
 

1 

 

Thursday, January 30 2014                                                                                    WRM# 14-04  

The WRMarketplace is created exclusively for AALU Members by the AALU staff and 
Greenberg Traurig, one of the nation’s leading tax and wealth management law firms. The 
WRMarketplace provides deep insight into trends and events impacting the use of life insurance 
products, including key take-aways, for AALU members, clients and advisors. 

______________________________________________________________________________ 
 
TOPIC:  Avoiding Inadvertent Taxable Gifts: Crummey Powers and Annual Exclusion 
Gifts to Trusts. 

MARKET TREND:  Many individuals follow an annual gifting strategy that involves making 
gifts to trusts, including irrevocable life insurance trusts (“ILITs”), and rely on beneficiary 
withdrawal powers to avoid taxable gifts by qualifying the transfers as annual exclusion gifts. 

SYNOPSIS:  For gifts to trusts to qualify for the annual gift tax exclusion, the beneficiaries must 
have a present interest in the gift.  Properly structured and administered “Crummey” withdrawal 
powers can satisfy the present interest requirement, but must comply with several requirements 
to reduce the risk of unintended taxable gifts (by either the grantor or the power holder) and IRS 
scrutiny. For example, so-called “hanging” Crummey powers can avoid inadvertent gifts by a 
beneficiary who fails to exercise his withdrawal rights but may increase the amount subject to 
the beneficiary’s withdrawal power or result in inclusion of that amount in his or her estate. In 
addition, Crummey powers should only be held by individuals who have a beneficial interest in 
the ILIT, such as current and remainder beneficiaries, and, ideally, beneficiaries should have 
actual notice of their Crummey withdrawal powers and a reasonable opportunity to exercise it 
(e.g., 30-60 days).  

TAKE AWAY:  The IRS continues to review trust contributions and their qualifications as 
annual exclusion gifts, and failure to comply could result in adverse gift tax consequences to the 
donor and/or beneficiaries.  As achieving a favorable outcome on annual exclusion issues may 
require expensive litigation if the IRS questions the trust administration, the conservative 
approach for making annual exclusion gifts to a trust will follow best practices with regard to 
structuring and providing notice of Crummey powers to trust beneficiaries. Advisors may want 
to take the opportunity to contact donors and trustees who recently made/received annual 
exclusion gifts to review these Crummey power requirements, to confirm past and future 
compliance, and to suggest corrective measures, if needed.   

PRIOR REPORTS:  2013-12; 2013-08. 

As 2013 came to a close, many individuals may have rushed to make their annual exclusion gifts 
for the year, often in trust.  Generally, gift to trusts, like irrevocable life insurance trusts 
(“ILITs”), only qualify as annual exclusion gifts if the trust beneficiaries have the power to 
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withdraw the contributions (known as “Crummey powers”) and receive notice of their 
Crummey powers. While simple in concept, the requirements for, and administration of these 
Crummey powers can be nuanced and should be carefully reviewed to ensure proper structuring 
and compliance with IRS guidance, as failure to comply could result in IRS scrutiny and/or 
potential adverse gift or estate tax consequences. 

CRUMMEY WITHDRAWAL POWERS AND ANNUAL EXCLUSION GIFTS 

Generally, a person’s first $14,000 of annual gifts to a donee is exempt from federal gift tax (so-
called “annual exclusion gifts”).1  A gift only qualifies as an annual exclusion gift if the donee 
has a “present interest” in the gift (as with an outright gift).   Due to this requirement, gifts to 
most trusts, including ILITs, will not qualify for annual exclusion treatment.    

An exception to this rule applies, however, if the trust provides its beneficiaries with Crummey 
powers of withdrawal that become exercisable when a donor makes a transfer to a trust.2 The 
Crummey powers typically allow designated trust beneficiaries to withdraw all or part of the gift 
to the trust, up to the annual gift tax exclusion amount for each beneficiary, for a specified period 
of time.  If the power to withdraw is not exercised within that timeframe (e.g., 30 days), the 
withdrawal powers lapse, and the transferred property remains in trust to be invested or used by 
the trustee as provided in the trust instrument (e.g., to pay policy premiums).   

