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Dear Strategic Advisor: 
 
Those who are making estate plans, particularly older clients, may wonder whether simply 
giving all their assets to their heirs is the most sensible and efficient thing to do. 
 
Making gifts to family members can be a smart move for some. For example, younger heirs 
can use inherited wealth now, presumably to take advantage of business or other growth op-
portunities. Wealth transferred now will usually avoid death taxes at the time of the client’s 
passing. Most kinds of gifts are simpler to make than preparing wills, trusts, or other estate-
planning documents. 
 
However, a gifting strategy also has serious drawbacks. The biggest obstacle for most is the 
loss of control. While giving away assets may provide huge benefits and opportunities for the 
donee, the donor no longer gets to control and enjoy that wealth. 
 
In addition to the loss of control, making substantial gifts may carry serious tax consequenc-
es. For the purpose of this article, we will focus on one such consequence—that federal gift 
taxes may be imposed on a gift transfer.   
 
Based on our experience, many of the details surrounding gift taxes are misunderstood by life 
insurance and financial professionals and their clients. That’s a shame because the rules sur-
rounding gift taxes, if used properly, can help some clients preserve wealth for family. 
 
The IRS has created a gift tax return—Form 709—the donor must file when certain kinds of 
gifts have been made.  
 
If you’d like to discuss further, please feel free to give me a call. 
 
Regards, 
Michael W. Lagos, CFP®  
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OVERVIEW OF GIFT TAXES 
 
While in the past a few states imposed their own gift taxes, Connecticut is the only state that currently has gift 
tax regulations. For most people who make gifts to family, only federal rules are relevant. 
 
No Direct Interaction with Income Taxes 
 
We often hear from clients who are under the mistaken impression that gift taxes and income taxes are tied to-
gether. A person who makes a gift to a family member gets no direct income tax benefit from the transfer, nor 
does the recipient pay income tax upon receipt of the gift. 
 
It is possible for a gift to generate an indirect income tax benefit. Here’s an example. Say that Dad has a corpo-
rate bond with a face value of $10,000 that is paying 5 percent annual interest to the bond owner—$500 per 
year. Dad would have to include the bond interest on his income tax return. 
 
If Dad transfers the bond to adult Son, Son is now the owner of the bond and liable for the tax on the interest 
Son receives in the future. Son pays no income tax on the receipt of the bond. Dad, by virtue of having given 
away an income-producing asset, has transferred the asset, income, and annual tax liability to Son. 
 
Exemption and Exclusion 
 
Federal gift tax rules allow a person to give away up to $16,000 (in 2022) in a calendar year to any other person 
without having to worry about gift tax consequences. The $16,000 is referred to as the annual exclusion. 
 
Also in 2022, the federal government allows a person to make total lifetime gifts in excess of the annual exclu-
sion amount of up to $12.06 million. Technically, the estate and gift tax exemption amount should be described 
as a tax credit against estate and gift taxes, which is about $4.8 million in 2022. However, most prefer to use the 
term lifetime exemption amount as the aggregate amount exempt from gift taxes. 
 
Widowed spouses may have an additional gift-tax exemption available. If the deceased spouse passed away in 
2011 or later and if that spouse did not use up his entire estate and gift tax exemption during lifetime or at death, 
then the surviving widowed spouse has had the ability to claim the unused portion for himself. 
 

Example: Sally died in 2021 when the estate and gift tax exemption was $11.7 million. She left her en-
tire estate to Harry, her spouse. Harry filed an estate tax return for Sally’s estate, avoiding any estate tax 
impact through the use of the unlimited marital deduction. Sally’s entire $11.7 million exemption was 
unused, so Harry claimed it for himself. His exemption is now $23.76 million. 

 
Gifts in excess of the annual exclusion require the donor to file a federal gift tax return. One of the purposes of 
the form is to alert the IRS about the use of the lifetime exemption. More about that later. 
 
Tax Rates 
 
Gift tax rates are graduated—starting at 18 percent for small taxable gifts and maxing out at a rate of 40 percent 
for gifts of $1 million or more. 
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Integration with Estate Taxes 
 
The federal estate tax and gift tax rules are said to be unified—that is, a person may use up the lifetime exemp-
tion either making gifts during lifetime or as an estate tax exemption after death. Any exemption not used in 
connection with otherwise taxable gifts during life is available as an estate tax exemption. 
 

