
 
The trusted source of actionable technical and marketplace knowledge for AALU members—the nation’s most advanced life 

insurance professionals. 

 

The AALU Washington Report is prepared by the AALU staff and Greenberg Traurig, one of the nation’s leading law firms in 

tax and wealth management.  

 
This report has been prepared exclusively for Albert Gibbons, AEG Financial Services 

 

WASHINGTON REPORT 13-32: Irrevocable Trusts and the Generation-Skipping Transfer Tax.    

 

MARKET TREND: The permanent increase in the federal generation-skipping transfer tax (“GSTT”) exemption provides 

clients with an opportunity to transfer assets from generation to generation on a tax-efficient basis.   

 

SYNOPSIS: The GSTT generally applies to transfers to or for the benefit of “skip persons” (e.g., grandchildren and more 

remote descendants). Such transfers may result from direct gifts to a skip person, to trusts only benefiting skip persons, or 

when a “non-GSTT exempt” trust makes a distribution to a skip person. While both an annual exclusion from the GSTT and a 

GSTT exemption are available to shelter generation-skipping transfers from the tax, the rules regarding their application can be 

complex.  For example, gifts made to typical dynasty trusts, including most irrevocable life insurance trusts (“ILITs”), may 

qualify for the annual exclusion from gift tax if the trust provides the beneficiaries with withdrawal powers, but they generally 

will not qualify for the annual GSTT exclusion.  Thus, the proper allocation of GSTT exemption to these gifts is required to 

protect the trust’s GSTT-exempt status and avoid a GSTT on later trust distributions. 

 

TAKE AWAY:  Irrevocable dynasty trusts, including ILITs, can allow clients to benefit multiple generations on a tax-efficient 

basis through application of their increased GSTT exemptions.  Thus, advisors should generally familiarize themselves with the 

GSTT rules, including transfers that will be subject to the GSTT, whether an annual exclusion gift also will qualify for the 

annual GSTT exclusion, and when GSTT exemption should be allocated to a trust contribution.  Despite certain “automatic 

allocation” rules, best practices suggest filing a gift tax return to ensure proper allocation of the exemption, confirm the trust’s 

GSTT exempt status, and provide a formal record of the annual allocations. With these many moving parts, successful GST trust 

planning depends on a team of advisors that can work together to coordinate the implementation and administration of the 

client’s plan. 

 

PRIOR REPORTS:  13-16; 13-08; 12-41. 

 With the permanent increase in the federal gift tax, estate tax, and GSTT exemptions, clients are seeking ways to preserve their 

wealth for future generations.  Such planning frequently involves creating irrevocable dynasty trusts, including ILITs, which 



continue to benefit the client’s family for multiple generations.  A key consideration with these trusts is the application of the 

GSTT and how to best take advantage of the GSTT exemption. 

 

The GSTT 

 

The GSTT was implemented to limit the ability to pass assets through irrevocable trusts, generation to generation, without 

allowing the government to collect a transfer tax.  In essence, the GSTT serves as a substitute for the estate or gift tax that would 

normally be assessed as assets pass from one generation to the next.  

 

The GSTT applies whenever assets are transferred to a “skip person” (e.g., grandchildren and more remote descendants of the 

transferor, or trusts where all of the current beneficiaries are grandchildren and/or more remote descendants)[1] and is levied 

in addition to any federal gift or estate taxes that may apply to the transfer. The GSTT is assessed at a rate equal to the highest 

federal estate tax rate - currently 40%[2].  Like the federal gift and estate tax exemption, each taxpayer has an exemption from 

the GSTT equal currently equal to $5.25 million (annually indexed for inflation).  Unlike the federal estate and gift tax 

exemption, however, the GSTT exemption is not “portable” between spouses – if a spouse does not fully utilize his or her GSTT 

exemption during lifetime or at death, the balance is not available to the surviving spouse for later transfers.  

 

Types of Transfers Subject To Tax 

 

The GSTT is imposed on three types of transfers to skip persons:  (i) direct skips, (ii) taxable distributions, and (iii) taxable 

terminations. 

 

A direct skip occurs when assets are transferred solely to a skip person.  For example, the transfer of a life insurance policy 

outright to a grandchild or to an ILIT where all of the beneficial interests are held by grandchildren or more remote 

descendants would be a direct skip.[3]  With a direct skip, the GSTT is imposed on the value of the assets transferred (less any 

portion of the gift that may be sheltered by the GSTT annual exclusion discussed below) and is paid by the transferor.[4]  

Transfers to a typical ILIT or other irrevocable dynasty trust generally will not qualify as direct skips because they will have 

non-skip beneficiaries. 