SSTRUCTURING THE CRUMMEY POWER 

Lapsing Powers and Hanging Powers.  A Crummey power – a right to withdraw assets 
from the trust - is a general power of appointment for federal estate tax purposes.3  When a 
beneficiary allows the power to lapse, the beneficiary has made a taxable gift to the trust if the 
value of the lapsed withdrawal power exceeds the greater of $5,000 or 5% of the aggregate value 
of the assets out of which the lapsed power could be satisfied (the “5 or 5 amount”).4   

To address this concern, many trusts structure the Crummey power as a so-called 
“hanging power”.  With a hanging power, the Crummey power lapses over the withdrawal 
amount only to the extent of the 5 or 5 amount.  The excess, if any, “hangs,” and the right to 
withdraw the excess continues into the following year (or years) at least until the value of the 
trust assets become sufficient to absorb the lapse (i.e., the lapsed amount does not exceed 5% of 
the trust principal). 

Example:  In year 1, X creates a trust for the benefit of his five children and funds 
it with a gift of $70,000.  Each child has the right to withdraw a pro rata share of 
the gift, or $14,000. Under the trust, each child’s power, if unexercised, lapses 
only to the extent of the greater of $5,000 or 5% of the trust principal.  Assuming 
the trust principal is $70,000, each power lapses by $5,000, leaving $9,000 
“hanging” for each child.  In year 2, X again gives $70,000 to the trust.  If the 
trust principal is now $140,000, each power lapses by $7,000 (5% of $140,000), 
leaving an aggregate of $16,000 hanging for withdrawal ($9,000 from year 1 plus 
$7,000 from year 2).  If X makes no further gifts to the trust and the principal 
remains at $140,000, each child’s powers will lapse by $7,000 each year until 
exhausted ($7,000 in year 3; $7,000 in year 4; the balance of $2,000 in year 5).  

If deciding to use a hanging Crummey power in a trust, however, the donor should be 
aware of several issues.  As shown above, the “hanging” withdrawal amount can accumulate 
significantly over time, particularly if a trust has minimal principal value, like many ILITs.  
Thus, the beneficiary could eventually have the right to withdraw substantial amounts from the 
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trust.  In addition, if the beneficiary dies while holding the right to withdraw the hanging amount, 
the excess will be included in the beneficiary’s estate for estate tax purposes.5 Also, the 
beneficiary can only lapse one 5 or 5 amount in a calendar year.  Thus, a trust using hanging 
Crummey powers must reduce the 5 or 5 amount subject to lapse by the amount of any other 
lapses made by the beneficiary for that year.   

Considerations for Certain Beneficiaries.  

Spouses.  If the insured’s spouse is a trust beneficiary, he or she can hold a 
Crummey power.  However, if the trust will be subject to federal generation-skipping 
transfer (“GST”) taxes, and the donor intends to allocate GST tax exemption to the trust, 
then the spouse’s withdrawal right should be limited to the 5 or 5 amount and should 
terminate no later than 60 days after the gift to the trust.  This is due to the estate tax 
inclusion period (“ETIP”).  The ETIP is the period during which (1) the donor’s gift 
would be includible in the gross estate of the donor or the donor’s spouse and thus (2) the 
donor cannot allocate his GST tax exemption to the trust.6  If the donor’s spouse has a 
Crummey power, the spouse effectively has a general power of appointment over part of 
the trust, which would cause inclusion in her estate, resulting in an ETIP.  Limiting the 
spouse’s Crummey power to a 5 or 5 amount, which expires within 60 days from the 
transfer, qualifies for an exception to the ETIP rules and will allow the donor to allocate 
his or her GST tax exemption to the trust.7  

