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Gift tax reporting for transfers to trusts.
By Rebecca Solomon, JD, LL.M.

T

he process of implementing
an irrevocable trust as part
of your estate plan can be
long and arduous. First, you must
settle on the best strategy that fits
your overall goals and makes sense
from a financial perspective (after
all, you are typically planning to part
permanently with assets you worked
hard to acquire). The trust must then
be drafted, and then executed. Next,
you must finalize the funding of the
assets to the trust. However, the
process often doesn’t end there.

The federal gift tax
In many cases, you will need to
report the asset transfer to the IRS.
The estate tax savings that drive
the purpose of such trusts requires
that the transfer to the trust be
considered a completed gift for gift
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and estate tax purposes, so it is no
longer a part of your estate when you
pass away. As a result, the taxable
value of the gift will count against
your lifetime exemption for federal
estate and gift taxes (currently $11.7
million in 2021). Once that exemption
is used up, you will need to pay tax on
any additional gifts. To the extent
you have exemption remaining at
your death, that is used to offset any
estate tax liability. Taxable gifts are
reported to the IRS for the calendar
year in which they were made on IRS
Form 709 United States Gift (and
Generation-Skipping Transfer) Tax
Return.

gifts to arrive at the value of the
taxable gift. It is the value of the
taxable gift which reduces your
lifetime exemption. For a gift in trust,
each beneficiary who has a present
right to withdraw the gift in that
calendar year is treated as a separate
donee for purposes of the annual
exclusion. This is why irrevocable
trusts often contain provisions for
beneficiary “withdrawal rights” (often
called Crummey withdrawal rights
after the federal court case which
approved their use).

The good news is that federal tax
law allows an exclusion for the
first $15,000 (in 2021) of gifts of a
“present interest” to a donee each
year, which is subtracted from total

With few exceptions, a completed
gift to an irrevocable trust which is
not entirely reduced by the present
interest withdrawal rights of the
beneficiaries must be reported

Gifts to trusts that must
be reported to the IRS

to the IRS. This naturally includes
gifts to trusts for which there are
no withdrawal rights. Transfers to
a grantor retained annuity trust
(GRAT) must be reported, since the
transfer of the remainder interest
following the annuity period to
the remainder beneficiaries is by
definition not a present interest
and thus not reduced by the gift tax
annual exclusion (even if the value of
the remainder interest is calculated
to be $0).
Similarly, transfers of real estate to
a qualified personal residence trust
(QPRT) are required to be reported.
Gifts to charitable remainder trusts
(CRTs) and charitable lead trusts
(CLTs) need to be reported as well,
with some limited exceptions, even
though there will be an offsetting
charitable deduction on the gift tax
return for the value allocated to the
charitable beneficiary.
In addition, gifts to a lifetime qualified
terminable interest property
(QTIP) trust, which are designed to
exclusively benefit a spouse, must
be reported in order to elect QTIP
treatment of those assets.

Transfers to trusts that
don’t have to be reported,
but may be beneficial to
report
A sale of an asset to an Intentionally
Defective Grantor Trust (IDGT) at its
fair market value, which is a common
estate planning technique, is not a
gift, and thus it is not required to be
reported on a gift tax return. Also,
a gift that is entirely reduced by the
annual exclusion is not reportable
to the IRS. However, it may be in
the taxpayer’s interest to report
them anyway. At first you may
think, why would one want to report
anything to the IRS if it isn’t required?
The answer is to prevent the IRS
from challenging in the future the
value assigned to an asset in the
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transaction. The value of property
transferred to a trust is often not
easily ascertainable. While the value
of cash, stocks, or other securities
can be determined on any given date
with certainty, other assets have
to be appraised to determine an
opinion of value. Like any opinion,
people can differ on their assessment
of an asset’s value. For instance,
assume you sell a fractional interest
in your business to an IDGT, and that
interest is valued by an appraiser
for $2 million. You therefore receive
back from the trust value in the same
amount (cash, promissory note, etc.).
The IRS may later step in to assert
that the business interest was really
worth $3 million in their opinion, and
therefore you made a gift to the trust
worth $1 million.
The benefit of reporting a sale or gift
to a trust of a hard-to-value asset is
that it can limit the time in which the
IRS can come back and challenge the
value. Section 6501(a) of the Internal
Revenue Code limits the ability of the
IRS to challenge the value of an asset

