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Generation-Skipping Transfer Tax2 

By Stephen W. Murphy 

McGuireWoods LLP 

 
I. Introduction 

A. In the world of U.S. transfer tax, clients must be mindful not only of the estate tax 
and the gift tax, but the generation-skipping transfer (“GST”) tax. 

B. The GST tax has long been a source of confusion for clients, practitioners, 
advisors, and fiduciaries. 

C. When understood properly, the GST tax can provide a method of effectively 
holding and transferring wealth across generations while minimizing transfer tax 
and maximizing asset protection.  But when not understood or applied property, 
the GST tax can provide a series of pitfalls for the unwary, which can lead to 
everything from additional administrative complexity and filings, to claims of 
breach of fiduciary duty, to substantial and unexpected tax liability. 

D. There are numerous nuances and ambiguities regarding the application of the 
GST tax.  But clients, attorneys, advisors, and fiduciaries are often best served 
with a general overview of the key concepts of the tax. 

E. This presentation will provide an overview of the current state of the GST tax, 
including its history (and legislative proposals for potential changes to the tax), 
the funding of GST trusts, the rules for allocation of GST tax exemption to 
various types of trusts (and what to do when these rules are not followed), the 
methods (and risks) of modifying GST trusts, planning opportunities with GST 
trusts, and tips for drafting. 

F. Because this presentation is designed as an overview of key features of the GST 
tax, this presentation is deliberately focused on certain rules and procedures 
regarding the GST tax and has limited discussion of case law and other nuances. 

II. Background and History 

A. History of the GST Tax 

1. As part of the Tax Reform Act of 1986, Congress enacted the federal 
generation-skipping transfer tax (the “GST tax”).  The provisions are 
found in Chapter 13 of the Internal Revenue Code (§§ 2601 to 2664).  

 
2 The author wishes to give special thanks to Charles D. Fox IV, retired partner of McGuireWoods LLP, for 

his work in preparing portions of these materials, particularly the sections on background of the GST tax, legislative 
developments, and charitable planning.  The author also wishes to give thanks to Farhan N. Zarou of McGuireWoods 
LLP for his contributions, both direct and indirect, to these materials, especially related to some of the technical 
aspects of GST tax reporting, GST tax exemption allocation, and modification of trusts.  These materials are used 
with permission. 
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The tax applies to lifetime transfers occurring after September 25, 1985, 
and testamentary transfers by persons dying after October 22, 1986. 

a. The current GST tax replaced a prior version of the tax enacted in 
1976.  The prior version was so complex to administer that it 
largely was ignored both by taxpayers and tax officials. 

b. Like the prior tax, the current GST tax was enacted to address a 
perceived gap in the transfer tax system. 

(1) If assets are passed outright from one generation to 
another, then at each generation those assets would be 
subject to estate tax. 

(2) But wealthy taxpayers could transfer property down two or 
more generations and have it subject to only one transfer 
tax.  They could do this by leaving property directly to 
grandchildren or more remote descendants.  Or, more 
frequently, they would place property in a long-term trust, 
where it could be used to benefit both current and future 
generations without incurring estate tax at any 
beneficiary’s death during the existence of the trust. 

(3) One purpose of the GST tax was to limit or stop this ability 
to “skip” generations.  The GST tax achieved this by 
limiting the amount that could be placed in such a long-
term trust; and by providing that any other transfer that 
could “skip” a generation would incur a separate tax, which 
was seen to approximate the effect of incurring estate tax 
at each generation. 

B. Current Law of the GST Tax 

1. The GST tax applies to a direct transfer, or a transfer in trust, to persons 
who occupy more than one generation below the transferor.  These 
“generation skips” trigger an additional GST tax, separate from any gift 
tax or estate tax that might otherwise be due. 

2. As is the case with estate tax and gift tax, the GST tax is triggered to the 
extent it is not sheltered by the transferor’s exemption from GST tax. 

3. Under current law, each person has an exemption from GST tax of 
$12.92 million, indexed for inflation to 2023.  This exemption can be 
applied to transfers outright or to certain trusts, to avoid the imposition of 
GST tax to those transfers or those trusts.  These techniques are 
discussed later in this presentation. 

4. Under current law, the GST tax rate is a flat 40%. 

5. But as noted below, during its history, the GST tax has gone through 
many changes, and current changes continue to be proposed. 
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C. The GST Tax and the Rule Against Perpetuities 

1. Some commentators suggest that the GST tax itself spawned additional 
changes in state tax law.  Sitkoff & Schanzenbach, “Jurisdictional 
Competition for Trust Funds: An Empirical Analysis of Perpetuities and 
Taxes,” 115 Yale L.J. 356 (2005). 

2. Sitkoff and Schanzenbach’s empirical study was based on reports of 
trusts to federal banking authorities (about 10% of total trust assets). 

3. The enactment of the GST tax in 1986 seems to have led attorneys and 
advisors to take action to avoid GST tax (they were already using long-
term trusts to avoid estate tax). 

4. One option was to establish perpetual trusts in jurisdictions that allowed 
them. 

5. Starting in 1979, the Restatement (Second) of Property suggested that 
the common-law Rule Against Perpetuities was unreasonable.  In 1986, 
the Uniform Law Commission enacted the Uniform Statutory Rule Against 
Perpetuities, which enacted a “wait-and-see” approach and added an 
alternate 90-year perpetuities period.  

6. Thereafter, jurisdictions started to lengthen the perpetuities period or to 
abolish the Rule Against Perpetuities, in order to attract more trust 
business. 

a. Currently, only two states still have the common-law Rule Against 
Perpetuities.  (Texas extended its perpetuities period to 300 years, 
effective September 1, 2021, leaving only Alabama and New York 
with the common-law rule.  Some commentators have questioned 
whether Texas’ law is consistent with the state constitution, which 
provides, “Perpetuities and monopolies are contrary to the genus 
of a free government, and shall never be allowed, nor shall the law 
of primogeniture or entailments be in force in this State.”) 

b. Numerous states have eliminated the Rule Against Perpetuities 
altogether, have allowed the waiver of the Rule (like Virginia 
does), or have enacted a perpetuities period that is so long that 
the Rule Against Perpetuities is irrelevant for all practical 
purposes. 

7. Through 2003, a state’s abolition of the Rule Against Perpetuities 
increased its reported trust assets by about $6 billion, and its average 
trust account size by about $200,000. 

D. Recent Changes and Proposals for Change 

1. The exemption from GST tax has grown over time with the estate tax. 



 

© 2023 McGuireWoods LLP 4 

a. The Economic Growth and Tax Relief Reconciliation Act of 2001 
provided for certain increases in the estate and GST tax 
exemptions over time.  The GST tax exemption was $1 million at 
its enactment in 1986. Under the law, the estate tax exemption 
increased from $675,000 per person in 2001, to $1 million per 
person in 2002 and was unified with the GST tax exemption. 
Then, both the estate tax and GST tax exemptions enjoyed 
incremental increases to $3.5 million per person in 2009.  In 2010, 
the estate and GST taxes were briefly repealed.  From 2002 to 
2010, the gift tax exemption remained at $1 million per person. 

b. The Tax Relief, Unemployment Insurance Reauthorization, and 
Job Creation Act of 2010 set the exemption from gift, estate, and 
GST tax at $5 million per person, adjusted for inflation, for tax 
years 2011 and 2012. 

c. The American Taxpayer Relief Act of 2012 (the “2012 ATRA”) 
permanently established an exemption of $5 million per person 
from gift, estate, and GST tax, indexed for inflation. 

d. The Tax Cuts and Jobs Act of 2017 doubled the exemption from 
gift, estate, and GST tax to $10 million per person, indexed for 
inflation, starting in 2018.  The exemption is currently $12.92 
million for 2023.  Under current law, this exemption will be 
reduced to $5 million per person, indexed for inflation (that is, the 
exemption under the 2012 ATRA), on January 1, 2026. 

 

[chart on following page] 
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e. Below is a summary of those exemptions: 

 

APPLICABLE 
YEAR 

GIFT TAX 
EXEMPTION 

ESTATE TAX 
EXEMPTION 

GST TAX 
EXEMPTION 

2001 $675,000  $675,000  $1,060,000  

2002 $1,000,000  $1,000,000  $1,100,000  

2003 $1,000,000  $1,000,000  $1,120,000  

2004 $1,000,000  $1,500,000  $1,500,000  

2005 $1,000,000  $1,500,000  $1,500,000  

2006 $1,000,000  $2,000,000  $2,000,000  

2007 $1,000,000  $2,000,000  $2,000,000  

2008 $1,000,000  $2,000,000  $2,000,000  

2009 $1,000,000  $3,500,000  $3,500,000  

 2010* $1,000,000  No tax No tax 

2011 $5,000,000  $5,000,000  $5,000,000  

2012 $5,120,000  $5,120,000  $5,120,000  

2013 $5,250,000  $5,250,000  $5,250,000  

2014 $5,340,000  $5,340,000  $5,340,000  

2015 $5,430,000  $5,430,000  $5,430,000  

2016 $5,450,000  $5,450,000  $5,450,000  

2017 $5,490,000  $5,490,000  $5,490,000  

2018 $11,180,000  $11,180,000  $11,180,000  

2019 $11,400,000  $11,400,000  $11,400,000  

2020 $11,580,000  $11,580,000  $11,580,000  

2021 $11,700,000  $11,700,000  $11,700,000  

2022 $12,060,000 $12,060,000 $12,060,000 

2023 $12,920,000 $12,920,000 $12,920,000 

 

* Special rules applied in 2010, including related to GST tax.  For transfers and 
decedents dying in 2010, special care should be taken. 
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2. Proposals by the Obama Administration 

a. The budget proposals from the Obama Administration proposed to 
address several issues regarding estate, gift, and GST tax, and 
included the following proposals: 

(1) The proposal would return the estate and GST tax 
exemption to $3.5 million per person, with no indexing for 
inflation (that is, to its level in 2009), at a top rate of 45%. 

(2) The proposal would return the lifetime gift tax exemption to 
$1 million per person. 

(3) Portability of estate and gift tax exemption between 
spouses would be permitted. 

(4) The proposal would provide for an expiration of GST tax 
exemption allocations after 90 years, for trusts created 
after the effective date of any such law.  On the 90th 
anniversary of the creation of the trust (no matter whether 
other contributions have been made to the trust after its 
creation), the trust’s GST tax exemption ratio would be 
adjusted to 1, such that the trust is not exempt from GST 
tax. 

3. Proposals by the Trump Administration 

a. The Trump Administration proposed repealing the estate and GST 
tax. 

4. Proposals by the Biden Administration 

a. During his campaign, Joe Biden suggested that he would reduce 
the estate and GST tax exemption to $3.5 million per person and 
would lower the lifetime gift exemption to $1 million. 

b. In proposals in 2021, Biden also proposed the elimination of the 
step-up in basis for income tax purposes upon an individual’s 
death. 

c. In late 2021, the House Ways & Means Committee has proposed 
reducing the estate, gift, and GST tax exemption to $5 million, 
indexed for inflation, as of January 1, 2022, and also substantially 
modifying the rules for “grantor trusts”. 

d. These proposals were not enacted; nevertheless, these proposals 
remain possible for future administrations. 
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E. Planning Based on the Current Tax Framework 

1. Current Level of GST Tax Exemption 

a. As noted above, each taxpayer has access to a historically high 
exemption from GST tax.  This means that, at least under current 
law, the vast majority of taxpayers do not have to be concerned 
about the GST tax.   

b. The GST tax helps avoid estate tax for future generations, by 
keeping assets out of the gross estates of an individual’s future 
descendants; but under current law, it is also less likely that the 
children or further descendants of an individual will have taxable 
estates.  

c. However, at the same time, this exemption is scheduled to 
decrease in 2026, and may decrease earlier.  Taxpayers might 
feel pressure to make use of that additional GST tax exemption 
now. 

2. Portability of Exemptions 

a. Under current law, estate and gift tax exemption is “portable” 
between spouses, meaning that at the death of one spouse, the 
deceased spouse’s estate can make certain elections to allow the 
surviving spouse to pick and up use the deceased spouse’s 
remaining and unused estate and gift tax exemption.  This gives 
married taxpayers some comfort that they can adopt a flexible 
estate plan that does not make use of estate tax exemption at one 
spouse’s death. 

b. But under current law, GST tax exemption is not portable between 
spouses.  Spouses may feel additional pressure to make use of 
this exemption through their estate planning attorneys. 

c. The practitioner should keep in mind this special treatment of GST 
tax exemption.  Clients who wish to engage in generational 
planning might not be able to rely solely on portability of their 
estate tax exemptions. 

3. Need to Monitor GST Tax Status of Trusts 

a. Despite the potential decrease in the significance of the GST tax, 
it is continually important to monitor the GST exempt status of 
existing trusts. 

b. In fact, it is probably even more important to keep records of the 
status of such trusts now, in an era where far fewer estate tax 
returns will be filed and less attention is paid to GST tax for groups 
of taxpayers. 
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c. There are thousands of currently existing irrevocable trusts that 
either were created before 1986 or were created when the GST 
tax exemption was much lower.  For all these trusts, their GST 
status is important because of the unique way the GST tax 
applies.  It is the only transfer tax that normally is assessed many 
years after the transfer; for many transfers from a GST trust, GST 
tax is due only upon an event that occurs years after its creation, 
but its GST status is often based on events and filings that 
occurred at the time of funding. 

d. More than any other tax, with the GST tax, record-keeping and 
documentation of the status of the trust is critical. 

e. The issue of determining the GST exempt status of trusts many 
years from now will be challenging for both the IRS and taxpayers, 
and the burden of proving tax status often falls on the taxpayer. 