Note that spouses often seek to leverage the annual gift tax exclusion by electing 
to have gifts made by one spouse treated as if made by both spouses (so-called “gift 
splitting”).8  Effectively, gift splitting allows the donor to double the amount of the 
annual gift tax exclusions that can be applied against transfers to a trust.  The non-donor 
spouse must consent to splitting the gifts.  The consent will apply to all gifts made during 
the applicable year, not just to gifts to the trust; however, subject to limited exceptions, a 
spouse cannot consent to split a gift if he or she has a non-ascertainable (i.e., 
discretionary) interest in the gift.   Thus, if the non-donor spouse is going to be a trust 
beneficiary, the trust must be carefully drafted to provide that any discretionary spousal 
interest is subordinate to the exercise of Crummey powers held by third parties (e.g., 
descendants). In this case, transfers to the trust that are subject to, and do not exceed the 
amount of, the third-party Crummey withdrawal powers should be treated as gifts to 
those power holders, rather than gifts to the trust in which the spouse has a discretionary 
interest. Those gifts should then qualify for split-gift treatment.9 

Grandchildren:  When drafting the trust, the option of providing grandchildren or 
more remote descendants with Crummey powers should be reviewed.  Including these 
descendants as power holders will allow the donor to make more annual exclusion gifts to 
the trust, which can be particularly helpful in funding a trust that holds a policy with a 
relatively large annual premium.  However, annual exclusion gifts to typical ILITs will 
not simultaneously qualify for the annual exclusion from the federal GST tax.10  Thus, the 
donor will need to allocate part of his or her GST tax exemption to the gifts.11     

Incapacitated Beneficiaries: If a trust beneficiary is a minor or is otherwise 
incapacitated, consideration must be given as to who can exercise the Crummey power on 
behalf of the beneficiary.  Although state law may specify who can act for the 
incapacitated beneficiary, the better practice would be to include trust provisions 
authorizing a parent, legal guardian or conservator of the beneficiary to exercise the 
power for the beneficiary.  Further, to take into account the possibility that a minor 
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beneficiary’s parents may divorce or die, the trust should also give the trustee or another 
person the power to designate a specific individual who will have the power to exercise 
the Crummey withdrawal power on the minor’s behalf.  The trust agreement, however, 
should specifically prohibit the donor of the gift, whether as parent, guardian or 
designated agent for the beneficiary, from exercising a Crummey power on behalf of an 
incapacitated beneficiary.   

Allocation of the Gift among Multiple Beneficiaries.  If multiple trust beneficiaries will 
have Crummey powers, the trust should specify how the withdrawal rights are allocated among 
the beneficiaries.  Generally, if the insured’s spouse is a beneficiary, the spouse should first have 
the power to withdraw the greater of $5,000 or 5% of the value of the trust.  For the amount in 
excess of the spousal Crummey power, or if the spouse does not hold a Crummey power, the 
ILIT should specify whether (1) all the remaining beneficiaries (for example, all children and 
grandchildren who are current or remainder beneficiaries of the trust) may withdraw an equal 
share of the gift (up to the applicable annual gift tax exclusion) or (2) the withdrawal rights are 
tiered based upon generation level (for example, children have the first exercisable Crummey 
powers over the gift to the trust, with any gift in excess of the children’s aggregate Crummey 
powers being subject to withdrawal by the grandchildren and/or more remote descendants).  

Incorporate Flexibility.  To add flexibility, the trust should give the trust grantor or other 
donor of the gift the power to alter the Crummey powers with respect to the gift.  The power to 
alter these withdrawal right with respect to a gift should include the ability to limit the exercise 
of the Crummey powers to certain beneficiaries, to exclude any or all beneficiaries from having 
Crummey powers, and to change how the Crummey powers are allocated among multiple 
beneficiaries.  The trust instrument should also require that any such change be made on or 
before the gift to which the altered rights will apply.    

