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Chapter Topics                 P 45                              

Basis of Inherited Assets.
Sale of Inherited Assets 
Gifts in Contemplation of Death.
Irrevocable Life Insurance Trusts.
Qualified Personal Residence Trusts.
Gift and Estate Tax on §529 Plans.
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Learning Objectives                P 45

Determine the basis of inherited assets.
Characterize gains or loss on sale of inherited 

assets.
Identify predeath gifts included in the donor’s 

gross estate.
Understand the use of irrevocable life insurance 

trusts.
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Learning Objectives - P 45 - Continued
Explain the requirements for a qualified personal 

residence trust.
Calculate the value of a gift to a qualified 

personal residence trust.
Know when there is gift or estate tax on §529 plan 

assets.
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Our Responsibilities as Practitioners
Not In The Book

In a prior year, we had discussed the 
responsibilities that a practitioner has if he or she 
agrees to be a trustee or executor of an estate. 

Also, we had discussed the questions and 
concerns that you should ask, consider, and 
incorporate into any acceptance of either role. 



Our Responsibilities as Practitioners
Not In The Book - Continued

Needless to say, we have a strong fiduciary 
responsibility to comply, protect, and advocate 
for our clients and their families in these situations. 
The topics that we are going to discuss and are 

presented in chapter 2 reflect the requirements, 
concerns, and thoughts that we should employ to 
fulfill that obligation. 



Our Responsibilities as Practitioners
Not In The Book - Continued

In fulfilling our fiduciary responsibility, we should, 
at a minimum, advise the client and family of 
what we are going to discuss as to their 
respective obligations.
In all instances, document, 

document, document…..



Basis of Inherited Assets
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Introduction                 P. 46

2022 - $ 12,060,000 basic estate exclusion.
Portable – amount unused by one spouse 

transfers to the other.
Let us discuss this important procedure to elect 

portability status.
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Should I File The Portability Election 
and Why? – Not In Book

Filing the portability election by 
preparing a form 706 with its related 
cost is dependent upon the following 
factors:

1. What is the potential size and 
probability of the surviving spouse 
having an estate?
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Should I File The Portability Election 
and Why? – Not In Book - Continued

This question is the first one and the most 
analytical.
Does the surviving spouse have a substantial 

estate close to the threshold amount (e.g., 
$5,000,000 in 2026)?
Will he or she engage in estate planning to 

reduce that potential estate amount?
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Should I File The Portability Election 
and Why? – Not In Book - Continued
Do you have sufficient 

communication with the surviving 
spouse including the other potential 
heirs to make this judgement and 
determine the size of the potential 
estate?
Are they cooperative?
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Should I File The Portability Election 
and Why? – Not In Book - Continued

2. Is the surviving spouse a non-US citizen?
If the surviving spouse was not an US 

citizen at the time of the decedent’s 
death, then he or she cannot receive a 
portability exclusion from the decedent’s 
estate. 
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Should I File The Portability Election 
and Why? – Not In Book - Continued

3. Can you gather all of the information, obtain 
the cooperation of the surviving spouse and 
family, identify the assets attributable to the 
decedent, have the ability to determine their 
value, and feel confident that you can file a 
complete and totally accurate return?

© Land Grant University Tax Education Foundation



Should I File The Portability Election 
and Why? – Not In Book - Continued

One of the most difficult points to understand is 
that even though the form 706 is not required for 
other reasons, it is required for the claiming of 
the portability exemption.
It must be complete and the value of ALL assets 

attributable to the estate must be included in 
full. 
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Should I File The Portability Election 
and Why? – Not In Book - Continued
Where  specific values are NOT required:
1. Marital deduction property.
2. Charitable deduction property.
The tax return must still report the description, 

ownership, and/or beneficiary of such 
property and all other information necessary 
to establish the right of the estate to the 
deduction. 
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Should I File The Portability Election 
and Why? – Not In Book - Continued

Bottom Line
When the surviving spouse has substantial assets 

or it appears that they will, make the election.
However, if you cannot make the election, make 

certain that you have accomplished your 
fiduciary responsibility by raising the subject with 
the heirs and document, based on the previous 
questions, why you cannot or will not make the 
election. © Land Grant University Tax Education Foundation



Revenue Procedure 2022-32 – N-I-B
A taxpayer can claim the portability exclusion 

which is the allowance of the amount of the unused 
estate exemption of  the deceased spouse.
Again, the exemption for 2022 is $12,060,000 per 

individual.
By claiming the portability exclusion ( unused 

estate exemption of the deceased spouse), the 
surviving spouse can have that exclusion claimed 
against any estate that they may have in the future. 
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Revenue Procedure 2022-32 – N-I-B -
Continued

This is particularly important because effective 
January 1, 2026, the estate exemption and 
exclusion reverts to $5 million per individual. 
Thus, creating a massive number of taxable 

estates that currently do not exist under current 
estate tax provisions.
It is uncertain what Congress will do, if 

anything, because an estate tax is becoming  
increasingly a popular way to raise money. 
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Revenue Procedure 2022-32 – N-I-B 
Continued

The IRS, in a surprising move, ruled two years 
ago, that any unused estate exemption may 
be carried over to any estate that occurs in 
the future including estates that occur under 
the lower reversion amount of $5 million. 
The caveat is that the estate of the decedent 

taxpayer must file a complete and accurate 
form 706 even though they do not have to file 
one because of the $12,060,000 exemption. 
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Revenue Procedure 2022-32 – N-I-B 
Continued

The problem that arose was that many 
estates because they were below the 
exemption/exclusion threshold did not file 
a form 706, as required, to make the 
election to carryover the unused amount.
In failing to file the form 706 within a two 

year period from the decedent’s death as 
required, the small estates lost this 
valuable election.
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Revenue Procedure 2022-32 – N-I-B -
Continued

This valuable election has now been restored 
by the relief provided in Revenue Procedure 
2022-32.
The revenue procedure has expanded the 

period of filing a form 706 from two years 
from the date of the decedents death to five 
years from the date of the decedent’s death. 
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Revenue Procedure 2022-32 – N-I-B -
Continued