III. How the GST Tax Works 

A. GST Tax Exemption 

1. Introduction 

a. As noted above, each individual has an exemption from GST tax, 
which can be used to shelter transfers from GST tax. 

b. Certain direct transfers to grandchildren or further descendants, or 
to trusts for their benefit, would incur GST tax upon that transfer.  
A donor can apply GST tax exemption to such a transfer to avoid 
the imposition of GST tax on that transfer. 

c. Certain indirect transfers to trusts for the benefit of grandchildren 
or further descendants could trigger GST tax at the time of the 
transfer, or at a later date, such as when trust assets pass to that 
later generation.  A donor can apply GST tax exemption to such a 
trust to avoid the imposition of GST tax on the assets as they are 
transferred to the trust, and to avoid the imposition of GST tax on 
any assets as they are distributed from the trust in the future. 

2. The Transferor (or Deemed Transferor) 

a. Importantly, only the transferor of the property to a trust can be 
treated as the transferor for purposes of the GST tax, and only 
that transferor can apply his or her GST tax exemption to the trust. 

b. In certain cases, another party is treated as the transferor, and 
can apply his or her GST tax exemption to the trust. 

(1) If property is included in a second party’s estate for estate 
tax purposes, then that second party is deemed to be the 
transferor for GST tax purposes, and that second party 



 

© 2023 McGuireWoods LLP 9 

would need to allocate his or her GST tax exemption to the 
trust to make the trust exempt from GST tax.  Treas. Reg. 
§ 26.2652-1(a)(1). 

(2) Reverse QTIP Election 

(a) It is possible for the transferor to elect to be the 
transferor for purposes of the GST tax but not for 
other purposes.   

(b) The “reverse QTIP election,” authorized by IRC § 
2652(a)(3), allows the transferor to be the 
transferor for purposes of the GST tax, but to 
otherwise have the assets included in the spouse’s 
estate for estate tax purposes through a QTIP 
election.  Treas. Reg. § 26.2652-2. 

(c) Through the reverse QTIP election, the property 
passes free of estate tax or gift tax at the time of 
the transfer, because it is sheltered from estate or 
gift tax through the marital deduction.  But the 
transferor can still apply his or her GST tax 
exemption to the trust.  Then at the death of the 
surviving spouse, the remaining assets of the trust 
have the advantage of the transferor’s GST tax 
exemption, and the transferor continues to be 
treated as the transferor for GST tax purposes.  
Treas. Reg. § 26.2652-1, Ex. 6. 

(d) A reverse QTIP election is made on a gift tax return 
(in the case of a QTIP election for a lifetime 
transfer) or on an estate tax return (in the case of a 
QTIP election for a transfer at death). 

c. This can be frustrating for clients, if a trust is not exempt from GST 
tax, but if the identity of the transferor for GST tax purposes does 
not match the party with available GST tax exemption. 

EXAMPLE 1:  Upon the death of Grandfather, he 
establishes a Family Trust for the benefit of 
Grandmother and, thereafter, their descendants.  
Grandfather died in 2001, at a time when he had a 
low estate tax exemption, and thus his estate was 
required to pay estate tax upon the funding of the 
Family Trust.  But Grandfather had insufficient GST 
tax exemption to make the entire trust exempt from 
GST tax.  Grandmother dies in 2021.  She has 
sufficient GST tax exemption to make the trust fully 
exempt from GST tax.  However, because 
Grandfather was the donor of the Family Trust, 
Grandmother cannot allocate her GST tax 
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exemption to the Family Trust.  After 
Grandmother’s death, all or part of the Family Trust 
remains non-exempt from GST tax, even if some of 
Grandmother’s GST tax exemption otherwise goes 
unused. 

d. The Regulations have further rules and examples regarding the 
effect of certain other tax rules, such as the splitting of gifts 
between spouses, for purposes of determining the transferor for 
purposes of the GST tax.  Treas. Reg. § 26.2652-1.  Those rules 
are beyond the scope of these materials. 

e. At this point, suffice it to say that the estate/gift and GST tax 
exemptions do not always match.  Their points of divergence can 
be the source of confusion.  However, these points of divergence 
can also be opportunities for planning to ensure that GST tax 
exemption is used efficiently by the client. 

B. Key Definitions and Principles 

1. Introduction 

a. There are numerous key definitions and principles that are critical 
to an understanding of the GST tax. 

b. These definitions are often interrelated. 

2. “Skip Person” 

a. Definition:  A person who is assigned to a generation at least two 
generations below that of the transferor (IRC § 2613(a)). 

b. Generations normally are assigned among members of the family 
along family lines. 

(1) An individual’s grandparents and their siblings and 
spouses belong to one generation. 

(2) An individual’s parents and their siblings and spouses 
belong to the next lower generation. 

(3) The individual, his or her spouse and siblings, and the 
siblings’ spouses belong to the next lower generation. 

(4) Lower generations are similarly determined. 

c. If an individual is not related to the transferor, but is related to the 
transferor’s spouse, his or her generation assignment is similarly 
determined by reference to that spouse (who is always in the 
same generation as the transferor). 
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d. If individuals are involved who are not part of the family of the 
transferor or the transferor’s spouse, they are considered to be in 
the generation of the transferor if they are not more than 12-1/2 
years older or younger than the transferor; they are considered to 
be in the generation of his children if they are more than 12-1/2 
years younger but not more than 37-1/2 years younger than the 
transferor; and they are assigned to successive lower generations 
in 25-year increments (IRC § 2651). 

e. Trusts for the benefit of skip persons are themselves treated as 
skip persons when: 

(1) All beneficiaries currently eligible or entitled to receive trust 
income or principal are skip persons; or 

(2) No person is currently eligible or entitled to receive trust 
income or principal and at no time may distributions be 
made to beneficiaries who are not skip persons.  For these 
purposes, any distribution that has less than a 5 percent 
chance of being made, determined by actuarial standards, 
is ignored (Treas. Reg. § 26.2612-1(d)(2)(ii)). 

3. “Non-Skip Person” 

a. Definition:  Any person or trust that is not a skip person (IRC 
§ 2613(b)).  Thus, for example, a child of the transferor is a non-
skip person. 

b. A trust in which a non-skip person has an interest is also a non-
skip person, unless the probability of distributions to the non-skip 
person is less than 5 percent. 

c. A charity is a non-skip person.  However, a charity will be treated 
as a current beneficiary of a trust only if it has a nondiscretionary 
right to receive income or principal from the trust or the charity is 
described in IRC § 2055(a) and the trust is a charitable remainder 
trust or a pooled income fund (IRC § 2652(c)(1)). 

4. The Bump-Up (or “Predeceased Child”) Rule 

a. Under IRC § 2651(e), a grandchild or more remote descendant of 
the transferor is moved up a generation if, at the time of the 
transfer, the descendant’s parent, who also is a descendant of the 
transferor, is deceased. 

EXAMPLE 2:  T makes a gift in trust to her 
grandson.  T’s child, who is the grandson’s parent, 
is deceased at the time of the transfer.  The 
grandson is moved up one generation and treated 
as a child of T.  Therefore, the gift is not a direct 
skip. 
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b. The rule applies only to lineal descendants.  However, if the 
transferor has no living lineal descendants, then it also applies to 
transfers to collateral relatives—defined as lineal descendants of 
the transferor’s parents. 

c. Prior to 1998, the predeceased child rule applied only to direct 
skip transfers.  Beginning in 1998, this exception was expanded to 
cover taxable terminations and taxable distributions (both of which 
are described below) as well, if the parent is deceased at the time 
of the initial transfer (IRC § 2651(e)(1)). 

d. A living descendant who dies no later than 90 days after a transfer 
is treated as having predeceased the transferor (Treas. Reg. § 
26.2651-1(a)(2)(iii)).  This is one reason why many estate 
planning documents provide that if a person predeceases the 
testator by 90 days, he or she is deemed to have predeceased the 
testator. 

EXAMPLE 3:  Grandfather’s will provides that one-
half of his estate be distributed outright to 
Grandson, and the other one-half to a trust for the 
benefit of all of his descendants.  Grandson’s 
mother, who was the daughter of Grandfather, 
predeceased Grandfather.  Under the current 
bump-up rules, both the outright distribution to 
Grandson (which has always been exempt) and 
any distribution from the trust that might later be 
made to Grandson will be exempt from GST tax.  
However, any distribution from the trust to any 
other grandchild whose parent was not deceased at 
Grandfather’s death would be a taxable distribution. 

e. If the transfer is to a QTIP trust, and no reverse QTIP election is 
made, the determination of generation assignment is made at the 
time the spouse dies (or causes the QTIP trust to be subject to tax 
during life) (Treas. Reg. § 26.2651-1(a)(3)).  Thus, if a child 
survives the father, but dies during the mother’s life, then the 
child’s children move up a generation at the mother’s death with 
respect to the QTIP trust.  If a reverse QTIP election is made, the 
bump-up rule would not apply in the facts assumed above, 
because the child still was alive at the father’s death.  But it would 
not matter because the father would have allocated GST tax 
exemption to the reverse QTIP trust. 

5. “Direct Skip” 

a. A direct skip is a transfer, either by gift or at the death of the 
transferor, of an interest in property to a skip person (IRC 
§ 2612(c)). 

b. A direct skip therefore can include a transfer to: 
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(1) An individual who is a skip person, or 

(2) A trust that is considered a skip person (see Treas. Reg. § 
26.2612-1(a), (d)). 

c. Importantly, if a single transfer of property skips two more 
generations, only one direct skip is deemed to have occurred.  
Thus, if an individual transfers property to a great-grandchild, 
there is a direct skip over two generations, but only one GST tax 
imposed.  Treas. Reg. §§ 26.2612-1(a), 26.2612-1(f), Ex. 2 

6. “Indirect Skip” 

a. An indirect skip is any transfer of property (other than a direct 
skip) made to a “GST trust.”  IRC § 2632(c)(3)(A). 

b. Note the distinction, that an indirect skip is a transfer to a GST 
trust, other than a direct skip.  That is, a transfer in trust is not 
necessarily an indirect skip; rather, the key is that an “indirect” 
skip is a transfer to a trust that is not currently a skip person. 

7. “GST Trust” 

a. A “GST Trust” is a trust that has certain specific generation-
skipping potential.  See IRC § 2632(c)(3)(A). 

b. While many clients might have different perspectives regarding 
whether they intend a trust to last for a certain time period, the 
term “GST Trust” is a specific, technical term. 

c. That definition is important for purposes of the rules for automatic 
allocation of GST tax exemption, and therefore that definition is 
provided in further detail below. 

8. Taxable Events 

a. Key Events 

(1) All the foregoing rules impact whether a transfer event is 
taxable for GST tax purposes. 

(2) There are three categories of taxable events, discussed 
below. 

b. “Direct Skip” 

(1) A direct skip is a taxable event for GST tax purposes. 

(2) The amount subject to the tax is the amount transferred. 
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c. “Taxable Distribution” 

(1) A taxable distribution occurs whenever a distribution is 
made from a trust of either income or principal to a skip 
person (other than a distribution that constitutes a taxable 
termination or a direct skip) (IRC § 2612(b)). 

EXAMPLE 4:  T creates a trust providing for 
distributions of income or principal to his 
son S or grandson G, at the trustee’s 
discretion.  A distribution of either income or 
principal to G is a taxable distribution.  No 
distribution to S would be a taxable 
distribution. 

d. “Taxable Termination” 

(1) A taxable termination occurs whenever there is a 
termination of a beneficiary’s interest in a trust, unless 
either (i) immediately after the termination a non-skip 
person has an interest in the trust, or (ii) at no time after 
the termination may a distribution (upon termination of the 
trust or otherwise) be made from the trust to a skip person 
(IRC § 2612(a)). 

EXAMPLE 5:  T creates a trust paying 
income to his son S for life, and upon the 
death of S, the remainder is to be 
distributed to T’s grandson G, if then living.  
At the time of the S’s death, there is a 
taxable termination, since the present 
interest in the trust property thereafter 
passes to a skip person (G, the grandson). 

EXAMPLE 6:  T creates a trust paying 
income to his son S for life, and upon the 
death of S, the remainder is held in further 
trust for T’s grandson G, and G’s 
descendants.  At the time of the S’s death, 
there is a taxable termination, since after 
S’s death, the only beneficiaries are skip 
persons (G and his descendants). 

9. Generation Adjustment and the “Move Down Rule” 

a. In addition to the “Bump-Up Rule” discussed above, there is 
another rule that affects a person’s generation assignment:  the 
so-called “Move Down Rule”. 

b. Upon payment of GST tax or any other taxable event with respect 
to GST tax, if the assets are still held in trust, then the generation 
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assignments are adjusted so that the transferor is deemed to be 
one generation “up” from the highest generation of beneficiaries, 
under IRC § 2653.  (In the case of the “Bump-Up Rule,” the lower 
generation is deemed to move up.  But in the case of the “Move 
Down Rule,” it is best to think of this as the donor being moved 
down; this helps to address more complex situations where 
multiple generations are involved.) 

c. Thereafter, that first generation of skip persons are no longer 
considered skip persons, so subsequent transfers to them do not 
trigger GST tax.  However, any distributions to the generations 
below the highest generation of beneficiaries would be subject to 
GST tax, because members of those lower generations are skip 
persons with respect to the donor, even with the donor’s new 
generational assignment.  

d. This “Move Down Rule” prevents the continuing payment of GST 
tax, if GST tax has already been paid with respect to a given 
transfer or generation. 

e. Two examples from the Regulations show how this applies, both 
in the case of a direct skip, and in the event of a taxable 
termination.  See Treas. Reg. § 26.2653-1(b), Ex. 1 & 2. 

f. The Move Down Rule can be quite complicated in application.  In 
general, this means that that one additional generation is no 
longer considered “skip persons,” but the trust typically has the 
same inclusion ratio as before the taxable termination, under IRC 
§ 2653. 

g. But the Move Down Rule might also result in an adjustment to the 
GST tax inclusion ratio, based on the amount of GST tax paid.  
See IRC § 2653(b)(1) (“[The Move Down Rule] shall not affect the 
inclusion ratio determined with respect to any trust.  Under 
regulations prescribed by the Secretary, notwithstanding the 
preceding sentence, proper adjustment shall be made to the 
inclusion ratio with respect to such trust to take into account any 
tax under this chapter borne by such trust which is imposed by 
this chapter on the transfer described in subsection (a).”).  No 
guidance has been issued to date regarding this “proper 
adjustment.”  

