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Why Is This Chapter Important!

■ Beginning January 1, 2026, the current estate 
provisions of each taxpayer which have a basic 
exclusion amount ($11,580,000) in 2020 will expire 
and revert to the prior level of $5 million. 

■ The consensus is that estate taxation will be a 
primary target of massive increase by a revocation 
of the current basic exclusion and reversion to the 
prior amount regardless of who controls Congress. 



Why Is This Chapter Important! -
Continued

■ Some early proposals call for Congress to allow the 
law to revert to the flat $5 million estate exclusion 
before taxation at 47% rate with the enactment of a 
maximum $1 million gift tax exclusion. 

■ Thus, the need for estate planning with gifts and the 
awareness of how trusts play into that planning 
become important.



Why Is This Chapter Important! -
Continued

■ The best estate plan is NOT to have an estate that 
meets the federal requirements to file an estate tax 
return. 

■ Thus, an estate plan to accomplish this goal is very 
important.

■ The Courts have held essentially that the earlier an 
estate plan the better. 
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Definition of a Gift – Pg. 400

■ A gift is a transfer of property including money or the 
use of or income from property without receiving 
something of at least equal value in return (full and 
adequate consideration).

■ A gift can be direct or indirect.
■ The property can be real, personal, tangible or 

intangible. 



Definition of a Gift – Continued - Pg. 
400

■ Whether the property is a gift is an objective 
determination.

■ While the intent of the donor is relevant, it is not the 
defining factor.

■ The definition of when a gift has been made and, 
thus, the imposition of gift tax consequences is 
based upon the facts and circumstances. 



Polling Question #1

A gift:

1. Is a transfer of property including money or the use of 
income from property without receiving something in 
return.

2. Can be direct or indirect.

3. Can be real, personal, tangible, or intangible property

4. All of the above 



Definition of a Gift – Continued - Pg. 
400

■ However, for gift tax purposes, federal law, 
definitions, and determination is the definitive 
factor. 

■ In all instances, a gift must be COMPLETE. 

■ For example a transfer to an irrevocable trust, if 
complete, is a gift and a gift tax return must be filed. 



Full and Adequate Consideration – Pg. 
400

■ Transfers to revocable, grantor trusts are not gifts 
and no gift tax return has to be filed. 

■ A gift in which the transferor receives full and 
adequate consideration.

■ A gift is one in which the donor transfers the 
beneficial interest and title to the property.



Practitioner’s Note – Pg. 400

The value of a gift of encumbered property 
is the fair market value at the time of the 
gift LESS the debt to which the property is 

subject. 



Retained Interest 
Not – In - Book

 The issue of a retained interest is one in which the 
IRS is very critical and suspicious of when it exists in 
any transaction. 

 Its presence can cause any favorable tax treatment 
to go negative.

A retained interest is viewed by the IRS as “having 
your cake and eating it too”.



Retained Interest – Pg. 401
and Not In The Book

 The presence of a retained interest is absent when 
the donor fully parts with the dominion and control 
over the property and has no power to change the 
disposition.

A retained interest or incomplete gift may exist:

1. When a perpetual financial interest is guaranteed.



Retained Interest – Pg. 401 
- Continued

2. The power exists to revest financial title of the 
property to the donor.

3. Power to name a new beneficiary not limited by a 
fixed or ascertainable standard.

4. Power to change the interests of the beneficiaries 
as between themselves ( not limited by a fixed or 
ascertainable standard). 



Retained Interest – Pg. 401 
- Continued

 If a donor transfers property to himself or herself as 
trustee and retains NO beneficial interest in the trust 
property and no power over it except fiduciary 
powers to change beneficiaries, the transfer is a 
completed gift if the trustee’s power are limited by a 
fixed or ascertainable standard.

 Thus, retained interests must be carefully thought 
out.



Gifts in Contemplation of Death– Not In 
Book 

 The courts and the IRS have ruled that a donor may 
make a completed gift by transferring property and 
still retain the right of enjoyment such as in the case 
of a gift of art to a museum and loaning the art work 
back to the donor for their enjoyment.

