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Part I – IRC 2642 structure

A. Inclusion ratio defined

B. Applicable fraction defined

C. Treatment of inclusion ratios in the severance 
of GST-impacted trust into two or more trusts



Generation Skipping Transfer Tax
When is it imposed?

• I.R.C. §2601 provides:

A tax is hereby imposed on every generation-skipping 
transfer (within the meaning of subchapter B).

• Effective date:  GST tax does not apply to any 
termination of an interest in trust that was irrevocable on 
September 25, 1985. 

• Generation Skipping Transfer (IRC § 2611) means:

– a taxable distribution

– a taxable termination

– a direct skip
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Calculation of the GST Tax

• Tax on GST transfers is a flat rate.  

• IRC § 2602.  The amount of GST tax imposed is the 

“taxable amount” multiplied by the “applicable rate.”

• “Taxable Amount” is determined in IRC §§ 2621 (taxable 

distribution), 2622 (taxable termination),  and 2623 
(direct skip). 

• I.R.C. §2641(a) defines the “applicable rate.” 

• The applicable rate is the maximum Federal estate tax 
rate then in effect, multiplied by the “inclusion ratio.”

• 2018 maximum Federal estate tax rate:  40%.
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Taxable Amount: Taxable Termination

• Definition. IRC § 2612(a):

A taxable termination is 

1. The termination of an interest in property held in 
trust unless: 

(a) immediately thereafter, a non-skip person has an 
interest in the property, or 

(b) no distributions may be made at any time 
thereafter to a skip person (Test:  less than 5% 
probability). 

2. Note:  Taxable terminations can occur in different 
ways: e.g. death, passage of time or the release of a 
power
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Taxable Amount: Taxable Termination

• Example:  Father creates trust for life of child paying mandatory income 
and at child’s death, assets held in further trust for father’s grandchildren 
until the youngest grandchild reaches age 30.  At the child’s death, there is a 
taxable termination. 

• The taxable amount is the value of property with respect to which the 
taxable termination occurred.  A deduction is allowed for expenses, debts 
and taxes for amounts attributable to the property subject to the 
termination.  

• Consider deducting debts owed by the trust, liens against property in the 
trust, administrative expenses incurred as a result of child’s death, including 
attorneys fees, appraiser fees and costs associated with the transfer of the 
property out of trust.

• The tax is paid by the trustee

• Reported on Form 706 – GS(T)
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Taxable Amount: Taxable Termination

• Valuation:    Generally,  the property is valued at the time 
of the generation skipping  transfer.
– Alternate Valuation in accordance with I.R.C. §2032 is 

available for taxable terminations occurring at the death of 
an individual.   If Alternate Valuation is elected, then the 
election applies to all assets transferred as a result of the 
termination.  

– Where alternate valuation is elected for GST purposes for 
the taxable termination, it is not required that the estate 
use alternate valuation. 
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Taxable Amount: Direct Skip

• Definition I.R.C. §2612(c): 
– 1. Transfer of an interest in property 
– 2. to a skip person 
– 3. that is subject to gift or estate tax. 

• Examples: 
– T has a presently exercisable general power of 
appointment in a trust which she exercises in favor of 
her grandchild.   This is a direct skip.
– Decedent gives specific bequest in will of $100,000 
to grandchild.
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Taxable Amount: Inter Vivos Direct Skip

• The taxable amount is the value of the property received 
by the transferee.

• Transferor pays the tax on a direct skip, other than a 
direct skip from a trust. 

• Trustee pays the tax on a direct skip from a trust.

• Payment of GST Tax is subject to gift tax.  I.R.C. § 2515
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Inter Vivos Direct Skips

Example:  $100,000 gifted by grandparent to 
grandchild.  No GST exemption allocated to the gift.  No 
unified credit is remaining and annual exclusion is already 
used.  GST and Gift tax determined as follows: 

GST Tax:  $100,000 x 40% = $40,000

Gift Tax:    ($100,000 + $40,000) x 40% = $56,000

Total GST and Gift Tax payable:  $96,000
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Taxable Amount: Direct Skips at Death

• The estate is required to pay the GST Tax.  

• Schedule R on Form 706 is used to calculate the GST tax payable as 
a result of a direct skip occurring at decedent’s death.

• If the Will or Trust requires the direct skip property to bear the tax 
or the Will or Trust is silent, then the transfer is reported on Part 2 
and the transferred property bears the tax. 

• If the tax clause provides that the property does not bear the tax and 
the tax is paid from other property, then the transfer is reported on 
Part 3.

• Valuation: IRC § 2624, generally the value of the property at 

Decedent’s death, but if alternate valuation for federal estate tax 
purposes is used, then value is the alternate value
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Taxable Amount: Taxable Distribution

• Definition  I.R.C. §2612(b):
1. Any distribution from a trust 
2. to a skip person 
3. other than a taxable termination or a direct skip. 

• Example:
• Mother creates a trust with discretion in the trustee to 

pay income and principal among T’s child, Karen and 
Karen’s issue for Karen’s life.  When the trustee makes 
distributions to Karen’s issue of income or principal 
there are taxable distributions but distributions to  Karen 
are not. 

• GST tax is paid by the transferee.  (i.e. Karen’s issue)
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Taxable Amount: Taxable Distribution

• Transfers in further trust:

If a trustee makes a transfer to another trust, a taxable 
distribution does not occur unless the new trust is a skip 
person trust. 

Treas. Reg. 26.2612-1(c)(2)
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Taxable Amount: Taxable Distribution

I.R.C. Section 2621(a)(1) – The taxable amount of the 
taxable distribution is 

1. the value of the property received by the transferee 
reduced by

2. Expenses incurred by the transferee in connection with 
the determination, collection, or refund of the GST tax 
with respect to the distribution.
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Taxable Amount: Taxable Distribution

• Unless the trust agreement provides otherwise, the 
transferee skip person is liable for the GST Tax.  

• If the skip person pays the tax out of the amount 
received, the tax base is not reduced by the amount of the 
tax. 

Example:  Grandmother creates a trust and does not 
allocate GST exemption to the trust.  Trustee distributes 
$20,000 to Grandchild as a taxable distribution.  The 
Grandchild must pay $8,000 in GST tax (40% x 
$20,000) for a net to Grandchild of $12,000.  
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Taxable Amount: Taxable Distribution

• If the trust pays the tax for the skip person, the tax 
payment is treated as an additional taxable distribution 
(which creates an interrelated tax calculation). 

• Regulations provide that if a tax payment is made, it is 
treated as made on the last day of the calendar year in 
which the original taxable distribution is made. 
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Calculation of the Generation Skipping 
Transfer Tax:  Inclusion Ratio IRC § 2642(a)(1)

• Inclusion Ratio = 1 – Applicable Fraction

• Since the inclusion ratio is expressed as a fraction it is 
possible to have a trust with an inclusion ratio between 
zero and one.  

• Generally it is more efficient to have one trust with an 
inclusion ratio of zero and another trust with an 
inclusion ratio of one.  The trust with the inclusion ratio 
of one would be used for transfers to non-skip persons 
and the trust with the inclusion ratio of zero would 
benefit the skip persons. 
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Calculation of the Generation Skipping 
Transfer Tax:  Applicable Fraction 
IRC§2642(a)(2)

• The numerator of the applicable fraction is the GST exemption allocated 
to the transfer (or to the trust) 

• The denominator is value of the property at the time it is transferred to 
the trust or transferred in a direct skip not in trust reduced by the 
following: 
– Any Federal estate tax any State death tax incurred by reason of the 

transfer that is chargeable to the trust and is actually recovered from 
the trust (taxable terminations and taxable distributions)

– The amount of any charitable deduction allowed under section 2055,  
or 2522 with respect to the transfer and 

– In the case of a direct skip, the value of the portion of the transfer 
that is a nontaxable gift.  (as defined in Treas. Reg. 26.2642-1(c)(3)

• For a trust, the applicable fraction is recalculated as additional 
exemption is allocated to the trust and as additional transfers are made 
to the trust. 
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Inclusion Ratio - Example

Facts:   

• In 2017, T establishes a trust which provides for 
discretionary distributions of income and principal to his 
child and grandchildren for the lifetime of the child and 
at the death of the child, the principal will be paid 
outright to the grandchildren. 

• T funds the trust with $1,000,000

• T allocates $500,000 of GST exemption to the trust. 

• The trust has no other assets at the time of the transfer.
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Inclusion Ratio– Example Continued:

• The applicable fraction is ½, ($500,000/$1,000,000). 

• The inclusion ratio is ½, (1 – ½).  

• The applicable rate for any taxable distributions or 
taxable terminations to  a skip person in 2018 is 20% ( ½ 
x 40%, the maximum rate for 2018).
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Inclusion ratio - Example

• The transfer to the trust would not be subject to the GST 
tax at the time that the $1,000,000 gift were made to the 
trust because the trust is not a skip person.

• The trust will have an inclusion ratio of ½. Each transfer 
to a grandchild, whether during the child's lifetime or at 
the child's death would be taxed at ½ of the maximum 
federal estate tax rate at the time of the transfer. 
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Inclusion Ratio:  Example Continued

• If a distribution is made to Grandchild during child’s 
lifetime, a GST tax must be paid.  Assume Grandchild 
receives $100,000 in 2018.  The $100,000 would be 
subject to GST tax at the rate of (1/2 x 40%) or 20% 
($20,000 of GST tax due). 

• If at Child's death in 2019, when the trust terminates, 
the principal of the trust has grown to $2,000,000, the 
$2,000,000 would be subject to GST tax at a rate of (½ 
x 40%) or 20% ($400,000 of GST tax due).  
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Inclusion Ratio:  Example Continued

• If at the time the trust were established T had allocated 
the full $1,000,000 of GST exemption to the trust, there 
would be no GST tax at Child's death in 2019 or when 
the $100,000 distribution were made to Grandchild in 
2018.

• The trust would have an inclusion ratio of 0 determined 
as follows:

• Applicable Fraction is $1,000,000/$1,000,000 = 1
• Inclusion Ratio is 1 – 1 = 0. 
• Tax is determined: 

$2,000,000 x 0 x 40% = $0.00
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Applicable Fraction: Certain Direct Skips 
are Nontaxable Gifts

• I.R.C. §2642(c) provides that a direct skip which is a 

nontaxable gift has a zero inclusion ratio. 

• Example:  T gives $20,000 to a grandchild.  $15,000 
(the I.R.C. §2503(b) annual exclusion amount) is 

excluded from the GST tax computation.

• A nontaxable gift is defined as any transfer of property 
to the extent that the transfer is not treated as a 
taxable gift by reason of I.R.C. §2503(b) or 
I.R.C.§2503(e) (the annual exclusion and the exclusion 

for transfers for educational expenses or medical 
expenses). 
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Applicable Fraction: Nontaxable Gifts: 
Transfers to Trust

• Code § 2642(c)(2) provides that the non-taxable gift 
exclusion does not apply to any transfer to a trust for 
the benefit of an individual unless:
• During the life of the beneficiary no portion of the trust 

may be distributed to or for the benefit of any person other 
than that beneficiary and 

• If the trust does not terminate before the beneficiary dies, 
at the beneficiary’s death, the assets of the trust are 
includible in the beneficiary’s gross estate.