adequately disclosed on a gift tax
return to three years from the due
date of the return or when the return
was actually filed (whichever is later).
If you do not disclose the transaction
to the IRS, even if it wasn’t required,
the value can be challenged by the
IRS any time – even after you die!
The importance of adequate
disclosure on the gift tax return
can be even greater if the appraisal
includes valuation discounts for lack
of control or lack of marketability,
commonly used for interests in
closely held business entities. The
IRS has historically challenged
valuation discounts, especially in the
context of family investment entities.

The importance of
adequate disclosure
In order to start the three-year
statute of limitations running,
whether the gift must be reported
or not, the transaction must not only
be reported in a gift tax return, but
also the valuation of the asset must
be “adequately disclosed,” the details

of which are spelled out in the tax
code and regulations. In essence,
the taxpayer has two choices to
meet adequate disclosure: include
a laundry list of required detail as
provided in Treas. Reg. §301.6501(c)1(f)(2), or submit a qualified valuation
report prepared by professional
appraiser as defined in subsection
(f)(3) of the Regulation. The former
method has its own risks, as the
requirements can be subjective. The
latter method is considered by many
to be a safe harbor to run the statute
of limitations.
If it’s important to you to ensure the
IRS cannot challenge the valuation
after three years, then you should
consider obtaining a qualified
valuation report by a professional
appraiser. Since these types of
reports may take weeks or even
months to complete (depending on
the complexity of the asset), you may
wish to secure a valuation expert
early on in the planning process.

The federal generationskipping transfer tax
The other purpose of the Form
709 is reporting allocation of your
lifetime exemption from the federal
generation-skipping transfer (GST)
tax, a separate tax which applies to
certain gratuitous transfers during
life and at death to someone two
or more generations below the
transferor. Since the estate and
gift tax is considered a tax on the
generational transfer of wealth, it

makes sense to limit the amount
one can transfer that skips a
generation by adding an extra layer
of tax. Currently, the GST lifetime
exemption is equal to the estate
and gift tax lifetime exemption
($11.7 million in 2021), although it
is separately accounted for. For
transfers to trusts, the GST tax is
very relevant, since many trusts
are designed to last over multiple
generations, and the allocation of
GST exemption to a current transfer
to a trust can exempt all the future
growth in trust assets from exposure
to this tax.
To further complicate matters,
federal tax law and regulations
provide certain rules for the
automatic allocation of GST
exemption to trusts. Often, these
rules provide the result you want –
other times, they don’t.
If you want to ensure the allocation of
GST exemption is made in a manner

different than the automatic
allocation rules, or if there is any
ambiguity as to how those rules apply
to your trust, you should consider
filing a gift tax return to report
how you want the exemption to be
applied. You can even elect to have
allocations of GST exemption made
to a trust consistent for all future
transfers, so you don’t need to repeat
that reporting each year a gift is
made to that trust.

Conclusion
As you can see, the gift tax reporting
of transfers to trusts can be complex
and may have important tax
consequences.
As a part of the trust creation
and funding process, you should
engage tax counsel (and, if needed,
a valuation professional) who is
experienced with these matters to
be sure the reporting to the IRS is
completed accurately.
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estate planning, estate and gift tax compliance, business
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Special Needs Planning

Often overlooked deductions for medical
capital improvements and their financing.
By Thomas M. Brinker, Jr., LL.M., CPA

A

s the number of children
diagnosed with autism and
other intellectual disorders
continues to skyrocket, the lives of
all those concerned are impacted. In
March 2020, the Centers for Disease
Control and Prevention reported
that as many as one in 54 children
born today have an autism spectrum
disorder (an increase from the CDC's
2018 report that found a one in 59
prevalence), with boys more than
four times as likely to be identified
with autism than girls. In addition,
the CDC says that about one in
six children ages 3–17 have been
diagnosed with a developmental
disability (such as autism, ADHD,
blindness, and cerebral palsy among
others), with one in four U.S. adults
nationwide having a disability.
Parents caring for those with
special needs are often unaware
of the substantial tax benefits
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available to them and often forego
hundreds, if not thousands, of
dollars in potential tax deductions
and reductions in their tax liability.
Medical care expenditures alone for
a child with special needs can prove
astronomical. As a result, parents
and their advisors need to become
familiar with some unusual Internal
Revenue Code provisions that may
assist and/or hinder in this process.
The following focuses on the medical
expense and home equity interest
expense deductions pertaining to
home-related capital expenditures
incurred to accommodate an
individual having special needs.