One of the most restrictive provisions involving gift 
and estate tax law are the rules governing gifts in 
contemplation of death.  



Gifts in Contemplation of Death– Pg. 
402 

Under these rules, a gift that is defined as in 
contemplation of death is included in the decedent’s 
gross estate. 

Gifts in contemplation of death occur when the 
decedent transferred by a trust or otherwise an 
interest in any property or relinquishment of a power 
over property in the three year period ending on date 
of the decedent’s death and



Gifts in Contemplation of Death– Pg. 
402 

 The value of the property would have been included 
in the decedent’s gross estate under various code 
sections if the decedent had retained ownership or 
relinquished power on the date of death. 

Does not apply to bona fide sales during the three 
year period covered by this provision.

 Thus, the best way to avoid this provision is not to 
have an estate for federal tax purposes!



Polling Question # 2

A gift in contemplation of death is:

1. Included in the decedent’s estate.

2. One that occurred when the decedent transferred by trust 
or otherwise an interest in any property or the 
relinquishment of a power over property in the three year 
period ending on the date of death of the decedent.

3. Numbers 1 and 2 above.

4. None of the above. 



Joint Ownership– Pg. 402 

 Thus, the best way to avoid this provision is not to 
have an estate for federal tax purposes through 
detailed and effective estate planning. 

 It should be noted that a gift to a co-owner may not 
be a gift until the co-owner exercises control over a 
gift. 



Gift Tax Exclusion – Pg. 403

 The amount of the gift tax exclusion for the calendar 
year 2020 is the first $15,000 of gifts which are not 
included in the total amount of taxable gifts.

 The amount of the exclusion applies to gifts to all 
donees regardless of their relationship to the donor.

 There are special rules for spouses. 



Gift Tax Exclusion – Continued - Pg. 403

A controversial example is 12.8 which states that 
the donor can deduct the annual exclusion of 
$15,000 from the greater cost of the gift and file a 
gift tax return for the difference. 

 This is subject to interpretation in that it has been 
ruled that the donor should file a gift tax return for 
the gross amount of the gift without the $15,000 
exclusion. 



Present Interest - Pg. 403

 The donor cannot use the annual exclusion to 
exclude gifts of a future interest. 

A gift of a future interest is one that is limited to 
commence use, possession, or enjoyment at some 
future date or time. 

Whereas a gift of a present interest is an 
unrestricted right to the immediate use, possession, 
etc. 



Gifts For the Benefit of Minors - Pg. 
403

A transfer for the benefit of a donee who has not yet 
reached 21 on the date of the transfer is a gift of a 
present interest if the transfer satisfies the following 
conditions:

1. The trust income and principal can be used for the 
benefit of the donee before they turn age 21. 



Crummey Trusts –
Pg. 404

2. To the extent that the income and principal are not 
used, they are distributed to the donee at age 21.

A Crummey Trust is one that allows a donor to make 
a gift of a present interest to a trust where the 
beneficiary has a legal, unrestricted, present right to 
demand that the trustee make a distribution greater 
than the annual gift tax exclusion. 



Crummey Trusts –
Pg. 404

Such trusts qualify for the annual gift tax exclusion.

Practitioner Caution – The IRS has always been 
critical of the establishment of a Crummey trust 
since they lost the case that allowed their existence.  
There are procedural rules for establishing such 
trusts and annual procedures that must be complied 
with regarding their maintenance.



Gift Splitting  –
Pg. 404

Spouses can make individual gifts and treat such 
gifts as if one-half of the gift was made by each 
spouse. 

However, the spouses must be legally married at the 
time of the gift and cannot marry anyone else during 
the remainder of the year of the gift.

Both spouses are jointly and severally liable for any 
gift tax. 



Educational and Medical Expenses of 
the Donee – pg. 405 

Educational and medical expenses paid on behalf of 
the donee are NOT considered gifts subject to the 
annual gift tax exclusion. 

 The expenses must be paid DIRECTLY to the 
educational institution and medical service provider.