• Code § 2612(c)(2) provides that for purposes of 
determining whether a transfer to a trust is a direct 
skip, the look through rules of § 2651(f)(2) do not 
apply.  
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Generation Skipping Transfer Tax 
Exemption I.R.C. §2631

• For purposes of determining the inclusion ratio, every individual is 
allowed a generation skipping transfer tax exemption.  IRC § 2631(a)

• GST exemption can be allocated by the transferor during lifetime or 
at death by the transferor’s executor.

• Only the “transferor” can allocate exemption to a transfer.  If a trust 
has more than one transferor, i.e. more than one person makes a 
transfer to the trust, then separate trusts are deemed created by 
each transferor for purposes of Chapter 13. 

• Split Gifts:  Where spouses elect to split gifts for gift tax purposes 
(IRC §2513) , the election is also an election for GST purposes. 

• Once an affirmative allocation of GST exemption is made, it is 
irrevocable.  IRC § 2631(b). 
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Generation Skipping Transfer Tax 
Exemption I.R.C. §2631
• The available GST exemption amount equals the basic exclusion 

amount under I.R.C. § 2010(c) for any calendar year.  

• Current GST Exemption:  

– Basic Exclusion Amount: 

– 2010 and 2011:  $5,000,000 

– Adjusted for inflation in 2012 and thereafter 

• 2012: $5,120,000 2015: $5,430,000

• 2013: $5,250,000 2016: $5,450,000

• 2014: $5,340,000 2017: $5,490,000

– Adjusted by federal bill passed in 2017 (known as the Tax Cuts 
and Jobs Act)

• 2018: $11,180,000

• Note that the GST Exemption is not subject to portability. 

31



Generation Skipping Transfer Tax 
Exemption I.R.C. §2631 Continued

• Affirmative allocations to lifetime transfers can be made on a timely filed 
gift tax return or via a “late allocation.” 

• Automatic allocation of GST exemption may apply in certain instances. 

– Indirect Skips

– Inter Vivos Direct Skips

– Certain deemed allocations at death
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Generation Skipping Transfer Tax 
Exemption I.R.C. §2631 Continued

• Allocation to lifetime transfers will not be effective prior to the close of the 
“Estate Tax Inclusion Period.”  IRC § 2642(f)(1).

• “Estate Tax Inclusion Period” defined in IRC §2642(f)(3) is the period 

during which the value of the property involved in the GST transfer would 
be includible in the gross estate of the transferor if he had died. 

• Example:  Transferor creates a qualified personal residence trust and 
retains an interest in the trust corpus for 20 years or his earlier death.  Any 
allocation of GST exemption during the retained 20 year term, will not be 
immediately  effective because the assets in the trust will be included in the 
Transferor’s estate if he dies during the retained term. 
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Generation Skipping Transfer Tax 
Exemption I.R.C. §2631 Continued

• The ETIP terminates at the earlier of the death of the transferor; the time at 
which no portion of the property is includible in the transferor’s gross estate 
(other than by reason of section 2035) or the time of a GST event with 
respect to the property involved in the GST.  

• The allocation becomes effective at the close of the ETIP, making the 
amount of the allocation uncertain and will probably not reduce the 
inclusion ratio to zero. 

• The ETIP rules provide that any reference to an individual or transferor 
includes a reference to the individual’s spouse. 
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Allocation of GST Exemption By Executor
Treas. Reg. §26.2632-1(d)(1)

• The executor may allocate any unused generation skipping transfer tax 
exemption which the decedent did not allocate during his or her lifetime. 

• The allocation must be made prior to the time for filing a Form 706, as 
properly extended. 

• Allocations to direct skips included in the decedent’s gross estate are made 
on the Form 706 and are effective at the decedent’s date of death.

• A timely allocation to a lifetime transfer which is not included in the 
decedent’s gross estate is made on a timely filed Form 709.

• A late allocation of GST exemption may be made to lifetime trusts which 
have a potential for a taxable termination or a taxable distribution.  The 
allocation is effective upon filing the Form 706. 

• A formula allocation is permitted. 
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Allocation Rules:  Direct Skips at death  

• Generally, the transferor or the personal representative 
of the transferor’s estate can allocate exemption to 
transfers made during lifetime or at any time until the 
estate tax return is required to be filed (with extensions). 

• Form 706 Schedule R is used to affirmatively allocate 
generation skipping transfer tax exemption to trusts 
which may have a taxable termination or a taxable 
distribution and to direct skips which occur as a result of 
death. 

• Consider using a formula allocation.  
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Automatic Allocation Rules at Death: IRC 
§2632(e)

• After the time for filing the Form 706 estate tax return 
has expired, there is an automatic allocation of GST 
exemption in the following order:

– Direct skips which occur at death

– Trusts to which a taxable termination or taxable 
distribution might occur at or after the transferor’s 
death. 
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Automatic Allocation Rules At Death: 
IRC §2632(e)

• Any unused GST exemption which has not been allocated during the 
decedent’s lifetime or by the executor after his death will be deemed 
allocated in the following order:

– Direct skips at decedent’s death

– Trusts with respect to which the decedent is a transferor from 
which a taxable distribution or a taxable termination might 
occur at or after the decedent’s death.

– The unused exemption is allocated proportionately to the 
nonexempt portion within the direct skips first, and then 
proportionately to  the nonexempt portion of the second 
grouping of trusts. 
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Generation Skipping Transfer Tax 
Exemption I.R.C. §2631
• Relief Provisions:  

– Relief from late elections:  IRC § 2642(g)(1)

– Substantial compliance.  IRC §2642(g)(2)
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Retroactive Allocation At Death

• Where there is an unnatural order of death, it may be possible to make a 
retroactive allocation of GST exemption to a trust.  

• IRS §2632(d) permits a retroactive allocation where:

– A non-skip person has an interest or a future interest in a trust to which 
any transfer has been made; and

– The non-skip person is a lineal descendant of a grandparent of the 
transferor or a grandparent of the transferor’s spouse or former 
spouses; and 

– The non-skip person is assigned a generation below the generation 
assignment of the transferor; and 

– The non-skip person predeceases the transferor. 
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Retroactive Allocation At Death: Continued

• If the retroactive allocation is allowed, then the transferor may allocate his 
or her unused GST exemption to any previously made transfer or transfers 
to the trust on a chronological basis. 

• A timely filed gift tax return must be filed for the year in which the nonskip 
person died on or before the date for filing as provided in IRC § 6075(b) 

(filing deadline for gift tax return, as coordinated with the Form 706 
deadline).  Valuation is made based upon values in the year of transfer.  
May use unused GST exemption available to be allocated immediately 
before death. 
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How to Spot Trusts with an Inclusion Ratio 
Greater Than Zero

• You need to have information about the gifting history if a lifetime 
trust or information regarding the estate administration if 
testamentary trust.

• Consider:

– When was the trust established?

– Is the trust a lifetime trust or a testamentary trust?

– Was there automatic allocation of GST exemption?

– Was a gift tax return filed? Was a Form 706 filed?  If so, was 
there a contemporaneous or late allocation of GST exemption? 

– Was there an election to treat the trust as a GST Trust (i.e. 
automatic allocation) going forward?

– Is the trust a GST Trust? (see IRC Section 2632(c)(3)(B)) There 
is automatic allocation to GST Trusts after December 31, 2000.
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Inclusion Ratio Treatment with respect to 
Trust Severance

• Qualified Severance = a division of a trust into 2 or more 
trusts where:

– (1) the governing instrument or local law permits the 
division,

– (2) the trust assets are divided on a fractional basis,

– (3) the resulting trusts provide, in the aggregate, for the 
same beneficial interests, and

– (4) if the inclusion ratio is between 1 and 0, one resulting 
trust has an inclusion ratio of 1 and the other resulting 
trust has an inclusion ratio of 0.

• Trust severance rules and opportunities to be discussed in 
more detail later
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Part II

Post-mortem events and transfers requiring 
recomputation of inclusion ratio and the applicable  
fraction
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Special rules which require recomputation
of the inclusion ratio. 

• The applicable fraction is redetermined whenever 
additional exemption is allocated to a trust or when 
certain changes occur with respect to the principal of the 
trust.  IRC § 2642(d) and Treas. Reg. §26.2642-4(a).

• This may occur: 

– Multiple transfers to a single trust

– Consolidation of separate trusts

– Certain trust property included in the transferor’s 
gross estate not subject to ETIP.
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Special Rules additional exemption is 
allocated to the trust (late allocation)

• The recomputed applicable fraction is determined as 
follows:

– The numerator is the sum of the amount of the GST 
exemption currently being allocated to the trust plus 
the non tax portion of the trust

– The denominator is the value of the trust principal 
immediately after the event occurs.  
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Meaning of Non-Tax Portion

The non tax portion is the product of the value of all 
property in the trust and the applicable fraction in effect for 
the trust. 
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Post Mortem Events & Transfers Requiring 
Recomputation of Inclusion Ratio

• Form 706 Late allocation: The executor can make a late allocation of the 
decedent’s remaining GST exemption to a lifetime trust on Form 706.

– Example: Sharon creates a trust on June 4, 2013, and transfers (as a 
gift) $100,000 to the trust for the benefit of her children and 
grandchildren. She timely allocates $50,000 GST exemption. The 
inclusion ratio is 0.500. Sharon dies on Feb. 17, 2018, when the value of 
the trust is $200,000 and her children are living. After other 
allocations, the executor allocates the remaining GST exemption of 
$50,000 to the trust. The inclusion ratio would be recomputed as 
follows:

Applicable Fraction = (50,000 + (.5 x $200,000))
(0 + 200,000)

= 0.750

Inclusion Ratio = 1 – 0.750
= 0.250

48



Special Rules Where More Than One 
Transfer Made to a Trust

• The recomputed applicable fraction is determined as 
follows:

– The numerator is the sum of the amount of the GST 
exemption currently being allocated to the trust plus 
the non tax portion of the trust

– The denominator is the sum of the value of (ii) the 
property involved in the transfer reduced by the sum 
of the Federal estate tax or State death tax actually 
recovered from the trust attributable to the property 
and the charitable deduction allowed with respect to 
such property and (ii) the value of all property in the 
trust immediately before the current transfer. 
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Special Rules separate trusts are 
consolidated into a single trust

• The recomputed applicable fraction is determined as 
follows:

– There will be a single applicable fraction after the 
consolidation.

– The numerator is the sum of the amount of the GST 
exemption currently being allocated to the trust plus 
the sum of the non tax portions of each trust 
immediately prior to the consolidation. 

– The denominator will be the value of the trust 
principal immediately after the consolidation. 
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Post Mortem Events & Transfers Requiring 
Recomputation of Inclusion Ratio

• Severance of trust:

– As part of a qualified severance, the assets of the initial 
trust must be divided such that:

• One resulting trust receives a fraction of the assets 
equal to the trust’s applicable fraction; and

• The other resulting trust receives a fraction of the assets 
equal to the balance.

– Recompute inclusion ratio of each new resulting trust
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Inclusion Ratio Treatment with respect to 
Trust Severance Continued

• To get the results of one trust having an inclusion ratio of 1 
and the other trust having an inclusion ratio of 0, the assets of 
the initial trust must be divided such that:

– One resulting trust receives a fraction of the assets equal to 
the trust’s applicable fraction; and

– The other resulting trust receives a fraction of the assets 
equal to the balance.