 

A taxable distribution occurs when distributions are made to a skip person from a trust that has both non-skip and skip 

beneficiaries.  For example, if an individual creates an ILIT that allows distributions to his children, grandchildren, and more 

remote descendants, then until the death of the last surviving child, a taxable distribution occurs each time a distribution is 

made to a grandchild or more remote descendant.  With respect to taxable distributions, the GSTT is imposed on the value of 

the assets distributed to the skip person and is paid by the skip person, reducing his or her distribution by up to 40%.  

 

A taxable termination occurs when all beneficial interests in a trust held by non-skip persons[5] (such as the transferor’s 

children) terminate, leaving only skip person (e.g., grandchildren or more remote descendants) as beneficiaries.  For example, 

if an individual creates an ILIT that allows distributions to his children, grandchildren, and more remote descendants, a taxable 

termination would occur upon the death of the last surviving child.  The GSTT is imposed on the value of the assets held in the 

trust on the date of the taxable termination and is paid by the trustees of the trust.  In fact, one solution for trusts anticipating a 

GSTT upon a taxable termination is to acquire life insurance on the older beneficiaries. 

 



For ILITs and dynasty trusts that, based on their terms or structure, will have taxable distributions and/or tax able 

terminations, the key to reducing or eliminating the GSTT that would otherwise apply is to ensure that the trust is GSTT-

exempt.  To attain a fully exempt status, a client may rely on a combination of transfers to the trust that qualify for the annual 

exclusion from the GSTT (the “GSTT annual exclusion”) and/or timely allocation of the client’s GSTT exemption to the 

trust.  Maintaining a trust’s fully GSTT-exempt status over the long-term, however, often requires a consolidated effort among 

the client’s advisors to help manage and coordinate the client’s gifts and generation-skipping transfers with respect to all his or 

her planning, including the trust, as well as a clear understanding of each advisor’s role during the trust administration process. 

 

Availability of the GSTT Annual Exclusion 

 

Clients frequently rely on the gift tax annual exclusion (currently $14,000 per donee per year) to fund ILITs and dynasty and 

reduce or eliminate the gift tax that might otherwise apply.  As long as the trust beneficiaries have a present interest in the gift 

(e.g., the beneficiaries are given so-called Crummey withdrawal powers), the gift will qualify for the gift tax annual exclusion.  

 

Unfortunately, annual exclusion gifts to the typical ILIT or dynasty trust will not simultaneously qualify for the GSTT annual 

exclusion.  To qualify for the GSTT annual exclusion, the trust may benefit only one skip person (e.g., one grandchild) during 

his or her life, and the trust assets must be paid to that individual during life or be includible in his or her gross estate at 

death.[6]  Typical irrevocable trusts, including ILITs, however, have multiple beneficiaries (both non-skip and skip persons) 

and are drafted to prevent inclusion of the trust assets in a beneficiary’s estate.  

 

On a positive note, outright gifts to individual skip persons that qualify for the gift tax annual exclusion will also qualify for the 

GSTT annual exclusion.  This would include annual exclusion gifts to Section 529 qualified tuition plans (the so-called 529 

plan).[7]  In addition, direct payments of health and education expenses for skip persons are excluded from the GSTT.[8] 

 

The GST Tax Exemption 

 

Generally.  Because the GSTT annual exclusion is not available for transfers to typical ILITs and dynasty trusts, most trusts 

rely on the GSTT exemption to reduce or eliminate application of the GSTT, which may provide substantial tax savings. 

 

Example:  Assume that a client creates an irrevocable trust for the benefit of his children and more remote descendants and 

funds it with $5.25 million in cash.  The trust has net growth of 3.5% each year for 90 years, when the client’s last child dies.  At 

the end of 90 years, if the client did not allocate any part of his GSTT exemption to the trust, then a 40% GSTT would apply, 

reducing the value of the trust to $69.6 million. If the client allocated his GSTT exemption to the gift, making the entire trust 

GSTT exempt, the trust will hold over $116 million, a savings of $46.4 million. 

 

Inclusion Ratio.  The portion of a trust or trust distribution that will be subject to the GSTT will depend upon the trust’s 

“inclusion ratio.”  An inclusion ratio of “zero” means the entire trust is exempt from GSTT – trust distributions to skip persons 

would not be subject to the GSTT, and when the trust no longer has non-skip beneficiaries, the trust would not be subject to the 

GSTT as a taxable termination.  An inclusion ratio of “one”, on the other hand, means the entire trust is subject to the GSTT, 

and the rules regarding taxable distributions and taxable terminations would apply to the entire trust or distribution.  An 

inclusion ratio between “zero” and “one” means that only part of the trust is subject to the GSTT upon a taxable termination or 

a taxable distribution. 