 The exemption of educational expenses does not 
apply to books, supplies, or other costs that are not 
for tuition. 



Educational and Medical Expenses of 
the Donee – Continued - Pg. 405 

 The medical exemption does include the direct 
payment of the donee’s health insurance.



Polling Question #3

Medical and educational expenses:

1. Are not considered gifts.

2. Must be paid directly to the provider/third party that 
billed for the expenses.

3. Both numbers 1 and 2.

4. None of the above. 



Basis in Gifted Property – Pg. 406

 The general rule is that the basis of property that is 
sold by a donee for a gain is the same as the 
donor’s basis. 

For purposes of calculating a loss, if the basis is 
greater than the FMV as of the date of gift, the basis 
of the gifted property is the fair market value. 



Basis in Gifted Property – Continued -
Pg. 406

Basis is increased, but not above fair market value 
of the property, at the time of the gift by the amount 
of gift taxes that were paid with respect to the gift. 

 If the taxpayer transfers property for less than fair 
market value, the transfer may be part sale and part 
gift.

I. The transferor may have gain but not a loss on the 
transaction. 



Basis in Gifted Property – Donee’s 
Basis - Pg. 406

In the case of a transferee where a transfer is in part a 
sale and in part a gift, the donee’s unadjusted basis is:

1. The greater of the amount paid by the transferee for 
the property, or the transferor’s adjusted basis for 
the property at the time of transfer and

2. The amount of the increase due to any gift tax paid.



Basis in Gifted Property – Donee’s 
Basis & Donor’s Gain – Pg. 406

 To determine a loss, the unadjusted basis of the 
property cannot be greater than the FMV of the 
property at the time of transfer. 

 If a transfer is part sale and part gift, the transferor 
cannot claim a loss if the amount realized is less 
than the transferor’s basis. 



Basis in Gifted Property – Donor’s Gain 
& Gifts to Spouse– Pgs. 406 & 407

 If the amount realized is more than the transferor’s 
adjusted basis, the transferor has a gain. 

A donor spouse can generally claim an unlimited 
marital deduction for transfers to a spouse who is a 
US citizen or resident.

However, the deduction for gifts of a terminable 
interest is limited. 



Various – Pgs. 407, 408 & 409

Definition of Terminable Interest.

 Life Estate with Power of Appointment. 

Qualified Terminable Interest. 

Charitable Remainder Trust. 

 Joint Tenancy Transfers. 



Filing Requirements of a Gift Tax Return 
– Pg. 409

A Gift Tax Return Must Be Filed When:

1. Gifts totaling more than $15,000 (annual exclusion 
amount in 2020) to someone other than a spouse. Note: 
nothing stops you from filing a return if the amount is 
under $15,000 and this may be advisable….

2. A gift of a future interest that is not eligible for the annual 
exclusion, even if the gift is under $15,000.

3. A split gift with a spouse, regardless of the amount split.



Filing Requirements of a Gift Tax Return 
Continued– Pg. 409

4. Certain community property gifts.

5. A gift of property held as joint tenants or tenants by 
the entirety.

6. A gift to a spouse of a terminable interest for which 
the marital deduction does not apply.

7. A QTIP election and…..



Polling Question #4

A gift tax return must be filed:

1. When gifts in 2020 exceed $15,000.

2. A gift of a future interest that is not eligible for the 
exclusion even if it is under $15,000.

3. A split gift with a spouse regardless of the amount.

4. All of the above.



Filing Requirements of a Gift Tax Return 
Continued– Not In Book

 John’s Recommendation:  File gift tax returns for 
amounts that are under $15,000 for such gifts as 
the transfer of stock in a family closely-held 
corporation to related parties, particularly, when 
such gift transfers are pursuant to a plan of 
succession and are made over a period of years. 

An example is……



Basis – Establishment 
Not In Book

■ As discussed in previous seminars, the issue of the 
taxpayer proving basis is much more critical as the 
IRS focuses on this issue and has won numerous 
court cases in their crackdown requiring the 
taxpayer to do so. 

