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1. Federal gift tax considerations

a) Who pays the tax? The donor pays the tax.

b) Are there any exclusions? Yes, the first $13,000 in gifts to any person in a calendar year are excluded; that is, they are not considered as gifts subject to federal gift tax.

i) Therefore, if a donor gives $13,000 to each of 100 people, even though he would have transferred a total of $1.3 million, the donor would not have made any taxable gifts.

ii) If a donor, however, gives more than $13,000 to any person during a calendar year, he would have made a taxable gift subject to the federal gift tax. For example, if a grandparent (in the same calendar year) gives their grandchild birthday gifts totaling $7,000 and Christmas gifts totaling $8,000, then they have made gifts exceeding the annual gift tax exclusion of $13,000.

iii) The amount of the annual gift tax exclusion is indexed for inflation. It was $10,000 in 2001 (when indexing of the amount was enacted into law) but is now $13,000 (in 2009).

c) If someone makes taxable gifts (i.e., gives away more than $13,000 to any person during a calendar year), are there any exemptions? Yes, the first $1 million of taxable gifts are exempt from the federal gift tax. This exemption applies to the aggregate amount of gifts made during one’s lifetime.

2. Outright gifts or transfers
a) Outright gifts may be the simplest way to effect a gift, but, depending on the child’s or grandchild’s age and maturity and the quality and quantity of the gifted property, it may be better to use another method to effect the gift that will not vest control of the property in the child or grandchild.

b) Any property transferred outright to a child or grandchild is subject to being squandered by the child or grandchild (because of lack of maturity or experience) or being taken by the child’s or grandchild’s creditors (unless it is lawfully re-invested in property that is exempt from creditors’ claims). It might also become exposed to claims by the child’s or grandchild’s spouse in the event of a divorce. Furthermore, it will be included in the child’s or grandchild’s estate for federal estate tax purposes (unless it is consumed before their demise).

3. Gifts under the Uniform Transfers to Minors Act
a) Like most states, Florida has a Uniform Transfers to Minors Act (“UTMA”) that allows gifts to a minor child or grandchild to be made to a custodian that will hold the gifted property for the minor child or grandchild. Under UTMA, the custodian must distribute the gifted property to the child or grandchild completely and outright when the child or grandchild attains 21 years of age (and, in some cases, when the child or grandchild attains 18 years of age).

b) While the custodian holds the property for the child or grandchild, the custodian can spend the money for the child’s or grandchild’s best interests (i.e., pay tuition and medical expenses and for necessaries such as clothing and food), but the custodian should not pay for things that the child’s or grandchild’s parent is obligated to provide under the parent’s duty of support (which will depend upon the law of the state where the child resides).

c) If a parent is named as custodian for his or her child, and if the parent dies while serving in that capacity, the IRS usually contends that property held by the parent as custodian is includible in the parent’s gross estate for determining the parent’s federal estate tax liability.

4. 529 Accounts
a) These accounts are called “529 Accounts” because they are authorized under Section 529 of the Internal Revenue Code.

b) 529 Accounts are a way of saving for a child’s or grandchild’s college and post graduate study with favorable income and gift tax treatment.

c) Under current law, income earned on assets in a 529 Account is not taxable until distribution of the assets; but if the assets are used to pay the beneficiary’s “qualified higher education expenses” (which can include all or some portion of the student’s room and board) at an “eligible educational institution,” then there is no income tax on those amounts.

d) A 529 Account also allows a donor to frontload up to five years’ annual exclusion gifts into one year. If a donor takes full advantage of this annual gift exclusion planning opportunity, however, they would not have any annual gift tax exclusion for other gifts (including birthday and Christmas gifts) during that five-year period. Therefore, while it is advantageous to transfer as much as possible to a 529 Account (because of compounding), something less than the donor’s entire annual gift tax exclusion should probably be used.

5. Paying a child’s or grandchild’s creditors
a) Gifts can also be made by directly paying a child’s or grandchild’s debts. Any such payments are, however, subject to federal gift tax, even though the property is not transferred directly to the child or grandchild.

b) There is no limit, however, for an exclusion from the federal gift tax for amounts paid for a child’s or grandchild’s tuition so long as it is paid directly to the educational institution in which the child or grandchild is enrolled. If money is not paid directly to the educational institution (i.e., if it is paid to the grandchild’s parent with the understanding or agreement that the parent will use the gifted funds to pay the tuition), then the unlimited exclusion will not apply and the gift will be subject to federal gift tax. 

c) Likewise, there is no limit for an exclusion from the federal gift tax for amounts paid for a child’s or grandchild’s medical bills so long as it is paid directly to the child’s or grandchild’s medical service providers. If money is not paid directly to the medical service providers (i.e., if it is paid to the grandchild’s parent with the understanding or agreement that the parent will use the gifted money to pay the medical service providers), then the unlimited exclusion will not apply and the gift will be subject to the federal gift tax.