• Remember:

Applicable Fraction

= GST exemption allocated to the transfer (or the trust)
(value of property transferred – certain federal estate 
tax/state death taxes – charitable deduction property)
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Special Rules: Inter Vivos Trust included in 
Transferor’s Gross Estate Treas. Reg. 26.2642-
4(a)(3)

• If a trust created by a transferor during lifetime is included in the 
transferor’s gross estate, but was not subject to ETIP, and GST exemption 
was allocated by the transferor during his lifetime, then the applicable 
fraction is redetermined if additional GST exemption is allocated to the 
trust by the transferor’s executor.

• If no exemption is allocated by the transferor’s executor, and the trust was 
not subject to ETIP, then the applicable fraction immediately before death is 
not changed.  Except that the denominator of the applicable fraction may be 
reduced to reflect any federal or state, estate or inheritance taxes paid from 
the trust. 

• Example:  Transferor creates a trust and transfers life insurance to the trust, 
but dies within 3 years of the date of the transfer.  Transferor timely 
allocated GST exemption at the time of the transfer of the life insurance to 
the trust for a zero inclusion ratio and this will not change at Transferor’s 
death. 
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Post Mortem Events & Transfers Requiring 
Recomputation of Inclusion Ratio

• New transferor: Another person makes a transfer to a trust.

– Example: John and Amy, married, create a trust as the grantors. 
John transfers $100,000 to the trust on May 6, 2009. John 
timely allocates $50,000 of GST allocation. The inclusion ratio is 
0.500. The trust investments do poorly, and John dies on Nov. 
2016, when the value of the trust was $50,000. John’s remaining 
GST exemption is fully used by his executor on other assets. On 
April 4, 2017, Amy transfers $50,000 to the trust. Amy timely 
allocates $50,000 of GST allocation. Amy is a new transferor and 
can only allocate GST to her transfer/share of the trust. Thus, the 
inclusion ratio of her share must be computed separately 
(0.000); John’s share still has inclusion ratio 0.500.
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Transferor
• Generally, the transferor is the donor for gift tax purposes and 

decedent for estate tax purposes.

• A new transferor is established at the time the property is 
subject to estate or gift tax.

Example: Father creates a trust for his child, providing for 
income to child for life and after child dies, providing for 
income to grandchild. Child is granted a testamentary power to 
appoint property to Child’s estate in his will.  While Father is 
alive, Father is the initial transferor.  

However, if Child dies before Father, since Child has a general 
power of appointment, and trust assets are includible in 
Child’s estate, Child becomes the transferor at Child’s death. 
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Transferor 
Multiple Skips

• The “Move Down Rule”

• I.R.C. §2653

• If property continues to be held in trust after a 
generation skipping transfer, it will continue to be 
subject to the GST Tax.

• After the generation skipping transfer, the transferor is 
treated as if moved down to the first generation above 
the trust beneficiary in the highest generation after the 
transfer.

• No change in transferor, just the generation assignment.
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Post Mortem Events & Transfers Requiring 
Recomputation of Inclusion Ratio

• Generally where there are multiple skips in a single trust there will be no change in the inclusion 
ratio.  

• However, with respect to a taxable termination where GST tax is paid by the trust the Code 
provides that “proper adjustment shall be made to the inclusion ratio with respect to such trust to 
take into account” such tax. 

• For example: 

• Grantor creates a trust transfers (as a gift) $1,000,000 to the trust for the benefit of her  daughter, 
Sally to pay her income for life, remainder to Sally’s children.  Grantor timely allocates $500,000 
GST exemption to the trust. The inclusion ratio is 0.5. When Sally dies there is a taxable 
termination.  At that time, the applicable rate is 40% x .5 = 20%.   If the value of the principal at 
Sally’s death is $2,000,000, the GST tax paid will be $400,000. The inclusion ratio would be 
recomputed as follows:

Applicable Fraction = (0+ (.5 x $2,000,000))
(1,600,000)

= 0.625

Inclusion Ratio = 1 – 0.625

= 0.375
See Bittker & Lokken: Federal Taxation of Income, Estates and Gifts, Chapter 
133.3.4, Example 4
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Transferor:
Reverse QTIP Election

• If reverse QTIP election is not made, the spouse of the 
transferor is treated as the transferor for GST tax 
purposes and a portion (or all) of her GST exemption 
may be allocated to the trust at her death, when property 
is included in her gross estate under I.R.C. §2044. 

• Reverse QTIP election is a special election which 
treats the creator of the trust as the transferor. 

• No “partial” reverse QTIP election.  Election must be 
made for the entire transfer. 

• If transferor wants to have only a portion of the QTIP 
property subject to the reverse QTIP election, must 
create a separate QTIP trust.
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Reverse QTIP Election
Example

• In Husband’s will, he creates a QTIP type trust for Wife 
and funds it with $5,000,000.  Husband has only 
$2,500,000 remaining in GST exemption.  His executor 
makes a QTIP election and a reverse QTIP election for 
the trust, allocating the $2,500,000 of exemption to the 
trust.  The trust has an inclusion ratio of 0.5.  At wife’s 
death, wife will not be deemed the transferor and cannot 
allocate exemption to the trust, even if she has remaining 
exemption. 
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Reverse QTIP Election
Example Continued

• Solution:  Husband creates 2 QTIP trusts in his 
will, one funded with assets equivalent to his 
remaining GST exemption and the other funded 
with the balance.  Husband’s executor makes a 
reverse QTIP election for the GST Exempt Part 
which will have an inclusion ratio of zero and no 
reverse QTIP election for the GST Nonexempt 
Part which will have an inclusion ratio of one.  
Wife’s executor can allocate her exemption to the 
GST Nonexempt Part at her death.  
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Inclusion Ratio:  Charitable Trusts

• Charitable Lead Annuity Trusts

– Special rule: Applicable Fraction=
𝐴𝑑𝑗𝑢𝑠𝑡𝑒𝑑 𝐺𝑆𝑇 𝑒𝑥𝑒𝑚𝑝𝑡𝑖𝑜𝑛 ("𝐴𝐺𝐸")

𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑎𝑙𝑙 𝑡𝑟𝑢𝑠𝑡 𝑝𝑟𝑜𝑝𝑒𝑟𝑡𝑦 𝑎𝑓𝑡𝑒𝑟 𝑡𝑒𝑟𝑚𝑖𝑛𝑎𝑡𝑖𝑜𝑛 𝑜𝑓 𝑎𝑛𝑛𝑢𝑖𝑡𝑦

• General rule: AGE = GST exemption allocated to trust + amount equal to the 
interest that would accrue if an amount equal to the allocated GST exemption 
were invested at the rate used to determine the estate/gift tax charitable 
deduction amount, compounded annually, for the actual period of the annuity.

• Late allocation rule: AGE = GST exemption allocated to the trust + the interest 
that would accrue if invested at such rate for the period beginning on the date of 
late allocation and extending for the balance of the actual period of the annuity.

• No Reduction/Restoration: The GST exemption allocated will not be reduced 
even if more exemption than would have been needed to obtain an inclusion 
ratio of 0.000 is allocated.
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Part III:  Applicable Fraction and Valuation
Transfers at death

• Generally, for purposes of determining the applicable 
fraction, the value of property included in the decedent’s 
gross estate is the value for purposes of the estate tax 
calculation. 

• There are special rules when GST transfers are funded in 
to prevent valuation manipulation. 
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Part III:  Applicable Fraction and Valuation
Transfers at death

• Special rule for pecuniary payments:

• If a pecuniary payment is satisfied with cash, the 
denominator of the applicable fraction is the pecuniary 
amount. However, if property other than cash is used to 
satisfy the pecuniary payment, then the denominator of 
the fraction will be the pecuniary amount only if certain 
requirements are met. 
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Part III:  Applicable Fraction and Valuation
Transfers at Death: Pecuniary Payments

• If property other than cash is used to satisfy a pecuniary amount (a transfer 
in kind), then the denominator of the applicable fraction is the pecuniary 
amount only if payment must be made with property on the basis of the 
value on either:

– A.  The date of distribution or 

– B. A date other than the date of distribution but only if the pecuniary 
amount must be satisfied on a basis that fairly reflects the net 
appreciation and depreciation occurring between the valuation date and 
the date of distribution in all of the assets from which the distribution 
could have been made. 

• Otherwise, the denominator of the applicable fraction will be the value on 
the date of distribution. 
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Part III:  Applicable Fraction and Valuation
Transfers at Death: Pecuniary Payments

• Example:  If decedent’s will gives a pecuniary bequest of $3,000,000 to 
grandchild and decedent’s executor allocates $3,000,000 of GST exemption 
to the transfer.   If the executor distributions $3,000,000 of cash to 
grandchild or $3,000,000 of assets in kind valued on the date of 
distribution, then the denominator of the applicable fraction for purposes of 
the direct skip is $3,000,000.  
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Part III:  Applicable Fraction and Valuation
Transfers at Death: Residual Interest

• There are special rules for determination of the applicable fraction of the 
residual interest after the payment of a pecuniary amount. 

• For purposes of determining the applicable fraction of a residual interest 
after payment of a pecuniary request, a few rules must be satisfied.

• 1. If the pecuniary amount carries appropriate interest, then the 
denominator of the applicable fraction is the estate tax value of the assets 
reduced by the pecuniary bequest.

• 2.  If the pecuniary amount does not carry appropriate interest, then the 
denominator of the applicable fraction is the estate tax value of the assets 
reduced by the present value of the pecuniary bequest. 
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Part III:  Applicable Fraction and Valuation

• Special Rules for Transfers of the Residual Interest after Payment of a 
pecuniary amount.

• Interest is deemed appropriate even if the bequest doesn’t carry appropriate 
interest if the bequest is satisfied within 15 months after the decedent’s 
death or the governing instrument requires that the pecuniary legatee share 
ratably in the income of the estate prior to the bequest being satisfied. 

• Also, the same rules apply for paying the pecuniary bequest in cash or in 
kind. (i.e. valued as of date of distribution or assets selected for distribution 
of the pecuniary legatee fairly reflect the appreciation and depreciation in 
the available assets through the date of distribution. 

• Consider fractional funding clauses. 
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Part IV.  

• Trust Severance Rules & Opportunities
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What is a Trust Severance?

• 26.2642-6 Qualified severance.
• (a)In general. If a trust is divided in a qualified 

severance into two or more trusts, the separate trusts 
resulting from the severance will be treated as 
separate trusts for generation-skipping transfer (GST) 
tax purposes and the inclusion ratio of each new 
resulting trust may differ from the inclusion ratio of the 
original trust. Because the post-severance resulting 
trusts are treated as separate trusts for GST tax 
purposes, certain actions with respect to one resulting 
trust will generally have no GST tax impact with respect 
to the other resulting trust(s). 
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• For example, GST exemption allocated to one resulting trust will not 
impact on the inclusion ratio of the other resulting trust(s); a GST 
tax election made with respect to one resulting trust will not apply 
to the other resulting trust(s); the occurrence of a taxable 
distribution or termination with regard to a particular resulting trust 
will not have any GST tax impact on any other trust resulting from 
that severance. In general, the rules in this section are applicable 
only for purposes of the GST tax and are not applicable in 
determining, for example, whether the resulting trusts may file 
separate income tax returns or whether the severance may result in 
a gift subject to gift tax, may cause any trust to be included in the 
gross estate of a beneficiary, or may result in a realization of gain 
for purposes of section 1001. See § 1.1001-1(h) of this chapter for 
rules relating to whether a qualified severance will constitute an 
exchange of property for other property differing materially either 
in kind or in extent.
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• (b)Qualified severance defined. A qualified 
severance is a division of a trust (other than a 
division described in § 26.2654-1(b)) into two or 
more separate trusts that meets each of the 
requirements in paragraph (d) of this section. 