■ It is especially important when the question of the 
fair market value of an asset arises. 



Basis – Establishment 
Not In Book - Continued

■ Thus, the filing of a timely gift tax return establishes 
the fair market value and is “cemented” by the 
expiration of the three statute limitations for filing a 
complete return. 

■ The only question of having a valuation to prove the 
fair market value occurs is IF the gift tax return is 
filed and my recommendations are…..



Filing a Gift Tax Return (Form 709) –
Not In Book

Important Points in Filing a Gift Tax Return 

A gift tax return must be filed if required by federal 
tax law regardless of the definition of gift under 
state law.

Failure to file a form 709 when required means that 
no gift was made regardless of state law.

 The IRS keeps filed forms 709 for six years and then 
they are “dumped”.



Filing a Gift Tax Return (Form 709) –
Not In Book - Continued

 The donor must prove that they filed a gift tax return 
in all instances.

 The donor must keep copies of filed forms 709 and 
proof of filing if requested by the IRS regardless of 
the fact that the IRS does not have copies over six 
years old. 

Filing a gift tax return allows for valuation discounts 
which are…



Filing a Gift Tax Return (Form 709) –
Not In Book - Continued

Possible Consequences of Not Proving That a Gift Tax 
Return Was Filed Include:

1. Inclusion of the CURRENT fair market value of the 
donated asset in the estate of the donor regardless 
of when they were transferred under state law.

2. Failure to prove the basis of the donated asset such 
as the stock in a closely-held corporation, tangible 
property being depreciated, etc. 



Filing a Gift Tax Return (Form 709) –
Not In Book - Continued

I. Example of the gift of stock of a closely-held 
corporation by two brothers in the 80s to their two 
sons over a period of years..…

3. Inability to compute the correct gain or loss on the 
sale of the gifted property by the donee. 

I. Reference our previous discussion of the basis of 
the sale of gifted property by the donee. 



Filing a Gift Tax Return (Form 709) –
Not In Book - Continued

 The gift tax return must be completed in TOTAL 
without ANY omissions. 

I. Otherwise, the return is considered NOT to have 
been filed and no gift was made regardless of the 
circumstances.  



Filing a Gift Tax Return (Form 709) –
Not In Book - Continued

II. Thus, the three statute of limitations that attaches 
to the form 709 never started and never expired.

III. This is important (once again) because…..

Detailed valuations of tangible property, other than 
cash, must be attached to every form 709 filed on 
every return reflecting the gift, especially, in the case 
of the gifts of stock in closely-held corporations over 
multiple years.  



Failure To File A Gift Tax Return – Not In 
Book

Private Letter Ruling

 This ruling emphasizes a long-standing and hardcore 
rule that a gift tax return must be complete in all 
aspects to be considered as filed. 

Otherwise, it is delinquent regardless of whether the 
actual gift had been made.



Failure To File A Gift Tax Return – Letter 
Ruling – Not In Book - Continued

The taxpayer made a gift of real property. 

She filed a gift tax return for the year in which 
the property was gifted.

She failed to describe the property on the 
return. 



Failure To File A Gift Tax Return – Letter 
Ruling – Not In Book - Continued

She also failed to state the methodology of valuing 
the gift. 

Also, she made gifts in five other years but did not 
file a gift tax return.

 The IRS challenged the gifts.



Failure To File A Gift Tax Return – Letter 
Ruling – Not In Book - Continued

 In the ruling, she sought the advice of the IRS as to 
whether the three year statute of limitations applied 
to the gift tax return.

Under these circumstances, a gift tax was 
determined not to have been filed and there was no 
statute of limitations.

 Thus, the effect is……



Carroll v. United States
Not In The Book 

 A taxpayer who served as executor of the estate of his father 
transferred assets from the estate to himself, his siblings, 
and to their closely held corporation.  The IRS transferred 
the liability for the estate tax that was remaining to him and 
the siblings.  The Court deemed their actions “an intentional 
disregard.” 

 This court case has been the basis for subsequent 
decisions asserting that the executor/executrix is liable for 
any gift tax filings and taxes incurred by the decedent. 



