election for the omitted marital gift. 
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D. It is imperative that a gift tax QTIP election be made on the gift tax return 
whenever a lifetime QTIP trust is funded.  The estate planner who uses 
lifetime QTIP trusts should write contemporaneous notes to the return 
preparer, the client, and anyone else who might listen stressing the importance 
of filing a timely gift tax return and reporting the QTIP gift.  If the estate 
planner will be responsible for preparing the gift tax return, reminders should 
be placed in all relevant places so that the QTIP gift is not overlooked when 
preparing the gift tax return.  As long as the gift is included on the return, the 
form itself now makes it comparatively easy to actually make the election.  

VI. Valuation Discounts 

A. A checkbox at the top of page 2 of the Form 709 states “Does the value of any 
item listed on Schedule A reflect any valuation discount?  If ‘Yes,’ attach 
explanation.”  The instructions to the Form 709 elaborate:  if the value of any 
gift you report on Schedule A includes “a discount for lack of marketability, a 
minority interest, a fractional interest in real estate, blockage, market 
absorption, or for any other reason, answer ‘Yes’ to the question . . . . Also 
attach an explanation giving the basis for the claimed discounts and showing 
the amount of the discounts taken.”   

 

B. There is no statutory or regulatory authority for the discount question on the 
gift tax return.  It is merely the IRS looking for a quick way of determining 
whether any discounts have been taken.  However, since the gift tax return is 
signed under penalties of perjury that it is “true, correct, and complete,” the 
question needs to be answered.   

C. The attached “explanation” giving the amounts and bases for discounts 
claimed is typically a reference to the attached appraisal of the property.   

VII. Adequate Disclosure 

A. Since 1997, I.R.C. §6501(c)(9) has required that gifts reported on a gift tax 
return be “disclosed in such return, or in a statement attached to the return, in 
a manner adequate to apprise the Secretary of the nature of such item” in order 
for the statute of limitations on the gift to commence to run. 

B. Prior to the change in law, the statute of limitations commenced to run on all 
gifts made during the calendar year when a gift tax return for the year was 
filed. 

C. Now, the statute of limitations runs separately with respect to each gift made.  
If the gift is reported and “adequately disclosed” on the gift tax return, then 
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the statute of limitations will expire in three years (absent fraud or a few other 
unusual exceptions).  If a gift is reported but the disclosure is not “adequate to 
apprise the Secretary of the nature of such item” then the statute of limitations 
will not commence to run, just as if the gift were not reported on the return at 
all. 

D. Regulations provide guidance on what is considered adequate disclosure.  A 
transfer will be adequately disclosed on the return only if it is reported in a 
manner adequate to apprise the IRS of the nature of the gift and the basis for 
the value so reported.  The safe harbor provided by the regulations states that 
a transfer will be considered adequately disclosed if the following information 
is provided: 

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

ii. The identity of, and relationship between, the transferor and each 
transferee; 

iii. If the property is transferred in trust, the trust’s tax identification number 
and a brief description of the terms of the trust, or in lieu of a brief 
description of the trust terms, a copy of the trust instrument; 

iv. Except as provided in Treas. Reg. §301.6501-1(f)(3), a detailed 
description of the method used to determine the fair market value of 
property transferred, including any financial data (for example, balance 
sheets, etc. with explanations of any adjustments) that were utilized in 
determining the value of the interest, any restrictions on the transferred 
property that were considered in determining the fair market value of the 
property, and a description of any discounts, such as discounts for 
blockage, minority or fractional interests, and lack of marketability, 
claimed in valuing the property. In the case of a transfer of an interest that 
is actively traded on an established exchange, such as the New York Stock 
Exchange, the American Stock Exchange, the NASDAQ National Market, 
or a regional exchange in which quotations are published on a daily basis, 
including recognized foreign exchanges, recitation of the exchange where 
the interest is listed, the CUSIP number of the security, and the mean 
between the highest and lowest quoted selling prices on the applicable 
valuation date will satisfy all of the requirements of paragraph (f)(2)(iv). 
In the case of the transfer of an interest in an entity (for example, a 
corporation or partnership) that is not actively traded, a description must 
be provided of any discount claimed in valuing the interests in the entity 
or any assets owned by such entity. In addition, if the value of the entity or 
of the interests in the entity is properly determined based on the net value 
of the assets held by the entity, a statement must be provided regarding the 
fair market value of 100 percent of the entity (determined without regard 
to any discounts in valuing the entity or any assets owned by the entity), 
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the pro rata portion of the entity subject to the transfer, and the fair market 
value of the transferred interest as reported on the return. If 100 percent of 
the value of the entity is not disclosed, the taxpayer bears the burden of 
demonstrating that the fair market value of the entity is properly 
determined by a method other than a method based on the net value of the 
assets held by the entity. If the entity that is the subject of the transfer 
owns an interest in another non-actively traded entity (either directly or 
through ownership of an entity), the information required in paragraph 
(f)(2)(iv) must be provided for each entity if the information is relevant 
and material in determining the value of the interest; and 
 

v.  A statement describing any position taken that is contrary to any 
proposed, temporary, or final Treasury regulations or revenue rulings 
published at the time of the transfer. 
 