Example: Bea is single with a net worth of $15 million. Bea has previously made gifts in excess of the 
annual exclusion amount of $4 million, for which she filed a gift tax return and used up part of her life-
time unified gift and estate tax exemption. If Bea dies in 2022, her estate would be able to claim the 
unused exemption amount of $8.06 million ($12.06 minus the previously used $4 million). If she has 
no other estate tax deductions, Bea would have a net taxable estate of $6.94 million. 
 

The idea that estate and gift tax rules are unified is a bit misleading, as the two taxes work slightly differently. 
The estate tax is applied to the gross amount of the transfer at death, while gift taxes are only collected on the 
net amount of the gift. 
 

Example: Howard is single with a net worth of $20 million. Assume he has already exhausted his uni-
fied estate and gift tax exemption amount and his flat tax rate for gift taxes and estate taxes is 40 per-
cent. Howard is trying to determine the most efficient way to give after-tax cash to his daughter Amy.   
 
If Howard writes Amy a check for $12 million while he is alive, he will pay gift taxes of $4.8 mil-
lion—40 percent of the net gift. There is no extra gift tax on the amount of gift taxes Howard pays. 
Howard would have $3.2 million left over after he makes the gift and pays the tax. 
 
If Howard leaves his entire estate to Amy at his death, his estate will be liable for estate taxes of 40 
percent on the entire $20 million of net worth. Amy will inherit a net amount of $12 million, but noth-
ing will be left over.   

 
Sunset 
 
As part of 2017’s Tax Cut and Jobs Act (TCJA), Congress and the president agreed to set the  
federal estate and gift tax exemption at a relatively high historical level. However, the TCJA contains a sunset 
provision, which will reinstate the estate and gift tax exemptions at their 2017 levels beginning in 2026—
unless the federal government changes things again. The practical result is that the gift tax exemption will like-
ly be around $7 million in 2026 if the sunset occurs. 
 
In 2019 the IRS published final regulations that ensured the current higher exclusion amount applied to gifts 
would not then be “clawed back” into the taxable estate of a decedent subject to a future lower estate tax ex-
emption amount. See Treas. Regs. Sec. 20.2010-1(c). See the discussion of the integration of gift taxes and es-
tate taxes later in this article. 
 
While the IRS was careful to protect taxpayers who will be making sizable gifts from the effects of a post-
sunset estate tax world, the regulations are not perfect. For example, the Service was understandably silent 
about what might happen if Congress and the president act before 2026 and change the estate and gift tax rules 
in a more fundamental way. 
 
Despite the uncertainty over gift and estate tax rules in the future, many are still encouraging their high-net-
worth clients to consider large exemption-exhausting gifts now. Advocates of the strategy believe it will be 
politically difficult for the federal government to pass any new estate or gift tax rules that effectively impose a 
penalty on transactions that have already happened. 
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FEDERAL GIFT TAX RETURN (IRS FORM 709) 
 
The donor must file the federal gift tax return when certain kinds of gifts have been made. 
 

When the donor has given gifts to someone during the year totaling more than the annual exclusion amount 
($16,000 in 2022) 

 
Gifts of future interests, even if the gift was under $16,000 

 
When a gift has been split between spouses, regardless of their amount (See Line 18 of Part 1 on the 2021 

Form 709 in the appendix.) 
 
If a gift is of community property, it is considered made one-half by each spouse. For example, a gift of 
$100,000 of community property is considered a gift of $50,000 made by each spouse, and each spouse must 
file a gift tax return. Likewise, each spouse must file a gift tax return if they have made a gift of property held 
by them as joint tenants or tenants by the entirety. 
 
The donor is responsible for filing the return and paying the gift tax. However, if the donor does not pay the 
tax associated with a gift, the person receiving the gift may have to pay the tax. 
 
If the only gifts made during the year are deductible as gifts to charities, a gift tax return does not need to be 
filed as long as there was a transfer of the entire interest in the property to qualifying charities. A transfer of 
only a partial interest still requires the donor to file a gift tax return and report all gifts to charities. 
 