10. Liability and Reporting 

a. Liability for the GST tax and responsibility for filing the return 
depends on the type of transfer that has occurred. 

b. Taxable Distribution 

(1) In the case of a taxable distribution, the transferee must 
pay the tax and file the return, normally by April 15 
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following the year in which the distribution is made (IRC §§ 
2603(a)(1), 2662(a)(2)(B)).   

(2) However, the trustee has the obligation of reporting the 
amount of taxable distributions, using Form 706-GS(D-1).  
A copy must be filed with the IRS and a copy provided to 
the beneficiary.  The beneficiary then files Form 706-GS(D) 
to pay the tax. 

(3) Since the transferee must pay the tax, the tax is calculated 
on a tax-inclusive basis, like the estate tax. 

(4) If the trustee pays the GST tax (because the governing 
instrument so requires), this is treated as an additional 
taxable distribution, triggering more tax (IRC § 2621(b)). 

c. Taxable Termination 

(1) In the case of a taxable termination, the tax is paid by the 
trustee, and it will be charged against the transferred 
property, unless the governing instrument provides 
otherwise (IRC §§ 2603(a)(2), 2603(b)).  The trustee uses 
Form 706-GS(T). 

d. Direct Skip 

(1) In the case of a direct skip from a trust, the tax is to be paid 
by the trustee (IRC § 2603(a)(2)).  However, in the case of 
a direct skip from a trust occurring at the death of a 
decedent who dies on or after June 24, 1996, the final 
GST regulations place the burden of paying the tax on the 
decedent’s executor if the direct skip was less than 
$250,000.  The executor is entitled to recover the tax, 
either from the trustee (if the property continues to be held 
in trust) or from the recipient of the property (Treas. Reg. 
§§ 26.2662-1(c)(2)(iii), (v)).  For all direct skips from a trust, 
the return must be filed by the appropriate federal gift or 
estate tax due date (IRC § 2662(a)(2)(B)). 

(2) In the case of a direct skip that is not from a trust, the tax is 
paid by the transferor or his estate (IRC § 2603(a)(3)).  In 
the case of a lifetime direct skip, payment of the tax will 
also constitute an additional gift by the transferor to the 
transferee and may generate additional gift tax (IRC § 
2515). 

(3) Direct skip gifts must be reported on the transferor’s gift tax 
return for the period in which the gift occurred.  Direct skips 
at death must be reported on the estate tax return (IRC § 
2662(a)(2)(A)).  The tax on such direct skips normally will 
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be charged against the transferred property unless the 
governing instrument provides otherwise (IRC § 2603(b)). 

e. Some trustees, who are increasingly concerned about potential 
GST tax liability, have filed a Form 706-GS(D) or Form 706-GS(T) 
in the case of any distribution or termination of a trust, whether or 
not it appears that GST tax would otherwise be due, as a method 
of putting the IRS on notice and confirming that no tax would be 
due.  In fact, the instructions to the GST tax forms 706-G suggest 
that in the case of any transfer “made to a skip person,” the form 
should be filed, whether or not GST tax is due. 

11. “Inclusion Ratio” 

a. The inclusion ratio of a trust is its character as exempt from GST 
tax, not exempt from GST tax, or partly exempt. 

b. The inclusion ratio is determined for property transferred to a trust, 
and is based on the ratio of the value of the transfer and the 
amount of GST tax allocated to the transfer. 

 

Inclusion ratio = 1 – (allocated exemption / value of transfer) 

 

c. Examples 

(1) A trust with an inclusion ratio of “0” is fully exempt from 
GST tax.  The trust would never be subject to GST tax 
upon a distribution or termination. 

(2) A trust with an inclusion ratio of “1” is fully not exempt from 
GST tax.  The trust would incur GST tax upon taxable 
distributions or taxable terminations, as discussed above. 

(3) A trust that has an inclusion ratio between “0” and “1” is 
partially exempt from GST tax.  The trust would incur GST 
tax upon taxable distributions or taxable terminations, 
based on a fraction of the assets distributed or in the trust. 

(4) The inclusion ratio, and its consequences, is discussed 
later in these materials. 
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C. Allocation of GST Tax Exemption 

1. Introduction 

a. There are two ways to allocate GST tax exemption: 

(1) Accidentally 

(2) On purpose 

2. Automatic Allocation 

a. As described below, in certain cases GST tax exemption is 
automatically allocated to a transfer, whether or not the taxpayer 
takes any action. 

b. This “automatic allocation” can be helpful, but, as shown below, 
this can also lead to uncertainty or unintended results. 

3. Affirmative or Manual Allocation 

a. And as also described below, a taxpayer can file a gift tax return 
or an estate tax return to affirmatively or manually allocate GST 
tax exemption to a transfer. 

4. Methods of Allocation 

a. Methods of Affirmative Allocation 

(1) Lifetime Transfers 

(a) To affirmatively allocate GST tax exemption to a 
lifetime transfer in trust (that is, indirect skips), the 
transfer is to be reported on form 709, Schedule A, 
Part 3 (in the case of indirect skips). 

(b) Then on the gift tax return, the reconciliation of 
GST tax is listed on Schedule D, part 2, line 6, titled 
“Exemption allocated to transfers not shown on line 
4 or line 5 [that is, automatic allocation]”. 

(c) To make this affirmative allocation, the taxpayer 
must attach a “Notice of Allocation” to the return, 
which shows the GST tax exemption allocated to 
the transfer. 

(d) This allows a calculation of the amount of GST tax 
allocated through these rules, and Line 8 allows a 
reconciliation of the remaining GST tax exemption 
available to the donor for future transfers. 
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(2) Allocations at Death 

(a) Upon a donor’s death, to affirmatively allocate GST 
tax exemption to a transfer at death (or to a lifetime 
transfer), the transfer is to be reported on Form 
706, Schedule R, which contains a similar place for 
allocation of exemption to various transfers. 

(b) Schedule R also has a chart for a list of those trusts 
or transfers to which the GST tax exemption was 
allocated. 

(3) Lifetime Late Allocations 

(a) GST tax exemption can also be applied to a 
transfer in a year after the transfer is made.  This 
“late allocation” is made on a later gift tax return.  
Treas. Reg. § 26.2632-1(b)(4). 

(b) This late allocation allows transferors to go back 
and make a trust fully exempt from GST tax if they 
could not do so earlier, because of a failure to 
allocate GST tax exemption, or because the 
transferor did not have sufficient GST tax 
exemption at the time. 

EXAMPLE 7:  Over time, 
Grandmother has been funding an 
ILIT with Crummey gifts each year, 
in a total amount of $180,000. The 
gifts qualify for the gift tax annual 
exclusion, but she has had to 
allocate GST tax exemption to each 
transfer.   

Therefore, by 2019, G has her full 
$11,400,000 of gift tax exemption, 
but only $11,220,000 of GST tax 
exemption. 

In 2019, G funds a trust for the 
benefit of her children and 
grandchildren, with a total of 
$11,400,000 in cash.  She allocates 
all of her remaining GST tax 
exemption, of $11,220,000, to the 
transfer on a timely filed gift tax 
return.  This transfer does not trigger 
gift tax, because she has enough gift 
tax exemption to shelter the entire 
gift from gift tax.  This transfer does 
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not trigger GST tax, because 
children (that is, non-skip persons) 
are beneficiaries.  But because G 
did not have enough GST tax 
exemption to fully shelter the assets, 
the trust’s inclusion ratio is about 
0.015.  That is, if any distribution is 
made to a grandchild, a small 
portion of that distribution would be 
subject to GST tax. 

In 2020, based on an inflation 
adjustment to her remaining GST tax 
exemption, G receives an additional 
$180,000 of GST tax exemption.  If 
G does nothing, then the trust 
continues to have the same 
inclusion ratio during her lifetime. 

Assume the property in the trust is 
cash and has not appreciated in 
value.  G can make a late allocation 
of an additional $180,000 of GST tax 
exemption to the trust on a gift tax 
return for 2020, to bring the inclusion 
ratio to 0.  This late allocation is 
simpler than a Qualified Severance 
(discussed elsewhere in these 
materials) which would have divided 
the Trust into two trusts. 

(c) But the late allocation is based on the value in the 
trust at the time the allocation is made.  The 
example above deliberately used cash, to simplify 
the values.  If the trust holds non-marketable 
assets, this causes additional administrative 
headache, because of the need for valuations of 
non-marketable assets so that the GST tax 
exemption can be applied to those assets.  If the 
trust assets have appreciated in value, this results 
in an inefficient use of GST tax exemption.  There 
are complex rules that provide for the method of 
valuation of the trust assets, since the allocation 
depends on the valuation of the assets at a 
particular time. 

(4) Formula Allocations 

(a) The taxpayer might be tempted to simply list the 
dollar amount transferred to the trust, and to 
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allocate that exact amount of GST tax exemption to 
the trust. 

(b) However, it is usually helpful to include language 
that specifies that the appropriate amount of 
allocation is that amount of GST tax exemption that 
would create an inclusion ratio of “0”. 

(c) This “formula allocation” is expressly permitted by 
the Regulations, which provide, “an allocation of 
GST tax exemption may be made by a formula; 
e.g., the allocation may be expressed in terms of 
the amount necessary to produce an inclusion ratio 
of zero.”  Treas. Reg. § 26.2632-1(b)(4)(i). 

(d) This formula allocation is helpful in case values are 
changed, such as based on an audit or an 
amended return. 

b. Methods of Automatic Allocation 

(1) General Principles 

(a) Automatic allocation applies even if the taxpayer 
takes no specific action to make the trust exempt 
from GST tax. 

(b) This automatic allocation can occur during a 
donor’s lifetime, or upon the donor’s death. 

(c) These rules can cause a trust to be GST exempt 
even though no action was specifically taken to 
exempt it.  They also can “use up” GST tax 
exemption on transfers no one intended to exempt. 

(d) Both the taxpayer (when a trust is created) and the 
trustee many years later must take into account the 
impact of certain rules that automatically allocate 
GST tax exemption to transfers. 

(e) The automatic allocation rules for indirect skips are 
particularly dangerous because there may be no 
obvious record of the use of GST tax exemption. 

(2) Transfers at Death 

(a) At a taxpayer’s death, if the preparer did not 
complete Schedule R, or if it was not necessary to 
file an estate tax return, a decedent’s unused GST 
tax exemption nevertheless will be automatically 
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allocated to transfers or to trusts pursuant to rules 
set forth in IRC § 2632(e). 

(b) Pursuant to IRC § 2632(e) and Treas. Reg. § 
26.2632-1(d)(2), GST tax exemption first is deemed 
allocated to direct skips, occurring at death, and 
second to trusts of which the decedent was 
transferor and from which a GST taxable 
distribution or termination might occur at or after the 
decedent’s death. 

(c) If there is not sufficient GST tax exemption to fully 
exempt all the trust property, then the GST tax 
exemption is allocated proportionately based on the 
estate tax values of the non-exempt portions of the 
trusts. 

(3) Lifetime Transfers 

(a) If a gift tax return is filed, then the reconciliation of 
GST tax is listed on Schedule D, part 2, line 6, titled 
“Automatic allocation of exemption to transfers 
reported on Schedule A, Part 3”. 

(b) This allows a calculation of the amount of GST tax 
allocated through these rules, and Line 8 allows a 
reconciliation of the remaining GST tax exemption 
available to the donor for future transfers. 

(c) But importantly, the automatic allocation rules apply 
even if no gift tax return was filed. 

(d) Since enactment of the GST tax, the Code has 
provided that a transferor of property will be 
deemed to have allocated GST tax exemption to 
lifetime direct skip transfers—transfers directly to a 
grandchild or more remote descendant or to a trust 
only for the benefit of such persons—unless the 
transferor specifically elects otherwise on a gift tax 
return.  IRC § 2632(b).  The rule made a great deal 
of sense, because GST tax immediately would be 
due on a direct skip not exempted from the tax. 

(e) In 2001, Congress expanded the automatic 
allocation rules for lifetime transfers to apply to an 
indirect skip made on or after January 1, 2001.  IRC 
§ 2632(c).  As noted above, an “indirect skip” is 
defined as any transfer of property (other than a 
direct skip) made to a “GST trust.”  This rule also 
makes sense, since it seems common that a 
transferor would intend that, to the extent possible, 
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certain long-term trusts should be made exempt 
from GST tax.  Providing for automatic allocation of 
GST tax exemption avoids a situation in which a 
taxpayer fails to allocate GST tax exemption; based 
on the number of private letter rulings that address 
such a failure, this occurred with some frequency. 

(4) Definition of “GST Trust” 

(a) A “GST trust” is defined to include any trust in 
which there is a significant likelihood that a GST tax 
ultimately will be owed as a result of a taxable 
termination or taxable distribution, based on very 
specific rules and tests. 

(b) It is defined in such a way as to apply to any trust 
that could have a generation-skipping transfer with 
respect to the transferor unless certain conditions 
are present. 

(c) Those conditions are: 

1) If the trust provides that more than 25% of 
the principal must be distributed or may be 
withdrawn by one or more non-skip persons 

i) before the date that the non-skip 
person attains age 46, 

ii) on or before one or more dates 
specified in the trust that will occur 
before the non-skip person attains 
age 46, or 

iii) upon the occurrence of an event 
that, in accordance with regulations 
to be issued, may reasonably be 
expected to occur before the non-
skip person attains age 46, the trust 
is not a GST trust. 

2) If the trust provides that more than 25% of 
the principal must be distributed or may be 
withdrawn by one or more non-skip persons 
who are living on the date of death of 
another person identified in the trust who is 
more than 10 years older than such non-
skip person, the trust is not a GST trust. 

3) If the trust provides that if one or more non-
skip persons die on or before a date or 
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event described in the prior two sentences, 
more than 25% of the trust principal will be 
distributed to their estates or be subject to a 
general power of appointment, the trust is 
not a GST trust. 