Executor’s Liability – Gift Taxes –
Not In Book 

MacIntyre
Yet another case where the executors failed to pay a 

tax liability related to an estate.
A donor made a very large gift just before his death. 
 The estate never paid the gift tax liability and the 

executor was notified in writing that the estate was 
liable for the money.



Executor’s Liability – Gift Taxes – Not In 
Book - Continued

 The executor still may make substantial distributions 
to charities in a set aside and may make 
distributions to the heirs.

 The Court ruled that he was personally liable 
because the IRS had notified the estate of the gift 
tax liability. 



Planning For Use Of The Increased 
Basic Exclusion – Pgs. 411 - 415

■ The basic exclusion amount is the same as the 
exclusion for estate tax purposes. 

■ It is $11,580,000 per individual for 2020.

■ Again, the reversion on January 1, 2026 will be to 
$5 million. 



Planning For Use Of The Increased Basic 
Exclusion - Continued– Pgs. 411 - 415

 The planning pointer on pg. 411 states that 
“taxpayers may want to wait until 2025 to determine 
if additional planning is necessary but planning now 
has the added advantage of locking in the increased 
exclusion amount and removing future appreciation 
on any gifted assets from the taxpayer’s gross 
estate”.

 My thoughts on this remark are….



Planning For Use Of The Increased Basic 
Exclusion - Continued– Pgs. 411 - 415

 Gifts to Children.

 Gifts to Self.

 Gifts to Spouse.



Planning For Use Of The Increased Basic 
Exclusion - Continued– Pgs. 411 - 415

 The final regulations from last year stated that any 
amount of any unused spousal exclusion that had 
been properly elected is carried forward even into a 
year in which the reversion (if it becomes law) is 
made to $5 million estate threshold. 



Revocable and Grantor Trusts – Pg. 416

A revocable trust is a grantor trust.

This is because the grantor has the power to 
revoke the trust and revert the title to the trust 
assets as many times as he or she wishes. 



Revocable and Grantor Trusts – Pg. 416

Irrevocable trusts are just that and income is 
almost always taxed at the trust level.

As a general rule, a trust must file form 1041 
when it has $600 or more in gross income or 
has a nonresident beneficiary. 



Irrevocable Trusts – Reference to Pg. 
416 & Not In The Book

Generally, an irrevocable trust is used after considerable 
deliberation in estate planning (reduces the gross amount 

of estate and locks in the maker of the trusts wishes), 
charitable gifting (making certain that the maker of the 
trusts wishes are followed without alteration), and asset 

protection (against creditors, lawsuits, and used in 
Medicaid planning).



Irrevocable Trusts – Pg. 416

According to the author of the text, “an irrevocable 
trust can be a grantor trust taxed to the grantor”.

 This statement is somewhat misleading and 
incorrect in many ways and, if followed, can lead to 
the undoing of the protection afforded by the nature 
of the irrevocable trust. 



Irrevocable Trusts – Reference to Pg. 
416

As a general rule and almost always, the irrevocable 
trust always files a return and pays the tax incurred.

 This is what is done and recommended by legal 
counsel in order to preserve the protective nature of 
the irrevocable trust and prove for legal, protective 
reasons that the trust existed as a separate, legal 
entity apart from the grantor. 



Irrevocable Trusts – Reference to Pg. 
416

 This is because an irrevocable trust is a separate, 
legal entity that is NOT the alter ego of the maker of 
the trust like a revocable, grantor trust. 

A revocable, grantor trust is includible in the estate 
of the maker and affords no long-term protection for 
planning purposes.  



Irrevocable Trusts – Reference to Pg. 
416

 The establishment of an irrevocable trust is a matter 
that requires great thought and awareness of the 
consequences of the nature of this trust. 

While this trust is useful in estate planning, 
maintenance without alteration of the maker’s 
wishes for the future, and asset protection it 
contains the recognition that:



Irrevocable Trusts – to Pg. 416

 “This trust is irrevocable, and the grantor 
relinquishes all right to alter, amend, revoke, or 
terminate the trust in whole or part”. 