As with the prior time period for the election 
of the portability exclusion by filing a form 
706, this election continues to be only 
available for estates that were too small to 
have to originally file an estate tax return. 
It does not extend the time period in anyway 

for any estate that had to file a form 706 
because it exceeded the threshold.
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Revenue Procedure 2022-32 – N-I-B -
Continued

In filing a late form 706 to claim the 
portability exclusion/exemption within the 
five year period after the decedent’s 
death, the estate tax return should have a 
heading at the top of the form 706 which 
states “return filed pursuant to the 
provisions of Revenue Procedure 2022-32 
to claim the portability exclusion”.
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Revenue Procedure 2022-32 – N-I-B 
Continued

A key element of claiming this portability 
exclusion carryover is that a complete 
and totally accurate form 706 is filed.
This means that the form 706 should be 

filed exactly if as it was a taxable estate 
return. 
This is very critical as the IRS is enforcing a 

strict standard of completeness and 
accuracy.
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Basis
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Determining Basis - I.R.C. §1014 - P. 46
1. FMV at the date of death.
2. I.R.C. §2032 election, value on alternate 

valuation date.
3. I.R.C. §2032A election, special use valuation 

for qualified real property.
4. Applicable exclusion under I.R.C. §2031(c) 

— Qualified conservation easement.
— Basis in the hands of the decedent.
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Basis – Important Notations – N-I-B

The question centers on the requirement to value 
the property as of the date of death of the 
decedent versus the alternate valuation date 
which is six months after the date of death of the 
decedent.

The alternate valuation date is an election and 
must be made timely. 

Executors can determine what is in the best 
interest of the estate vs. the heirs. 

However,…..
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Basis – Important Notations – N-I-B -
Continued

The requirement that the estate tax liability 
decrease as a result of the election means that 
an executor cannot make the election if there is 
no estate tax due.
This is an often ignored rule.
Why does this rule exist? 
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Basis – Important Notations – N-I-B -
Continued

To keep the heir from obtaining property with yet 
a higher stepped up basis while no tax is due on 
the related estate entity. 
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CCA 2019-26-013
An estate must use the date of death values for 

estate property because using the alternate 
valuation date would not decrease the combined 
estate and generation-skipping transfer taxes. 

The importance of obtaining a valuation cannot 
be underestimated even when there is no estate.

What Congress is talking about is….
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Trusts and Estates – Valuation –
Not In Book



Special Basis Rules – N-I-B

Gifts to decedent within one year of death – the 
valuation at date of death or alternate valuation 
date does not apply if the donor gave 
appreciated property to the decedent with one 
year before the decedent’s death and the 
decedent leaves the property to the original 
donor or donor’s spouse.

Often unknown and ignored rule. 
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Special Basis Rules – N-I-B - Continued
If appreciated property is sold by the decedent’s 

estate or by a trust in which the decedent was 
the grantor and the donor or donor’s spouse is 
the beneficiary who receives the sales proceeds, 
there is no stepped up basis. 

The previous two rules apply only to the donor or 
donor’s spouse who receives the property and to 
no one else.
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Basis to Beneficiary – Transfers and 
Purchases – N-I-B

If an asset is transferred to a testamentary trust 
or becomes part of the estate of the decedent, 
the basis is the asset’s FMV as of the date of 
death or alternate valuation date 
increased/decrease by adjustments.

If the asset was purchased by the estate or trust 
the cost is increased or decreased by any 
adjustments.

© Land Grant University Tax Education Foundation



Basis to Beneficiary – Section 643 & 
Living Trusts

If an estate or trust makes an election under IRC 
643 to treat the distribution as a sale or 
exchange, the basis is the asset’s date of 
distribution’s FMV.

Living trusts, as we had discussed, or essentially 
the mirror image if the maker, settler, trustor if 
they are revocable and there is no increase in 
basis from the living trust. 
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Basis to Beneficiary – Section 643 & 
Living Trusts - Continued

The assets from a revocable living trust are 
transferred to the estate and valued at that point. 

Assets that should have been (regardless of intent) 
transferred to an irrevocable trust but were not are 
treated in the same manner. 

These assets are also included in the estate.
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Basis to Beneficiary –
Transfer Involving Trusts
Since irrevocable trusts 

are considered “separate beings” transfers 
to them:
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Basis to Beneficiary – Transfers 
Involving Trusts  

1. Are treated as gifts at the time the transfer was 
made and

2. A key requirement that is often overlook is that 
a gift tax return be filed even if one is not 
required because of the exclusion to prove the 
existence of the gift.

3. The basis of the assets was the carryover basis 
at the time of the gift with any 
increases/decreases since the transfer. 
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In-Kind Distributions – Treatment - N-I-B

In-kind distributions of property from a 
trust or estate to a beneficiary or creditor 
in satisfaction of right generally deemed 
to be a sale or exchange IF this is due to 
the transferee’s right to receive payment 
as a creditor or a certain, specified sum.
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Practitioner Note - Depreciation  - P 46

© Land Grant University Tax Education Foundation

Basis for depreciation – FMV on date of 
death or alternate valuation date.
Adjusted basis – FMV at alternate 
valuation date LESS depreciation allowed 
or allowable from date of death.
Rev. Rul. 63-223, 1963-2 C.B. 100



The “$64,000 Question” – What if I Do 
Not Know the Basis and It Is Impossible 

to Determine It – Not In Book
Very common situation, isn’t it?
How far do we have to go to determine it?
A practitioner can get carried away in trying 

to micro managing the actual basis.
Do we mention the phrase “scientific guess?”
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Obtaining an Valuation – Not In Book
In prior seminars, I have emphasized over and 

over again the need to obtain an qualified 
valuation. 

Why?
Because the recipient of inherited property 

MUST PROVE the basis of the property and this 
proof must meet the IRS requirements. 
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Obtaining an Valuation – Not In 
Book - Continued

Many taxpayers have taken the position that IF 
there is a probate filing, the value of the property 
listed by the Probate Court is an official valuation.

Be careful! These valuations are often misleading 
and are not authoritative.

Example – a Probate Court awarded a fiduciary a 
payment of her fees of $3,400+ in full by giving the 
individual an ATV stated in the ruling worth 
$27,000+.
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Obtaining an Valuation – Not In 
Book - Continued

However, which valuation would an IRS examiner 
allow?