4) A trust is not a GST trust if any portion of 
which would be included in the estate of a 
non-skip person (other than the transferor) if 
he or she died immediately after the 
transfer.  (This exception to the GST trust 
rule would seem to overlap with the prior 
exception in many cases.)  IRC § 
2632(c)(3). 

(d) In all of these cases, a right to withdraw no more 
than the annual exclusion amount (such as a 
Crummey power of withdrawal) will not cause 
property to be considered to be includable in the 
estate of, or subject to withdrawal by, a non-skip 
person, and non-general powers of appointment 
granted under the trust instrument to non-skip 
persons will be assumed to go unexercised. 

(e) Charitable Trusts 

1) Charitable lead annuity trusts and all 
charitable remainder trusts are also not 
considered GST trusts. 

2) A charitable lead unitrust that has a non-
skip person as the remainder beneficiary is 
also not a GST trust. 

3) Charitable trusts are also discussed later in 
these materials. 

(5) Default Rules for Automatic Allocation 

(a) The rules for automatic allocation of GST tax 
exemption to indirect skips can be helpful to a 
settlor who was unaware of the need to allocate 
GST tax exemption to a trust, so that GST tax 
exemption often is automatically allocated to a 
trust.   

(b) However, the rules are overbroad, such that GST 
tax exemption might be automatically allocated to a 
trust even if the donor had no real generation-
skipping intent. 
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(c) As a result, the conditions that prevent a trust from 
being a GST trust under the statute are often not 
satisfied in some irrevocable trusts that are not 
intended to be generation-skipping trusts. 

EXAMPLE 8:  G creates an ILIT 
holding a life insurance policy on G’s 
life.  At G’s death, a trust is created 
for G’s spouse, for her lifetime.  After 
G’s spouse’s death, the remaining 
funds pass to G’s children, but in 
trusts that pay out at ages 30, 35, 
and 40, or if they die before those 
ages, the funds are maintained in 
trust for their descendants.  It seems 
that G had no true intent to skip 
generations; his primary goal was to 
benefit the surviving spouse, and 
thereafter his children, and he 
intended that the children receive 
the funds outright. 

RESULT:  Under the above rules, 
the trust will be a GST trust, unless 
the children already are over age 30 
at the time of the transfer to the 
trust.  If the grantor takes no action, 
GST tax exemption automatically will 
be allocated to transfers to the trust 
pursuant to the indirect skip rules.  
This is because: 

i) There is no guarantee that 
25% or more of the trust 
principal will be distributed to 
non-skip persons before age 
46, because the settlor, or 
the settlor’s spouse, still may 
be living when the children 
reach that age. 

ii) There also is no guarantee 
that 25% or more of the trust 
principal will be distributed to 
the children at the spouse’s 
death.  This will not happen if 
the children are under age 30 
when the spouse dies. 

(d) This unintended use of GST tax exemption can 
result in inefficient use of GST tax exemption to 
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exempt a trust that is not intended to last for 
multiple generations. 

(e) However, this unintended use of GST tax 
exemption can have even worse consequences; a 
transferor might make a generation-skipping 
transfer on the assumption that he or she had 
sufficient GST tax exemption to shelter it, and thus 
no GST tax would be due.  But upon later 
determination, the transferor might have had less 
GST tax exemption that he believed, resulting in a 
trust with a mixed inclusion ratio or GST tax being 
owed. 

(6) Opting In or Opting Out of the Default Rules 

(a) To avoid the inadvertent automatic allocation, an 
individual can elect out, or “opt out,” of the indirect 
skip treatment. 

1) Pursuant to IRC § 2632(c)(5), this is to be 
done on a timely filed gift tax return or at 
such later time as permitted by the 
Regulations. 

2) Given the expansive definition of GST trust 
in the statute, the election out of the 
automatic allocation rules is quite important. 

3) By electing out, the grantor can eliminate 
the possibility of inadvertent allocations of 
GST tax exemption to the trust. 

(b) It also is possible to “opt in”—to elect to treat a trust 
as a GST trust. 

1) Given the potential uncertainty of which 
trusts might qualify as GST trusts, or given 
the potential that a donor might have 
generation-skipping intent for a trust that is 
technically not a GST trust, this is also an 
important election. 

2) By opting in, the grantor can eliminate the 
possibility that the trust is not treated as a 
GST trust. 

(c) It is also possible to “opt out” of the automatic rules, 
and to affirmatively allocate GST tax exemption. 
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1) The Regulations state that an election out of 
automatic allocations does not preclude an 
explicit allocation of GST tax exemption on 
a gift tax return in the usual way.  Treas. 
Reg. § 26.2632-1(b)(2)(iv). 

2) This can also be helpful to clarify the GST 
tax treatment of a trust, through specific 
affirmative allocation, rather than based on 
how the automatic allocation rules might 
apply. 

(7) Manner of Opting In or Opting Out 

(a) The Regulations provide that a gift tax return 
should be filed to make a contemplated election 
regarding the automatic allocation rules, even if a 
gift tax return is not otherwise required for that year.  
Treas. Reg. § 26.2632-1(b)(2)(ii). 

(b) An opt out or opt in election can be made just for 
the year of the gift tax return. 

(c) Or, the taxpayer can make the election for that year 
and all future years. 

(d) The election in every case is made by attaching a 
statement to the gift tax return that identifies the 
trust and the election being made. 

(e) An election that also applies to future years can be 
terminated on a subsequent gift tax return.  Treas. 
Reg. § 26.2632-1(b)(2)(iii)(B).  This is done by 
attaching a “termination statement” to the gift tax 
return in which such election out shall cease to 
apply. 

(f) The language for opting in or opting out, for 
terminating such an election, for affirmatively 
allocating GST tax exemption, or for making any 
related notice or election should be carefully 
reviewed to ensure that it correctly achieves the 
result that is intended. 

(8) Strategies for Addressing Default Rules, Opting in, and 
Opting Out 

(a) There seem to be three general methods of 
addressing these rules for lifetime transfers: 
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1) Leaving the default rules in place; and if the 
transfer is to a “GST Trust,” listing the 
“automatic” allocation on the Form 709. 

2) Opting “out” of the automatic rules, for 
transfers in that year or all years; and if the 
transfer is intended to be exempt from GST 
tax, manually allocating GST tax exemption 
on the Form 709, and attaching a Notice of 
Allocation as provided in the instructions. 

3) Opting “in” to the automatic rules and 
electing to treat the trust as a GST trust, for 
transfers in that year or all years; and 
attaching a Notice of Allocation. 

(b) Each of these options has some advantages and 
disadvantages.  Given the specific rules, opting out 
can cause considerable confusion for taxpayers. 

1) Leaving the automatic allocation rules in 
place might be helpful, in case of additional 
transfers to the trust where a taxpayer 
forgets to file a timely gift tax return. 

2) But manually allocating GST tax exemption 
can help clarify the exact amount. 

3) Some practitioners advise to attach a notice 
or confirmation, showing exactly how much 
GST tax exemption is being automatically 
allocated. 

4) Some practitioners advise to leave the 
automatic allocation rules in place, or to opt 
out of automatic allocation only for a given 
year, in case of additional transfers to the 
trust. 

5) In any event, practitioners, clients, and 
advisors should be aware of the importance 
to not only track how much GST tax 
exemption has been allocated, but how that 
GST tax exemption has been allocated. 

(9) GST Tax Exemption and ETIP 

(a) Importantly, an allocation of GST tax exemption 
cannot be made to a transfer during the estate tax 
inclusion period (“ETIP”)—the period during which 
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the transfer would be included in the transferor’s 
gross estate if the transferor died. 

(b) As referenced below, this prevents the allocation of 
GST tax exemption upon the creating of a GRAT or 
QPRT, and also prevents the efficient use of GST 
tax exemption for such transfers.  IRC § 2642(f).   

(c) At the end of the ETIP for a GRAT or QPRT, the 
automatic allocation rules could apply, or a manual 
allocation of GST tax exemption might also apply.   

(d) This makes important the proper reporting of GST 
tax status of a GRAT, QPRT, or similar entity. 

5. Additional and Late Allocations 

a. Keep in mind that there is a method to make additional allocation 
of GST tax exemption to a trust. 

(1) During life, this late allocation is done through a gift tax 
return, as discussed above. 

(2) Upon death, this late allocation is done based on the 
automatic allocation rules, or through Schedule R. 

b. As also noted above, only the donor of that property in the trust 
can later allocate additional exemption. 

6. Addressing Issues with Allocation of GST Tax Exemption 

a. But numerous issues arise with allocation that cannot be as simply 
solved as with a late allocation, or a late allocation would be result 
in an inefficient use of GST tax exemption. 

b. Fortunately, the Code and Regulations provide numerous 
circumstances in which a taxpayer can later address unintended 
allocation of GST tax exemption. 

c. IRC § 2642(g)(1) directed the IRS to issue regulations setting forth 
circumstances and procedures for extensions of time for making 
timely allocations of GST tax exemption during a transferor’s life 
or at death, or for opting out of the automatic allocation rules. 

(1) In response to this provision, the IRS issued Notice 2001-
50, which directs that taxpayers may use the procedures 
for seeking relief for errant elections contained in Treas. 
Reg. § 301.9100-3. 

(2) Under those relief procedures, a taxpayer may request 
relief by requesting a private letter ruling.  In general, relief 
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will be granted if the taxpayer can show that he or she 
acted reasonably and in good faith, and that the grant of 
relief will not prejudice the interests of the government. 

(3) The IRS has been very generous in granting relief. 

(a) In many rulings, it has allowed the taxpayer to 
correct missed allocations of GST tax exemption 
several years after the date of transfer, and to 
allocate GST tax exemption based on the original 
value of the transfer even where the transferred 
property presumably has appreciated significantly. 

(b) In other rulings, the IRS has allowed the taxpayer 
to go back and “opt out” of the automatic allocation 
rules, when GST tax exemption was automatically 
allocated to a transfer where the donor did not 
intend to use GST tax exemption.  See, e.g., Priv. 
Ltr. Rul. 202017009, 202017010 (issued November 
25, 2019; Released April 24, 2020) (granting such 
extension of time related to a series of gifts to 
irrevocable trusts); Priv. Ltr. Rul. 202107001 and 
202107002 (issued June 30, 2020; Released 
February 19, 2021) (granting such extension of 
time related to certain trusts subject to automatic 
allocation based on termination of ETIP). 

D. The GST Tax “Annual Exclusion” 

1. Gift Tax Annual Exclusion 

a. For purposes of gift tax, certain annual exclusions exist, in which a 
donor can do any of the following without incurring gift tax or using 
gift tax exemption.  These include the following. 

b. The donor can transfer up to $17,000 (indexed for inflation to 
2023) in present interests to an individual, which could include 

(1) outright gifts of cash or other property, 

(2) transfers in trust or a minor’s account for the person’s sole 
benefit until the beneficiary turns age 21 under IRC § 
2503(c), or 

(3) transfers in trust where the beneficiary had a Crummey 
right of withdrawal for a sufficient period to make the 
transfer a “present interest” for these purposes, and/or 

c. The donor can pay certain health and educational expenses for an 
individual directly to the provider of such services, IRC § 2503(b), 
(c); IRC § 2503(e). 
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2. GST Tax Annual Exclusion 

a. In addition, there is a GST tax annual exclusion, although the 
formulation of that annual exclusion is slightly different. 

b. Under IRC § 2642(c), certain transfers trigger no GST tax—that is, 
their inclusion ratio is deemed to be “0”, thereby eliminating any 
GST tax consequences to the transfer or subsequent distributions. 

c. IRC § 2642(c)(1) provides that a direct skip which is a nontaxable 
gift, the inclusion ratio is 0. 

(1) An outright transfer for tuition or medical expenses under 
IRC § 2503(e) qualifies for this treatment.  IRC § 
2642(c)(3). 

(2) For purposes of this provision, transfers in trust only qualify 
for such treatment if (under IRC § 2642(c)(3)): 

(a) During the life of the individual, the individual is the 
sole permissible distributee of income or principal, 
and 

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

d. Accordingly, the following are examples of common methods of 
transferring property to grandchildren or further descendants free 
of gift and GST tax: 

EXAMPLE 9:  A gift of $17,000 cash is made to a 
grandchild.  This qualifies for the gift tax annual 
exclusion, as a gift of a present interest.  This 
qualifies for the GST tax annual exclusion (that is, 
the inclusion ratio is 0), because the transfer is a 
direct skip which is a nontaxable gift. 

EXAMPLE 10:  A payment of $50,000 of tuition is 
made directly to an educational institution, for the 
benefit of the grandchild’s education.  This qualifies 
for the gift tax annual exclusion, as payment of 
tuition expenses under IRC § 2503(e).  This 
qualifies for the GST tax annual exclusion (that is, 
the inclusion ratio is 0), because the transfer is a 
direct skip which is a nontaxable gift. 

EXAMPLE 11:  A gift of $17,000 cash is made to a 
trust of which a grandchild is the sole permissible 
distributee of income and principal, the grandchild 
can withdraw the trust assets at age 21, and if the 



 

© 2023 McGuireWoods LLP 32 

grandchild dies before the trust is terminated, the 
remaining funds pass to his estate.  This qualifies 
for the gift tax annual exclusion, as a gift of a 
present interest under IRC § 2503(c).  This qualifies 
for the GST tax annual exclusion (that is, the 
inclusion ratio is 0), because the transfer is a direct 
skip which is a nontaxable gift, because the trust 
qualifies under IRC § 2642(c)(3). 

EXAMPLE 12:  A gift of $17,000 cash is made to a 
trust of which a grandchild is the sole permissible 
distributee of income and principal, and if the 
grandchild dies before the trust is terminated, the 
remaining funds pass to his estate.  The grandchild 
has a Crummey right of withdrawal for 60 days 
following the transfer of the $17,000 to the trust.  
This qualifies for the gift tax annual exclusion, since 
the grandchild’s right of withdrawal makes this 
transfer a gift of a present interest.  This qualifies 
for the GST tax annual exclusion (that is, the 
inclusion ratio is 0), because the transfer is a direct 
skip which is a nontaxable gift, because the trust 
qualifies under IRC § 2642(c)(3). 