Filing Deadline 
 
The deadline to file the gift tax return is the same as for the income tax return—April 15 of the calendar year 
following the gift. Donors may request an extension to file for six months, extending the due date to October 
15. 
 
Consequences of Failure to File 
 
The Service apparently only imposes a penalty for a donor’s failure to file when an out-of-pocket gift tax is 
due: 

 
Late filing penalty. A penalty is usually charged if your Form 709 is filed after the due date (including ex-

tensions). It is usually 5 percent of the tax not paid by the original due date for each month or part of a 
month your return is late. The maximum penalty is 25 percent. You might not owe the penalty if you 
have reasonable cause for filing late.  

 
https://www.irs.gov/pub/irs-pdf/f8892.pdf 

 
If there is no penalty for failure to file a gift tax return when no gift tax is due, why even bother? For many the 
answer lies in the fact that gift taxes and estate taxes are integrated, and filing a gift tax return creates a record 
of the transfer that the IRS will not be able to dispute after some time passes. More about this later. 
 

Gift Valuation 
 
The Service requires that the donor list the value of the taxable gifts made on Schedule A of the Form (a copy 
of which may be found at the second page of the appendix). Valuation is a simple process for cash or marketa-
ble securities. However, the IRS expects the donor to provide the fair market value of gifts for hard-to-value 
assets as well, such as an interest in a closely held business. 
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CLOSELY HELD BUSINESS 
 
The Treasury Regulations say that the value of an asset for gift tax purposes is “the price at which the property 
would change hands between a [hypothetical] willing buyer and a willing seller, neither being under any com-
pulsion to buy or to sell and both having reasonable knowledge of relevant facts.” See Reg. Section 20.2031-1
(b). 
 
For closely held business interests, Revenue Ruling 59-60, published more than 60 years ago, still provides the 
framework under which such businesses are valued for gift tax purposes. The ruling includes eight factors that 
are to be applied to determine the fair market value for the business:  
 
 
1. The nature of the business and the history of the enterprise from its inception  
2. The economic outlook in general and the condition and outlook of the specific industry in particular 
3. The book value of the stock and the financial condition of the business 
4. The earnings capacity of the company 
5. The dividend-paying capacity 
6. Whether or not the enterprise has goodwill or other intangible value 
7. Sales of the stock and size of the block of stock to be valued 
8. The market price of stocks of corporations engaged in the same or a similar line of business having their 

stocks actively traded in a free and open market 
 
While the eight factors are arguably objective, the way they are applied to come up with a valuation for a par-
ticular business interest is not. The federal courts have been called on in a number of cases to help determine 
the proper value of a closely held business for estate and gift tax purposes. More often than not, the court’s de-
cision hinges on which valuation expert it finds to be more credible. 
 
1. In Kress v. United States, 372 F. Supp.3d 731 (E.D. Wis. 2019), the court favored the valuation of the do-

nor’s expert over that of the Service in a case involving the gift tax value of closely held stock. 
2. In Jones v. Commissioner, T.C. Memo 2019-101, the Tax Court likewise preferred the valuation estimate 

of the donor’s expert over that of the IRS in a case involving the gift tax value of closely held stock. 
 
In both cited cases, the donor’s expert had long experience in producing valuation reports and the courts found 
the details produced more relevant than those offered by the Service. 
 
FAMILY LIMITED PARTNERSHIPS AND DISCOUNTED GIFTS 
 
As some of the valuation cases above demonstrate, high-net-worth clients may decide to take advantage of am-
biguity over gift tax valuation to create discounting of business interests. 
 
How might that work? Consider this example: 
  
· Frank and Barbara Buckley are each in their late 60s and have a combined net worth of more than $30 mil-

lion. 
· The Buckleys’ estate consists of a closely held business interest, personally owned commercial real estate, 

personal real estate, liquid investments, and cash. 
· The Buckleys have four children and ten grandchildren. 
· Frank and Barbara have already done basic estate tax planning and are open to the idea of making con-

trolled gifts to family members. 
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The Buckleys’ advisors recommend that they implement FLP planning to help manage the size of their estate tax 
exposure. Based on that recommendation, the Buckleys decide to put a piece of commercial property worth $4 
million into a new FLP. The implementation works like this: 
  
· Frank and Barbara create the Buckley Limited Partnership and transfer the property into it. 
· The partnership is structured so that it has a 1 percent general partnership interest, and the other 99 percent 

ownership interests are limited partnership interests. 
· At inception of the FLP, Frank and Barbara own all the partnership interests—both general partnership and 

limited partnership. 
· The operating agreement for the FLP says the general partner will make all the decisions for the FLP. 
  