E. In lieu of the information in D.iv, a taxpayer can submit an appraisal of the 
transferred property that meets the following requirements: 

i. The appraisal is prepared by an appraiser who satisfies all of the following 
requirements: 

1. The appraiser is an individual who holds himself or herself out to 
the public as an appraiser or performs appraisals on a regular basis. 

2. Because of the appraiser's qualifications, as described in the 
appraisal that details the appraiser's background, experience, 
education, and membership, if any, in professional appraisal 
associations, the appraiser is qualified to make appraisals of the 
type of property being valued. 

3. The appraiser is not the donor or the donee of the property, or a 
member of the family of the donor or donee, as defined in section 
2032A(e)(2), or any person employed by the donor, the donee, or a 
member of the family of either; and 

ii. The appraisal contains all of the following: 

1. The date of the transfer, the date on which the transferred property 
was appraised, and the purpose of the appraisal. 

2. A description of the property. 

3. A description of the appraisal process employed. 

4. A description of the assumptions, hypothetical conditions, and any 
limiting conditions and restrictions on the transferred property that 
affect the analyses, opinions, and conclusions.   



O’Brien-14 
 

5. The information considered in determining the appraised value, 
including in the case of an ownership interest in a business, all 
financial data that was used in determining the value of the interest 
that is sufficiently detailed so that another person can replicate the 
process and arrive at the appraised value. 

6. The appraisal procedures followed, and the reasoning that supports 
the analyses, opinions, and conclusions. 

7. The valuation method utilized, the rationale for the valuation 
method, and the procedure used in determining the fair market 
value of the asset transferred. 

8. The specific basis for the valuation, such as specific comparable 
sales or transactions, sales of similar interests, asset-based 
approaches, merger-acquisition transactions, etc. 

F. Note that these requirements are stated in the form of a safe harbor.  In other 
words, if the return satisfies these requirements, the gift is adequately 
disclosed.  The converse is not necessarily true.  Even if these requirements 
are not satisfied, the taxpayer can still argue that the disclosure was adequate 
to “apprise the Internal Revenue Service of the nature of the gift and the basis 
for the value so reported.”1   

G. There are a few authorities that give insight into what is and is not adequate 
disclosure.  The IRS clearly construes these rules very strictly. 

i. The taxpayer made gifts in years 1 through 7.  The taxpayer did not file 
gift tax returns in years 1 through 6.  In year 7, the taxpayer filed, but did 
not describe the transferred property or provide a description of the 
method used to determine the value of the transferred property.  In Field 
Service Advice (FSA) 20172801F, the IRS concluded that the period of 
limitations on the gifts made in years 1 through 7 had not expired. 

ii.  In FSA 20152201F, the IRS found that taxpayers had not satisfied the 
adequate disclosure requirements with respect to gifts of partnership 
interests where the returns used abbreviated names for the partnerships, 
left one digit off the EIN of one of the partnerships, did not explain 
whether the donor transferred general or limited interests, and did not give 
a detailed description of the method used to determine value.  The IRS 

 
1 Stephanie Loomis-Price has a helpful checklist that should be used to ensure adequate disclosure 
when preparing a gift tax return.  The checklist is available online at 
https://www.americanbar.org/content/dam/aba/events/real_property_trust_estate/heckerling/2014/adeq
uate_disclosure_checklist.pdf 

 

https://www.americanbar.org/content/dam/aba/events/real_property_trust_estate/heckerling/2014/adequate_disclosure_checklist.pdf
https://www.americanbar.org/content/dam/aba/events/real_property_trust_estate/heckerling/2014/adequate_disclosure_checklist.pdf
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concluded that the return did not provide adequate disclosure and gift tax 
could be assessed at any time. 

iii. In Estate of Sanders v. Commissioner, TCM 2014-100 (May 27, 2014), 
the estate moved for summary judgment with respect to nine years of gift 
tax deficiencies on the basis that the period of limitations for assessment 
had closed.  The government argued that the gift tax returns had failed to 
adequately disclose the nature of the stock transferred or the basis of the 
value reported.  The Tax Court denied the estate’s motion for summary 
judgment, stating that there was a genuine issue of fact as to whether the 
disclosure was adequate.   