3. The Relationship Between GST Tax Allocation and the Annual Exclusion 

a. Although the rules set forth in the preceding section may seem 
straightforward, they can be difficult to apply or track in practice. 

b. One of the aspects of the GST tax rules that is most 
misunderstood and mishandled is the interplay of the allocation of 
GST tax exemption and the use of annual exclusion gifts.   

(1) As a result of changes enacted in 1988, annual exclusion 
gifts that benefit multiple generations are not automatically 
exempt from GST tax.  For transfers on or after March 31, 
1988, an annual exclusion gift in trust will be exempt from 
GST tax only if (1) the transfer is considered a direct skip, 
(2) the trust is for a single beneficiary, and (3) the trust 
property will be included in that beneficiary’s gross estate 
for federal estate tax purposes if the trust is still in 
existence at the beneficiary’s death.  IRC § 2642(c).   

(2) A gift to a Crummey trust for multiple beneficiaries (such as 
a spouse and children, to a trust for child and the child’s 
descendants, or to a trust for all grandchildren) is not 
automatically exempt from GST tax through the annual 
exclusion. 

EXAMPLE 13:  Wanda creates a Crummey 
trust that will purchase a life insurance 
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policy.  The beneficiaries are her three 
children and 6 grandchildren.  She transfers 
$90,000 to the trust and grants each of the 
9 beneficiaries a withdrawal right over 
$10,000.  The gifts qualify for the gift tax 
annual exclusion but not the GST tax 
annual exclusion. 

(3) Because of this change, an individual cannot avoid GST 
tax by making annual exclusion gifts to an ILIT or other 
irrevocable trust with Crummey powers that benefits 
multiple generations, unless GST tax exemption is 
allocated.  There continue to be estate planning 
professionals who are unaware of this 1988 change, and 
who have assumed that an irrevocable trust funded with 
only annual exclusion gifts is exempt from GST tax. 

(4) The problem for trust settlors, and for present and future 
trustees of irrevocable trusts, is that no tax professional 
had advised them of the GST tax treatment of annual 
exclusion gifts.  As a result, there are irrevocable trusts 
designed to be generation-skipping but which are not GST 
exempt. 

(5) If the trust was created after 2000, the automatic allocation 
rules likely will solve the problem.  If the trust was designed 
to be generation-skipping, it will be a “GST trust” under the 
automatic allocation rules and the grantor will have GST 
tax exemption allocation to it automatically. 

(6) The problem for a post-2000 trust, as suggested earlier, is 
that no one may be tracking the use of that exemption. 

(7) A Crummey trust that existed before 2000 may be more 
challenging.  It may have received annual exclusion gifts 
that are not GST exempt.  The grantor and his or her 
advisers may have assumed the gifts were exempt 
because they did not understand how annual exclusion 
gifts in trust were treated.  The trustee may even be 
carrying the trust on its books as GST exempt. 

(8) There are numerous other nuances to GST tax exemption 
and its application to Crummey trusts, or trusts funded with 
annual exclusion gifts.  Those nuances are beyond the 
scope of these materials, but advisors should be mindful of 
the potentially complex issues that might arise with this 
deceptively simple technique of using annual exclusion 
gifts to fund long-term trusts. 
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4. The Health and Education Exclusion Trust 

a. A health and education exclusion trust (“HEET”) builds on the rule 
of IRC § 2611(b)(1) that distributions from a trust directly for a 
beneficiary’s school tuition or medical care or insurance are not 
generation-skipping transfers, no matter what generation the 
beneficiary is in. 

b. Sometimes, by including charities as permissible beneficiaries 
with interests that are vague enough to avoid being treated as 
separate shares, the designers of such trusts hope that a non-skip 
person (the charity) will always have an interest in the trust within 
the meaning of IRC § 2612(a)(1)(A), and thereby the trust will 
avoid a GST tax on the taxable termination that would otherwise 
occur as interests in trusts pass from one generation to another. 

c. Various legislative proposals from time to time have sought to limit 
the availability of the HEET. 

E. Inclusion Ratio 

1. Avoiding Partially Exempt Trusts 

a. A trust should never be partially exempt from GST tax. 

b. If possible, additional GST tax exemption should be allocated 
during life or upon death to the trust, to make it fully exempt from 
GST tax.  Meanwhile, GST tax exemption should not be allocated 
to trusts that have little or no generation-skipping intent. 

c. A properly drafted estate plan will enable a trustee to distribute 
property that is not exempt from GST tax to non-skip persons 
(such as a spouse and children) and to reserve GST exempt 
property for distribution or possible distribution to skip persons 
(grandchildren or more remote descendants). 

d. And if the trust property is only partially exempt from GST tax, it is 
impossible to effectively and efficiently use the GST exempt and 
non-exempt property in this way.  Any distribution of partially GST 
exempt property to a child in effect wastes GST tax exemption, 
and distributions of partially exempt property to skip persons will 
be partially taxable. 

EXAMPLE 14:  M creates a $1,000,000 trust and 
allocates $600,000 of GST tax exemption to it.  If 
the trust makes a $10,000 distribution to M’s son, it 
has distributed $6,000 of GST exempt property to a 
non-skip person.  If the trust distributes $10,000 to 
M’s granddaughter, 40% of the distribution is 
subject to GST tax at the then current GST tax rate. 
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e. Therefore, if a trust would otherwise have an inclusion ratio 
between 0 and 1, the trustee should take steps to divide, or 
“sever”, that trust into a trust that is fully exempt from GST tax 
(with an inclusion ratio of 0), and a trust that is fully non-exempt 
from GST tax (with an inclusion ratio of 1). 

f. There are certain methods of accomplishing this division, 
discussed in the following sections. 

2. Severances at Death 

a. When Chapter 13 initially was enacted, it appeared that the ability 
to divide a trust into separate GST exempt and non-exempt trusts 
was extremely limited.  IRC § 2654(b) provided that portions of a 
trust attributable to different transferors could be treated as 
separate trusts, as could separate and independent shares of 
different beneficiaries, but that otherwise “nothing in this chapter 
shall be construed as authorizing a single trust to be treated as 2 
on more trusts.” 

b. Fortunately, the Regulations under IRC § 2654 recognized the 
need to allow a fiduciary to divide a trust formed at death into two 
or more trusts in order to create a separate trust that could be 
wholly GST exempt (Treas. Reg. § 26.2654-1(b)).  This allowed, 
for example, an executor to sever a portion of a marital trust to 
create a reverse QTIP marital trust. 

c. Under the Regulations, the severance must be directed in the 
governing instrument or authorized by the instrument or governing 
law.  If authorized, the severance must occur (or a court 
proceeding to authorize it must commence) before the due date 
for filing the estate tax return. 

3. Qualified Severances 

a. Prior to January 1, 2001, except for severances at death under 
IRC § 2654, a trust that was partially exempt from GST tax could 
not be divided into exempt and nonexempt portions.  Later 
“downstream splits” were prohibited. 

b. In 2001, Congress modified the GST tax provisions to authorize a 
“qualified severance” that allows the trustee to sever a partially 
exempt trust into GST exempt and nonexempt trusts at any time if 
the trustee is authorized to do so under either the terms of the 
instrument or applicable state law and the severance is effective 
under local law (IRC § 2642(a)(3)). 

c. The IRS issued final Regulations regarding qualified severances 
on August 7, 2007 (see Treas. Reg. § 26.2642-6). 
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(1) The Regulations provide that trusts created as a result of a 
qualified severance will be recognized as separate trusts 
for GST tax purposes.  That means, for example, that GST 
tax exemption allocated to one trust will not impact the 
inclusion ratio of the other trust.  It also means that an 
event such as the death of the last non-skip person in one 
trust will cause a taxable termination even if there are non-
skip person beneficiaries in the other trust. 

(2) The separate trust treatment for GST tax purposes does 
not automatically mean that the trusts are separate trusts 
for income tax or other purposes.  This often will be the 
result, however, under applicable state law. 

(3) The severance must be on a fractional basis, but the 
resulting trusts do not have to be identical if the succession 
of interests under the trusts is the same in the aggregate 
before and after the severance (Treas. Reg. § 26.2642-
6(d)(5)).  For example, a trust for the benefit of three 
siblings and their respective descendants could be split 
into three separate, equal trusts, one for each sibling and 
that sibling’s descendants (see Treas. Reg. § 26.2642-6(j), 
Ex. 2 & Ex. 7). 

(4) While the severance must be done on a fractional basis, 
the IRS has not required that each severed trust receive a 
pro rata share of each asset.  Nor has it required that the 
assets be divided to fairly represent the appreciation and 
depreciation in trust assets (Treas. Reg. § 26.2642-
6(d)(4)).  For the purpose of carrying out the fractional 
funding, the trustee may select a date of severance and 
use asset values as of that date, as long as funding occurs 
within 90 days thereafter (Treas. Reg. § 26.2642-6(d)(3)). 

(5) A qualified severance must be reported on a Notice of 
Qualified Severance that is attached to a Form 706-GS(T), 
Generation-Skipping Transfer Tax Return for Terminations.  
The trustee is directed to write “Qualified Severance” on 
the top of the return.  The return and notice should be filed 
by April 15 of the year immediately following the year in 
which the severance occurs.  Treas. Reg. § 26.2642-6(e). 

(6) The preamble to the final Regulations states that the 
reporting requirements are not a prerequisite to qualified 
severance status.  The severance will be a qualified 
severance if the other requirements are met. 

(7) The notice must identify the trust being severed and list its 
transferor, the date it was created, its tax identification 
number, and its inclusion ratio before the severance.  The 
notice also must identify the new trusts being created and 
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their tax identification numbers, and it must explain how 
the original trust property is to be allocated to the new 
trusts.  It must report the inclusion ratio for each new trust. 

IV. Planning Opportunities and the GST Tax Exemption 

A. The Stakes and the Opportunities 

1. In properly drafting and administering trusts with respect to GST tax, the 
stakes are high.  GST tax can trigger transfer tax of 40% at each 
generation.  Meanwhile, failure to plan for generation skips can lead to a 
loss of creditor protection and other benefits of trusts. 

2. Meanwhile, efficient use of the GST tax exemption can minimize transfer 
tax over generations and ensure that assets are properly protected for 
their intended purposes. 

3. However, over-emphasis on the risks of GST tax can itself lead to 
additional tax liability and other inefficiencies. 

4. It is important to understand these issues and to properly balance them.  
Only then can the practitioner advise the client about the best structure to 
use to achieve the client’s goals over generations. 

B. The Dynasty Trust 

1. Introduction 

a. As noted above, direct skips to grandchildren (or further 
generations) avoids inclusion of those assets in the gross estate 
of the child.  If GST tax exemption is used to shelter those direct 
skips, then these assets avoid estate and GST tax at the death of 
the child.  Those assets would instead be included in the estate of 
the grandchild upon his or her death. 

b. But even more effective is a long-term trust, which uses the 
donor’s GST tax exemption. 

c. This kind of trust is often referred to as a “dynasty” or 
“perpetuities” trust. 

(1) Dynasty 

(a) From the Greek dynastéia (δυναστεία), meaning 
“power” or “dominion”. 

(b) This term has come to mean a succession of rulers.   

(2) Perpetuities 

(a) From the Latin perpetuite or Latin perpetuitas, 
meaning “continuing throughout”. 
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(b) As noted above, numerous states have extended or 
abolished the Rule Against Perpetuities, allowing 
trusts to have a longer (or indefinite) existence 
under state law, although there might be practical 
limits on the duration. 

d. These materials will use the term “dynasty trust,” to emphasize the 
succession of beneficiaries within the trust. 

2. Common Features of the Dynasty Trust 

a. Allows distributions for multiple generations of beneficiaries, 
allowing them access to funds without triggering inclusion in a 
beneficiary’s estate for estate tax purposes, and without triggering 
GST tax to the extent the trust can be made exempt from GST tax 

b. Can also protect the assets from the creditors of beneficiaries for 
generations 

c. The trust would waive or extend the Rule Against Perpetuities 

d. The trust would not provide for any automatic lump-sum payments 
as beneficiaries reach certain ages or pass away 

e. Could allow powers of appointment, to allow beneficiaries to 
adjust the shares at each generation; but those are limited 
powers, to keep assets out of the estates of the beneficiaries 
(discussed in further detail below) 

f. Funded during life or upon death with gifts that are made exempt 
from GST tax, so the trust has an inclusion ratio of 0 

g. In sum, during the existence of the trust, trust property would be 
available to the donor’s descendants for such purposes as the 
donor designates.  There would be no gift, estate, or GST tax 
assessed on the trust property during the term of the trust.  Thus, 
the property can be insulated from transfer tax for generations. 

3. Goals for GST Tax Purposes 

a. Recall the primary goals, including the following: 

(1) Allow the beneficiaries to have access to funds in the 
trustee’s discretion 

(2) Avoid inclusion in a beneficiary’s estate for estate tax 
purposes 

(3) Avoid triggering GST tax to the extent the trust can be 
made exempt 
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b. There may be numerous secondary goals, including the following: 

(1) Remove appreciating assets from the grantor’s estate for 
estate tax purposes 

(2) Reduce income tax liability to the extent possible, during a 
beneficiary’s life and upon a beneficiary’s death 

(a) If assets are not included in a grantor’s or 
beneficiary’s estate for estate tax purposes, then 
the trust receives no “step-up” in basis for income 
tax purposes. 

(b) After the grantor’s lifetime or while the trust is a 
non-grantor trust, the trust pays its own income tax 
liability; distributions to beneficiaries carries income 
to the beneficiaries at potentially lower tax rates, 
but also transfers assets out of the trust and into 
the beneficiaries’ estates (or replaces assets that 
the beneficiaries would otherwise use to reduce 
their taxable estates) 

(3) Allow a spouse or children to benefit from funds first 

4. Funding of a Dynasty Trust 

a. As noted above, the dynasty trust is usually funded initially during 
life or upon death with gifts that are made exempt from GST tax, 
so the trust has an inclusion ratio of 0. 

b. The trust can enter into investments and other transactions itself. 