 Thus, once this trust is established it is virtually 
impossible and legally very expensive to alter the 
provisions, beneficiaries, etc. contained in the 
established trust instrument. 

So…….



Asset Protection Trusts - Spendthrift Trust
Not In Book

■ This trust is growing in popularity. 

■ Its purpose is to protect assets set aside or left to a 
person that the grantor determines is “financially 
challenged.”

■ This trust is generally irrevocable and the funding is 
subject to the filing of a gift tax return. 



Asset Protection Trusts - Spendthrift 
Trust –Not In Book - Continued

■ The assets of the trust are protected from 
creditors and other claims. 

■ The assets are not included in the gross estate 
of the grantor or beneficiary.

■ The trust may be a grantor or non-grantor one. 



Asset Protection Trusts - Spendthrift 
Trust – Not In Book - Continued

■ The trust instrument is governing and must be 
very detailed as to the provisions of the trust, 
powers of the trustee, and related provisions.

■ This trust has many non-tax advantages but 
must be created by an attorney experienced in 
such matters. 



Simple vs. Complex Trust – Pg. 417 -
419

■ A simple trust is a non-grantor trust that meets the 
following requirements:

1. The trust instrument requires that all income be 
distributed currently and 

2. The trust instrument does not provide that any 
amounts are to be paid, permanently set aside, or 
used for charitable purposes and



Simple vs. Complex Trust – Continued -
Pg. 417 – 419 

3. The trust does not distribute amounts allocated to 
the trust corpus (i.e. principal of the trust).

All trusts that do not meet the three prior 
requirements are complex trusts. 

However, let us talk about selecting the simple vs. 
complex trust when filing a tax return… 



Grantor Trust Reporting – Pgs. 419 -
420

There Are Three Options For Grantor Trust Reporting

Option #1 – In the case of a trust that is owned by one 
grantor or by one other person, the trustee must give 
all payers of income during the tax year the name and 
taxpayer identification number of the grantor or other 
person treated as owner of the trust. 



Grantor Trust Reporting – Continued -
Pgs. 419 -420

There Are Three Options For Grantor Trust Reporting

Option #2 – In the case of a trust that is owned by one 
grantor or by one other person, the trustee must give 
all payers of income during the tax year the name of 
the trust and taxpayer identification number of the 
trust. 



Grantor Trust Reporting – Continued -
Pgs. 419 -420

There Are Three Options For Grantor Trust Reporting

Option #2 –Continued

 The trustee must file forms 1099 to report the 
income or gross proceeds that reflect the income or 
gross proceeds paid to the trust during the tax year 
that shows the grantor, or other person treated as 
owner, as the payee. 



Grantor Trust Reporting – Continued -
Pgs. 419 -420

There Are Three Options For Grantor Trust Reporting

Option #3 – is for a grantor trust treated as 
owned by two or more grantors or other persons.

Option #3 is similar to option #2.



Grantor Trust Reporting – Continued -
Pgs. 419 -420

Regular Method

 If the trust is entirely a grantor trust, not a mixed 
trust, does not contain any S corporation stock, and 
does not file under any of the optional methods then 
it must complete the entity information portion of 
the Form 1041 and attach a statement with all of 
the identification information. 



Grantor Trust Reporting – Continued –
Not In Book

Practitioner’s Notation 

Even though a grantor trust is not required to file a 
form 1041 and may elect to report the income and 
allowable expenses under the previously discussed 
options and the regular method, it is easier and less 
confusing to both the taxpayer and the IRS to file a 
form 1041.



Grantor Trust Reporting – Continued –
Not In Book

 This will require obtaining a taxpayer identification 
number (TIN).

 This can often generate an IRS “fishing letter” 
asking you for prior returns.  

 These letters state…

Do not be afraid of such letters and respond…



Grantor Trust Reporting – Continued –
Not In Book

 There are no issues with filing a form 1041 and it 
does not create an additional audit exposure. 

 It is important to have the forms 1099 issued to the 
trust in its name and with its taxpayer identification 
number.