6. Transfer on death or payable on death designations (TOD or POD) and informal trust accounts
a) A bank account can be established in a manner that names a child or grandchild as the payee on the death of the account holder. These are referred to as “transfer on death” or “payable on death” accounts.
b) A TOD or POD account will result in an outright transfer of property to the child or grandchild upon the death of the account holder. The child or grandchild might be a minor at the time of receipt and, therefore, ineligible to receive the funds. In that instance, an UTMA account may have to be established to receive the funds, but the bank may not be comfortable (and understandably so) with disbursing funds to a custodian that might or might not be trustworthy (what if the custodian embezzles the funds - would the child or grandchild sue the bank for entrusting the funds to the custodian?). Therefore, the bank might require a guardian to be appointed for the property of the child or grandchild, especially if the TOD or POD account is of any significant size.
c) A bank account can also be established as an informal “trust account.” Such accounts are treated the same as TOD and POD accounts, and not like an actual or formal trust.
d) With TOD, POD, and informal trust accounts, the account holder can change the beneficiary of the account at any time or can remove the TOD, POD, or trust account designation altogether.
e) When an account holder of a TOD, POD, or informal trust account dies, the beneficiary named on the account only needs to furnish a certified copy of the death certificate of the account holder to withdraw the funds.
7. Joint tenancy with right of survivorship (JTWROS) or tenancy in common (TIC)
a) Property can be held with a child or grandchild as joint tenants with right of survivorship or as tenants in common.

b) Property titled as JTWROS with a child or grandchild might be considered a gift to the child or grandchild at the time the property is so titled. If the amount of the gift is more than $13,000 (i.e., the annual gift tax exclusion amount in 2009), the gift would be subject to federal gift tax.

c) Ownership of property titled as JTWROS passes automatically to the surviving joint tenant upon the death of the other joint tenant. Presentment of a certified copy of a death certificate for the deceased joint tenant to the bank that holds a JTWROS account will allow that bank to release the JTWROS account to the surviving joint tenant. Likewise, recording a certified copy of a death certificate for the deceased joint tenant in the public records will confirm title of any real property held as JTWROS to the surviving joint tenant.

d) A TIC is like JTWROS but without the survivorship feature. Therefore, if property is held as TIC and one of the tenants dies, the deceased tenant’s interest must pass in accordance with the terms of their will or by intestacy (if they did not leave a will).

e) Property titled as TIC with a child or grandchild might be considered a gift to the child or grandchild at the time the property is so titled. If the amount of the gift is more than $13,000 (i.e., the annual gift tax exclusion amount in 2009), the gift would be subject to federal gift tax.

8. Indirect gifts through a business entity
a) Property can be contributed to a corporation, partnership, or limited liability company. Shares of stock in the corporation, partnership interests in the partnership, or units of membership interest in the limited liability company (whichever the case may be) can then be transferred to a child or grandchild. This is a way to provide the child or grandchild the benefits of the property while the donor retains the management of the property.

b) Furthermore, gifts of interests in corporations, partnerships, and limited liability companies may qualify for discounts for federal gift tax purposes. For instance, if the gifted interest is not a controlling interest and is not freely transferable (because of securities laws or contractual restrictions), then the fair market value of the gifted interest might be subject to discounts for lack of control and lack of marketability. A professional business appraiser should be hired to render an opinion about the fair market value of the gifted interest (which fair market value should reflect any appropriate discounts). For example, if a gift of shares, partnership interest, or units of membership interest are a minority interest in a corporation, partnership, or limited liability company, respectively, that is not publicly traded, and if the appropriate discount for lack of control and lack of marketability is 35%, then any federal gift tax consequences relating to the gifted interest would be 35% less than if the underlying property were transferred directly to the child or grandchild.

c) The IRS is hostile to these types of arrangements. They do not like to concede that a gift of $100x might be valued at only $65x for federal gift tax purposes. The IRS has won some cases in this area, but they have also lost some cases. Probably the most important criterion in utilizing this strategy is to have legitimate non-tax business reasons for employing this strategy. The stronger the non-tax business reasons, the more likely the taxpayer is to prevail.

d) Caveat: if shares of stock in a corporation are transferred to a child or grandchild, and the donor retains (after the gift to the child or grandchild) 20% or more of the corporation’s shares, then a special rule under federal estate tax law causes all the shares held by the donor along with the shares gifted by the donor to the child or grandchild to be included in the donor’s gross estate for purposes of determining the donor’s federal estate tax liability. Under our current law, this rule only applies to corporations and not to partnerships or limited liability companies.