(1) The trust can also enter into other transactions with the 
grantor, such as purchasing assets that might appreciate in 
value. 

(2) Therefore, a GST-exempt, defective grantor trust can be a 
particularly effective vehicle for tax planning purposes. 

c. Because the goal is often long-term growth of the assets for 
further generations, it is best to use assets that have potential for 
long-term appreciation. 

d. Residences may be a good asset to use for non-tax reasons, 
since the residence and the assets stay within the trust and are 
protected from creditors and subject to the donor’s original intent; 
but such a residence may not be a good asset to use for tax 
reasons, since those assets often require funds and actually 
depreciate in value over time. 
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5. Irrevocable Life Insurance Trusts as Dynastic Trusts 

a. Another effective way to “leverage” GST tax exemption is to fund 
a trust with a relatively small amount of money. 

b. Then that trust will purchase life insurance policies on the 
grantor’s life. 

c. Above, we discussed that an ILIT might be intended to not be a 
GST trust.  But an ILIT can also be an effective way to make a 
large amount of money exempt from GST tax. 

d. An ILIT often is used to purchase assets from an estate, to 
provide liquidity to the estate to pay estate tax liability, and to hold 
illiquid assets in the ILIT.  The ILIT could purchase a family 
business or family farm, which then can be held in the GST-
exempt ILIT for the benefit of future generations. 

C. Charitable Trusts and GST Tax 

1. Introduction 

a. Charitable trusts provide a mechanism for the donor to benefit 
charity while also benefitting individual beneficiaries, often at a 
reduced tax cost. 

b. Some charitable trusts can also be an effective method of using 
GST tax exemption and otherwise engaging in planning for further 
generations. 

2. Charitable Remainder Trust 

a. General Rules and Provisions 

(1) A charitable remainder trust is an irrevocable trust under 
which one or more individuals receive a stated amount 
each year for a term of years (not exceeding 20), or for the 
life or lives of the individual or individuals, and at the end of 
the term, the remaining trust corpus is distributed to charity 
(Treas. Reg. § 1.664-1(a)(1)(i)). 

(2) A charitable remainder trust must designate one or more 
specific charitable remainder beneficiaries.  However, the 
grantor of the trust can retain the power to name substitute 
charities or add one or more charities as remainder 
beneficiaries without jeopardizing the charitable deduction 
(Rev. Rul. 76-8, 1976-1 C.B. 179).  The grantor also 
should be able to give this power to another.  Alternatively, 
the grantor can give the income beneficiary of a charitable 
remainder trust a testamentary power of appointment to 
name qualified charitable remainder beneficiaries in place 
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of those named in the instrument (Rev. Rul. 76-7, 1976-1 
C.B. 179). 

(3) There are two types of charitable remainder trusts, which 
differ in the manner in which the stated annual amount to 
be paid to the non-charitable beneficiary is determined. 

(a) In a charitable remainder annuity trust, the stated 
amount must be a sum certain that is not less than 
5 percent of the initial fair market value of the trust 
(IRC § 664(d)(1)). 

(b) In a charitable remainder unitrust, the stated 
amount must be a fixed distribution that is not less 
than 5 percent of the value of the trust assets, 
determined annually (IRC § 664(d)(2)). 

(4) These trusts are subject to certain other rules, which are 
beyond the scope of this presentation. 

b. Income Tax Issues 

(1) A charitable remainder trust is a tax-exempt entity.   

(2) However, it must track its income, because distributions 
from a charitable reminder trust carry out income which is 
taxed to the annuity or unitrust beneficiary. 

(3) The charitable remainder trust must also make certain 
filings with the IRS. 

c. Estate and Gift Tax Issues 

(1) When a lifetime charitable remainder trust is created, the 
grantor makes a gift of the income interest (unless retained 
by the grantor) as well as the remainder interest.  The gift 
of the income interest qualifies for the annual exclusion, 
since it is a present interest, and, if given to the spouse, for 
the unlimited marital deduction (IRC § 2523(g)).  The gift of 
the remainder qualifies for the gift tax charitable deduction. 

(2) In the case of a testamentary trust, the decedent’s estate 
will receive an estate tax charitable deduction for the value 
of the remainder interest, and a marital deduction for the 
income interest if the spouse is the sole non-charitable 
beneficiary (IRC § 2056(b)(8)). 

d. GST Tax Issues 

(1) If the annuity or unitrust beneficiary of a charitable 
remainder is a grandchild or more remote descendant of 
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the grantor (that is, a skip person), then there may be GST 
tax implications to the trust. 

(2) No GST tax is incurred upon creation of the trust, because 
the charitable remainder beneficiary is treated as a non-
skip person that has a present interest in the trust (IRC 
§§ 2651(e)(3), 2652(c)(1)(C)). 

(3) However, distributions from the trust to the skip person are 
taxable distributions under the GST tax provisions.  For 
example, if the trust is a charitable remainder annuity trust 
that pays $8,000 per year to the grantor’s grandchild, each 
$8,000 distribution will be subject to the GST tax (IRC 
§ 2603(a)(2)). 

(4) The grantor could allocate GST tax exemption to the trust 
to avoid the GST tax.  To fully exempt the trust, the grantor 
must allocate GST tax exemption equal to the value of the 
non-charitable income interest in the trust (IRC § 2642(a)). 

(5) The donor should carefully consider whether this GST tax 
treatment justifies the creation of a charitable remainder 
trust for the benefit of a skip person. 

3. Charitable Lead Trusts 

a. General Rules and Provisions 

(1) For GST tax planning, even more intriguing than a 
charitable remainder trust is a charitable lead trust. 

(2) A charitable lead trust is the flip-side of a charitable 
remainder trust.  

(a) In this case, the charitable beneficiaries receive a 
stated amount each year for a specified term of 
years or for the life or lives of an individual or 
individuals, and at the end of the period the 
remaining corpus is distributed to or in trust for the 
grantor’s descendants or other non-charitable 
beneficiaries. 

(b) A charitable lead trust enables a person to satisfy 
current charitable intentions and at the same time 
transfer significant amounts of property to his 
beneficiaries at a reduced transfer tax cost. 
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(3) As with charitable remainder trusts, lead trusts may be one 
of two types: 

(a) A charitable lead annuity trust, in which the 
charitable beneficiary receives a sum certain 

(b) A charitable lead unitrust, in which the charity 
receives a fixed percentage of the value of the trust 
property.   

b. Income Tax Issues 

(1) Income Tax Treatment 

(a) Unlike a charitable remainder trust, a charitable 
lead trust is not exempt from taxation, and the 
trustee must file a fiduciary income tax return (Form 
1041) each year. 

(b) However, the trust’s taxable income should be low 
or nil in most cases, since the trust will receive a 
charitable deduction for the payments made to 
charity (IRC § 642(c)(1)).  Any income the trust 
earns in excess of the yearly annuity amount will be 
taxed to the trust at its separate rates.  If this 
excess income is ultimately paid to the remainder 
beneficiary, it may be subject to the throwback 
rules. 

(c) The trust will be entitled to a charitable deduction 
only for amounts paid for charitable purposes from 
gross income (IRC § 642(c)(1)).  To maximize the 
trust’s income tax charitable deduction, therefore, 
the charitable payments should be made as much 
as possible from trust income, before trust principal 
is used. 

(2) Income Tax Deduction 

(a) Generally, when the grantor creates the trust, the 
grantor will not receive an income tax charitable 
deduction. 

(b) However, the income generated by the trust’s 
assets will be removed from the grantor’s gross 
income.  Thus, the income tax effect on the grantor 
will be equivalent to his receiving an income tax 
charitable deduction each year, but without the 
applicable percentage limitations for contributions. 
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(c) One exception is where the charitable lead trust is 
a “grantor” trust, in which the trust income is 
taxable to the grantor under the applicable income 
tax rules.  In this case, the grantor is entitled to 
claim an income tax charitable deduction in the 
taxable year in which the trust is created for the 
present value of the annuity interest. 

(d) These rules are complicated, and the advisor 
should review carefully whether the potential 
income tax savings justify the ongoing income tax 
liability. 

c. Estate and Gift Tax Issues 

(1) A charitable lead trust can be created during life or upon 
death. 

(2) Upon creating the trust, the grantor makes a gift to charity 
of the present value of the charity’s right to receive trust 
payments.  This gift qualifies for the federal gift tax 
charitable deduction (or the estate tax charitable 
deduction, if the trust is set up upon death). 

(3) The gift of the remainder interest is a taxable gift and does 
not qualify for the annual exclusion, since it is a “future 
interest.”  However, because part of the value of any 
transfer to a charitable lead trust is offset by the charitable 
deduction, the lead trust enables the grantor to transfer 
assets to his descendants at a greatly reduced transfer tax 
value. 

(4) In some cases, a charitable lead annuity trust can be 
structured so that after the charitable term, the trust assets 
can pass to the remainder beneficiary free of gift tax.  A 
charitable lead annuity trust can be “zeroed out,” so that 
the remainder interest is considered to be $0 at the time of 
the gift.  A charitable lead unitrust cannot be “zeroed out,” 
because of how the payments are calculated. 

d. GST Tax Issues 

(1) General Rules for Charitable Lead Trusts and GST Tax 
Allocation 

(a) As previously explained, because the taxable gift in 
a charitable lead trust is a gift of a future interest, 
the trust permits a grantor to transfer assets to 
descendants at a reduced transfer tax value for gift 
tax purposes. 
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(b) This same reduced value can be used to lower the 
GST tax cost where the remainder beneficiary of 
the lead trust is a grandchild or multi-generation 
trust, although the ability to obtain GST tax savings 
has been limited. 

(c) If a grandchild or a multi-generation trust is a 
remainder beneficiary of a charitable lead trust, 
GST tax will be incurred after the termination of the 
charitable interest unless the grantor allocates GST 
tax exemption to the trust.   

(d) The amount of GST tax exemption required to 
exempt the trust completely is that amount which 
will produce an “applicable fraction” of 1. 

(2) Charitable Lead Annuity Trusts 

(a) In the case of a charitable lead annuity trust 
created after October 13, 1987, IRC § 2642(e) 
provides that the applicable fraction is a fraction 
whose numerator is the “adjusted GST tax 
exemption,” and whose denominator is the value of 
the trust property at the end of the charitable 
annuity term. 

(b) The “adjusted GST tax exemption” is defined as an 
amount equal to the GST tax exemption allocated 
to the trust, compounded annually over the 
charitable term at the interest rate used to 
determine the value of the charitable interest under 
the Treasury Department’s valuation tables. 

(c) In order to exempt a charitable lead annuity trust 
from GST tax, the grantor must determine how 
much GST tax exemption, when compounded at 
the valuation table interest rate, will equal the 
expected value of the trust when the charitable 
term expires. 

(d) The adjusted GST tax exemption has no relation to 
the amount of the charitable annuity. 

(e) If the trust principal is worth less than the adjusted 
GST tax exemption when the charitable term 
expires, then the transferor will have allocated too 
much GST tax exemption to the trust. 

(f) Determining the amount of GST tax exemption to 
allocate to a charitable lead annuity trust in many 
cases may become a guessing game.  However, if 
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the value of the trust principal at the end of the 
charitable term can be reasonably ascertained at 
the time the trust is established, it should be 
possible to make the correct allocation of GST tax 
exemption to the trust at the outset, and use the 
exemption to exempt the entire transfer from GST 
tax. 

(3) Charitable Lead Unitrusts 

(a) Charitable lead unitrusts are not affected by IRC § 
2642(e). 

(b) For these trusts, the numerator of the applicable 
fraction is the amount of GST tax exemption 
allocated to the trust, with no adjustments, while the 
denominator equals the value of the property 
transferred to the trust, reduced by the amount of 
the charitable deduction allowed with respect to the 
transferred property, based on the present value of 
the charitable interest at the time of the transfer 
(IRC § 2642(a)). 

(c) This results in less GST tax exemption being 
required to shelter the trust than if no charitable 
interest were involved. 

(d) Congress did not give any reason why it decided to 
treat unitrusts different from annuity trusts.  But 
because of the distinction, the grantor of a 
charitable lead unitrust can use the GST tax 
exemption more effectively and more precisely than 
is possible with an annuity trust to transfer assets to 
remote descendants. 

e. Addressing Allocation of GST Exemption and Charitable Trusts 

(1) Charitable trusts present an interesting combination of the 
rules applicable to charitable trusts, and the rules 
applicable to automatic allocation of GST tax exemption. 

(2) Some recent Private Letter Rulings highlight these issues, 
some potential traps for the unwary, and some 
opportunities to address those issues. 

(a) Private Letter Ruling 202233002 (Issued May 25, 
2022; Released August 19, 2022) (IRS grants 
extension of time for estate to allocate GST tax 
exemption among Charitable Remainder Trusts in a 
way that is consistent with donor’s intention.) 
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1) The IRS granted an estate an extension to 
allocate enough of a donor’s remaining 
generation-skipping transfer (“GST”) tax 
exemption to cause the charitable 
remainder unitrust of a grandson to have an 
inclusion ratio of zero and to allocate any 
remaining GST tax exemption to the 
respective charitable remainder annuity 
trusts of a son and daughter. 

2) The donor’s estate divided into three equal 
shares:  son’s CRAT, daughter’s CRAT, and 
grandson’s CRAT.  None of the CRATs 
were skip persons. 

3) The attorney prepared donor’s estate tax 
return and did not affirmatively allocate GST 
tax exemption on the Form 706, and as a 
result the GST tax exemption was allocated 
equally among the three CRATs pursuant to 
the deemed allocation rules of Section 
2642(e). 

4) The IRS determined that the estate acted in 
good faith by relying on a qualified tax 
professional. 

(b) Private Letter Ruling 202133006 (Issued March 3, 
2021; Released August 20, 2021) (IRS grants 
extension of time to allocate generation-skipping 
transfer tax exemption to charitable remainder 
unitrust.) 