Often filing a form 1041 is the easiest and certainly 
the most accurate in eliminating confusion. 



A Review of the Basic Rules of Taxation of a Trust 
– Not In Book

■ Trusts and estates do not receive a standard deduction.
■ Depending on the type of trust or estate, a basic exemption 

of $100, $300, or $600 is allowed. 
■ Trusts have a much higher tax rate due to the compression 

of tax brackets.
■ One must be careful in determining whether the income 

should flow through as in a simple trust or reported and 
taxed as a complex trust. 



A Review of the Basic Rules of Taxation of a Trust 
– Not In Book - Continued

■ Regarding this decision, taxation of the income as a simple 
or a complex trust, a simple trust is one that requires all 
income to be distributed currently, is not allowed a 
deduction for charitable contributions, and is not required to 
make distributions allocable from the corpus.

■ Once again, a complex trust is any trust that does not meet 
these conditions. 

■ The trust instrument governs. 



A Review of the Basic Rules of Taxation of a Trust 
– Not In Book - Continued

■ To the extent it is legally possible and does not impair the 
objectives and/or operation of the trust, the trust 
instrument should be liberally designed to avoid at least one 
of the requirements of the simple trust definition.

■ If the agreement is silent, state law will apply which will 
determine the tax implications. 

■ This will allow tax planning via the high tax rates of a 
complex trust and my thoughts are…



A Review of the Basic Rules of Taxation of a Trust 
– Not In Book - Continued

Trusts and estates are allowed a deduction for 
trust income distributed to the beneficiaries 
based on the actual distributable amount, 

distributable net income, and net accounting 
income based upon fiduciary accounting. 



A Review of the Basic Rules of Taxation of a Trust 
– Not In Book - Continued

■ Complex trusts and estates do not have a limitation on 
charitable contributions.

 In fact, several years ago, the Tax Court ruled that an estate 
may make deductible charitable contributions to foreign 
charities which is not permitted to anyone else under 
Section 170.

 Why such a variance?  Section 170 was written for income 
tax purposes while the estate tax is an excise tax. 



A Review of the Basic Rules of Taxation of a Trust – Not 
In Book - Continued

■ The net investment income tax applies to trusts and estates at a 
much lower threshold ($12,750) than individuals with 
exceptions for certain type of trusts.

 If the net investment income tax continues to exist, this is 
an area for potential abuse which will draw the IRS back 
into the examination of trusts. 

 Be careful of schemes to create these type of exempt trusts 
to shelter investment income such as interest, dividends, 
etc. 



A Review of the Basic Rules of Taxation of a Trust 
– Not In Book - Continued

■ The top rate of 20% on capital gain income is reached much 
earlier than with individuals when the trust’s taxable income 
reaches a certain level.

■ Grantor trusts offer tax advantages not afforded to non-
grantor trusts and, with a higher estate tax exemption, can 
be very desirable for tax purposes. 

■ These tax advantages are:



A Review of the Basic Rules of Taxation of a Trust 
– Not In Book - Continued

1. If the grantor trust is owned by a US citizen, it is eligible to 
be an S corporation shareholder.

2. Lower tax rates than the application of the income tax at 
the trust level as discussed earlier.

3. Key provision: a grantor trust can have the gain on a sale of 
personal residence subject to the homeowner’s exclusion 
of Section 121.

 Note: this exclusion is not available to residence in any 
other form of a trust such as an irrevocable one. 



A Review of the Basic Rules of Taxation of a Trust 
– Not In Book - Continued

• A qualified Subchapter S Trust is treated as a grantor trust 
and qualified to be a shareholder of an S corporation. 

 These trusts are quite popular and very technical in their 
construction and operation.

 The client must create and operate the trust in a perfect 
manner as these type of trusts are a popular target for the 
IRS audits and disqualification with disastrous results.



A Review of the Basic Rules of Taxation of a 
Trust- Not In Book - Continued

• An irrevocable trust is treated as a separate 
taxpayer with no interrelationship with the 
grantor.