9. Trusts
a) It’s important to understand some terminology that applies to trusts:

i) The creator of a trust is sometimes referred to as a grantor, settlor, or trustor. I usually refer to the creator of a trust as the grantor;

ii) Trusts that take effect during the grantor’s life (and, therefore, immediately benefit one or more beneficiaries) are called intervivos trusts. Intervivos trusts are usually created under a trust agreement that is signed by the grantor and trustee during the grantor’s life. A living trust is an example of an intervivos trust;

iii) Trusts that take effect at the grantor’s death (and, therefore, do not benefit any beneficiary until the grantor’s death) are called testamentary trusts. Testamentary trusts are usually established in a grantor’s last will and testament but may also be created in a grantor’s living trust;

iv) The trustee is a person to whom the grantor transfers legal title to property that the trustee agrees to hold, in trust, for the benefit of one or more beneficiaries. Because the trustee holds legal title to the property, only the trustee has the right, authority, and duty to decide how to invest and spend the trust property. The trustee’s investment powers can be as broad or narrow as the grantor may specify in the trust agreement. Likewise, the trustee’s spending powers may be as broad or narrow as the grantor specifies in the trust agreement, but the trustee is restricted inasmuch as the trustee can only spend the property for the benefit of the beneficiary; and

v) There are two major distinctions regarding beneficiaries: current beneficiaries are persons that are intended to benefit from the trust property currently (to the extent and as specified in the trust agreement); and remainder beneficiaries are persons that are intended to benefit from the trust property after the current beneficiaries rights have ended or terminated. For example, a grantor might provide that his children are the current beneficiaries and, after the death of the last surviving child, the trust for the children will terminate and the trust property will be distributed to his grandchildren as the remainder beneficiaries.

b) A gift in trust is a gift of a future interest because the beneficiary does not have an immediate and unfettered right to control and dispose of the gifted property. Only gifts of a present interest are eligible, however, for the annual gift tax exclusion. At least two strategies have been developed to convert a gift in a trust into a present interest, thereby making the gifted property eligible for the donor’s annual gift tax exclusion.

i) Trusts providing Crummey power withdrawal rights allow the beneficiary to withdraw property gifted to the trust, but only for a limited period of time (i.e., 30 days after the beneficiary receives notice of the gift and of their withdrawal right with respect to the gift). If the beneficiary does not timely elect to withdraw the gifted property, their withdrawal right lapses. These types of withdrawal rights are named “Crummey powers” in honor of Mr. Crummey, who prevailed in Tax Court when the IRS challenged his use of such a power.

If a beneficiary holds a Crummey power over property that exceeds the greater of five percent of the trust property or $5,000 (a “5x5 power”), and if the beneficiary does not exercise his Crummey withdrawal right over such property, the beneficiary will be deemed to have made a taxable gift of the property that was not withdrawn. To prevent this result, the grantor can provide that the beneficiary’s Crummey power withdrawal right will continue over all the gifted property but in each calendar year that right will lapse at the rate of a 5x5 power. This is called a hanging power, because the beneficiary’s Crummey power withdrawal right hangs until it lapses at the rate of the 5x5 power.  

ii) Gifts to “2503(c) Trusts” also qualify for the annual gift tax exclusion. Trusts that provide a minor beneficiary the right to withdraw all of the trust’s property when the beneficiary attains 21 years of age are called “2503(c) Trusts” because they are authorized under Section 2503(c) of the Internal Revenue Code. If the beneficiary does not make a timely election to withdraw the trust property, it will remain in the trust until a later time as specified by the grantor in the trust instrument. For example, the grantor could specify in the trust instrument that if the beneficiary does not elect to withdraw the trust property, it will remain in the trust until the beneficiary attains 35 years of age (or some later time, if the grantor desires and specifies in the trust agreement).

c) There are three major benefits of trusts:

i) If the grantor specifies that a beneficiary’s trust is a “spendthrift trust,” the trust will be protected from the beneficiary’s creditors. Spendthrift trusts protect the trust property from the beneficiary because the beneficiary is prohibited from:

(A) Anticipating distributions;

(B) Assigning their beneficial interest in the trust; or

(C) Pledging or otherwise granting a lien against their beneficial interest in the trust to secure a debt.