Answer: The amount directed by the Court to pay 
the fiduciary fees of $3,440+ would be the amount 
of the IRS valuation rather than its FMV.

See what I mean?
Be especially careful of the assignment of property 

upon death provisions (POD) because…
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Obtaining a Valuation – Not In 
Book - Continued

For depreciation purposes as well as the 
value of an asset later sold by the heirs, an 
authoritative valuation is necessary.  

What is an authoritative valuation in the case 
of personal property assets (especially when 
they are going to be depreciated)?

A written valuation by an “authority” in the 
area?
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Obtaining an Valuation – Not In 
Book - Continued

Example: Farm machinery that is inherited could 
have a valuation performed by an agriculture 
equipment dealer. 

The ultimate and most authoritative form of a 
valuation is from an appraiser who has met the 
professional requirements of being a certified 
appraiser. 

These type of valuations are more expensive but 
the cost vs. benefit analysis makes them worth it. 
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Obtaining an Valuation – Not In 
Book - Continued

This is particularly true in the case of sale of land 
and buildings.

The larger the amount of property as to acreage, 
buildings, etc. the more desirable it is to have a 
certified appraisal completed. 

An example was the sale of 100 acres for 
$1,000,000 where the property was inherited three 
years earlier.  
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Obtaining an Valuation – Not In 
Book - Continued

The heirs claimed a basis of $750,000 based upon 
current property sales that were made at the time 
of the decedent’s death. 

The IRS rejected the similar sales approach 
because it was not a certified appraisal. 

The other requirement is that an appraisal must be 
contemporaneous. 

If not, it will be rejected. 
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Obtaining an Valuation – Not In 
Book - Continued

A “fall back” in the lack of an appraisal of the type 
of character accepted by the IRS is the recent 
acceptance by the Court that the appraisal of a 
governmental entity (e.g. county auditor) could be 
accepted as a substitution for a certified appraisal. 

However, such appraisals were made for different 
reasons and do not reflect a true fair market value.  
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Property Acquired from Decedent –
Summary     PP. 46-47

IRC 1041 states that the basis of property in the hands 
of a person acquiring the property from a decedent 
or to whom the property passed from a decedent, if 

not sold, exchanged, or otherwise disposed of before 
the decedent’s death by such person is:
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Property Acquired from Decedent  
PP 46-47 - Continued

1. Property acquired by bequest, devise, 
inheritance, or by decedent’s estate.

2. Property transferred during decedent’s lifetime to 
revocable trust that pays income for life to or on 
the order of decedent.

3. Property transferred during decedent’s lifetime to 
trust that pays income for life to or on the order 
of decedent AND decedent reserved the right to 
make changes.
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Property Acquired from Decedent     
PP 46-47 - Continued

4. Property passing without full and adequate 
consideration under a general power of 
appointment exercised by the decedent by 
will.

5. Surviving spouse’s one-half share of community 
property held by decedent and surviving 
spouse under community property laws.

6. Property acquired from decedent after death 
and included in the gross estate. 
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Property Acquired from Decedent    
PP. 46-47 - Continued

7. Property includable under §2044 – claimed 
marital deduction.
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A-B Trust Planning – Basis – A Revival                  
P. 47
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A-B Trust Planning – Basis           P. 47

Older plans – A-B or A-B-C trust estate plans:
May not be necessary to reduce estate tax 

because $ 12,060,000 exclusion.
2026 change -- $ 5,000,000 (indexed for 

inflation) exclusion.
No basis adjustment for assets in the B trust 

(credit shelter) because they don’t pass from 
the decedent.
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Planning under Prior Law and 
Now For the Future          P. 47

Existed prior to portability and, essentially 
rendered obsolete by the large estate 
exclusions and the related portability. 
It is planning that is now revived with the 

reversion on January 1, 2026 to $5,000,000.
Surviving spouse share of estate – A trust.
Credit shelter trust – B trust.
Marital deduction trust – C trust.
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Planning under Prior Law - P. 48
No trust – all assets pass to surviving spouse.
Marital deduction – exclusion if deceased 

spouse not used.
Surviving spouse combined marital estate 

included.
Credit shelter trust – no basis adjustment.
Deceased spouse’s exclusion applied to fund 
credit shelter trust.
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Planning under Prior Law - P. 48 -
Continued

Remainder to marital deduction trust – unlimited 
deduction.
No second step-up in basis of credit shelter trust 
when surviving spouse dies.
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How the A-B and A-B-C Trust 
Planning Worked – PP. 47 - 48

In an A-B trust plan, the A trust is usually a 
marital deduction trust (which we will discussed 
later) and the B trust is usually a credit shelter 
trust which is also known as a by-pass trust. 

In an A-B-C trust plan, the A trust usually holds 
the surviving spouse’s share of the estate, the B 
trust is typically a credit shelter trust, and the C 
trust is usually a marital deduction trust. 
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How the A-B and A-B-C Trust Planning 
Worked – PP. 47 -48 - Continued

The A-B or A-B-C trust techniques reduced or 
eliminated estate tax by using the deceased spouse’s 
estate exclusion without depriving the surviving 
spouse of the benefits of the combined marital assets.

In an A-B plan, the deceased spouse’s assets (equal 
to the deceased spouse’s applicable estate tax 
exclusion amount) were distributed to a B trust which 
was a credit shelter trust or by-pass trust for the benefit 
of the surviving spouse. 
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How the A-B and A-B-C Trust Planning 
Worked – PP. 47 -48 - Continued

The deceases spouse’s estate tax exclusion 
applied to the distribution to the trust, resulting in 
no estate tax and, the amounts in excess of the 
deceased spouse’s exclusion amount were 
distributed to a marital deduction trust for the 
benefit of the surviving spouse (the A trust).

Assets that passed to the A trust were eligible for 
the unlimited marital deduction. 
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How the A-B and A-B-C Trust Planning 
Worked – PP. 47 -48 - Continued

The B trust could make distributions of 
income and principal to the surviving spouse. 

Thus, the B trust assets were available to the 
surviving spouse but not included in the 
surviving spouse’s estate. 