H. The regulations provide that a taxpayer can trigger the commencement of the 
statute of limitations on certain non-gift completed transfers by reporting the 
transfer on an income tax return.  Specifically, a completed transfer to a 
member of the transferor’s family that is made in the ordinary course of 
operating a business is deemed to be adequately disclosed, even if the transfer 
is not reported on a gift tax return, provided the transfer is property reported 
by all parties for income tax purposes.  For example, in the case of salary paid 
to a family member employed in a family owned business, the transfer will be 
treated as adequately disclosed for gift tax purposes if the item is properly 
reported by the business and the family member on their income tax returns.  
Treas. Reg. §301.6501(c)-1(f)(4). 

I. Further, for purposes of Treasury Regulation §301.6501-1(f)(4), any other 
completed transfer that is reported, in its entirety, as not constituting a transfer 
by gift will be considered adequately disclosed under paragraph (f)(2) of 
Treas. Reg. §301.6501-1 only if the following information is provided on, or 
attached to, the return – 

i. The information required for adequate disclosure under paragraphs 
(f)(2)(i), (ii), (iii), and (v), and 

ii. An explanation as to why the transfer is not a transfer by gift within the 
meaning of the I.R.C.  

J. Finally, adequate disclosure of a transfer that is reported as a completed gift 
on the gift tax return will commence the running of the period of limitations 
for assessment of gift tax on the transfer, even if the transfer is ultimately 
determined to be an incomplete gift for gift tax purposes. Treas. Reg. 
§301.6501-1(c)(5).  The converse is not true.  If a transfer is reported as an 
incomplete gift, whether or not adequately disclosed, the period for assessing 
a gift tax with respect to the transfer will not commence to run even if the 
transfer is ultimately determined to be a completed gift.   

K. With limited resources to examine gift tax returns, the IRS is increasingly 
relying on these adequate disclosure rules to examine gift tax returns after the 
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taxpayer has died.  Lawyers and accountants need to be vigilant about 
complying with the adequate disclosure rules in order to preclude such 
examinations years after gifts are made. 

VIII. Whether to Disclose Non-Gifts 

A. Taxpayers often struggle with the decision as to whether to report transfers 
that are not intended to be gifts.  A prime example of this is a sale to a grantor 
trust for a note.   

B. The tradeoff here is between disclosing the sale transaction and running the 
risk that the transaction will be examined, and not disclosing the sale 
transaction and leaving the statute of limitations open such that the transfer 
could be examined at any time in the future.   

C. Many practitioners recommend the reporting of sales to non-grantor trusts, 
especially when the sale occurs in the same year as a gift of “seed money” to 
the trust.  If the decision is made to report, then it is imperative that one 
meticulously comply with the adequate disclosure rules.  If adequate 
disclosure is not made, then the client has the worst of all results:  she has 
apprised the IRS that the transaction has occurred but left herself exposed to a 
potential examination many years in the future.   

IX. Reporting Gifts When a Defined Value Clause is Used 

A. In light of a taxpayer favorable outcome in Wandry v. Commissioner, TCM 
2012-88 (March 26, 2012)2 and settlement of some other defined value clause 
cases, taxpayers are increasingly likely to use defined value clauses for gifts 
of hard-to-value assets.  Such clauses often describe a gift in terms of a fixed 
value that is transferred, with the percentage interest in the entity to be 
adjusted to fit that value, as finally determined. 

B. Key to preparing the gift tax return in such a situation is to ensure that the gift 
reported on the Form 709 accords with the transfer documents.  In other 
words, if the transfer documents say that the taxpayer transferred $1,000,000 
worth of membership interests in Family LLC, describe the gift in those terms 
on the gift tax return.  Don’t simply report a gift of 100 units because the 
appraisal indicates that 100 units are worth $1,000,000.  The return should 
make liberal use of footnotes and explanations to support the fixed value of 
the gift. 

X. Properly Completing Schedule A of the Gift Tax Return 

A. Schedule A of the return asks the preparer to divide the year’s gifts into three 
different categories:  Part 1, Gifts Subject Only to Gift Tax; Part 2, Direct 

 
2 In an Action on Decision issued on November 13, 2012, the IRS Office of Chief Counsel announced that it would 
not acquiesce in the Wandry decision.  I.R.B. 2012-46. 
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Skips; and Part 3, Indirect Skips and Other Transfers in Trust.  These 
distinctions are very important for GST purposes.  We see many errors in 
placing gifts into the correct Part. 