• (c)Effective date of qualified severance. A 
qualified severance is applicable as of the date of 
the severance, as defined in § 26.2642-6(d)(3), 
and the resulting trusts are treated as separate 
trusts for GST tax purposes as of that date. 
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(d)Requirements for a qualified 
severance.

• For purposes of this section, a qualified 
severance must satisfy each of the following 
requirements: 

• (1) The single trust is severed pursuant to the 
terms of the governing instrument, or 
pursuant to applicable local law. 

• (2) The severance is effective under local law. 
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• (3) The date of severance is either the date selected by 
the trustee as of which the trust assets are to be valued 
in order to determine the funding of the resulting 
trusts, or the court-imposed date of funding in the case 
of an order of the local court with jurisdiction over the 
trust ordering the trustee to fund the resulting trusts 
on or as of a specific date. For a date to satisfy the 
definition in the preceding sentence, however, the 
funding must be commenced immediately upon, and 
funding must occur within a reasonable time (but in no 
event more than 90 days) after, the selected valuation 
date.
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• (4) The single trust (original trust) is severed on a 
fractional basis, such that each new trust (resulting 
trust) is funded with a fraction or percentage of the 
original trust, and the sum of those fractions or 
percentages is one or one hundred percent, 
respectively. For this purpose, the fraction or 
percentage may be determined by means of a formula 
(for example, that fraction of the trust the numerator 
of which is equal to the transferor's unused GST tax 
exemption, and the denominator of which is the fair 
market value of the original trust's assets on the date 
of severance). 
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• The severance of a trust based on a pecuniary 
amount does not satisfy this requirement. For 
example, the severance of a trust is not a 
qualified severance if the trust is divided into two 
trusts, with one trust to be funded with 
$1,500,000 and the other trust to be funded with 
the balance of the original trust's assets. With 
respect to the particular assets to be distributed 
to each separate trust resulting from the 
severance, each such trust may be funded with 
the appropriate fraction or percentage (pro rata 
portion) of each asset held by the original trust. 
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• Alternatively, the assets may be divided among 
the resulting trusts on a non-pro rata basis, based 
on the fair market value of the assets on the date 
of severance. However, if a resulting trust is 
funded on a non-pro rata basis, each asset 
received by a resulting trust must be valued, 
solely for funding purposes, by multiplying the 
fair market value of the asset held in the original 
trust as of the date of severance by the fraction 
or percentage of that asset received by that 
resulting trust. 
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• Thus, the assets must be valued without 
taking into account any discount or premium 
arising from the severance, for example, any 
valuation discounts that might arise because 
the resulting trust receives less than the entire 
interest held by the original trust. See 
paragraph (j), Example 6 of this section.
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(5) The terms of the resulting trusts must provide, in the 
aggregate, for the same succession of interests of 
beneficiaries as are provided in the original trust. This 
requirement is satisfied if the beneficiaries of the 
separate resulting trusts and the interests of the 
beneficiaries with respect to the separate trusts, when 
the separate trusts are viewed collectively, are the same 
as the beneficiaries and their respective beneficial 
interests with respect to the original trust before 
severance. With respect to trusts from which 
discretionary distributions may be made to any one or 
more beneficiaries on a non-pro rata basis, this 
requirement is satisfied if -
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(i) The terms of each of the resulting trusts are 
the same as the terms of the original trust (even 
though each permissible distributee of the 
original trust is not a beneficiary of all of the 
resulting trusts);
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(ii) Each beneficiary's interest in the resulting trusts 
(collectively) equals the beneficiary's interest in the 
original trust, determined by the terms of the trust 
instrument or, if none, on a per-capita basis. For example, 
in the case of the severance of a discretionary trust 
established for the benefit of A, B, and C and their 
descendants with the remainder to be divided equally 
among those three families, this requirement is satisfied 
if the trust is divided into three separate trusts of equal 
value with one trust established for the benefit of A and 
A's descendants, one trust for the benefit of B and B's 
descendants, and one trust for the benefit of C and C's 
descendants;
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(iii) The severance does not shift a beneficial 
interest in the trust to any beneficiary in a lower 
generation (as determined under section 2651) 
than the person or persons who held the 
beneficial interest in the original trust; and
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(iv) The severance does not extend the time for 
the vesting of any beneficial interest in the trust 
beyond the period provided for in (or applicable 
to) the original trust.

82



(6) In the case of a qualified severance of a trust 
with an inclusion ratio as defined in § 26.2642-1 
of either one or zero, each trust resulting from 
the severance will have an inclusion ratio equal 
to the inclusion ratio of the original trust.
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(7)  (i) In the case of a qualified severance 
occurring after GST tax exemption has been 
allocated to the trust (whether by an affirmative 
allocation, a deemed allocation, or an automatic 
allocation pursuant to the rules contained in 
section 2632), if the trust has an inclusion ratio 
as defined in § 26.2642-1 that is greater than 
zero and less than one, then either paragraph 
(d)(7)(ii) or (iii) of this section must be satisfied. 
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(ii) The trust is severed initially into only two 
resulting trusts. One resulting trust must receive 
that fractional share of the total value of the 
original trust as of the date of severance that is 
equal to the applicable fraction, as defined in §
26.2642-1(b) and (c), used to determine the 
inclusion ratio of the original trust immediately 
before the severance. 
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• The other resulting trust must receive that fractional share of the 
total value of the original trust as of the date of severance that is 
equal to the excess of one over the fractional share described in the 
preceding sentence. The trust receiving the fractional share equal 
to the applicable fraction shall have an inclusion ratio of zero, and 
the other trust shall have an inclusion ratio of one. If the applicable 
fraction with respect to the original trust is .50, then, with respect 
to the two equal trusts resulting from the severance, the trustee 
may designate which of the resulting trusts will have an inclusion 
ratio of zero and which will have an inclusion ratio of one. Each 
separate trust resulting from the severance then may be further 
divided in accordance with the rules of this section. See paragraph 
(j), Example 7, of this section.
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(iii) The trust is severed initially into more than two resulting trusts. One or 
more of the resulting trusts in the aggregate must receive that fractional 
share of the total value of the original trust as of the date of severance that is 
equal to the applicable fraction used to determine the inclusion ratio of the 
original trust immediately before the severance. The trust or trusts receiving 
such fractional share shall have an inclusion ratio of zero, and each of the 
other resulting trust or trusts shall have an inclusion ratio of one. (If, however, 
two or more of the resulting trusts each receives the fractional share of the 
total value of the original trust equal to the applicable fraction, the trustee 
may designate which of those resulting trusts will have an inclusion ratio of 
zero and which will have an inclusion ratio of one.) The resulting trust or 
trusts with an inclusion ratio of one must receive in the aggregate that 
fractional share of the total value of the original trust as of the date of 
severance that is equal to the excess of one over the fractional share 
described in the second sentence of this paragraph. See paragraph (j), 
Example 9, of this section.
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(e)Reporting a qualified severance -

(1)In general. A qualified severance is reported by filing Form 
706-GS(T), “Generation-Skipping Transfer Tax Return for 
Terminations,” (or such other form as may be provided from 
time to time by the Internal Revenue Service (IRS) for the 
purpose of reporting a qualified severance). Unless otherwise 
provided in the applicable form or instructions, the IRS 
requests that the filer write “Qualified Severance” at the top 
of the form and attach a Notice of Qualified Severance 
(Notice). The return and attached Notice should be filed by 
April 15th of the year immediately following the year during 
which the severance occurred or by the last day of the period 
covered by an extension of time, if an extension of time is 
granted, to file such form.
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(2)Information concerning the original trust. The 
Notice should provide, with respect to the 
original trust that was severed -

(i) The name of the transferor; 

(ii) The name and date of creation of the original 
trust; 

(iii) The tax identification number of the original 
trust; and 

(iv) The inclusion ratio before the severance. 
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(3)Information concerning each new trust. The Notice should 
provide, with respect to each of the resulting trusts created by 
the severance -
(i) The name and tax identification number of the trust; 
(ii) The date of severance (within the meaning of paragraph (c)
of this section); 
(iii) The fraction of the total assets of the original trust 
received by the resulting trust; 
(iv) Other details explaining the basis for the funding of the 
resulting trust (a fraction of the total fair market value of the 
assets on the date of severance, or a fraction of each asset); 
and 
(v) The inclusion ratio. 
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(f)Time for making a qualified severance. 

(1) A qualified severance of a trust may occur at any 
time prior to the termination of the trust. Thus, 
provided that the separate resulting trusts continue 
in existence after the severance, a qualified 
severance may occur either before or after -

(i) GST tax exemption has been allocated to the 
trust; 

(ii) A taxable event has occurred with respect to the 
trust; or 

(iii) An addition has been made to the trust. 

91



(2) Because a qualified severance is effective as of 
the date of severance, a qualified severance has no 
effect on a taxable termination as defined in section 
2612(a) or a taxable distribution as defined in 
section 2612(b) that occurred prior to the date of 
severance. A qualified severance shall be deemed 
to occur before a taxable termination or a taxable 
distribution that occurs by reason of the qualified 
severance. See paragraph (j) Example 8 of this 
section.
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(h)Treatment of trusts resulting from a severance that 
is not a qualified severance.

Trusts resulting from a severance (other than a severance recognized for GST 
tax purposes under § 26.2654-1) that does not meet the requirements of a 
qualified severance under paragraph (b) of this section will be treated, after 
the date of severance, as separate trusts for purposes of the GST tax, 
provided that the trusts resulting from such severance are recognized as 
separate trusts under applicable state law. The post-severance treatment of 
the resulting trusts as separate trusts for GST tax purposes generally permits 
the allocation of GST tax exemption, the making of various elections 
permitted for GST tax purposes, and the occurrence of a taxable distribution
or termination with regard to a particular resulting trust, with no GST tax 
impact on any other trust resulting from that severance. Each trust resulting 
from a severance described in this paragraph (h), however, will have the same 
inclusion ratio immediately after the severance as that of the original trust 
immediately before the severance. (See § 26.2654-1 for the inclusion ratio of 
each trust resulting from a severance described in that section.) Further, any 
trust resulting from a nonqualified severance may be severed subsequently, 
pursuant to a qualified severance described in this § 26.2642-6. 
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Examples

Example 1. Succession of interests,
T dies in 2006. T's will establishes a testamentary trust (Trust) providing that income is 
to be paid to T's sister, S, for her life. On S's death, one-half of the corpus is to be paid 
to T's child, C (or to C's estate if C fails to survive S), and one-half of the corpus is to be 
paid to T's grandchild, GC (or to GC's estate if GC fails to survive S). On the Form 706, 
“United States Estate (and Generation-Skipping Transfer) Tax Return,” filed for T's 
estate, T's executor allocates all of T's available GST tax exemption to other transfers 
and trusts, such that Trust's inclusion ratio is 1. Subsequent to filing the Form 706 in 
2007 and in accordance with applicable state law, the trustee divides Trust into two 
separate trusts, Trust 1 and Trust 2, with each trust receiving 50 percent of the value 
of the assets of the original trust as of the date of severance. Trust 1 provides that 
trust income is to be paid to S for life with remainder to C or C's estate, and Trust 2 
provides that trust income is to be paid to S for life with remainder to GC or GC's 
estate. Because Trust 1 and Trust 2 provide for the same succession of interests in the 
aggregate as provided in the original trust, the severance constitutes a qualified 
severance, provided that all other requirements of section 2642(a)(3) and this section 
are satisfied.
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Example 2. Succession of interests in discretionary trust,