1) Prior to the enactment of the automatic 
allocation of GST exemption rules for 
indirect skips, Donor funded a charitable 
remainder unitrust (CRUT) which paid a 
unitrust amount for life to grandchild with the 
remainder to charity at grandchild’s death. 

2) Donor and spouse elected to split gifts and 
relied on an accounting firm to prepare 
separate Form 709s for the transfer to the 
CRUT. 

3) The accounting firm reported the value of 
the transfer to CRUT but did not allocate 
any part of either donor or spouse’s GST 
exemptions to the transfer to the CRUT.  
Donor subsequently died. 
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4) The executor of donor’s estate and the 
spouse learned of the GST tax 
consequences when the Form 706 was 
prepared for the donor’s estate. 

5) The executor and the spouse both 
requested an extension of time to allocate 
GST exemption to the transfer to the CRUT. 

6) Treas. Reg. § 301.9100-3 permits an 
extension of time when a taxpayer shows 
that the taxpayer acted reasonably and in 
good faith and that the grant of the relief will 
not prejudice the interests of the 
government.  A taxpayer is deemed to have 
acted reasonably and in good faith if the 
taxpayer reasonably relied on a qualified tax 
professional and the tax professional failed 
to make or advise the taxpayer to make the 
election. The IRS determined that these 
requirements were satisfied and granted the 
extension of time to allocate GST exemption 
to the CRUT. 

D. Other Planning Options, Limitations, and the ETIP 

1. The practitioner should keep in mind, however, that not all techniques 
lend themselves to the efficient use of GST tax exemption. 

2. As noted above, GRATs and QPRTs cannot be made exempt from GST 
tax at inception, because of the application of the ETIP. 

3. Accordingly, before reviewing any potential transaction as an effective 
use of GST tax exemption, the advisor should review its various tax and 
non-tax implications, to ensure this is the most efficient use of that 
exemption. 

E. GST Tax and the “Springing” General Power of Appointment 

1. The Problem of GST Tax, Estate Tax, and Income Tax 

a. As noted above, one purpose of a dynasty trust is to keep assets 
out of a beneficiary’s estate for estate tax purposes. 

b. However, this result has two implications: 

(1) If the trust is not fully exempt from GST tax, then upon a 
beneficiary’s death, the beneficiary’s death might result in 
a “taxable termination” and trigger GST tax on the entirety 
of the trust assets. 
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(2) Moreover, whether or not the trust is exempt from GST tax, 
since the assets are not included in the beneficiary’s 
estate, the assets receive no “step-up” in basis for income 
tax purposes on the beneficiary’s death, whether or not 
GST tax is paid. 

(3) This interplay of GST tax and income tax seems 
particularly punitive to the trust. 

(a) One way to understand the estate tax is to think of 
the context of the step-up in basis; essentially, a 
decedent’s estate pays estate tax (to the extent that 
the assets of the decedent’s estate exceeded his or 
her exemption), while capital gains tax is forgiven. 

(b) But in the case of GST tax, the GST tax is due, but 
the trust is still responsible for capital gain that 
accrued before the beneficiary’s death, subject to 
the typical rules for realization and recognition of 
that capital gain. 

(c) This can be particularly problematic if a beneficiary 
otherwise has estate tax exemption available upon 
his or her death, so that including the assets in the 
beneficiary’s estate would not trigger estate tax to 
begin with. 

(d) As noted below, there is a way to bring the GST 
tax, estate tax, and income tax back into alignment 
upon the death of a beneficiary. 

2. Springing General Power of Appointment 

a. Basic Rules of Powers of Appointment 

(1) A “power of appointment” is a power given to a beneficiary 
or other party upon the happening of a certain event.  This 
gives the beneficiary the power to distribute or allocate, or 
“appoint,” the trust assets among certain objects specified 
in the trust document. 

(2) A “limited” power of appointment is one that does not allow 
the powerholder to appoint assets to any one or more of (i) 
the powerholder, (ii) the powerholder’s estate, (iii) the 
powerholder’s creditors, or (iv) the creditors of the 
powerholder’s estate.  A limited power of appointment 
does not cause inclusion of the trust assets in the 
powerholder’s estate for estate tax purposes. 

(3) A “general” power of appointment is one that does allow 
the powerholder to appoint assets to any one or more of (i) 
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the powerholder, (ii) the powerholder’s estate, (iii) the 
powerholder’s creditors, or (iv) the creditors of the 
powerholder’s estate.  A general power of appointment 
does cause inclusion of the trust assets in the 
powerholder’s estate for estate tax purposes. 

b. Springing Power of Appointment 

(1) A dynasty trust is typically drafted to not give a beneficiary 
a general power of appointment.  Instead, the assets 
continue to be held in trust for the beneficiary’s 
descendants after the beneficiary’s death, and the assets 
are not included in the beneficiary’s estate for estate tax 
purposes. 

(2) However, if the assets otherwise will be subject to GST tax 
at the beneficiary’s death, then there is a way to give the 
beneficiary a general power of appointment, to avoid the 
imposition of GST tax and to cause inclusion in the 
beneficiary’s estate, which also allows a step-up in basis 
for income tax purposes. 

(3) This “springing” power of appointment is designed to only 
arise in certain circumstances. 

c. How and When It Works 

(1) The springing power of appointment is granted to the 
beneficiary only upon the happening of certain events, 
such as the following: 

(a) This general power of appointment is typically only 
a testamentary general power of appointment, 
which allows the beneficiary to appoint the assets 
effective upon his or her death. 

(b) The trust might grant this general power of 
appointment only to certain kinds of beneficiaries at 
their deaths, such as those beneficiaries who are a 
certain relationship to the grantor, or those who 
already have a limited power of appointment (thus 
signaling that the grantor is willing to give that 
beneficiary some flexibility). 

(c) It might be triggered if: 

1) GST tax would otherwise be due at the 
beneficiary’s death, or 

2) GST tax that is due would be more than any 
estate tax that is due, or 
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3) If the beneficiary has estate tax exemption 
remaining, or 

4) If the GST tax would be more than any 
estate tax that is due and any potential 
income tax liability that is otherwise avoided 
through a step-up in basis. 

(2) There are numerous ways to draft this provision to address 
these various concerns, and the additional concerns 
referenced below. 

SAMPLE LANGUAGE [EMPHASIS ADDED]:  

Beneficiary’s General Power of Appointment. 

If any trust administered for the primary benefit of an 
individual under this agreement (each such individual referred to 
in the remainder of this Section as a “Beneficiary”) has an 
inclusion ratio of one and the distribution of the assets of such 
trust at the Beneficiary’s death otherwise would result in GST tax, 
and if the Beneficiary is otherwise granted a limited power of 
appointment under such trust, then the Beneficiary shall have the 
power, by specific reference to this testamentary general power of 
appointment, to appoint the assets (including any undistributed 
income) of such trust, either outright or in further lawful trust, to 
the creditors of the Beneficiary’s estate. 

If the Beneficiary does not negate this provision by specific 
reference to this provision in the instrument exercising such 
general power of appointment, at the Beneficiary’s death my 
Trustee shall distribute to the Beneficiary’s estate from the 
unappointed principal (if any) of such trust a sum sufficient to pay 
the estate and inheritance taxes (if any) payable at the 
Beneficiary’s death and attributable to the assets over which the 
Beneficiary holds the general power of appointment granted by 
this Section.  The taxes attributable to such assets shall be the 
difference between (a) the actual taxes payable at the 
Beneficiary’s death and (b) the taxes that would be payable at the 
Beneficiary’s death if such assets were not includible in the 
Beneficiary’s estate.  My Trustee shall distribute any remaining 
unappointed assets of such trust as otherwise directed under the 
Article governing such trust. 

d. Advantages 

(1) This springing power of appointment can avoid GST tax 
altogether. 

(2) Instead, this deliberately causes inclusion in the 
beneficiary’s estate for estate tax purposes, which can 
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have multiple advantages for income tax and GST tax, and 
potentially no disadvantage for estate tax: 

(a) The trust assets receive a step-up in basis for 
income tax purposes. 

(b) The beneficiary can use his or her remaining estate 
tax exemption to shield the assets of the trust from 
estate tax, therefore avoiding GST tax and avoiding 
all or most of the potential estate tax. 

(c) The beneficiary is treated as the transferor for GST 
tax purposes (and often for purposes of the Rule 
Against Perpetuities), which allows the beneficiary 
to keep the assets in trust for a longer time period 
without GST tax. 

e. Disadvantages and Potential Responses 

(1) But this springing power of appointment can also have 
negative consequences. 

(2) Some state laws provide that if a beneficiary holds a 
general power of appointment, then his or her creditors at 
death can reach those assets.  This would inadvertently 
allow the beneficiary’s creditors to access those funds, 
where otherwise the after-GST-tax value would still be held 
within the trust. 

(a) Virginia law provides some protection for a 
testamentary general power of appointment.  Va. 
Code § 64.2-2736.B, based on the Uniform Power 
of Appointment Act, provides the following: 

A. Except as otherwise 
provided in subsection C [regarding 
powers limited by an ascertainable 
standard], appointive property 
subject to a presently exercisable 
general power of appointment 
created by a person other than the 
powerholder is subject to a claim of 
a creditor of the powerholder to the 
extent that the powerholder’s 
property is insufficient 

B. Appointive property 
subject to a general power of 
appointment exercisable at the 
powerholder’s death is not subject to 
a claim of a creditor of the 
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powerholder or the powerholder’s 
estate except to the extent that the 
power is exercised in favor of the 
powerholder’s estate. 

(b) The statutory and common law in other states, or 
the application and construction of that law, might 
differ. 

(3) A savvy beneficiary might actually appoint the assets, 
diverting assets away from the grantor’s intended 
beneficiaries. 

(a) This can be avoided by limiting the objects of the 
power of appointment to a limited class, such as 
“creditors of the powerholder’s estate”. 

(b) However, the IRS might argue that this kind of 
limitation makes the general power of appointment 
ineffective. 

(4) It might be difficult to know when and to what extent the 
springing power of appointment will be effective. 

(a) If the springing power of appointment is only 
granted if the total tax benefits outweigh the costs, 
the IRS might argue that this ambiguous language 
is not effective. 

f. Alternatives to Automatic Granting of Springing Power 

(1) General Concerns 

(a) As noted above, there are numerous reasons why 
a beneficiary might be granted this kind of power. 

(b) But it might be difficult to predict whether the 
advantages outweigh the disadvantages. 

(c) As an alternative that is more tailored to the 
circumstances, the trust can be formally modified to 
grant, or to take away, that springing power, 
thereby giving certain actors the power to make 
those decisions. 

(2) Trust Protector or Third Party 

(a) As one alternative, the power might be triggered 
not by the happening of certain events or 
consequences, but it might be triggered, or it might 
be taken away, by a third party, such as a Trust 
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Protector.  (Trust Protectors often are the third 
parties who have this power, rather than trustees, 
because trustees are often reluctant to have the 
direct power to modify a trust in this way.) 

(b) This places control over the power of appointment 
in the hands of a third party, who can decide 
whether to grant this power. 

(c) This puts the onus on that third party, however, and 
one might wonder whether the third party will be 
able to grant this power in time to make it effective, 
or whether the third party will act in the way that is 
intended when the trust is initially created. 

(d) The donor should also give careful consideration to 
who appoints this Trust Protector in the first 
instance.  If the beneficiaries are able to name this 
Trust Protector, then there might be increased risk 
of attempted gamesmanship by the beneficiaries. 

(3) Modification 

(a) The general power of appointment can also be 
granted through a formal modification, discussed 
below. 

F. Modification of GST Trusts 

1. The Constant of Change 

a. Dynasty trusts are obviously designed to last for an extended 
period of time.  During that time period, numerous changes might 
occur in the law, the trust industry, or the donor’s family or 
beneficiaries, that require changes in the trust document. 

b. Trust law provides various methods to modify a trust.  However, 
the parties should be concerned that a modification of a trust 
might cause the trust to lose its GST-exempt status. 

c. Below is a summary of some key rules for the parties to consider. 

2. Effective Date Rules 

a. Generally, the GST tax is effective for all lifetime transfers 
occurring after September 25, 1985, and all testamentary 
transfers made by persons dying after October 22, 1986. 

b. Transfers from trusts that were irrevocable on September 25, 
1985, are exempt from tax (sometimes referred to as being 
“grandfathered” from the application of GST tax), unless property 
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was added to the trust after September 25, 1985.  In the case of 
additions after that date, a portion of the trust will be “tainted” 
unless the added property qualifies for automatic exclusion or 
unless the party who is the Chapter 13 transferor of the addition 
(or his executor) allocates GST tax exemption to the added 
property. 

c. Parties were concerned that modifications, or event trustee 
actions, could be construed as a constructive addition to the trust, 
which would interfere with the GST status. 

d. Rules regarding actual and constructive additions of property to 
otherwise “grandfathered” trusts are contained in Treas. Reg. § 
26.2601-1. 

e. While these Regulations specifically apply to grandfathered trusts 
(that is, to trusts established before the effective date of the GST 
tax), these Regulations, their restrictions, and their safe harbors 
presumably apply to, and have applied to, trusts that are exempt 
from GST tax as a result of application of GST tax exemption.  

f. In multiple PLRs, the IRS has stated that a change that would not 
affect the GST status of a grandfathered trust should similarly not 
affect the exempt status of such a trust.  See Priv. Ltr. Rul. 
201525001 (June 19, 2015); Priv. Ltr. Rul. 201049008 (Dec. 10, 
2010); Priv. Ltr. Rul. 200841027 (Oct. 10, 2008).  Thus, is it likely 
that the safe harbors that are applicable to grandfathered trusts 
would also be applicable to GST exempt trusts.  However, 
practitioners are often wary of assuming that these safe harbors 
apply to exempt trusts, particularly given the stakes of un-doing a 
trust’s GST-exempt status.  