The A trust assets were also available to the 
surviving spouse but included in the surviving 
spouse’s estate.
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How the A-B and A-B-C Trust Planning 
Worked – PP. 47 -48 - Continued

Here exists planning opportunities for the A trusts 
to included assets that are of a decreasing value 
such as oil and gas holdings, spend down the 
assets in the A trust rather than other sources of 
income outside of the trust, and make gifts of 
certain assets in terms of their earnings, etc. 

It should be noted that when the first spouse 
dies, the assets distributed to the B trust receive a 
step-up in basis. 
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How the A-B and A-B-C Trust Planning 
Worked – PP. 47 -48 - Continued

The B trust assets were not included in the surviving 
spouse’s estate, and they did not receive a second 
basis step-up.

Therefore, if the B trust assets appreciate 
significantly between the deaths of the two 
spouses, beneficiaries who sold the low basis B trust 
assets were potentially subject to a large gains tax. 

However, this is not really a major consideration 
because….
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Marital Deduction Trust – P. 48
If the personal representative elected to qualify 

the A trust assets for the marital deduction, they 
must make a qualified terminable interest 
property (QTIP) election upon the death of the 
surviving spouse.

The A trust assets received a second step-up in 
basis.
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Marital Deduction Trust – P. 48 –
Continued

If the A trust also qualifies for the marital 
deduction (marital power of appointment trust),  
it was included in the surviving spouse’s gross 
estate and is treated as having passed from the 
decedent for the purposes of the basis step-up 
rules. 
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Planning under Current Law –
As It Exist Now   P. 48

All assets outright to surviving spouse.
Surviving spouse has deceased spousal unused 

exclusion (DSUE).
Full step-up basis of appreciated assets.
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Portability – Once Again -
P. 49

Practitioner Note – Portability is an ELECTION!
Appreciation on deceased spouse’s assets 

included in surviving spouses' estate.
Credit shelter trust may still be useful if estates do 

or could exceed combined exclusions.
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Example 2.1 – Trust Planning  P. 49

Alice & Tom are married with two kids from 
Alice’s prior marriage.
Alice wants assets available to Tom, then 

distributed to the kids.
Alice dies in 2026 with $8M gross estate, $6M 

exclusion.
Tom has $2M gross estate. 
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Example 2.1 – Trust Planning - P. 49 -
Continued

$6M to credit shelter trust – no step-up in basis 
when Tom dies.
Instead, all to marital trust, $6M DSUE plus 

Tom’s BEA – no estate tax and full step-up.
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Uniformity of Basis – P. 50

For property included in gross estate and 
increased estate tax, the basis cannot exceed 
determined or reported value for the federal estate 
tax. 
A property’s value is considered final when:
1. The IRS does not contest the property’s value 

shown on a filed estate tax return before the 
period of assessment expires. 
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Uniformity of Basis – P. 50 - Continued

2. The IRS specifies the property’s value and the 
estate (or other person required to file) does not 
timely contest the value.

3. A court determines the property’s value or the 
value is determined pursuant to a settlement 
agreement with the IRS, including the resolution of 
a claim for abatement or refund. 
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Uniformity of Basis – P. 50 - Continued
Executors who are required to file an estate tax 

return are required to furnish certain information as 
well as others who are holding estate property to 
provide information to the IRS and to each person 
receiving property from the estate about the value 
of certain property that is included in the 
decedent’s estate.
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Uniformity of Basis – P. 50 - Continued
The executor or other person who is required to file 

an estate tax return must file form 8971(Information 
Regarding Beneficiaries Acquiring Property From a 
Decedent).
This form reports the final determined estate tax 

value which is the basis of property acquired from 
a decedent.
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Uniformity of Basis - P. 50 - Continued

Form 8971 is NOT required if:
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Gross 
Estate

Adjusted 
Taxable 

Gifts

Basic
Exclusion

or

Return 
filed only 
for GSTT 

exemption 
allocation

or

Return 
filed only 

for 
portability 
election



Uniformity of Basis – P. 50 - Continued
Under proposed regulations, don’t have to 

report:
1. Cash (other than coins or paper bills with 

numismatic value).
2. Income in respect of a decedent.
3. Items of tangible personal property for 

which an appraisal is not required.
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Uniformity of Basis – P. 50 - Continued

4. Property that is sold or otherwise disposed of 
by the estate (and therefore not distributed 
to a beneficiary) in a transaction in which 
capital gain or loss is recognized.
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Form 8971, Schedule A – P. 51

Provided to 
beneficiary.
Establishes value.
Notice of basis 

reporting requirements.
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Gifts Within One Year of Death - P. 51

I.R.C. §1014(e) prevents step-up basis for pre-death 
gifts:
Appreciated property gifted within 1 year of 

date of death.
Passes to the donor or donor’s spouse.
Carryover basis.
If so, the donor’s basis in the property is the 

decedent’s adjusted basis of the property 
immediately before the decedent’s death. 
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Gifts Within One Year of Death - P. 51 -
Continued

The one year period ending on the date of the 
decedent’s death is the period of time that is 
applicable to Section 1014(e). 
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Planning Pointer – P. 51

I.R.C. §2518 – Qualified Disclaimer if made 
makes the property treated as not 
transferred to beneficiary.
Alternate beneficiary could receive step-

up.
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Example 2.2  - P. 52
Lorenzo and Maria are married and have 

daughters Luna & Bella.
Maria transfers appreciated shares to 

Lorenzo.
Lorenzo dies 6 months later.
Maria inherits everything – no step up in 

basis of shares.
Disclaim to kids.
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Value on Date of Death - P. 52
(Reference to Prior Discussion 

on Valuations)

Once again, the fair market value at the date of 
death or alternate valuation date in general is:

Willing buyer and willing seller agree upon.
NOT determined by forced sale.
Comparable price if in the retail market.
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Valuation on Date of Death - P. 52
Auto – same make, model, age, condition – It is 

NOT the price an used dealer would pay.
Publicly Traded Stocks – highest and lowest quoted 

selling price
Household and Personal Property
FMV – willing buyer/willing seller
Treas. Reg. 20.2031-6 – may need appraisal if the 
value is potentially a subject of dispute.
An example would be a piece of artwork.
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Jointly Owned Property - P. 52

Co-owned property included in gross estate, 
I.R.C. §2040 – exceptions:

1. Tenancy by entirety - ½ of value included.
2. Joint tenants with right of survivorship -

fractional part that is determined by dividing 
the value by the number of joint tenants.