In 2006, T establishes Trust, an irrevocable trust providing that income may be paid from time to time in 
such amounts as the trustee deems advisable to any one or more members of the group consisting of 
T's children (A and B) and their respective descendants. In addition, the trustee may distribute corpus to 
any trust beneficiary in such amounts as the trustee deems advisable. On the death of the last to die of 
A and B, the trust is to terminate and the corpus is to be distributed in two equal shares, one share to 
the then-living descendants of each child, per stirpes. T elects, under section 2632(c)(5), to not have the 
automatic allocation rules contained in section 2632(c) apply with respect to T's transfers to Trust, and T 
does not otherwise allocate GST tax exemption with respect to Trust. As a result, Trust has an inclusion 
ratio of one. In 2008, the trustee of Trust, pursuant to applicable state law, divides Trust into two equal 
but separate trusts, Trust 1 and Trust 2, each of which has terms identical to the terms of Trust except 
for the identity of the beneficiaries. Trust 1 and Trust 2 each has an inclusion ratio of one. Trust 1 
provides that income is to be paid in such amounts as the trustee deems advisable to A and A's 
descendants. In addition, the trustee may distribute corpus to any trust beneficiary in such amounts as 
the trustee deems advisable. On the death of A, Trust 1 is to terminate and the corpus is to be 
distributed to the then-living descendants of A, per stirpes, but, if A dies with no living descendants, the 
principal will be added to Trust 2. Trust 2 contains identical provisions, except that B and B's 
descendants are the trust beneficiaries and, if B dies with no living descendants, the principal will be 
added to Trust 1. Trust 1 and Trust 2 in the aggregate provide for the same beneficiaries and the same 
succession of interests as provided in Trust, and the severance does not shift any beneficial interest to a 
beneficiary who occupies a lower generation than the person or persons who held the beneficial 
interest in Trust. Accordingly, the severance constitutes a qualified severance, provided that all other 
requirements of section 2642(a)(3) and this section are satisfied.
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Example 3. Severance based on actuarial value of beneficial 
interests,

In 2004, T establishes Trust, an irrevocable trust providing that income is to be paid to 
T's child C during C's lifetime. Upon C's death, Trust is to terminate and the assets of 
Trust are to be paid to GC, C's child, if living, or, if GC is not then living, to GC's estate. 
T properly elects, under section 2632(c)(5), not to have the automatic allocation rules 
contained in section 2632(c) apply with respect to T's transfers to Trust, and T does 
not otherwise allocate GST tax exemption with respect to Trust. Thus, Trust has an 
inclusion ratio of one. In 2009, the trustee of Trust, pursuant to applicable state law, 
divides Trust into two separate trusts, Trust 1 for the benefit of C (and on C's death to 
C's estate), and Trust 2 for the benefit of GC (and on GC's death to GC's estate). The 
document severing Trust directs that Trust 1 is to be funded with an amount equal to 
the actuarial value of C's interest in Trust prior to the severance, determined under 
section 7520 of the Internal Revenue Code. Similarly, Trust 2 is to be funded with an 
amount equal to the actuarial value of GC's interest in Trust prior to the severance, 
determined under section 7520. Trust 1 and Trust 2 do not provide for the same 
succession of interests as provided under the terms of the original trust. Therefore, 
the severance is not a qualified severance. Furthermore, because the severance 
results in no non-skip person having an interest in Trust 2, Trust 2 constitutes a skip 
person under section 2613 and, therefore, the severance results in a taxable 
termination subject to GST tax.
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• Trust 1 and Trust 2 each has an inclusion ratio of one. Trust 1 provides that 
income is to be paid in such amounts as the trustee deems advisable to A 
and A's descendants. In addition, the trustee may distribute corpus to any 
trust beneficiary in such amounts as the trustee deems advisable. On the 
death of A, Trust 1 is to terminate and the corpus is to be distributed to 
the then-living descendants of A, per stirpes, but, if A dies with no living 
descendants, the principal will be added to Trust 2. Trust 2 contains 
identical provisions, except that B and B's descendants are the trust 
beneficiaries and, if B dies with no living descendants, the principal will be 
added to Trust 1. Trust 1 and Trust 2 in the aggregate provide for the same 
beneficiaries and the same succession of interests as provided in Trust, 
and the severance does not shift any beneficial interest to a beneficiary 
who occupies a lower generation than the person or persons who held the 
beneficial interest in Trust. Accordingly, the severance constitutes a 
qualified severance, provided that all other requirements of section 
2642(a)(3) and this section are satisfied.
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Example 4. Severance of a trust with a 50% inclusion ratio,

On September 1, 2006, T transfers $100,000 to a trust for the benefit of T's grandchild, 
GC. On a timely filed Form 709, “United States Gift (and Generation-Skipping Transfer) 
Tax Return,” reporting the transfer, T allocates all of T's remaining GST tax exemption 
($50,000) to the trust. As a result of the allocation, the applicable fraction with respect 
to the trust is .50 [$50,000 (the amount of GST tax exemption allocated to the trust) 
divided by $100,000 (the value of the property transferred to the trust)]. The inclusion 
ratio with respect to the trust is .50 [1−.50]. In 2007, pursuant to authority granted 
under applicable state law, the trustee severs the trust into two trusts, Trust 1 and 
Trust 2, each of which is identical to the original trust and each of which receives a 50 
percent fractional share of the total value of the original trust, valued as of the date of 
severance. Because the applicable fraction with respect to the original trust is .50 and 
the trust is severed into two equal trusts, the trustee may designate which resulting 
trust has an inclusion ratio of one, and which resulting trust has an inclusion ratio of 
zero. Accordingly, in the Notice of Qualified Severance reporting the severance, the 
trustee designates Trust 1 as having an inclusion ratio of zero, and Trust 2 as having an 
inclusion ratio of one. The severance constitutes a qualified severance, provided that 
all other requirements of section 2642(a)(3) and this section are satisfied.
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Example 5. Funding of severed trusts on a non-pro rata basis,

T's will establishes a testamentary trust (Trust) for the benefit of T's 
descendants, to be funded with T's stock in Corporation A and 
Corporation B, both publicly traded stocks. T dies on May 1, 2004, at 
which time the Corporation A stock included in T's gross estate has a 
fair market value of $100,000 and the stock of Corporation B included 
in T's gross estate has a fair market value of $200,000. On a timely filed 
Form 706, T's executor allocates all of T's remaining GST tax exemption 
($270,000) to Trust. As a result of the allocation, the applicable fraction 
with respect to Trust is .90 [$270,000 (the amount of GST tax 
exemption allocated to the trust) divided by $300,000 (the value of the 
property transferred to the trust)]. The inclusion ratio with respect to 
Trust is .10 [1−.90]. On August 1, 2008, in accordance with applicable 
local law, the trustee executes a document severing Trust into two 
trusts, Trust 1 and Trust 2, each of which is identical to Trust. 
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The instrument designates August 3, 2008, as the date of severance (within the 
meaning of paragraph (d)(3) of this section). The terms of the instrument severing 
Trust provide that Trust 1 is to be funded on a non-pro rata basis with assets having a 
fair market value on the date of severance equal to 90% of the value of Trust's assets 
on that date, and Trust 2 is to be funded with assets having a fair market value on the 
date of severance equal to 10% of the value of Trust's assets on that date. On August 
3, 2008, the value of the Trust assets totals $500,000, consisting of Corporation A 
stock worth $450,000 and Corporation B stock worth $50,000. On August 4, 2008, the 
trustee takes all action necessary to transfer all of the Corporation A stock to Trust 1 
and to transfer all of the Corporation B stock to Trust 2. On August 6, 2008, the stock 
transfers are completed and the stock is received by the appropriate resulting trust. 
Accordingly, Trust 1 is funded with assets having a value equal to 90% of the value of 
Trust as of the date of severance, August 3, 2008, and Trust 2 is funded with assets 
having a value equal to 10% of the value of Trust as of the date of severance. 
Therefore, the severance constitutes a qualified severance, provided that all other 
requirements of section 2642(a)(3) and this section are satisfied. Trust 1 will have an 
inclusion ratio of zero and Trust 2 will have an inclusion ratio of one.
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Example 6. Funding of severed trusts on a non-pro rata basis,

(i) T's will establishes an irrevocable trust (Trust) for the benefit of T's 
descendants. As a result of the allocation of GST tax exemption, the 
applicable fraction with respect to Trust is .60 and Trust's inclusion ratio is .40 
[1-.60]. Pursuant to authority granted under applicable state law, on August 1, 
2008, the trustee executes a document severing Trust into two trusts, Trust 1 
and Trust 2, each of which is identical to Trust. The instrument of severance 
provides that the severance is intended to qualify as a qualified severance 
within the meaning of section 2642(a)(3) and designates August 3, 2008, as 
the date of severance (within the meaning of paragraph (d)(3) of this section). 
The instrument further provides that Trust 1 and Trust 2 are to be funded on a 
non-pro rata basis with Trust 1 funded with assets having a fair market value 
on the date of severance equal to 40% of the value of Trust's assets on that 
date and Trust 2 funded with assets having a fair market value equal to 60% 
of the value of Trust's assets on that date. The fair market value of the assets 
used to fund each trust is to be determined in compliance with the 
requirements of paragraph (d)(4) of this section. 
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(ii) On August 3, 2008, the fair market value of the Trust assets totals 
$4,000,000, consisting of 52% of the outstanding common stock in 
Company, a closely-held corporation, valued at $3,000,000 and 
$1,000,000 in cash and marketable securities. Trustee proposes to 
divide the Company stock equally between Trust 1 and Trust 2, and 
thus transfer 26% of the Company stock to Trust 1 and 26% of the 
stock to Trust 2. In addition, the appropriate amount of cash and 
marketable securities will be distributed to each trust. In accordance 
with paragraph (d)(4) of this section, for funding purposes, the interest 
in the Company stock distributed to each trust is valued as a pro rata 
portion of the value of the 52% interest in Company held by Trust 
before severance, without taking into account, for example, any 
valuation discount that might otherwise apply in valuing the 
noncontrolling interest distributed to each resulting trust. 
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(iii) Accordingly, for funding purposes, each 26% interest 
in Company stock distributed to Trust 1 and Trust 2 is 
valued at $1,500,000 (.5 × $3,000,000). Therefore, Trust 
1, which is to be funded with $1,600,000 (.40 ×
$4,000,000), receives $100,000 in cash and marketable 
securities valued as of August 3, 2008, in addition to the 
Company stock, and Trust 2, which is to be funded with 
$2,400,000 (.60 × $4,000,000), receives $900,000 in cash 
and marketable securities in addition to the Company 
stock. Therefore, the severance is a qualified severance, 
provided that all other requirements of section 2642(a)(3) 
and this section are satisfied.
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Example 7. Statutory qualified severance,