3. Concern About Modifications 

a. Following the enactment of the GST tax, the IRS began to issue 
private rulings on whether modifications (usually pursuant to a 
court order) to the terms of a pre-September 25, 1985 trust would 
cause the trust to become ungrandfathered for GST tax purposes.   

b. The general test which the IRS adopted was that modifications 
would not ungrandfather the trust as long as they did not change 
“the quality, value or timing of the beneficial interests originally 
provided for under the terms of the trust.” 

c. The IRS tried to provide more clarity to the rules in Treas. Reg. § 
26.2601-1. 

d. In particular, these materials discuss modifications of trusts, and 
the effect of such a modification on the GST tax status of the trust. 
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e. There are numerous other issues regarding GST trusts related to 
powers of appointment. 

(1) These include: 

(a) The exercise of a power of appointment, under 
Treas. Reg. § 26.2601-1(b), § 26.2601-
1(b)(1)(v)(A), (B). 

(b) The “Delaware Tax Trap,” under IRC § 2041(a)(3). 

(2) These technical issues are beyond the scope of this 
presentation. 

(3) But practitioners and advisors should be careful to consult 
with legal and tax advisors when granting, or exercising, a 
power of appointment in a GST trust. 

4. General Provisions Regarding Modifications 

a. General Provisions 

(1) The Regulations set forth numerous situations in which a 
modification or trustee action will not interfere with the GST 
status of a trust.  Treas. Reg. § 26.2601-1(b)(4). 

(2) These provisions technically apply to a trust that existed 
before 1986 that is grandfathered from the GST tax, but 
these Regulations have also been applied to trusts that 
were put in place after 1986 and which were made exempt 
from GST tax through the use of GST tax exemption. 

b. Settlement Regarding Trust Terms 

(1) A court-approved settlement of a bona fide controversy 
over the administration of a trust or construction of the trust 
instrument will not cause the trust to lose its GST exempt 
status if the settlement is the result of arm’s length 
negotiation and is “within the range of reasonable 
outcomes” given the terms of the trust and state law.  
Treas. Reg. § 26.2601-1(b)(4)(B). 

(2) For example, a settlement that would involve a distribution 
to a grandchild, where the only beneficiaries of the trust 
are children, would most likely not be within the range of 
reasonable outcomes.   

c. Judicial Construction 

(1) A court construction to resolve an ambiguity in the terms of 
the trust instrument will not cause the trust to lose its 
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exempt status, if the case involves a bona fide issue and 
the decision is consistent with applicable state law.  Treas. 
Reg. § 26.2601-1(b)(4)(C). 

(2) It always is important to remember that the IRS and the 
federal courts retain the right to interpret what applicable 
state law is, as it would be applied by the highest court in 
the state (see Commissioner v. Bosch, 387 U.S. 456 
(1967)).   

d. Other and Administrative Changes 

(1) The Regulations also provide a broader safe harbor 
(discussed in more detail below), under Treas. Reg. § 
26.2601-1(b)(4)(D). 

(2) This is particularly helpful for changes that might seem 
more “administrative” in nature, when a trustee is still 
concerned about interfering with GST tax status. 

(3) Those modifications are permitted if the modification does 
not shift a beneficial interest in the trust to any beneficiary 
who occupies a lower generation than the person or 
persons who held the beneficial interest prior to the 
modification, and the modification does not extend the time 
for vesting of any beneficial interest in the trust beyond the 
period provided for in the original trust. 

(4) The Regulations further clarify that certain changes that 
are administrative in nature do not interfere with GST 
status, if certain other requirements are met, under Treas. 
Reg. § 26.2601-1(b)(4)(D)(2):   

“… A modification that is administrative in 
nature that only indirectly increases the 
amount transferred (for example, by 
lowering administrative costs or income 
taxes) will not be considered to shift a 
beneficial interest in the trust.” 

(5) The Regulations further clarify that an adjustment of a 
trust’s provisions to allow payment of a “unitrust” amount 
also does not interfere with GST status, if certain other 
requirements are met, also under Treas. Reg. § 26.2601-
1(b)(4)(D)(2):   

“… In addition, administration of a trust in 
conformance with applicable local law that 
defines the term income as a unitrust 
amount (or permits a right to income to be 
satisfied by such an amount) or that permits 
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the trustee to adjust between principal and 
income to fulfill the trustee's duty of 
impartiality between income and principal 
beneficiaries will not be considered to shift a 
beneficial interest in the trust, if applicable 
local law provides for a reasonable 
apportionment between the income and 
remainder beneficiaries of the total return of 
the trust and meets the requirements of § 
1.643(b)-1 of this chapter.” 

(6) One application of this broader safe harbor is discussed in 
more detail below. 

5. Modifications and “Decanting” of a Trust 

a. There is one additional circumstance in the Regulations that 
addresses a modification of a trust.  This circumstance is 
sufficiently common that it is worth separate discussion. 

b. In the past several years, statutory methods of modifying trusts, 
called “trust decanting,” have become increasingly popular. 

c. In a decanting, a trustee distributes assets to a second trust (or 
modifies the first trust), which second trust has certain limited 
changes that are determined by applicable law or, increasingly, by 
specific statutes. 

d. A trust “decanting” is addressed in two places in the Regulations. 

(1) First, one provision of the Regulations expressly 
contemplates this kind of “decanting”. 

(a) This provision is found in Treas. Reg. § 26.2601-
1(b)(4)(A) (emphasis added): 

 

(A) Discretionary powers.  The distribution of trust principal from an 
exempt trust to a new trust or retention of trust principal in a continuing trust will 
not cause the new or continuing trust to be subject to the provisions of chapter 
13, if— 

(1) Either— 

(i) The terms of the governing instrument of the 
exempt trust authorize distributions to the new trust or the 
retention of trust principal in a continuing trust, without the consent 
or approval of any beneficiary or court; or  
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(ii) At the time the exempt trust became irrevocable, 
state law authorized distributions to the new trust or retention of 
principal in the continuing trust, without the consent or approval of 
any beneficiary or court; and  

(2) The terms of the governing instrument of the new or 
continuing trust do not extend the time for vesting of any beneficial 
interest in the trust in a manner that may postpone or suspend the 
vesting, absolute ownership, or power of alienation of an interest in 
property for a period, measured from the date the original trust became 
irrevocable, extending beyond any life in being at the date the original 
trust became irrevocable plus a period of 21 years, plus if necessary, a 
reasonable period of gestation. For purposes of this paragraph 
(b)(4)(i)(A), the exercise of a trustee’s distributive power that validly 
postpones or suspends the vesting, absolute ownership, or power of 
alienation of an interest in property for a term of years that will not exceed 
90 years (measured from the date the original trust became irrevocable) 
will not be considered an exercise that postpones or suspends vesting, 
absolute ownership, or the power of alienation beyond the perpetuities 
period. If a distributive power is exercised by creating another power, it is 
deemed to be exercised to whatever extent the second power may be 
exercised. 

 

(b) This test is often difficult to satisfy for older trusts.  
The Regulation requires that at the time the trust 
was created, the trustee had this power.  But 
decanting statutes are relatively recent, and a 
trustee might be reluctant to decant a GST-exempt 
trust based on common law authority. 

(c) However, as more and more states adopt 
decanting statutes, and as trustees act to decant 
more recent trusts, this provision might provide a 
more common route to falling under the 
Regulations. 

e. Second, the trustee might try to proceed under a broader safe 
harbor, applicable to all modifications. 

(1) This safe harbor is found in Treas. Reg. § 26.2601-
1(b)(4)(D) (emphasis added): 

 

(D) Other changes.  

(1) A modification of the governing instrument of an exempt 
trust (including a trustee distribution, settlement, or construction that does 
not satisfy paragraph (b)(4)(i)(A), (B), or (C) of this section) by judicial 
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reformation, or nonjudicial reformation that is valid under applicable state 
law, will not cause an exempt trust to be subject to the provisions of 
chapter 13, if the modification does not shift a beneficial interest in the 
trust to any beneficiary who occupies a lower generation (as defined in 
section 2651) than the person or persons who held the beneficial interest 
prior to the modification, and the modification does not extend the time for 
vesting of any beneficial interest in the trust beyond the period provided 
for in the original trust. 

 

(2) This provision might be simpler to satisfy in the case of a 
decanting, if the trustee is unsure of whether Treas. Reg. § 
26.2601-1(b)(4)(A) (discussed above) applies because the 
trust was created before the law clearly allowed such a 
decanting. 

6. Modifying a Trust to Grant a Power of Appointment 

a. Private Letter Ruling 202206008 (November 3, 2021, Released 
February 11, 2022) (Court-approved settlement to modify a trust 
to grant a child a general power of appointment over a fraction of 
the trust assets, to the extent of the child’s estate tax exemption, 
would not interfere with the GST-exempt status of the share for 
which a power of appointment was not granted). 

(1) This ruling reflects the above strategy, to grant 
beneficiaries flexibility over an irrevocable trust at death, 
and to enable those assets to receive a step-up in basis, 
given the high estate tax exemption and the fact that 
inclusion in the beneficiary’s estate might not trigger estate 
tax. But this ruling also notes the potential risks of this 
approach, and the possibility that these steps might undo 
the GST-exempt status of a trust or have other adverse tax 
implications. 

(2) In this Private Letter Ruling, the Trustee of a GST-exempt 
trust sought to modify the trust (perhaps through a 
decanting) to grant a child a general power of appointment 
over certain assets of the trust. According to the Trustee, 
such a change was needed “due to family dynamics, 
including separation and divorce, as well as changing tax 
laws”. 

(3) The granting of the general power of appointment to the 
child would include those trust assets in the child’s gross 
estate for estate tax purposes. This would have various 
other benefits, including allowing those assets to receive a 
step-up in basis for income tax purposes. Meanwhile, if the 
child had sufficient estate tax exemption to shelter those 
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assets, then no additional estate tax would be due upon 
the child’s death. 

(4) But two beneficiaries opposed the purported modification. 
Following negotiations, the parties reached a court-
approved settlement, which granted the child a general 
power of appointment based on a formula of the trust 
assets. Based on this formula, a share would be created 
over which the child has a general power of appointment, 
based on the amount that the child could pass free of 
transfer taxes at the child’s death (the “GPOA Share”), and 
the child would not have a general power of appointment 
over the remainder of the trust (the “Non-GPOA Share”). 

(5) The IRS ruled that the modification would not subject the 
trust to GST tax at the child’s death, because the granting 
of a general power of appointment to the child would not 
shift any interest to a generation lower than the current 
beneficiaries, and because certain other tests were met 
under Treas. Reg. §26.2601-1(b)(4)(i)(D). 

(6) The IRS also ruled that the modification would only cause 
the GPOA Share to be included in the child’s estate for 
estate tax purposes, and the modification would not cause 
the Non-GPOA Share to be included in the child’s estate 
for estate tax purposes. 

7. Additional Concerns regarding Modification of Trusts 

a. Because of the importance of GST exemption, practitioners 
should be careful in modifying any trust or in exercising a power of 
appointment over a GST trust, for fear of a misstep that 
inadvertently undoes the GST exempt status of a trust. 

b. In one example, the parties sought to decant trusts set up by a 
father for each child, to enable the child to serve as trustee.  But 
the parties sought approval of a state court, to confirm that the 
trustee’s exercise of this power was proper under state law, as 
required by Treas. Reg. § 26.2601-1(b)(4)(A)(1)(i).  Morse v. Kraft, 
992 N.E.2d 1021, 1023–24 & n.7 (Mass. 2013). 

c. Moreover, recent Private Letter Rulings from the IRS highlight 
these myriad kinds of issues and concerns, and also suggest that 
an IRS Private Letter Ruling might be an appropriate step to seek 
clarity on the issue. 

(1) Private Letter Ruling 202239003 (September 30, 2022) 
(Proposed trust modification to account for beneficiary with 
disability will not cause distribution from the trust or 
termination of any interest in trust to be subject to GST 
tax.) 
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(2) Private Letter Ruling 202120003 (Issued October 22, 
2020; Released May 21, 2021) (IRS rules that beneficiary’s 
exercise of limited power of appointment over 
grandfathered GST trust will have no adverse estate or 
generation-skipping transfer tax consequences.) 

G. Other Administration Issues 

1. It is clear that competent professional advice and careful record-keeping 
during the life of the settlor are critical to irrevocable trusts.  To properly 
administer the trust after the death of the settlor, the trustee will need to 
know the answers to the following questions: 

a. When were the gifts made and in what amounts? 

b. What Crummey powers were granted? 

c. Did any Crummey powers lapse in a taxable way? 

d. Were any gift tax returns filed? 

e. What did the gift tax returns report? 

f. What elections regarding automatic allocations were made? 

2. Although careful record-keeping is important for any irrevocable trust, it is 
particularly important with ILITs because they are usually funded with 
smaller gifts over many years, the gifts do not always require gift tax 
returns, and the period of funding often traverses several different sets of 
rules about the tax treatment of the gifts. 

a. For example, an ILIT created in 1984 will have received some 
grandfathered annual exclusion gifts, some pre-March 1988 
nontaxable gifts, some post-1988 gifts for which GST had to be 
allocated, and some post-2000 gifts subject to the indirect skip 
automatic allocation rules.  

3. For the trustee, the consequences of lack of information can be costly 
and can result in significant liability. 

V. Conclusion 

A. The GST tax has long been a source of confusion for clients, practitioners, 
advisors, and fiduciaries. 

B. As noted above, the GST tax provides numerous traps for the unwary.  If nothing 
else, the existence of the GST tax underscores the necessity of keeping good 
records for the trust, even regarding tax elections or actions taken years ago.  
But the GST tax also reminds one of the need to engage the appropriate 
advisors regarding establishing and funding irrevocable trusts, making decisions 
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regarding tax planning, advising the trustee regarding investments and 
distributions, and preparing documents for tax reporting. 

C. It is also important to remind the client of the importance of GST tax and the 
appropriate elections, so the client understands the need for this separate 
analysis and action. 

D. And if properly understood and incorporated into the estate plan and 
administration, the rules regarding the GST tax can provide clients a method of 
effectively holding and transferring wealth across generations while minimizing 
transfer tax and maximizing asset protection. 
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