Likewise, because the beneficiary is restricted in those ways, so are the beneficiary’s creditors. Therefore, the beneficiary’s creditors are barred from attaching or seizing the trust’s assets to satisfy a debt owed by the beneficiary (even a judgment debt). 

ii) Trusts can also protect the beneficiary’s property in the event of a divorce. Since the beneficiary does not own the trust property, the divorce court judge should not be able to order the beneficiary’s property to be distributed to the beneficiary’s divorcing spouse.

iii) Trusts can prevent the trust property from being subject to federal estate tax on the death of the beneficiary. So long as the beneficiary does not possess too much power over the trust property, it will not be includible in the beneficiary’s gross estate (for federal estate tax purposes).

d) The beneficiary can be appointed as trustee of the trust or can be granted a right to elect to become trustee at a specified age. I usually recommend that a beneficiary be granted a right to elect to become trustee anytime after attaining 35 years of age. That is an age at which most persons have sufficient maturity to handle the gifted property. Furthermore, I think age 35 is desirable because it might seem like an eternity to a 17 year-old beneficiary (for example) that might otherwise think they no longer need to prepare for and pursue a career (i.e., their ambition might be thwarted if they think they will soon be in control of the trust property).

e) Trusts are subject to federal income tax. The rates for taxation of trusts are the same as for individuals, but the rate brackets for trusts are “compressed” because a trust’s income is taxed at the top tier rate of 35% at only $7,500 of taxable income. A trust is able to deduct from its income, however, the value of property that is distributed to a beneficiary. This deduction carries the income tax consequences out to the beneficiary and thereby makes the trust similar to a flow-thru tax entity (similar, but not the same as, partnerships and S corporations). Any income that is distributed to a beneficiary is taxed to the beneficiary at the beneficiary’s rates; and if the beneficiary is an individual, the rate brackets are more favorable than for a trust.

f) For the foregoing reasons, I usually recommend that gifts (whether intervivos or testamentary) to children (and sometimes to grandchildren) be in trust, that the trust not terminate until the beneficiary’s death, that the beneficiary be granted the right to elect to become the sole trustee or co-trustee of their trust at anytime after the beneficiary attains 35 years of age, and that the beneficiary be granted a power to specify the ultimate disposition of their trust property at the time of their death by exercising a “power of appointment” in their last will and testament. If the beneficiary does not exercise their power to specify the disposition of their trust, then it is usually provided the trust property will be distributed to the beneficiary’s descendants, per stirpes, that survive the beneficiary.

10. Life insurance

a) Life insurance can be an incredible way of reimbursing lost wealth (because of the estate tax) or creating wealth for children or grandchildren at a fraction of the cost of the death benefit.

b) Naming the child or grandchild as beneficiary is an option, but it might be better to create a trust under which the trustee is authorized to acquire and hold life insurance on the grantor’s life. Such a trust is sometimes referred to as an irrevocable life insurance trust or an ILIT. If the ILIT is prepared correctly, it should prevent the death benefit from being includible in the grantor’s estate for federal estate tax purposes. It can also prevent inclusion of the trust property in the beneficiary’s estate for federal estate tax purposes. The trust can also provide the benefits described above, namely, protection of the trust property from the beneficiary’s creditors or a divorcing spouse.

11. Sales of property
a) If property is sold for its fair market value, no gift will have occurred. But a child or grandchild might not have sufficient resources to pay for property that the donor wishes to sell. If the property the donor wishes to sell is currently worth less than the donor anticipates it will be worth within a relatively short time, it might be worthwhile to consider a sale of the property to a child or grandchild.

b) The donor might first establish a trust for the child or grandchild and make a gift to the trust in an amount equal to approximately 10% of the anticipated sales price of the property the donor wishes to sell. The trustee can then purchase the property from the donor and, as payment for the property, pay 10% of the purchase price in cash and deliver a promissory note for the balance.

c) Alternatively, the trustee’s promissory note could be structured as a “self cancelling installment note” (also called a “SCIN”). The trustee’s obligation to pay any balance owed under the SCIN would be extinguished upon the death of the donor. Because of that cancellation feature, a higher interest rate would be justified. If the donor does not survive the term of the note, this strategy can result in savings to the purchaser. If the note is not cancelled (because the donor survives the full term of the note), then the purchaser will still benefit if the property does, in fact, increase in value after the sale.

d) As another alternative, instead of a promissory note, the purchaser might pay the purchase price by agreeing to pay the donor an annuity for the donor’s life. Again, if the donor is aged, this might result in something less than the full purchase price being paid.

e) With any of these strategies, it is necessary to hire professional appraisers that can opine about the fair market value of the property that is targeted for sale and for an opinion about market terms for a SCIN and annuity rates for a private annuity.

12. Conclusion

The foregoing are a few ideas regarding transfers to children and grandchildren. We did not discuss, for instance, charitable remainder trusts, charitable lead trusts, grantor retained annuity trusts, or qualified personal residence trusts. Nor have we talked about the generation-skipping transfer tax or planning considerations regarding that tax. How a gift might be implemented is practically unlimited for a qualified team of advisors. There are many ways to effect responsible and tax efficient gifts to a child or grandchild. I hope our discussion has whetted your appetite to consider whether one of the above or other methods would serve your interests.
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