T dies on October 1, 2004. T's will establishes a testamentary trust 
(Trust) to be funded with $1,000,000. Trust income is to be paid to T's 
child, S, for S's life. The trustee may also distribute trust corpus from 
time to time, in equal or unequal shares, for the benefit of any one or 
more members of the group consisting of S and T's three 
grandchildren (GC1, GC2, and GC3). On S's death, Trust is to terminate 
and the assets are to be divided equally among GC1, GC2, and GC3 (or 
their respective then-living descendants, per stirpes). On a timely filed 
Form 706, T's executor allocates all of T's remaining GST tax exemption 
($300,000) to Trust. As a result of the allocation, the applicable fraction 
with respect to the trust is .30 [$300,000 (the amount of GST tax 
exemption allocated to the trust) divided by $1,000,000 (the value of 
the property transferred to the trust)]. 
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The inclusion ratio with respect to the trust is .70 [1−.30]. On June 1, 
2007, the trustee determines that it is in the best interest of the 
beneficiaries to sever Trust to provide a separate trust for each of T's 
three grandchildren and their respective families. The trustee severs 
Trust into two trusts, Trust 1 and Trust 2, each with terms and 
beneficiaries identical to Trust and thus each providing that trust 
income is to be paid to S for life, trust principal may be distributed for 
the benefit of any or all members of the group consisting of S and T's 
grandchildren, and, on S's death, the trust is to terminate and the 
assets are to be divided equally among GC1, GC2, and GC3 (or their 
respective then-living descendants, per stirpes). The instrument 
severing Trust provides that Trust 1 is to receive 30% of Trust's assets 
and Trust 2 is to receive 70% of Trust's assets. Further, each such trust 
is to be funded with a pro rata portion of each asset held in Trust. 
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The trustee then severs Trust 1 into three equal trusts, Trust GC1, Trust GC2, and Trust 
GC3. Each trust is named for a grandchild of T and provides that trust income is to be 
paid to S for life, trust principal may be distributed for the benefit of S and T's 
grandchild for whom the trust is named, and, on S's death, the trust is to terminate 
and the trust proceeds distributed to the respective grandchild for whom the trust is 
named. If that grandchild has predeceased the termination date, the trust proceeds 
are to be distributed to that grandchild's then-living descendants, per stirpes, or, if 
none, then equally to the other two trusts resulting from the severance of Trust 1. 
Each such resulting trust is to be funded with a pro rata portion of each Trust 1 asset. 
The trustee also severs Trust 2 in a similar manner, into Trust GC1(2), Trust GC2(2), and 
Trust GC3(2). The severance of Trust into Trust 1 and Trust 2, the severance of Trust 1 
into Trust GC1, Trust GC2, Trust GC3, and the severance of Trust 2 into Trust GC1(2), 
Trust GC2(2) and Trust GC3(2), constitute qualified severances, provided that all other 
requirements of section 2642(a)(3) and this section are satisfied with respect to each 
severance. Trust GC1, Trust GC2, Trust GC3 will each have an inclusion ratio of zero and 
Trust GC1(2), Trust GC2(2), and Trust GC3(2) will each have an inclusion ratio of one.
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Example 8. Qualified severance deemed to precede a taxable termination,

In 2004, T establishes an inter vivos irrevocable trust 
(Trust) for a term of 10 years providing that Trust income 
is to be paid annually in equal shares to T's child C and T's 
grandchild GC (the child of another then-living child of T). 
If either C or GC dies prior to the expiration of the 10-year 
term, the deceased beneficiary's share of Trust's income 
is to be paid to that beneficiary's then-living descendants, 
per stirpes, for the balance of the trust term. At the 
expiration of the 10-year trust term, the corpus is to be 
distributed equally to C and GC; if either C or GC is not 
then living, then such decedent's share is to be 
distributed instead to such decedent's then-living 
descendants, per stirpes. 
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T allocates T's GST tax exemption to Trust such that Trust's applicable 
fraction is .50 and Trust's inclusion ratio is .50 [1−.50]. In 2006, 
pursuant to applicable state law, the trustee severs the trust into two 
equal trusts, Trust 1 and Trust 2. The instrument severing Trust 
provides that Trust 1 is to receive 50% of the Trust assets, and Trust 2 is 
to receive 50% of Trust's assets. Both resulting trusts are identical to 
Trust, except that each has different beneficiaries: C and C's 
descendants are designated as the beneficiaries of Trust 1, and GC and 
GC's descendants are designated as the beneficiaries of Trust 2. The 
severance constitutes a qualified severance, provided all other 
requirements of section 2642(a)(3) and this section are satisfied. 
Because the applicable fraction with respect to Trust is .50 and Trust 
was severed into two equal trusts, the trustee may designate which 
resulting trust has an inclusion ratio of one, and which has an inclusion 
ratio of zero. 

108



Accordingly, in the Notice of Qualified Severance 
reporting the severance, the trustee designates Trust 1 as 
having an inclusion ratio of one, and Trust 2 as having an 
inclusion ratio of zero. Because Trust 2 is a skip person 
under section 2613, the severance of Trust resulting in 
the distribution of 50% of Trust's corpus to Trust 2 would 
constitute a taxable termination or distribution (as 
described in section 2612(a)) of that 50% of Trust for GST 
tax purposes, but for the rule that a qualified severance is 
deemed to precede a taxable termination that is caused 
by the qualified severance. Thus, no GST tax will be due 
with regard to the creation and funding of Trust 2 
because the inclusion ratio of Trust 2 is zero.
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Example 9. Regulatory qualified severance,

(i) In 2004, T establishes an inter vivos irrevocable trust (Trust) 
providing that trust income is to be paid annually in equal shares to T's 
children, A and B, for 10 years. Trust provides that the trustee has 
discretion to make additional distributions of principal to A and B 
during the 10-year term without adjustments to their shares of income 
or the trust remainder. If either (or both) dies prior to the expiration of 
the 10-year term, the deceased child's share of trust income is to be 
paid to the child's then living descendants, per stirpes, for the balance 
of the trust term. At the expiration of the 10-year term, the corpus is 
to be distributed equally to A and B; if A and B (or either or them) is 
not then living, then such decedent's share is to be distributed instead 
to such decedent's then living descendants, per stirpes. T allocates GST 
tax exemption to Trust such that Trust's applicable fraction is .25 and 
its inclusion ratio is .75. 
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(ii) In 2006, pursuant to applicable state law, the trustee severs the 
trust into three trusts: Trust 1, Trust 2, and Trust 3. The instrument 
severing Trust provides that Trust 1 is to receive 50% of Trust's assets, 
Trust 2 is to receive 25% of Trust's assets, and Trust 3 is to receive 25% 
of Trust's assets. All three resulting trusts are identical to Trust, except 
that each has different beneficiaries: A and A's issue are designated as 
the beneficiaries of Trust 1, and B and B's issue are designated as the 
beneficiaries of Trust 2 and Trust 3. The severance constitutes a 
qualified severance, provided that all other requirements of section 
2642(a)(3) and this section are satisfied. Trust 1 will have an inclusion 
ratio of 1. Because both Trust 2 and Trust 3 have each received the 
fractional share of Trust's assets equal to Trust's applicable fraction of 
.25, trustee designates that Trust 2 will have an inclusion ratio of one 
and that Trust 3 will have an inclusion ratio of zero.
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Example 10. Beneficiary's interest dependent on inclusion ratio,

On August 8, 2006, T transfers $1,000,000 to Trust and timely 
allocates $400,000 of T's remaining GST tax exemption to 
Trust. As a result of the allocation, the applicable fraction with 
respect to Trust is .40 [$400,000 divided by $1,000,000] and 
Trust's inclusion ratio is .60 [1−.40]. Trust provides that all 
income of Trust will be paid annually to C, T's child, for life. On 
C's death, the corpus is to pass in accordance with C's exercise 
of a testamentary limited power to appoint the corpus of 
Trust to C's lineal descendants. However, Trust provides that if, 
at the time of C's death, Trust's inclusion ratio is greater than 
zero, then C may also appoint that fraction of the trust corpus 
equal to the inclusion ratio to the creditors of C's estate
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On May 3, 2008, pursuant to authority granted under applicable state law, the 
trustee severs Trust into two trusts. Trust 1 is funded with 40% of Trust's 
assets, and Trust 2 is funded with 60% of Trust's assets in accordance with the 
requirements of this section. Both Trust 1 and Trust 2 provide that all income 
of Trust will be paid annually to C during C's life. On C's death, Trust 1 corpus 
is to pass in accordance with C's exercise of a testamentary limited power to 
appoint the corpus to C's lineal descendants. Trust 2 is to pass in accordance 
with C's exercise of a testamentary power to appoint the corpus of Trust to C's 
lineal descendants and to the creditors of C's estate. The severance 
constitutes a qualified severance, provided that all other requirements of 
section 2642(a)(3) and this section are satisfied. No additional contribution or 
allocation of GST tax exemption is made to either Trust 1 or Trust 2 prior to C's 
death. Accordingly, the inclusion ratio with respect to Trust 1 is zero. The 
inclusion ratio with respect to Trust 2 is one until C's death, at which time C 
will become the transferor of Trust 2 for GST tax purposes. (Some or all of C's 
GST tax exemption may be allocated to Trust 2 upon C's death.)
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Example 11. Date of severance

Trust is an irrevocable trust that has both skip person and non-skip 
person beneficiaries. Trust holds two parcels of real estate, Property A 
and Property B, stock in Company X, a publicly traded company, and 
cash. On June 16, 2008, the local court with jurisdiction over Trust 
issues an order, pursuant to the trustee's petition authorized under 
state law, severing Trust into two resulting trusts of equal value, Trust 1 
and Trust 2. The court order directs that Property A will be distributed 
to Trust 1 and Property B will be distributed to Trust 2, and that an 
appropriate amount of stock and cash will be distributed to each trust 
such that the total value of property distributed to each trust as of the 
date of severance will be equal. The court order does not mandate a 
particular date of funding. Trustee receives notice of the court order 
on June 24, and selects July 16, 2008, as the date of severance. 
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On June 26, 2008, Trustee commences the process of transferring title 
to Property A and Property B to the appropriate resulting trust(s), 
which process is completed on July 8, 2008. Also on June 26, the 
Trustee hires a professional appraiser to value Property A and Property 
B as of the date of severance and receives the appraisal report on 
Friday, October 3, 2008. On Monday, October 6, 2008, Trustee 
commences the process of transferring to Trust 1 and Trust 2 the 
appropriate amount of Company X stock valued as of July 16, 2008, 
and that transfer (as well as the transfer of Trust's cash) is completed 
by October 9, 2008. Under the facts presented, the funding of Trust 1 
and Trust 2 occurred within 90 days of the date of severance selected 
by the trustee, and within a reasonable time after the date of 
severance taking into account the nature of the assets involved and 
the need to obtain an appraisal. 
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Accordingly, the date of severance for purposes of this 
section is July 16, 2008, the resulting trusts are to be 
funded based on the value of the original trust assets as 
of that date, and the severance is a qualified severance 
assuming that all other requirements of section 
2642(a)(3) and this section are met. (However, if Trust 
had contained only marketable securities and cash, then 
in order to satisfy the reasonable time requirement, the 
stock transfer would have to have been commenced, and 
generally completed, immediately after the date of 
severance, and the cash distribution would have to have 
been made at the same time.)
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Example 12. Other severance that does not meet the 
requirements of a qualified severance,