3. Qualified joint Interest - ½ of value included.
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Jointly Owned Property – P.53 -
Continued

Non-spouses - I.R.C. §1014 step-up/step-down basis. 
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Example 2.3 - P. 53

o Ahmad & Cyril, brothers.
o Purchased tract of land for $100,000.
o Ahmad, contributed $70,000 and Cyril $30,000.
o Ahmad dies, FMV of land $200,000.
o $140,000 included in Ahmad's gross estate.
o Cyril’s basis = $170,000 ($30,000 + $140,000).
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Noncommunity Property – P. 53
I.R.C. §2040(b) – interests held by married 
individuals: 

• Tenants by entirety.
• Joint tenants with rights of survivorship.
• First spouse dies – ½ of value included in gross 

estate.
• I.R.C. §1014 – step-up/step-down on ½ 

interest.
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Example 2.4 -Joint Tenancy – P. 53

 Jeff and Kim, married 
and are Colorado 
residents.
 10 acres of land 

tenants by entirety.
 Jeff $90,000/Kim 

$10,000.

 Kim died, FMV is 
$200,000.
 $100,000 included in 

Kim’s estate.
 Jeff’s basis is $150,000 

($50,000 deemed 
basis + $100,000).
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Practitioner Note – P. 54
Depreciation Adjustments to Basis (Joint Tenancy 

Property):
Surviving spouse reduces basis by 

proportionate share of depreciation deduction.
No reduction in basis if no depreciation benefit.
All income allocable to decedent spouse, no 

adjustment to basis.
Treas. Reg. 1.1014-6(a).
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Community Property - P. 54
• Each spouse treated as owning ½ of community 

property.
• I.R.C. §1014(b)(6) basis of entire property step-

up/step-down.
• Practitioner Note – list of community property 

states.
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Example 2.5 – Inherited Community 
Property                P. 54

 Kerry & Jerry married 
CA residents.

 $80,000 basis.
 Jerry died FMV of 

property was $100,000.
 $50,000 included in 

Jerry’s estate.
 Kerry’s basis = $100,000.

 If they had lived in 
Montana:

 Kerry’s basis = $90,000 
($40,000 + $50,000).
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Planning Pointer – P. 54

Community Property Agreement:
Acquisition from community property state.
May retain character as community property.
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Sale of Inherited Assets
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Capital Assets – Definition – P. 55
I.R.C. §1221 - All classes of property are capital in 
assets with the following exclusions:
1. Stock in trade of the taxpayer or other property 

included in inventory, or property held primarily 
for sale to customers in the ordinary course of 
trade or business.

2. Property used in taxpayers trade or business, 
that is depreciable under §167 or that is real 
property used in trade or business.
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Exclusions - Continued - P 55
3. Accounts or notes receivable 

acquired in the ordinary course of 
trade or business for services or from 
the sale of property described in #1.

4. Supplies of a type regularly used or 
consumed by the taxpayer in the 
ordinary course of a trade or 
business of the taxpayer.
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Holding Period                       P. 55

§1223(9)
Deemed 

more than 
1 year
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Example 2.6 - Short-Term Sale - P. 55
 Bryant & Shonda bought vacation 

home for $550,000.
 Bryant died.
 Shonda sold the home 6 months 

later.
 Treated as held for more than 1 year.
 Long-term capital gain.
 Comment:  What is her basis?
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Deductible Capital Loss – P. 56

Sale of personal property – no loss deduction on 
personal-use property.
Individual losses that are allowed are limited to:
Losses incurred in trade or business.
Losses incurred for-profit transactions.
Casualty & theft (with limits).
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Marx v. Commissioner - P. 56
TP inherited yacht from husband.
Kept yacht in storage and then sold it at a 

loss.
IRS denied loss.
Court upheld loss on the sale because it was 

not for personal use.
Note: Proving intent is the key!
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Reynolds v. Commissioner - P. 56

TP inherited jewelry from his aunt.
Sold 10 pieces through an agent.
Claimed ordinary loss on the sale of diamond 

necklace.
IRS said nondeductible personal loss.
Court said capital asset and deductible capital 

loss.
Intent vs. the facts and circumstances. 
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Inherited Rental Property  - P. 56
Crawford v. Commissioner

TP inherited partial interest in personal 
residence. 
She unsuccessfully tried to rent the house but 

lived there while remodeling a new home.
Sold the house at a loss.
Court found deductible ordinary loss on sale.
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Inherited Rental Property – P. 56
Balsamo v. Commissioner

TP inherited husband’s rental property.
Continue to lease it out under existing lease.
Sold it at a loss.
Court found she performed no rental activity 

and, thus, is a capital loss and not an 
ordinary one.
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Inherited Inventory - P. 57
Capital or ordinary determined in hands of 

recipient (not decedent) by how it is used.
Estate of Ferber v. Commissioner

Decedent owned retail fur store.
Executors kept the store open while they 

liquidated and disposed of the business.
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Inherited Inventory - P. 57 - Continued

Sold merchandise.
IRS said gain on sales was ordinary.
Court said sale of inventory by executors is 

capital gain.

© Land Grant University Tax Education Foundation



Gifts in Contemplation of Death

© Land Grant University Tax Education Foundation



I.R.C. §2035 - P. 58

The decedent made a transfer of an interest in any 
property, or relinquished a power with respect to 
any property, during the 3-year period ending on 
the date of the decedent’s death; AND
The value of such property (or an interest in the 
property) would have been included in the 
decedent’s gross estate under:
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I.R.C. §2035 - P. 58 - Continued
2036(transfers with retained life estate). 
2037 (transfers taking effect at death). 
2038 (revocable transfers). 
2042 (proceeds of life insurance). 