IRS Requirements for Crummey Powers 

In addition to the above structuring considerations, the IRS has taken the position that a 
Crummey power must satisfy several conditions before it will qualify a transfer to a trust for the 
annual gift tax exclusion, including the following: 

Beneficial Interests.  To qualify for the annual gift tax annual exclusion, the holder of a 
Crummey power must have a beneficial interest in the trust.  While current income and principal 
beneficiaries of a trust clearly satisfy this requirement, what about contingent beneficiaries (e.g., 
individuals who only become beneficiaries after a current beneficiary’s death)?  The Tax Court 
has held that a contingent remainder beneficiary’s unrestricted right to exercise a Crummey 
power and withdraw the gift is a sufficient interest in the trust to create a valid Crummey power 
for purposes of the annual gift tax exclusion,12 and thus it is generally accepted that a trust may 
give vested and contingent remainder beneficiaries Crummey powers.  Crummey powers granted 
to individuals who have no other interest in the trust (so-called “naked powers”), however, will 
not qualify for the annual gift tax exclusion.13 

Notice of Right to Withdraw.  The IRS position is that the holder of a Crummey power 
must receive notice of the gift and the withdrawal power.14  In the case of Est. of Turner v. 
Commissioner,15 however, the Tax Court allowed indirect gifts to an ILIT (i.e., direct payments 
of premiums on a trust-owned policy by the grantor to the insurance company) to qualify for the 
annual exclusion, even though the trustee did not provide notice to the trust beneficiaries of their 
withdrawal rights in these indirect gifts. The Tax Court’s decision relied in part on the fact that 
the ILIT gave each beneficiary the absolute right to demand withdrawals after each “direct or 
indirect” transfer to the ILIT, making the question of whether the decedent transferred money 
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directly to the ILIT “irrelevant.”  The Tax Court also stated that the beneficiaries’ knowledge (or 
lack thereof) of their withdrawal rights did not affect their legal right to demand withdrawals.  

  Although the Turner decision was favorable to the taxpayer, it shows that (1) the IRS 
continues to review ILIT contributions and their qualifications as annual exclusion gifts during 
audits and (2) achieving a favorable outcome on annual exclusion issues may require expensive 
litigation if the ILIT administration is questionable in the eyes of the IRS. Thus, the conservative 
approach for funding trusts with annual exclusion gifts would comply with IRS guidance and 
follow best practices with regard to providing notice of Crummey powers rather than risk IRS 
scrutiny.  

Reasonable Opportunity to Exercise.  The IRS also requires that the holder of a Crummey 
power have a reasonable period of time to exercise the power before it lapses,16 or the IRS may 
deem the Crummey power illusory and disqualify the gift for the annual gift tax exclusion.  
Although there is no specific requirement as to the length of time the beneficiary must be given 
to exercise the power, the IRS has indicated in private letter rulings that 30 days to exercise the 
power after receiving the notice will suffice,17 while the Tax Court has suggested that a 
withdrawal period of only 15 days would be adequate.18  The IRS has privately ruled, however, 
that a period of four or fewer days does not provide reasonable opportunity for the holder to 
exercise the power.19  Generally, a withdrawal period of 30-60 days prior to lapse should be 
adequate for purposes of giving the beneficiary sufficient opportunity to exercise the withdrawal 
power.20   

Contingency Planning 

As even the best-managed trusts may experience inadvertent oversights in the administration of 
Crummey powers, individuals and their advisors should consider the following to anticipate or 
address previous lapses.  

Trust Provisions.  In connection with Crummey powers, the trust agreement should:  

• Provide that, unless the transferor specifies differently in writing to the trustee, the 
beneficiaries designated as Crummey power holders have an absolute right of withdrawal 
with regard to a transfer to the trust, regardless of whether or not they receive notice. 

• Define a “transfer” to the trust as any direct or indirect transfer that is deemed a gift for 
gift tax purposes, including any gratuitous premium payment made by any person other 
than the trustee to the insurer (this provision would cover any payments made by an 
employer on a group policy). 