(i) In 2004, T establishes an irrevocable inter vivos trust (Trust) 
providing that Trust income is to be paid to T's children, A and 
B, in equal shares for their joint lives. Upon the death of the 
first to die of A and B, all Trust income will be paid to the 
survivor of A and B. At the death of the survivor, the corpus is 
to be distributed in equal shares to T's grandchildren, W and X 
(with any then-deceased grandchild's share being paid in 
accordance with that grandchild's testamentary general 
power of appointment). W is A's child and X is B's child. T 
elects under section 2632(c)(5) not to have the automatic 
allocation rules contained in section 2632(c) apply with 
respect to T's transfers to Trust, but T allocates GST tax 
exemption to Trust resulting in Trust having an inclusion ratio 
of .30. 
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(ii) In 2009, the trustee of Trust, as permitted by applicable state law, divides 
Trust into two separate trusts, Trust 1 and Trust 2. Trust 1 provides that trust 
income is to be paid to A for life and, on A's death, the remainder is to be 
distributed to W (or pursuant to W's testamentary general power of 
appointment). Trust 2 provides that trust income is to be paid to B for life 
and, on B's death, the remainder is to be distributed to X (or pursuant to X's 
testamentary general power of appointment). Because Trust 1 and Trust 2 do 
not provide A and B with the contingent survivor income interests that were 
provided to A and B under the terms of Trust, Trust 1 and Trust 2 do not 
provide for the same succession of interests in the aggregate as provided by 
Trust. Therefore, the severance does not satisfy the requirements of this 
section and is not a qualified severance. Provided that Trust 1 and Trust 2 are 
recognized as separate trusts under applicable state law, Trust 1 and Trust 2 
will be recognized as separate trusts for GST tax purposes pursuant to 
paragraph (h) of this section, prospectively from the date of the severance. 
However, Trust 1 and Trust 2 each have an inclusion ratio of .30 immediately 
after the severance, the same as the inclusion ratio of Trust prior to 
severance.
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Example 13. Qualified severance following a non-qualified 
severance,

Assume the same facts as in Example 12, except that, as of November 
4, 2010, the trustee of Trust 1 severs Trust 1 into two trusts, Trust 3 
and Trust 4, in accordance with applicable local law. The instrument 
severing Trust 1 provides that both resulting trusts have provisions 
identical to Trust 1. The terms of the instrument severing Trust 1 
further provide that Trust 3 is to be funded on a pro rata basis with 
assets having a fair market value as of the date of severance equal to 
70% of the value of Trust 1's assets on that date, and Trust 4 is to be 
funded with assets having a fair market value as of the date of 
severance equal to 30% of the value of Trust 1's assets on that date. 
The severance constitutes a qualified severance, provided that all 
other requirements of section 2642(a)(3) and this section are satisfied. 
Trust 3 will have an inclusion ratio of zero and Trust 4 will have an 
inclusion ratio of one.
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Trust Severance

If a trust is severed in a qualified 
severance, the severed trusts are 
treated as separate trusts for GST 
purposes
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What is a Qualified Severance?

• Single trust is divided on a fractional basis

• And the terms of the new trust, in the 
aggregate, provide from the same succession 
of interests of beneficiaries as the original 
trust
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Severance and Trusts with an Inclusion 
Ratio Greater Than Zero

Trusts with inclusion ratio greater than zero. If a 
trust has an inclusion ratio of greater than zero and 
less than 1, a severance is a qualified severance 
only if the single trust is divided into two trusts, one 
of which receives a fractional share of the total 
value of all trust assets equal to the applicable 
fraction of the single trust immediately before the 
severance. In such case, the trust receiving such 
fractional share shall have an inclusion ratio of zero 
and the other trust shall have an inclusion ratio of 
1.
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Annual Exclusion Gifts are Assigned a 
Zero Inclusion Ration

Annual Exclusion=$15,000
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GST Exemption

• 2009-$3,500,000

• 2011-$5,000,000

• 2017-$5,490,000

• 2018-$11,180,000
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When Will Gifts in a Trust Qualify?

• Gift is for only 1 skip person

• The trust is includable in a skip person’s gross estate

• Skip person has a Crummey power

• A 2642(c) trust must be a single beneficiary trust for a 
skip person, that usually confers on the skip person a 
testamentary general power of appointment (to cause 
estate tax inclusion) and grants the skip person a 
Crummey power of withdrawal so as to confer a 
present interest eligible for the assignment of a zero 
inclusion ratio
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Problems with Transfers to Trusts

• Powers of withdrawal are generally ignored 
for GST purposes

• GST exemption must be to entire transfer to 
trust

• Unless the trust is a 2642trust, the powers of 
withdrawal help by skip persons DO NOT 
qualify for zero inclusion ratio treatment
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Other Exemptions

• Transfers for education and medical 
expenses

• Deceased parent 
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GST Trust

Can receive a generation-skipping transfer
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Exceptions to GST Trust
• More than 25% of the trust corpus must be 

designated for or may be withdrawn from a non-
skip person before age 46

• More than 25% of the trust corpus must be 
distributed to or may be withdrawn by one or 
more non-skip persons who are living on the 
death of another person who is more than 10 
years older than the non-skip person

• If the first 2 rules are inapplicable, more than 25% 
of trust corpus must be distributed to estates of 
non-skip persons or is subject to general power of 
appointment help by non-skip person
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Exception to GST Trust

• Any portion of trust would be included in non-
skip person’s estate (other than transferor) if 
such person died immediately after the 
transfer—but ignore rights of withdrawal 
within the annual exclusion
– If there are hanging powers, rights of withdrawal 

may exceed annual exclusion

• CLAT, CRUT, or CRUT

• CLUT
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Fiduciaries and the Gross Estate

Allow an independent trustee of a trust to 
have discretionary power to include trust 
assets in a beneficiary’s gross estate when 
it would result in likely tax savings
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Part V.

• Investment Strategies to Minimize GST Impact 
on Transfers
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Estate taxes can be hefty. One strategy to reduce 
your estate taxes is to “skip” a generation of heirs. 
While this strategy can be successful, it is not 
necessarily tax-free.

The generation-skipping transfer (GST) tax prevents 
you from avoiding all estate tax by making gifts 
directly to grandchildren or great-grandchildren. 
However, there are exemptions and exclusions to 
the GST, which may create long-term wealth-
building opportunities. Here’s how the GST works.
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How the generation-skipping tax rate is assessed

• GST tax rules apply to asset transfers to recipients 
who are two or more generations younger than 
you. Transfers to your own children are not 
considered generation-skipping. Assets 
transferred to a grandchild whose parent (your 
child) is deceased are not subject to the GST tax.

• The GST tax is separate from, and in addition to, 
the estate tax. The tax is calculated at a flat rate 
of 40 percent in 2018 (equal to the estate and gift 
tax rate) on transfers above the lifetime GST tax 
exemption amount (approximately $11.2 million).
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• The exemption amount will grow each year based on 
inflation through 2025. However, this exemption 
amount is nearly double what it has been in years past, 
and it is scheduled to sunset. Starting on Jan. 1, 2026, 
the exemption amount will return to the much lower 
level of the previous tax law. In 2026, the new rate will 
revert to a $5 million baseline, indexed for inflation.

• The generation-skipping tax rate applies to outright 
transfers of property and certain other transfers of 
property to a trust. Generally, trust income or principal 
distributed to grandchildren are subject to GST tax.
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Common transfer strategies for you to discuss with your tax and legal 
advisors

Generation-skipping transfers: You typically 
place your assets in a trust (which must be 
drafted by an attorney) using your GST tax 
exemption. This pays income to your child for 
life with the remainder passing to your 
grandchildren or future generations after your 
child is deceased.
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Direct generation skip: You bypass your own 
children and give the assets qualifying for the 
exemption amount either directly to your 
grandchildren or place assets in a trust for their 
benefit or for the benefit of future generations.
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How to use a lifetime exemption from GST tax

The lifetime exemption from the GST tax offers 
some advantages. It may be applied to any 
combination of transfers during your life or 
made at the time of death. The lifetime GST tax 
exemption in 2018 is about $11.2 million.
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Here are two potential strategies to consider when 
using the lifetime exemption:
• During your lifetime, you make a gift of $11.2 

million into a trust that ultimately distributes 
assets to your grandchildren, sheltering projected 
appreciation for future generations.

• At your death, you may leave up to $11.2 million 
in lifetime trusts for your children. At your 
children’s deaths, the trusts’ $11.2 million (plus 
any appreciation) passes to your grandchildren 
without incurring a GST tax or estate tax.
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The federal estate, gift and GST tax exemptions 
are unified and indexed for inflation in future 
years. There is one important difference, 
however. With an estate tax, the unused 
exemption of the first spouse to die can be 
added to the surviving spouse’s personal 
exemption. The same flexibility does not apply 
to the GST tax exemption. Any of the GST tax 
exemption unused at your death is lost.
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Tax-exempt gifts

• The GST tax does not apply to qualified 
nontaxable gifts. These include, but are not 
limited to:

• Annual exclusion gifts of up to $15,000 per 
recipient per year (2018 amount, indexed for 
inflation in future years).

• Payments for tuition, medical care or medical 
insurance made directly to a school, doctor, 
hospital, etc.

• Gifts made for the benefit of a grandchild in these 
forms are generally tax-free.
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Plan ahead to limit unnecessary taxes

• You have the flexibility to make generation-skipping 
transfers during your lifetime or to plan for them to occur 
after your death.

• During your lifetime, all applicable transfers of wealth that 
you make are automatically applied to your lifetime GST tax 
exemption, unless you elect otherwise. For transfers at 
death, the exemption may be allocated as you direct in 
your will or as your executor directs if unspecified in your 
will.

• The rates and rules for generation-skipping taxes can be 
complicated and subject to change. Work with your tax, 
legal and financial advisors to determine if and how to 
implement GST tax rules as part of your estate plan.
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• Some state’s RAPs differ between real and personal 
property which can affect funding choices.

• Generally, the concept is to fund the Dynasty Trust with 
assets likely to increase in value during term of trust.

• Discounted Business Interests

• Also need to consider whether the grantor needs 
income if the trust is not self-settled.
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• Inter-vivos trusts can continue to be funded 
with annual exclusion amounts.

• Some practitioners use gifts to fund the trust 
as “seed money” for leveraging techniques.

• Down payment to purchase business, while 
funding remainder with promissory note

• See Strafford webinar on IDGTs.
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• The current tax situation makes funding of GST 
Trusts in 201 especially attractive since a high net 
worth individual can fund a trust with 
$11,180,000 free of gift tax by taking advantage 
of the lifetime credit.

• Under current tax law, a married couple can fund 
a trust with up to $22,360,000 by using each 
spouse’s unified credit.
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Preserving the Family Business

• A primary concern that many grantors have who have founded a 
successful family business is how that business will be maintained 
by future generations.

• A GST Trust can be an effective tool in circumventing the hard 
feelings associated with picking one successor for the business.

• The GST Trust can operate as a voting or control trust, designed to 
prevent one person from steering the business away from its 
original vision.

• However, implementing such a plan requires the business owner to 
relinquish at least some control of the business, a step that most 
business owner’s are unwilling to take.
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• Special rules apply if the trust will hold stock 
or shares in a corporation, and particularly if 
the corporation is a “Sub-S Corporation” (S 
Corp).

• Only certain trusts can be shareholders of an 
S Corp—

• Grantor trusts

• Qualified subchapter S trusts (QSST)

• Electing small business trusts (ESBT)
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Grantor Trust

• A grantor’s trust is one where the grantor keeps some interest in 
either the trust assets or the income that is generated by the trust.