The medical expense
deduction
Only individuals itemizing their
deductions on their federal individual
income tax returns can claim a
medical expense deduction. Un-

reimbursed medical expenses are
deductible only to the extent they
exceed 7.5% of a taxpayer’s “adjusted
gross income” or AGI. This 7.5% AGI
threshold for the medical expense
deduction was made permanent
under the Taxpayer Certainty and
Disaster Tax Relief Act of 2020.
Alternatively, parents who are eligible
to participate in tax-advantaged
plans through work for funding
medical expenses, such as flexible
spending accounts or health savings
accounts, can set aside limited
amounts of money to finance medical
care expenses on a pre-tax basis
while bypassing the AGI limitation.
Although these amounts are indexed
annually for inflation, pre-tax
contributions to flexible spending
accounts are currently limited
to $2,750 for 2021, with health
savings accounts capped at $3,600
for singles and $7,200 for families

with an additional $1,000 catch-up
contribution (for 2021) for those over
age 55.

The missed opportunity:
capital expenditures as a
medical expense
Under most circumstances, capital
expenditures are not permitted
as a medical expense deduction.
However, a medical expense
deduction is available when the
capital expenditure is made primarily
for the medical care of the taxpayer,
the taxpayer’s spouse, and/or the
taxpayer’s dependents. To secure a
current medical expense deduction
for a capital expenditure, the cost
must be reasonable in amount and
incurred out of medical necessity
for primary use by the individual
requiring medical care.
Qualifying capital expenditures for
medical expense deductions fall into
two categories:
1. Expenditures improving the
taxpayer’s home while also
providing medical care (e.g., a
central air conditioning system
for an individual suffering from a
chronic respiratory illness).
2. Expenditures removing
structural barriers in the home
of an individual with physical
limitations (e.g., construction
costs incurred for an entrance
ramp, widening doorways and
halls, customizing bathing
facilities, lowering kitchen
cabinets, adding railings).
Under Treas. Reg. 1.213-1 (e)(1)
(iii), capital expenditures in the
first category are deductible only
to the extent that the cost of the
improvement exceeds the increase
in the property’s fair market value as
a result of the capital expenditure.
For example, after a physician
recommends daily swimming for an
individual suffering from arthritis,
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EXAMPLE 1: In 2020, Johnny was injured in an extreme sport
accident. Johnny sustained a chronic disabling leg injury, which
requires him to spend most of his time in a wheelchair. His physician
recommends that he install an elevator in his home to alleviate the
pressure on his lower body from walking up and down stairs. During
the year, Johnny made the following expenditures: wheelchair: $3,500;
elevator: $19,500; operational and maintenance costs incurred with the
elevator: $2,800; and entrance ramp and door modifications: $7,500.
According to appraisers, the home increased in value as a result of
the elevator by $5,000. As a result of the appraisal, Johnny’s medical
expense deduction associated with his capital expenditures is $28,300
($33,300 less the home’s increase in value of $5,000). If Johnny’s AGI
was $75,000 in 2020, his medical expense deduction would be $22,675
after subtracting 7.5% of his AGI.
EXAMPLE 2: In 2020, Amy, a single mother with AGI of $80,000,
fully supported her 20-year-old daughter living with her. Her daughter
has no income for the year, and was properly claimed as Amy’s
dependent. During the year, Amy installed a central air conditioner at a
cost of $17,500, which her physician said was required in caring for the
daughter’s asthma. After installation, Amy’s home increased in value
by $6,000. In addition, Amy incurred the following medical expenses
in 2020: over-the-counter medications: $550; prescribed drugs: $350;
physician expenses: $1,250; and un-reimbursed health insurance
premiums: $4,250. For 2020, Amy’s current medical expense deduction
is $11,350 after subtracting 7.5% of her AGI ($17,350 less $6,000). If
the air conditioning system increases the monthly utility bill by $125,
Amy’s deduction would increase by $1,500, resulting in an $12,850
medical expense deduction for the year 2020. (Note: Over-the-counter
medications are not a deductible medical expense.)

