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CRUMMEY POWERS AND DEALING WITH THE GSTT - PART 2


In our last Report, we discussed the fundamentals of the Crummey withdrawal power and promised to discuss how Crummey powers work in an Irrevocable Life Insurance Trust (ILIT) with the Generation Skipping Transfer Tax (“GSTT”)—particularly with a new Tax Act 2001 provision.  Following is a discussion of ILITs and GSTT.  The term “Code” refers to the Internal Revenue Code of 1986, as amended.  

_____________________________
For ILITs created prior to January 1, 2001, if the ILIT did not satisfy the Code §2642(c) rules (see last Report page 2 of 2), in order to avoid GSTT, the Grantor’s lifetime GSTT exemption needed to be allocated on a gift tax return.  If the gift tax return is timely filed, the allocation is relatively straight forward; if the allocation is made on a non-timely filed gift tax return, then the GSTT election could be made on the basis of the value of Trust property as of the first day of the month the late gift tax return was filed.  It has been our experience that many practitioners did not realize the importance of filing gift tax returns for the purpose of allocating the GSTT exemption to ILITs.  The reason for this is that most ILITs are not drafted as generation skipping trusts, but could become such a trust if a primary beneficiary dies before Trust termination.  Remember, the  “Generation Move Up” rule (when an intervening generation is deceased) only applies to direct skips—not Trust terminations.  For example, if a child dies, the parent of the deceased child can make a direct gift to the deceased child’s children with no GSTT problem.  Why?  The deceased child’s children get to “move up” a generation.  On the other hand, if the same child is a beneficiary of an ILIT and dies prior to ILIT termination, the deceased child’s children do not get to “move up” one generation. 

Failure to allocate the GSTT exemption could result in the imposition of GSTT Tax when the ILIT matures (when the insured dies and the Trust becomes substantially funded and large distributions commence).  I think it is relatively easy to see that the annual premiums (gifts) to an ILIT can be relatively small and a timely GSTT exemption allocation would use up a relatively small amount of the $1,100,000.00 GSTT exemption everyone has.  On the other hand, if the GSTT allocation isn’t made until the insured dies, the policy proceeds themselves might exceed the GSTT exemption amount—a real problem! 


RELIEF IS HERE.  The 2001 Tax Act provides that for gifts made after December 31, 2000, the GSTT exemption will be automatically allocated to transfers during life that are indirect skips.  This means that even if gift tax returns are not filed, for gifts made after December 31, 2000, the allocation is made when the gift is actually made.  This will be of particular importance to ILITs for the reasons already discussed.   It is possible for the donor to elect not to have the automatic allocation rule apply, but the default rule is probably what most practitioners will follow.  

Since the GSTT exemption allocation rule has changed from “bad” to “good”, we don’t know what position the IRS will take if an ILIT has been funded over a period of years with some of the contributions qualifying for the gift tax annual exclusion and others not.  You could ”correct” any ILITs in which the insured is still living by filing a late gift tax return and make a GSTT exemption allocation on the basis of the present value of the Trust which might be relatively small (i.e., the cash value of the life insurance policy).   All payments made after December 31, 2000 would be automatically allocated to the GSTT exemption.  This should completely exempt the ILIT from GSTT.  If asked, this is the course of action we would recommend to our clients and should eliminate any possibility of a problem.  

On the other hand, if a delinquent gift tax return is not filed, there is a question which will need to be resolved as to what portion (if any) of the trust is subject to GSTT.   If a “correction” Gift Tax Return is not filed, there still may not be a GSTT problem.  Remember, the GSTT problem is a potential one and occurs only if a first tier beneficiary dies prior to Trust termination leaving a second tier beneficiary.  Even then, the GSTT problem would only apply to that portion of the ILIT paid to the second tier beneficiary not protected by the deceased donor’s GSTT exemption. 
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