Example:  Assume B creates an irrevocable trust for the benefit of his children and grandchildren and funds it with $5 million.  

If B allocates $3 million of his GSTT exemption to the gift, the trust has an inclusion ratio of 0.4.[9] The trustee then makes a 

taxable distribution of $1 million to B's grandchild when the GSTT rate is 40%. The applicable rate on this taxable distribution 

is 16% (40% x 0.4),[10] resulting in a GSTT of $160,000. In effect, the 0.4 inclusion ratio subjects 40% of each taxable 

distribution from the trust to the 40% GSTT. 

 

Now assume the trust has appreciated to $10 million when B’s last child dies, and the GSTT rate remains 40%. That child’s 

death results in a taxable termination affecting the entire trust because skip persons are now the only beneficiaries. The taxable 

amount is $10 million (the trust value at the time of the taxable termination), and the GSTT is $1.6 million (16% of $10 

million).  

 

Automatic Allocation.  The GSTT exemption is automatically allocated to direct skips made during the transferor’s lifetime.  

The amount of the allocation is based on the value of the gift as of the date of the transfer (reduced by the GSTT annual 

exclusion if the transfer qualifies for the exclusion, such as outright gifts to grandchildren). 

 

The GSTT exemption also is automatically allocated to a transfer of property made during the transferor’s lifetime to a “GST 

trust”[11] (e.g., an “indirect skip”).  A GST trust is any trust that could have a taxable distribution or taxable termination 

(such as trusts that benefit multiple descendants from different generations), unless one of the following applies: 

• The trust instrument provides that more than 25% of the trust must be distributed to or may be withdrawn by one or 

more individuals who are non-skip persons (i) before the individual attains age 46, (ii) on or before one or more dates 

specified in the trust instrument that will occur before the individual attains age 46, or (iii) upon the occurrence of an 

event that may reasonably be expected to occur before the date the individual attains age 46. With these many moving 

parts, successful dynasty trust planning depends on a team of advisors that can work together on the implementation 

and administration of the client’s plan.  Advisors need to coordinate among themselves so that the insurance advisor, 

attorney, and accountant each understands his or her role with regard to the funding, tracking and reporting of gift 

made to ILITs intended to be GSTT exempt.  

• The trust instrument provides that more than 25% of the trust corpus must be distributed to or may be withdrawn by 

one or more individuals who are non-skip persons and who are living on the death of another person identified in the 

document who is more than 10 years older than such individuals. 

   

• The trust instrument provides that if one or more individuals who are non-skip persons die on or before a date or event 

described above, more than 25% of the trust corpus must be distributed to the estate or estates of one or more of such 

individuals or is subject to a general power of appointment exercisable by one or more of such individuals.  

• The trust would be included in the gross estate of a non-skip person (other than the transferor) if such person died 

immediately after the transfer[12].  

Unless the trust meets one of the above exceptions, allocation of the GSTT exemption is automatic and becomes irrevocable 

unless the transferor elects out of automatic allocation on a timely filed gift tax return (including extensions).  The amount of 

the allocation is based on the value of the gift as of the date of the transfer. 



However, since the definitions and rules for automatic allocation can be complex, simply relying on the automatic 

allocation rules for trust transfers is not the best approach.    Best practices would recommend filing a gift tax return 

to report the gift and formally allocating the GSTT exemption to the gift.  This reporting will ensure proper allocation of the 

exemption, confirm the trust’s GSTT exempt status and provide a formal record of the amount allocated each year (and the 

remaining amount available for future gifts).  It also helps to ensure that the client’s transfers to the trust are coordinated with 

other transfers that may require gift or GSTT annual exclusion or exemption planning (e.g., if other direct gifts were made to 

grandchildren, contributions to 529 plans for grandchildren, etc.).  

 

Other Allocations.  For transfers not falling under the automatic allocation rules, a transferor may elect to allocate his or her 

GSTT exemption to the transfer at any time on or before the due date for the transferor’s gift tax return.  If the allocation is 

made on a timely filed gift tax return, the value of the gift for purposes of the allocation will be the value as of the date of the 

transfer and the allocation may be revoked or modified up until the due date for the gift tax return.  