• In a grantor’s trust, the grantor is treated as the owner of the trust 
for federal income tax purposes, and so there is no tax at the trust 
level—all income and losses are passed through to the grantor.

•

• § Any trust that qualifies as a grantor trust will be eligible to hold 
S Corp stock.

• § It does not matter what the terms of the
• trust are.
• § There is no need for the grantor to make an election to be a 

shareholder of the S Corp, as long as the grantor is a U.S. citizen or 
resident.

148



Qualified Subchapter S Trust
(QSST)

• A valid QSST must meet certain requirements, and the beneficiary 
of the trust must join in making the S Corp election for tax 
purposes.

• To qualify, a QSST—
• Can have only 1 income beneficiary, that is, only 1 person can 

receive the income generated by the trust (except that spouses can 
be co-beneficiaries of the income if they are both U.S. citizens or 
residents and they file a joint federal income tax return),

• During the income beneficiary’s lifetime, only he or she can be 
given principal distributions from the QSST, that is, only that 
beneficiary can be given the actual stock, and

• All of the trust income must be distributed to the income 
beneficiary.
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Electing Small Business Trust
(ESBT)

• The ESBT is the only trust that can hold S Corp stock, have more 
than 1 beneficiary, and allow the trustee discretion over 
distributions, without causing a loss of the S Corp election.

• Since it is regarded as a tax break by Congress and the IRS, the ESBT 
must meet special and strict requirements—

• All beneficiaries must be qualified S Corp shareholders, that is, 
where individual beneficiaries are concerned, each must be a U.S. 
citizen or resident, and

• The trustee must elect to have the trust treated as a separate trust 
for income tax purposes, and taxed separately at the highest 
income tax rate.
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Crummey Powers

• In Crummey v. Comr., 397 F.2d 82 (9th Cir. 
1968), the Ninth Circuit held that transfers to 
a trust over which the beneficiaries held 
withdrawal rights qualified for the § 2503(b) 
annual exclusion from taxable gifts even 
thought it was unlikely the beneficiaries would 
exercise, or indeed that some even knew of, 
these rights.
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• In the case of GST Trusts, using Crummey 
withdrawal powers would allow multiple 
transferors to fund the trust with annual 
exclusion gifts.

• However, Crummey Trusts are often oversold 
and poorly understood, and the I.R.S. has had 
an uneasy relationship with Crummey gifts.
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• Following Crummey, a substantial body of 
administrative requirements developed regarding 
Crummey gifts.

• For example—
• The beneficiary being given the withdrawal right must 

have notice of the right each time it arises.
• The notice must be provided more than 4 days before 

the power arises.
• The right to future notices cannot be waived by the 

beneficiary.
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• The type of Crummey Trust that works best in 
a given situation depends upon a client’s 
goals.

• For GST Trusts, of course, the GST planning is 
paramount.
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Types of Crummey Trusts—

• Funded Crummey Trust

• Cristofani Crummey Trust

• Hanging Power Crummey Trust

• Separate Share Crummey Trust
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Funded Crummey Trust

A “Funded Crummey Trust” is a trust where the 
donor may transfer more than the annual 
exclusion amount to a trust containing Crummey 
withdrawal rights.
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Cristofani Crummey Trust

A “Cristofani Crummey Trust” is a Crummey 
Trust that gives Crummey withdrawal rights to 
several beneficiaries, even though only some of 
those beneficiaries are current beneficiaries of 
the trust once the withdrawal right lapses (i.e., a 
trust beneficiary qualifies as an annual exclusion 
gift even without a vested interest in trust 
property).
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Hanging Power Crummey Trust

• A “Hanging Power Crummey Trust” is a trust 
whereby “hanging” powers of withdrawal are 
used in a Crummey Trust.

• A “hanging” power is one that lapses each 
year by an amount no greater than $5,000 or 
5% of the value of property out of which the 
exercise of the lapsed power could be 
satisfied.
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Hanging powers can be given to several different 
beneficiaries of the same pot trust, allowing the 
distributions to the beneficiaries upon the 
grantor’s death to be made equally.
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Separate Share Crummey Trust

A “Separate Share Crummey Trust” is a trust 
whereby a grantor can create a separate trust, 
or separate shares within a single trust, for each 
beneficiary, and give the beneficiary of each 
trust or share a power of appointment over the 
property upon his or her death.

160



By structuring the trust in this manner, the 
beneficiary does not make a completed gift as a 
result of the lapse, because the property is 
distributable only to the beneficiary during his 
or her lifetime, and on his or her death the 
property is subject to a general or limited power 
of appointment.

161



Note that, even though an annual exclusion gifts 
to skip persons such as grandchildren are not 
direct skip gifts, if those assets pass to a trust 
after a Crummey withdrawal lapses they will 
have an inclusion ratio for GST tax purposes 
other than zero unless exemption is allocated to 
them.
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Prior to implementing a pot trust, an attorney 
should advise the client of the potential 
disadvantages of having numerous beneficiaries 
interested in the same trust.

Additionally, the proposed trustee will want to 
consider the potential for greater exposure to 
liability and be familiar with any and all 
protective provisions included in the trust 
instrument.

163



Part VI.

• Roles of Various Fiduciary and Administrative 
Persons
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Different Roles

• Trustees

• Trust Advisors/Trust Protectors

• Directed Trustee

• Investment Advisors

• Investment Committees

• Distribution Committees
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Trustee Selection, Removal and Replacement
• Given that GST Trusts are designed to span generations, trustee selection is especially important.
• A provision for appointing a successor trustee by existing trustees should be considered.
• A provision for removal of trustee is very important.
• Consider whether successor trustees must fall within a certain class.
• Attorney
• C.P.A.
• Trust Company
• May be wise to allow for a Directed Trust and/or divide trustee duties.
• Administrative Duties To 3rd-party
• Distributions By Family or Friend
• Give thought to trustee standards.
• Family might only be liable if gross misconduct is found.
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Trust Advisors/Trust Protectors

• Trust Protectors can provide flexibility due to the inability of the 
grantor or attorney to foresee hundreds of years into the future.

• The Trust Protector may be named in the trust.
• But with a GST Trust, the Trust Protector should also provide for
• succession, removal and replacement, as to trustees.
• Some states are more specifically amenable to Trust Protectors than 

others.
• South Dakota
• Nevada
• Alaska
• NOTE. This is no surprise because these same states are also among 

those most friendly to Dynasty Trusts.
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Advantages and Disadvantages of Using a Trust Advisor

A trust advisor can add significant flexibility to an estate plan, but this flexibility comes at a cost, so it is 
important that the client weigh the advantages and disadvantages before opting for a trust advisor and 
directed trustee.

1.         Advantages

The main advantage to be gained from using a trust advisor is that it can allow the trust agreement to change 
over time with changing circumstances that the settlor did not anticipate, such as changes in law and/or 
beneficiaries.

2.         Disadvantages

a.         Potential tax issues can arise.

b.        Increased costs of administration – A directed trustee complicates the administration of a trust by adding 
another layer of administration, which can increase complexity, confusion, and costs. An alternative may be to 
name the trust advisor as a co- fiduciary or sole fiduciary where the law is clear as to the duties, responsibilities 
and liabilities, or where the trust agreement provides specific guidance.

c.         Increased likelihood that important issues will be overlooked due to confusion over whose duty is 
involved.
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• Does the directed trustee have the duty to 
supervise or monitor the actions of the trust 
advisor?  If so, what is the scope of such duty?  
The answer to these questions will determine, in 
part, the liability of the directed trustee for the 
trust advisor’s actions. In determining a directed 
trustee’s duties, the practitioner, the advisor and 
the directed trustee should each review the trust 
instrument and applicable state law.
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In reviewing the trust instrument, the parties 
involved should pay particular attention to:

a.         The characterization of the role of the 
trust advisor.  (Is the power is held in a fiduciary 
capacity or personally?);

b.         The terms of the grant of authority to the 
trust advisor;
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c.         The duty of the trustee to supervise and 
monitor the directions given to the trustee by the 
trust advisor under the governing instrument 
and/or applicable state law;
d.         The procedure, if any, for the directed 
trustee to question the directions given to the 
trustee by the trust advisor;
e.         Whether responsibility falls back on the 
directed trustee during time of vacancies in trust 
advisor position;
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f.         Whether the trust agreement contains any 
limitation on the liability of the directed trustee for 
following the trust advisor’s directions; and

g.         The extent to which state law will permit the 
settlor to limit the liability of the directed trustee. 
See G. Bogert, Trusts and Trustees § 701 (2d rev. ed. 
1982) (“Generally, a trustee cannot completely 
divest himself of trust investment responsibilities 
even though he is expressly relieved of those 
responsibilities by the settlor.”)
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State statutes in some jurisdictions provide clarity as to 
the characterization of the trust advisor’s capacity and 
the directed trustee’s duty to review the trust advisor’s 
actions. These issues are addressed in the statutes from a 
variety of viewpoints. Some state statutes adopt the 
approach taken by the Uniform Trust Code, which is to 
treat the trust advisor as a cofiduciary and limit the duties 
of the directed trustee to a limited monitoring role. Other 
states, including Virginia, expressly permit the exclusion 
of a trustee from exercising investment power and make 
the directed trustee “liable, if at all, only as a ministerial 
agent.” (Virginia Code § 26-5.2 C.)
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Investment Advisors

The Investment Advisor of each trust hereunder shall be [Individual 
#1], so long as [he/she] is willing and able to act in such capacity. The 
Investment Advisor may appoint one or more persons to be successor 
Investment Advisor to take office upon the death, resignation or 
incapacity of the Investment Advisor or any person serving as 
Investment Advisor. If the office of Investment Advisor is vacant and no 
successor takes office pursuant to any other provision of this 
Agreement, the Investment Advisor of each trust hereunder shall be 
[Individual #2], so long as [he/she] is willing and able to act in such 
capacity. If [Individual #2] is unable or unwilling to serve, then the 
Investment Advisor of each trust hereunder shall be beneficiary for 
whom the trust was set aside. If such beneficiary is under a legal 
disability, then his or her guardian or similar fiduciary shall serve as the 
Investment Advisor of his or her trust held hereunder.
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Distribution Advisor

The Distribution Advisor of each trust hereunder shall be [Individual 
#1], so long as [he/she] is willing and able to act in such capacity. The 
Distribution Advisor may appoint one or more persons to be successor 
Distribution Advisor to take office upon the death, resignation or 
incapacity of the Distribution Advisor or any person serving as 
Distribution Advisor. If the office of Distribution Advisor is vacant and 
no successor takes office pursuant to any other provision of this 
Agreement, the Distribution Advisor of each trust hereunder shall be 
[Individual #2], so long as [he/she] is willing and able to act in such 
capacity. If [Individual #2] is unable or unwilling to serve, then the 
Distribution Advisor of each trust hereunder shall be beneficiary for 
whom the trust was set aside. If such beneficiary is under a legal 
disability, then his or her guardian or similar fiduciary shall serve as the 
Distribution Advisor of his or her trust held hereunder.
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Individual Trust  Advisor, Committee  or Entity

a.         Depending in part on the trust advisor’s 
responsibilities, in some instances, the client may want to 
name a committee of individuals as trust advisors. If so, 
the drafter should provide governance procedures in the 
trust instrument.

b.         Some trust advisors may be concerned about 
individual liability for holding the power. If liability is a 
concern, it may be possible to provide some minimal 
level of liability protection by using an entity, such as a 
limited liability company, as the trust advisor.
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