B. Gifts subject only to gift tax (Part 1) are gifts that cannot possibly attract GST 
now or in the future.  Examples would be outright gifts to children, gifts to 
charity, or gifts in trust for children that can only make distributions to 
children, their estates, or charity.  If a trust could make a distribution to a 
grandchild if a child dies before the trust terminates, a gift to that trust does 
not belong in Part 1.   

 
C. Direct Skips (Part 2) are gifts that are currently subject to both the gift tax and 

the GST.  Examples would be outright gifts to grandchildren, or gifts in trust 
where the only current trust beneficiaries are skip persons, or if there are no 
current trust beneficiaries, there is no possibility of distributions to non-skip 
persons in the future.  
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D. Indirect Skips and Other Transfers in Trust (Part 3) would include all gifts in 
trust that are not included in Part 1 or Part 2.  Listing a trust in this category 
does not mean that you will allocate GST exemption to it.  The option remains 
open to either allocate or not allocate to the gift.    

E. Common errors in these classifications include: 

i. Indicating a gift is a gift to the person who is the trust beneficiary rather 
than listing the trust as the donee. 

ii. Putting all gifts to trusts in Part 2, even if they are not direct skips. 

iii. Including gifts to trusts in Part 1 if no GST exemption is going to be 
allocated to the trust on the return. 

iv. Omitting gifts to QTIP trusts. 

v. Omitting annual exclusion gifts. 

vi. Omitting the current year’s ratable portion of a prior year’s contribution to 
a 529 Plan account. 

F. Section 2632(c) elections 

i. Column C in Part 3 requires a determination for each item number as to 
whether a section 2632(c) election will be made.  This is one of the most 
confusing aspects of preparing the gift tax return. 

ii. Section 2632(c) does not contain a single election.  It actually contains 
three different elections. 

iii. Some background is necessary before explaining the various elections.  
With six statutory exceptions, any trust that could have a taxable 
termination (within the meaning of I.R.C. §2613(a)) or a taxable 
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distribution (within the meaning of I.R.C. §2613(b)) at any time in the 
future is a “GST trust” within the meaning of I.R.C. §2632(c).  The six 
statutory exceptions listed in I.R.C. §2632(c)(3)(B) are: 

1. A trust that requires that more than 25% of the trust corpus be 
distributed to (or may be withdrawn by) one or more individuals 
who are non-skip persons (i) before that individual attains age 46, 
(ii) on or before one or more dates specified in the trust instrument 
that will occur before such individual attains age 46, or (iii) upon 
the occurrence of an event that, in accordance with regulations, 
may reasonably be expected to occur before the date that such 
individual attains age 46.  

2. A trust that requires that more than 25% of the trust corpus be 
distributed to or may be withdrawn by one or more individuals 
who are non-skip persons and who are living on the date of death 
of another person identified in the instrument (by name or by class) 
who is more than 10 years older than such individuals. 

3. A trust that requires that if one or more individuals who are non-
skip persons die on or before a date or event described in 1 or 2, 
more than 25 percent of the trust corpus either must be distributed 
to the estate or estates of one or more of such individuals or is 
subject to a general power of appointment exercisable by one or 
more of such individuals. 

4. The trust is a trust any portion of which would be included in the 
gross estate of a non-skip person (other than the transferor) if such 
person died immediately after the transfer. 

5. The trust is a charitable lead annuity trust, a charitable remainder 
annuity trust, or a charitable remainder unitrust. 

6. The trust is a trust with respect to which a deduction was allowed 
under section 2522 for the amount of an interest in the form of the 
right to receive annual payments of a fixed percentage of the net 
fair market value of the trust property (determined yearly) and 
which is required to pay principal to a non-skip person if such 
person is alive when the yearly payments for which the deduction 
was allowed terminate.   

iv. A transfer to a “GST trust” is an “indirect skip” to which GST exemption 
(if available) is automatically allocated.  I.R.C. §2632(a)(1), (3)(A). 

v. Section 2632(c)(5) allows an individual to make the following elections: 

1. Elect out of automatic allocation of exemption to a GST trust for 
the transfer or transfers reported on the return. 
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2. Elect out of automatic allocation of exemption to any or all future 
transfers to a particular GST trust.  