 

If, however, the allocation is made on a late filed return, the property will be valued as of the date the allocation is filed.[13]  In 

light of the difficulties that may arise in obtaining a value for the property as of the same date the allocation is made, the 

transferor can make a special election to value the property as of the first day of the month in which the allocation is made.[14]  

This special valuation election is not available for a life insurance policy or a trust holding a life insurance policy, if the insured 

has died.[15]  Once a late allocation is made, the allocation is irrevocable. 

 

The Future Of The GST Tax Exemption And Dynasty Trusts 

 

Federal budget discussions over the years have included proposals that would limit the amount or duration of the 

GSTT exemption or increase the GSTT rate.  For example, President Obama’s 2014 budget proposes increasing the GSTT 

to 45%, lowering the GSTT exemption to $3.5 million and limiting the GSTT exempt status of a trust to 90 years (see 

discussion in prior Bulletin No. 13-16).  As these currently remain proposals only, for now, ILITs and dynasty trusts continue to 

provide valuable tools for the efficient use a client’s GSTT exemption while facilitating wealth management and creditor 

protection for multiple generations of the client’s descendants. 

 

Take Aways  

• ILITs and dynasty trusts offer effective planning tools for clients to provide for their descendants while efficiently using 

their gift and GSTT exemptions. 

   

• Accordingly, advisors should familiarize themselves with the types of transfers that will be subject to the GSTT, 

whether gifts that qualify for the annual gift tax exclusion also will qualify for the annual GSTT exclusion, and when the 

client’s GSTT exemption should be allocated to a trust contribution. 

   

• Although allocation of the GSTT exemption to certain transfers may be automatic, the better practice would be to file a 

gift tax return to ensure proper allocation of the exemption, confirm the trust’s GSTT exempt status and provide a 

formal record of the amount allocated each year. 

   

• With these many moving parts, successful dynasty trust planning depends on a team of advisors that can work together 



on the implementation and administration of the client’s plan.  Advisors need to coordinate among themselves so that 

the insurance advisor, attorney, and accountant each understands his or her role with regard to the funding, tracking 

and reporting of gift made to ILITs intended to be GSTT exempt.  

  

Notes 

 

 
[1] See, IRC §§ 2613(a), 2651.  For purposes of the GSTT, a “skip person” is (i) a natural person assigned to a generation which is 2 or more generations 

below the transferor (e.g., a grandchild or more remote descendant of the transferor or an unrelated individual who was born 37 1/2 years or more after 

the birth of the transferor), or (ii) a trust for the benefit of such persons as long as no other persons (that is, “non-skip persons”) hold an interest in the 

trust and at no time after such transfer may a distribution (including distributions on termination) be made from such trust to a non-skip person.  
[2] IRC § 2641. 
[3]  Treas. Regs. § 26.2612-1(d)(2) provides that a trust will be treated as a skip person for GSTT purposes if (i) all interests in the trust are held by skip 

persons, or (ii) no person holds an interest in the trust and no distributions, other than a distribution the probability of which occurring is so remote as 

to be negligible (e.g., there is less than a 5% probability that the distribution will occur), may be made after the transfer to a person other than a skip 

person. 
[4] IRC §2603. 
[5] A “non-skip person” means any person who is not a skip person.  See, IRC § 2613(b). 
[6] IRC §2642(c)(2). 
[7] See, IRC § 2642(c)(1); Proposed Regs. § 1.529-5(b)(1). 
[8] IRC § 2642(c)(1). 
[9]  Calculated as 1 -  $3 million (GSTT exemption allocated to trust) 

                                    $5 million (amount transferred to trust) 
[10] See Treas. Regs. § 26.2642-1(d) Ex. 1. 
[11] IRC § 2632(c)(3)(A). 
[12] IRC § 2632(c)(3)(B).  Automatic allocation of the GSTT exemption also will not apply to a charitable lead annuity trust, charitable remainder 

annuity trust, charitable remainder unitrust, or a charitable lead unitrust that is required to pay principal to a non-skip person if such person is alive at 

the end of the trust’s charitable term. 
[13] IRC §2642(b)(3)(A). 
[14] Treas. Regs. § 26.2642-2(a)(2). 
[15] Treas. Regs. 26.2642-2(a)(2). 

 
  

For more information about the topic discussed in this Washington Report, please contact Albert Gibbons at 

algibbons@algibbons.com 

 

In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT BE USED, BY YOU 

FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY THE INTERNAL REVENUE 

SERVICE. 

 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning of 

the IRS guidance, then, as required by the IRS, please be further advised of the following: 



 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR MARKETING OF THE 

TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED ON THE 

PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
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