All of the above would have been included in the 
estate if the decedent had retained such 
transferred interest or relinquished power on the 
date of death.
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Example 2.7 – Gift of Life Insurance – P. 58

• Gerald owned $1,000,000 life insurance policy.
• Present value = $200,000.
• Ownership transferred to irrevocable life 

insurance trust for daughter.
• Gerald gifted $1,000,000 publicly traded stock to 

son.
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Example 2.7 – Gift of Life Insurance – P. 58
• Gerald died 2 years after the gifts.
• Insurance policy included in gross estate.
• Gifted stock not included in gross estate (but gift 

tax paid is included).
• If no gift tax return, includible in estate. 
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Practitioner Note - P. 58
3-Year Transfers

Value of gross estate includes all transfers 3 years 
before death for the following purposes:
I.R.C. 303(b) – distributions in stock redemption 

to pay tax
I.R.C. 2032A – special valuation of certain farms 

and real property
Chapter 64 subchapter C – lien for taxes
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§2035 Transfers - P. 58
Transfers are NOT included in the estate if no 

gift tax return was required because:
Amount qualified for the annual gift tax 

exclusion.
Exclusion for medical.
Exclusion for tuition cost.
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Practitioner Note – Annual Exclusion P. 58

2022 annual 
gift tax 

exclusion
$16,000

Rev. Proc, 
2021-45, 2021-

48 I.R.B. 764
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Irrevocable Life Insurance Trusts
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Irrevocable Life Insurance Trust - P. 59

Shelters proceeds from estate inclusion
I.R.C. 2042 proceeds included in gross estate of 

decedent if ownership or incidents of ownership 
– power to:

1.Change the beneficiary.
2.Surrender or cancel the policy.
3.Assign the policy.

© Land Grant University Tax Education Foundation



Irrevocable Life Insurance Trust - P. 59
4. Revoke an assignment.
5. Pledge the policy for a loan.
6. Obtain from the insurer a loan against the 

surrender value of the policy.
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Estate Inclusion - P. 59

Incidents of ownership also includes 
reversionary interest in policy or proceeds 
exceeding 5% of policy’s value.
Reversionary interest is the possibility the policy 
or its proceeds may return to decedent or the 
estate or become subject to a power of 
disposition by the decedent.
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Structuring the Trust - P. 59

• Insured executes the trust Instrument to create 
the irrevocable life insurance trust.

• Insured assign insurance policy to the trust OR 
contributes cash and trustee buys an insurance 
policy.

• Trustee is designated beneficiary of the policy.
• At insured’s death, policy proceeds paid to the 

trust.
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Example 2.8 - Use of an ILIT – P. 60
 Charlotte has $14,000,000 gross estate:
 $2,000,000 life insurance policy included, 

$300,000 present value.
 Ownership of life insurance transferred to ILIT.
 Nieces and nephews are beneficiaries.
 Gross estate is now $12,000,000.
 Applicable exclusion $12,200,000.
 Saves approximately $600,000 estate tax.
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Gift Tax on Contribution to ILIT – P. 60

Contribution of cash is a gift:
$16,000 gift tax exclusion if present interest.
Consider still filing a return and here is why…

Transfer of an existing policy will not qualify for the 
annual exclusion unless the beneficiary has a 
present interest.
Present interest is unrestricted right to immediate 

use, possession, or enjoyment.
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Example 2.9 - No Annual Exclusion – P. 60
 Taylor transferred insurance policies to trust.
 Beneficiary is son, Ben.
 Payments to Ben commence only after Taylor 

dies.
 Future interest gift – does not qualify for gift tax 

annual exclusion.
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Gift Tax on Payment of Premiums - P. 60

Insured typically pays policy premiums.
If beneficiary has power to withdraw – gift tax 

exclusion may apply.
Crummey v. Commissioner – parents created 

trust for 4 four kids, sought to deduct annual 
exclusion amount for contribution to trust. Trust 
gave kids right to demand distributions. Court 
upheld annual exclusions.

© Land Grant University Tax Education Foundation



Withdrawal Rights - P. 61

Crummey withdrawal right is a general power of 
appointment:
Non-exercise of withdrawal right is a lapse 

(deemed gift) to the extent that it exceeds the 
greater of $5,000 or 5% of the trust value.
Thus, many ILITS contain this “5 X 5” limitation.
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Funding the Premiums for the Life 
Insurance – Pg. 61

If the annual exclusion is not used to exempt all 
yearly premium payments from gift tax, it may 
be best to fund the trust with several years’ 
premiums and avoid having to file annual gift 
tax returns.
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Qualified Personal 
Residence Trusts
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QPRT- How It Works - P.62

o Grantor reserves the use of residence for 
specified term of years.

o End of term, residences pass to grantor’s children 
or beneficiaries.

o Value of gift to trust = value of remainder interest.
o Removes appreciation on residence from 

grantor’s gross estate.
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Medicaid Planning – Not In Book

o This type of trust is a platform or starting for 
Medicaid planning involving a residence.

o The purpose is to save the residence from being 
claimed as property to offset Medicaid costs 
when an individual has to enter a nursing facility 
for rehabilitation or long-term care. 

o As we know, there is a limit to what Medicare for 
pay for such costs and for how long.
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Medicaid Planning – Not In Book -
Continued

o This is a sensitive planning issue because 
individuals do not want to plan in this area.

o In my experience, it has been as if they are 
signing their death warrant.

o There is a great reluctance, but, it is necessary.
o Note: there is a five year “look back” period 

that Medicaid uses and if it occurs that 
Medicaid aid is sought during this five year 
period, there is a penalty that is paid.
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Medicaid Planning – Not In Book -
Continued

o The penalty is not cheap.
How It Works ( Just One Format):

o The residence is transferred into an irrevocable trust.
o The value of the transfer to the trust which is 

considered a gift is determined like with the QPRT 
transfer based upon the value of the residence 
decreased by the value of the remainder interest or 
life’s estate that gives the resident the right to live 
there for the rest of their life.  
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Medicaid Planning – Not In Book -
Continued

o A gift tax return must be filed for this transfer to 
the irrevocable trust.

o A revocable trust is an alter ego of the maker 
and does not protect assets. 

o Also, assets in the name of one spouse will not 
protect those assets against Medicaid claims or 
qualifications for the other spouse since they are 
considered marital property. 
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Medicaid Planning – Not In Book -
Continued

o Prenuptial agreements do not protect assets 
from Medicaid inclusion for qualification 
because, for Medicaid purposes, such assets 
are considered marital. 

o There have been attempts by prior 
administrations and Congress to block the 
usage of trusts for Medicaid and estate 
planning.

o This is coming so planning is needed now.  
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Valuing the Gift – P. 62

I.R.C. §7520 actuarial tables to determine value of 
retained interest:

• When the rate in the 7520 table is low, value of 
the remainder interest is high.