• Allow the trustee to satisfy exercised withdrawal rights by distributing any asset of the 
trust (including any life insurance policy) or by borrowing.  Thus, even if a client pays a 
premium to the insurer instead of to the trust, the trust can use other assets to satisfy 
withdrawal requests. 

o Crummey powers may be deemed illusory if trust has no assets other than cash 
contributions from which it is authorized to satisfy potential withdrawal demands.   
The trust agreement, however, may provide a “save” if it allows exercised 
Crummey powers to be satisfied by distributions of cash, other property, or even 
borrowing against the insurance policies’ cash values.  
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o It is unclear, however, whether this provision would protect a trust that only holds 
a life insurance policy with minimal or no cash value for purposes of surrenders, 
withdrawals or policy loans (e.g., term, group term, or certain guaranteed 
products). 

• Specify the procedures and timeframe for the exercise of Crummey powers.  These 
provisions set default rules in case the trustee fails to provide contemporaneous notices of 
trust contributions.   

Confirmatory Notices.  If Crummey power holders did not receive contemporaneous notices of 
prior gifts, the trustee may want to send and have the beneficiaries sign confirmatory notices to 
substantiate that the trust beneficiaries were aware of, and did not intend to exercise, their 
Crummey powers over the prior transfers.  Such an acknowledgment may help document the fact 
that the beneficiaries had actual knowledge of the gifts and were aware of their withdrawal 
power – which is a key issue. 

TAKE AWAYS 

• The IRS continues to review trust contributions and their qualifications as annual 
exclusion gifts, and failure to comply could result in adverse gift tax consequences to the 
donor and/or beneficiaries.   

• As achieving a favorable outcome on annual exclusion issues may require expensive 
litigation if the IRS questions the trust administration, the conservative approach for 
making annual exclusion gifts to a trust will follow best practices with regard to 
structuring and providing notice of Crummey powers to trust beneficiaries.  

• Advisors may want to take the opportunity to contact donors and trustees who recently 
made/received annual exclusion gifts to review these Crummey power requirements, to 
confirm past and future compliance, and to suggest corrective measures, if needed.   
 

DISCLAIMER  
 
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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The AALU WRNewswire and WRMarketplace are published by the Association for Advanced 
Life Underwriting® as part of the Essential Wisdom Series, the trusted source of actionable 
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life (who is a skip person for GST tax purposes (e.g., a grandchild)), and the trust assets must be paid to that 
individual during life or be includible in his or her gross estate at death.  Typical ILITs have multiple beneficiaries 
and are drafted to prevent inclusion of the trust assets in a beneficiary’s estate.   
11  In these cases, the so-called “automatic allocation” rules may help (see Treas. Reg. §26.2632-1), but they are 
complex, and the taxpayer must confirm the status of the trust as a GST trust and keep a record of the amount of 
GST exemption automatically allocated each year. Thus, for many ILITs, the proper allocation and documentation 
of federal GST tax exemption may require the filing of annual federal gift tax returns, even if all gifts to the ILIT 
qualify for the federal gift tax annual exclusion.   
12  Cristofani Est. v. Commissioner., 97 T.C. 74 (1991), acq. in result only, 1992-1 C.B. 1, 1996-2 C.B. 1. 
13  See, TAM 9628004. 
14  Rev. Rul. 81-7, 1981-1 C.B. 474.   
15 T.C. Memo 2011-209. 
16  Rev. Rul. 81-7, 1981-1 C.B. 474.   
17  See, PLRs 200130030, 200123034, and 200011054. 
18  Cristofani Est. v. Commissioner., 97 T.C. 74 (1991). 
19  See, PLR 8022048. 
20  It is unnecessary for the withdrawal right to lapse in the same year the gift is made to the trust.  Gifts subject to a 
Crummey l power will qualify for the gift tax annual exclusion in the year the transfer is made even if the 
withdrawal period extends into the following year. Rev. Rul. 83-108, 1983-2 C.B. 167. 