the family installs a therapeutic
swimming pool costing $30,000.
As a result of the expenditure,
the home increases in value by
$5,000. Therefore, $25,000 may
be deducted as a medical expense
(plus the ongoing pool maintenance).
Expenditures incurred in the second
category are fully deductible under
the presumption that there is no
increase in the property’s value as a
result of removing a physical barrier.
As illustrated in the examples above,
under either category, costs incurred
to operate or maintain the capital
expenditure (such as increased utility

and maintenance costs to operate
the elevator or air conditioning
system) are deductible currently
as medical expenses as long as the
medical reason for the expenditures
continues to exist.

Can a home equity loan
provide a deduction
when financing the
improvement?
Families caring for those with special
needs frequently borrow against
their homes in financing their family
medical expenses. Although interest
expense incurred on a home equity

loan is no longer deductible as an
itemized deduction under 2017’s Tax
Cuts and Jobs Act (TCJA), there are
notable exceptions.
In general, home equity loans
represent borrowings other than the
indebtedness incurred in acquiring,
constructing, or substantially
improving a principal residence and/
or a second home. Under Sec. 163(h)
(3)(F): “Special Rules for taxable
years 2018 through 2025,” the
home mortgage interest deduction
is currently limited to acquisition
indebtedness of $750,000 (from prior
law’s $1,000,000) for homes acquired
after 2017. Further, the home equity
loan interest deduction has been
suspended through 2025.
As of 2018, parents seeking an
interest expense deduction for home
equity indebtedness will only be
permitted a deduction if the loan is to
purchase, construct, or substantially
improve a residence.
Therefore, a home equity loan
interest deduction will only be

EXAMPLE 3: Bill and Jane Johnson made a $200,000 down payment
and borrowed $700,000 to purchase a residence worth $900,000 in
2013. Their home is currently valued at $1,150,000 with an acquisition
debt remaining of $500,000. In 2020, they borrow $200,000 to
provide for the ongoing medical care of their 15-year-old son with
special needs and use their residence to secure this note. They may
deduct interest on the $500,000 of remaining acquisition debt only…
unless the $200,000 home equity loan was utilized to improve the
home, such as a medical capital expenditure (e.g., installing an elevator
or therapeutic swimming pool, constructing entrance ramps, widening
doorways and halls, lowering kitchen cabinets, adding railings). It
should be noted that both the medical capital expenditure and the
home equity loan’s interest are deductible as an itemized deduction if
the Johnsons itemize their deductions.
permitted if the parents secure the
loan for medical capital expenditures
(i.e., substantially improving
the home) made to the home in
accommodating the individual
with special needs (with total
indebtedness limited to $750,000).
However, utilizing a home equity
loan to finance ongoing medical care
will not result in an interest expense
deduction.

Where to seek answers?
In addition to national organizations
devoted to special needs planning,
talk to a locally recommended
Chartered Special Needs Consultant
or a CPA and/or financial services
provider specializing in planning for
those with special needs to see how a
medically related capital expenditure
may reduce your tax bill.

Thomas M. Brinker Jr., CPA/PFS, CGMA, J.D., LL.M.,
ChFC®, CFE, AEP®, is professor of accounting at Arcadia
University in Glenside, PA, and also serves as Chair of
the MassMutual Center for Special Needs Planning at
The American College of Financial Services in King of
Prussia, PA. He graduated cum laude from Saint Joseph’s
University in Accountancy and holds master’s degrees in
Taxation and Accounting from Widener University. In
addition to earning his J.D., Professor Brinker earned an
LL.M. in International Taxation from Regent University
School of Law, where he received the distinction of
“Outstanding Graduate” in his class.