3. Elect to treat any trust as a GST trust, whether or not it comes 
within the statutory definition. 

vi. Note that the first two elections result in no GST exemption being 
allocated to a transfer to a GST trust, while the third election results in 
GST exemption being automatically allocated to a trust that is not a GST 
trust.  In other words, the check mark in Column C may indicate that GST 
exemption is allocated or not, depending on which election is being made.  
Consequently, if there is a check mark in Column C, the instructions 
require that a statement be attached that “describes the election you are 
making and clearly identifies the trusts and/or transfers to which the 
election applies.”   

vii. If you are ever in doubt about whether a trust is a GST trust, take no risk!  
If you want GST exemption to be allocated to the transfer to the trust, 
check the box and make an election to have the trust treated as a GST 
trust.  If it would already have been a GST trust without the election, no 
harm done!  Conversely, if you don’t want GST exemption to be allocated 
to the transfer to the trust, check the box and make an election out of the 
automatic allocation of exemption to the trust (either for only the transfer 
shown on the return or for all future contributions as well).  Making a 
manual election should guarantee that the client obtains the intended 
result. 

viii. One situation in which a taxpayer may wish to make an opt-out election is 
when a transfer is subject to an estate tax inclusion period (“ETIP”).  That 
is, when a taxpayer makes a transfer that is a completed gift but would be 
included in her estate if she were to die.  A good example of this is a 
GRAT.  Suppose that the GRAT remainder is payable to a trust that has 
the possibility of making distributions to the taxpayer’s grandchildren and 
does not fall within any of the six exceptions to the definition of a GST 
trust.  The ETIP rules provide that no GST exemption can be allocated to 
the trust until the ETIP ends, but that there will be automatic allocation at 
the end of the ETIP.  A taxpayer can make an opt-out election at any time 
prior to the end of the ETIP.  Treas. Reg. §2632-1(b)(2)(iii)(C).  Because 
there is no predicting the amount of the transfer at the end of the ETIP, an 
election out is generally preferred.  The taxpayer can always elect to have 
the trust treated as a GST trust later, closer in time to the end of the ETIP.   

ix. Unlike the QTIP election, these elections do not have a statutory due date.  
Therefore, if the preparer errs in failing to make an election, the IRS has 
the authority under Treas. Reg. §301.9100-3 to allow the taxpayer to make 
a late retroactive election.   
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1. Obtaining this relief requires filing an application (a ruling request) 
with the National Office of the IRS.  A substantial “user fee” is 
required (currently $10,900, unless the taxpayer qualifies for a 
reduced user fee). 

2. The taxpayer must demonstrate that the taxpayer acted reasonably 
and in good faith and that, if the relief is granted, the taxpayer will 
be in no better position than she would have been had she properly 
made the election initially. 

3. Note that there is no 9100 relief available if the taxpayer 
inadvertently makes one of the §2632(c) elections.  Relief is only 
possible where the taxpayer failed to make an election.   

XI. Keeping Track of Prior Gifts and Prior Use of Exemptions 

A. Both the gift tax and the GST are cumulative.  Therefore, it is important to 
keep accurate records of prior gifts.  Gifts from prior periods are recorded in 
Schedule B.  With all of the changes in tax rates and exemption levels in the 
past few decades, this is not a simple exercise.  The Form 709 instructions 
have worksheets to assist in this endeavor.   

 
B. If the taxpayer has deceased spousal unused exclusion (“DSUE”) inherited 

from a predeceased spouse, Schedule C provides a chart to keep track of the 
DSUE.  There is also a box to be checked on line 19, Part 1 – General 
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Information on page 1 of the return.  Under the portability regulations, a 
taxpayer uses the DSUE inherited from a spouse before using the taxpayer’s 
own exclusion from gift tax.   

 

  

C. The taxpayer logs prior use of GST exemption in Schedule D, Part 2.  Note 
that if the automatic allocation rules have applied in past years, it is possible 
that prior years’ Schedule Ds may be inaccurate.  If a trust is a GST trust, 
automatic allocation applies, regardless of whether the allocation is reflected 
on the return.  In fact, automatic allocation applies even if the gift to the GST 
trust is omitted from the return, and even if there is no return filed at all!  
Consequently, it is prudent to look beyond the prior gift tax returns and see 
whether there are any other gifts that might have used up GST exemption 
unbeknownst to the client.   
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XII. Gifts by Non-resident Aliens 
A. Unlike the estate tax return (Form 706), there is no special version of the gift 

tax return for non-resident aliens (“NRA”).   

B. If a NRA makes gifts of U.S. situs property, the NRA would fill out the Form 
709 with respect to that property.  Under I.R.C. §2501(a)(2), the gift tax does 
not apply to gifts of intangible property by a NRA.  Thus, a NRA is only 
subject to gift tax on gifts of U.S. real property and on gifts of tangible 
property with a U.S. situs.   

XIII. Final Words of Advice 

A. Read the instructions to Form 709!  They are actually quite helpful. 

B. Read the Code and regulations! 

 

 