• The opposite occurs when the rate in the table 
is high. 

• Therefore, it is preferable to establish QPRT 
when rate is high, and value of the gift is low.
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Valuing the Gift – P. 62 - Continued

• Longer the term of the QPRT, less the gift 
amount will be. 

Crux of the Planning 
• If donor dies during the term, QPRT’s assets  are 

included in the donors' gross estate.
• If the donor survives the term of the trust, the 

residence is not included in the donor’s estate. 

© Land Grant University Tax Education Foundation



Example 2.10 - Calculating the 
Remainder Gift                

 Miguel purchased 
vacation home for 
Gabriela.
 FMV = $1,200,000.
 Miguel is age 55.
 §7520 rate is 2%.
 Gift to QPRT 10-year 

term.

 Remainder value of gift 
is $870,209.
 If §7520 rate was 6% 

remainder value of gift 
would be $604,052.
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Requirements for a QPRT  - P. 63
Compliance With All of These Terms is Critical:

o Treas. Reg. 25.2702-5(b) – prohibits trust from 
holding any asset other than one residence.

o Must be used personally by term holder.
o There is a two year period to reinvest proceeds 

from damage, destruction, or involuntary 
conversion.
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Example 2.11- Rental of Residence – P. 64
Lawrence owns vacation condo.
Rents it for 180 days.
He occupies it for more than 18 days each year.
Provides no substantial services to renter.
Retains lifetime right to use.
 Qualifies as QPRT.
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Example 2.12 - Temporary Absence - P. 64

Bryan – QPRT with 10-year term.
He moves to nursing home.
Wife remains in personal residence.
Residence still available for Brian’s use 

(even if not used).
Qualifies as QPRT.
If trustee rented home to unrelated party –

it is disqualified.
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QPRT Requirements – P.64 - Continued
Prohibit sale or transfer of the residence directly 

or indirectly to grantor or grantor’s spouse.
If grantor dies during term, trust may distribute 

the residence to any person or grantor’s estate.
Term end – can distribute to grantor’s spouse 

with no consideration.
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QPRT Requirements – P. 64 - Continued
1. Personal Residence:
Must be the principal residence of the term holder.
One other residence (personal) of the term holder.
An undivided fractional interest in either.

2. Additional Property Can Include:
Appurtenant residential structures.
Adjacent land.

3. NOT personal property.
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Example 2.13 - Trust Holds Other Assets                    
P. 64

 Wanda owns 200-acre farm.
 Farm includes – house, barns, 

equipment buildings, silo, and enclosures 
for confinement of farm animals.
 Transfers to irrevocable trust.
 Retained use for 20 years and remainder interest 

to her son.
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Example 2.13 - Trust Holds Other Assets 
– Continued - P. 64

 This trust does not qualify as a QPRT 
because farm assets don’t meet 
requirements for personal residence.
 Answer: Create a second trust in the 

planning phase that will hold the farm assets 
such as the equipment, silo, etc. 
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Example 2.14  Personal Property - P. 65

 Valery transferred principal residence to 
irrevocable trust.
 Retained right to use for 20 years
 Trust does not prohibit holding personal 

property.
 Does not qualify as a QPRT.
 Note: that the terms of the trust must be 

clear and include the prohibitions!
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Secondary Business Use – P. 65
Primary use - occupied by term holder as 

residence.
Secondary use of a portion is okay:
Business (home office).
Day care.
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Example 2.15 - Incidental Business Use -
P. 65

Charlotte maintains a personal residence.
One room is her principal place of business.
The personal residence qualifies as a QPRT.
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QPRT Terms - P. 65

1. Any income of the trust must be distributed to 
the term holder not less frequently than 
annually.

2. There can be no distributions of corpus to any 
beneficiary other than the transferor during the 
retained term interest.
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QPRT Terms - P. 65 - Continued

3. The trust, with some exceptions, cannot 
hold any asset other than one residence to 
be used or held for use as a personal 
residence of the term holder. 

 Special rules apply if the trust ceases to be 
a QPRT (see 6).
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QPRT Terms – P. 65 - Continued
4. The governing instrument must prohibit 

commutation (prepayment) of the term 
holder’s interest.

5. The governing instrument must provide that a 
trust ceases to be a QPRT if the residence 
ceases to be used or held for use as a personal 
residence of the term holder or upon a sale of 
the residence if the governing instrument does 
not permit the trust to hold proceeds of sale of 
the residence. 
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QPRT Terms – PP. 65 – 66 - Continued

If the governing instrument permits that trust 
to hold sale proceeds, the governing 
instrument must provide that the trust ceases 
to be a QPRT with respect to all proceeds of 
sale held by the trust upon the earlier of:
a) The date that is 2 years after the date of 

sale.
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QPRT Terms – PP. 65 – 66 - Continued

b. The termination of the term holder’s interest in 
the trust OR

c. The date on which the trust acquires a new 
residence.
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QPRT Terms – P.66 - Continued
6. The governing instrument must provide 

that, within 30 days after the date that 
the trust has ceased to be a QPRT:

a) The assets are distributed outright to 
the term holder OR

b) The assets are converted to and held 
for the remainder of the term in a 
separate share of the trust that meets 
the requirements of a qualified annuity 
interest.
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QPRT Terms- P. 66 - Continued
7. The governing instrument must prohibit 

the trust from selling or transferring the 
residence, directly or indirectly, to the 
grantor, the grantor’s spouse, or an 
entity controlled by the grantor or the 
grantor’s spouse during the retained 
term interest of the trust, or at any time 
after the retained term interest that the 
trust is a grantor trust.
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Permissible Trust Assets - P. 66
Cash can be used for:

1. Payment of trust expenses – up to 6 months.
2. Improvements to the residents – up to 6 

months.
3. Purchase of initial residence – within 3 months 

of trust creation.
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Permissible Trust Assets - P. 66 -
Continued

4. Purchase of replacement residence – within  
three months.

5. Additions of cash – quarterly.
 Distribute all excess

Practitioner Note – after trust term grantor has the 
option to lease back.
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Sample QPRT - P. 66

Rev. Proc. 2003-42, 2003-1 C.B. 993
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Gift & Estate Tax on 529 Plans
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I.R.C. §529 Qualified Tuition Plan - P. 68

Contributions not taxable income of the 
beneficiary.
Qualified distributions are not taxable.
Certain distributions or changes may be a 

taxable gift.
Amounts distributed on account of death of 

designated beneficiary are subject to estate 
tax.
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Gift Tax – Rollovers - P. 68

No taxable gift if roll over w/in 60 days to QTP for 
member of family of same generation or higher.

Member of the Family:
1. The spouse of the beneficiary.
2. A qualifying relative (see list).
3. The spouse of any individual in #2.
4. The first cousin of the beneficiary.
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Gift Tax - Change in Designated 
Beneficiary         PP. 68-69

Change beneficiary is not taxable gift if 
member of family the family of the old 
beneficiary and is assigned to the same 
generation or higher.
Taxable change is deemed distribution.
Example 2.16 -- Designating a New Beneficiary:
Change to younger brother, same generation 

so there is no gift tax.
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Gift Tax - Change in Designated 
Beneficiary         PP. 68-69

Planning Pointer – Successor Account Owner:
Original owner can designate successor 

owner.
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Estate Tax – P. 69
General rule - no amount is includable in the 

gross estate.
Amounts distributed on account of death of 

designated beneficiary subject to estate tax 
(proposed regulations).
Excess distributions (above $16,000) are included 

in the estate of the donor if the donor dies within 
5-year term for excess contributions.
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Death of Designated Beneficiary –
PP. 69-70 - Continued

• Rule 4. Withdrawal by account owner is not 
included in the estate, but, there is an income tax 
effect. 

• Rule 5. If there is no designated successor, it is not 
included in the estate, but, there is an income tax 
effect. 
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Donor’s Gross Estate - P. 70

• Contribution to 529 plan is a completed gift.
• Election to include over 5-years if the amount 

exceeds the annual gift tax exclusion (e.g. 
$16,000).

• If the donor dies within the 5-year term, 
contributions allocable to post-death are 
included in the donor’s gross estate.
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Example 2.17 – Excess Contributions        
PP. 70-71

 Angela contributed 
$80,000 to 529 plan.
 Elects to include ratably 

over 5 years.
 Completed gift and 

qualifies for annual 
exclusion.

 Angela dies in year 
4.
 $16,000 for year 5 

included in her gross 
estate.
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Tax Cases and Rulings
A Selection……Trust and Estates



Fees – Estate Closing Letters
TD 9957

Since June of 2015, the IRS has issued 
estate closing letters only when requested.
This was due to the increased demand 

resulting from the requirement that an 
estate return had to be filed, even though 
not required, whenever it was desired to 
pass on a deceased spouse’s unused  
exclusion to the surviving spouse. 



Estate Closing Letters
Continued

The volume of requests for estate closing letters 
has increased even more dramatically in light of 
conversations regarding punitive estate 
changes and the IRS pronouncement that the 
carryover exclusion will be allowed regardless 
of what changes may be made.
Thus, the IRS is imposing a fee of $67 for issuing 

such a letter. 



Estate Closing Letters - Continued

In reality, these letters are very valuable 
and worth the fee since they provide a 
firm, legal confidence in closing an 
existing estate and for future planning. 



Estate Closing Letters - Continued

The executor, executrix, or administrator 
of an estate can obtain for free a 
transcript that has the comparable 
information on it to an estate letter. 
Yet, the estate letter is a more conclusive 

document. 



Tax Planning – The Future of GRATs 
( Grantor Retained Annuity Trusts) –

Plan Now! - Continued
Why?
The need for additional tax revenue and the 

increasing recognition that the best tax increases 
are on taxpayers that are wealthy and form a 
minority number of taxpayers who can complain.
These proposals would NOT be retroactive so 

current trusts in existence before any changes 
would be exempted. 



Gifting and the Effect On Gifts Involving 
the  January 1, 2026 Limitation Reversion –

Proposed Regulations -Continued
As a result of regulations issued in 2019, estates can 

use the current, much higher exemption/exclusions 
for gifts made before January 1, 2026.

However, proposed regulations clearly state that 
completed gifts that are later included in the 
decedent’s gross estate at death would be subject 
to the exclusion amount in effect in the year of the 
donor’s death. 



Gifting and the Effect On Gifts Involving the  
January 1, 2026 Limitation Reversion –

Proposed Regulations -Continued
Thus, certain gifts that are completed after 

January 1, 2026 would be subject to the $5 
million exclusion if includible in the estate.
The use of particular devices such as 

grantor retained income trusts and various 
transactions involving promissory notes 
are targeted by the proposed regulations. 



Proposed Regulations – Certain 
Claims Against the Estate

Proposed Regulations 
Under current law, estate tax deductions 

are allowed for claims over $500,000 when 
they are actually paid without the need to 
calculate the claim’s present value.

If paid after filing the form 706, these 
claims are generally deducted on 
amended returns.



Proposed Regulations – Certain Claims 
Against the Estate - Continued

The IRS has just issued proposed 
regulations that require the calculation of 
the present value certain claims that are 
over $500,000 and are paid at least three 
years after the date of the decedent. 
The proposed regulations would limit the 

estate tax deduction for the claim to the 
present value of the paid amount after the 
decedent’s death. 



Proposed Regulations – Certain Claims 
Against the Estate - Continued

The present value of the payment would 
be computed by discounting the payment 
from the payment date to the decedent’s 
date of death using in the calculation the 
applicable federal rate (compounded 
annually) for the month in which the 
decedent’s date of death occurs.



Questions?
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