The Nautilus Group® is a service of New York Life Insurance Company. Nautilus, New York Life, and employees and agents thereof are not in the business
of providing tax, legal or accounting advice. Individuals should consult with their own tax, legal or accounting advisors before implementing any planning
strategies. Any third party material in this newsletter represents the views of its respective author and the author is solely responsible for its content. Such
views may not necessarily represent the opinions of New York Life Insurance Company or its subsidiary companies. Thomas Brinker, The American College
of Financial Services, and Arcadia University are not affiliated with New York Life Insurance Company. SMRU 1916708 Exp. 10/8/2023

Estate Planning

Three reasons why periodic reviews of
estate planning documents are important.
By Eva Stark, JD, LL.M.

O

ne thing people seem to have
in common is a tendency to
underestimate how much
time has passed since they've done
important tasks like see their dentist
or replace the batteries in their
smoke alarms.
The same can be said for updating
legal and financial documents. Many
people think that once they've
established estate plans and written
their wills, they are in good shape.
Estate planning practitioners know
better, however, and likely come
across situations like this on a regular
basis:
A couple has 20-year-old wills that
they believe are probably “fine.”
They decide to see their professional
advisors at the urging of some friends
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who recently had a death in the
family. The couple have two children,
a son and a daughter, whom they
would like to treat equally in their
estate plan. The daughter lives near
the clients and helps them daily—she
even accompanies them to doctors’
appointments. The clients share that
their son, unfortunately, is suffering
from alcohol and gambling addictions
and they would like to ensure that
his inheritance is used wisely for his
treatment and support.
When the attorney reviews their
wills, the clients are shocked: the
documents were drafted to leave
everything to the son outright and
disinherit the daughter!
The son is even named the executor
of their estates!

The clients recall that when the
documents were drafted, the son was
well into a successful career while the
daughter was estranged from the
clients and had not spoken to them in
years.

Circumstances and goals
may change
As the scenario above illustrates,
circumstances and goals often
change—sometimes over an
extended period, sometimes
suddenly. When a change occurs,
it is generally prudent to review the
client’s estate plan. Changes where a
review is generally beneficial include:
•

Birth or adoption of a child;

•

Marriage;

•

Divorce;

•

Death of a spouse or a
beneficiary;

•

Incapacity or disability of a family
member;

•

Changes in net worth or assets
owned;

•

Relocation to a new state; or

•

Changes in client goals and
objectives.

Named fiduciaries may
no longer be appropriate
Wills, trusts, durable powers of
attorney, health care proxies and
other documents all name fiduciaries
such as the executor, trustee,
attorney-in-fact, or agent. These
individuals have tremendous powers
over the clients’ property, financial
affairs, medical treatment, and
aspects of their estate plan or life.
Persons chosen for these roles are
typically trusted family members,
friends, or professionals who, at the
time of selection, possess the right
characteristics and skillset.

Over time, of course, circumstances
change. Individuals may pass away,
lose competency, or simply may no
longer be the person the client would
choose to serve in that role.

Laws may change,
causing existing
documents to operate in
unintended ways
Changes in laws, including tax laws,
may cause an estate plan to operate
in an unexpected manner.
For example, The Tax Cuts and Jobs
Act of 2017 doubled the federal
estate tax exemption amount,
adjusted for inflation (the amount in
2021 is $11,700,000 per spouse). As
a result, estate plans which funded a
“Bypass Trust” with the decedent’s
federal estate tax exemption amount
could see “over funding” of the
Bypass Trust as compared to the
amount that was expected to pass to
the trust at the time of drafting.
For some clients, the impact may be
insignificant. For others, the change

could unnecessarily increase income
taxes on the next generation, change
the proportion of assets that may
be available to the surviving spouse
versus descendants, or result in
numerous other unanticipated
outcomes depending on the specific
language used in the documents and
the client’s particular circumstances.

The rule of thumb
Due to the many changes that may
occur, either as a result of changing
client circumstances or a changing
legal or tax environment, many
practitioners recommend that estate
plans should be reviewed every three
to five years at a minimum.
For certain clients, more frequent
reviews may be beneficial, especially
in the event of a significant change in
tax laws.
Astute financial professionals are
alert to these changes and routinely
encourage their clients to review and
update their estate plans in a timely
manner, knowing that is the best way
to avoid unintended outcomes.
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BS in economics and finance from The University of
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Taxpayers Clinic. She received her LL.M. in taxation
from Georgetown University Law Center. Prior to
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controversy, business law, and litigation.
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