After the initial implementation, the Buckleys decide to give away some of the limited liability interests to their 
children and grandchildren. They divide the limited partnership interests into 1 percent blocks. 
  
Each 1 percent block has a nominal value of $40,000—$4 million divided by 100 1 percent interests. A gift of 
an FLP interest, if an unrestricted gift to a family member, qualifies for the annual gift tax exclusion. If the value 
of the gift to each family member is $50,000, the Buckleys in 2022 could make a tax-free annual exclusion gift 
of $32,000, and the rest of the $8,000 would require them to use part of their lifetime federal gift tax exemption. 
  
In many cases, the IRS has been forced to concede that a limited partnership interest is worth substantially less 
than its nominal value. The FLP’s operating agreement might provide that the limited partners have no ability to 
sell their ownership interests without the permission of all the other partners. The operating agreement might 
also limit their ability to influence control over the management of the partnership’s operations. Finally, the 
agreement might require all the owners to agree to any proposed liquidation of the entire LLC. 
  
The limits on the limited partners’ abilities, along with the fact that many limited partners own minority interests 
in the business, mean the value of a limited partner’s interest is probably less than its nominal value. In some 
cases, gift discounts of 30 percent or more have been allowed for limited partnership interests. 
  
In the example of the Buckley Limited Partnership, a 30 percent discount on a 1 percent limited partner gift 
would reduce the gift’s value from $40,000 to $28,000. Each gift to a family member might qualify for the 
Buckleys’ annual gift tax exclusion. 
 
Planning to take advantage of discounted gifts is not simple or risk-free. Creating an FLP, for example, typically 
requires the active help of an experienced estate planning attorney. To claim a gift tax discount, most should hire 
a CPA and a valuation expert.   
 
Where a taxpayer is claiming a discount on a lifetime exemption transfer, Schedule A of Form 706—found at 
the top of the second page of the appendix to this article—requires the donor to explain the reason for the gift 
tax discount. Those with a high net worth and aggressive discounting plans should expect an IRS challenge to 
the valuation, and that cost should be factored into the planning decision. 
 
Statute of Limitations 
 
In general, IRC 6501(a) requires the IRS to assess a gift tax liability within three years after the due date of the 
gift tax return, or three years after the gift tax return was actually filed, whichever is later. 
 
If a gift tax return is not filed, the statute of limitations does not expire. In the case of Redstone v. Comm'r, T.C. 
Memo. 2015-237 (U.S.T.C. Dec. 9, 2015), the Service was able to challenge a taxable gift made in 1972 for 
which a required return had not been filed. 
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It makes even more sense for a donor to file a gift tax return when it seems possible that the IRS will dispute the 
value of the gift. If the return puts the Service on reasonable notice that a sizable gift has been made, the IRS 
generally has only three years to challenge the valuation. 
 
Later Integration with Estate Tax Return 
 
When a high-net-worth individual dies, the IRS expects the executor to file a federal estate tax return—Form 
706. As part of the executor’s responsibility in preparing the form, the Service requires that the estate’s repre-
sentative accurately report all taxable gifts made during the decedent’s lifetime. This is true whether a gift tax 
return was filed or not. 
 
The aggregate value of lifetime gifts in excess of annual exclusion amounts is added back into the value of the 
decedent’s taxable estate. That makes logical sense, as the combination of prior gifts with current estate value 
helps support the idea that gift taxes and estate taxes are unified. 
 
The integration of prior gifts into the current estate tax calculation creates many possible complications. One of 
these is the situation we discussed earlier, connected with the 2026 scheduled sunset of the high (current $12.06 
million) exemption amount. Because current gifts that take full advantage of the exemption might be pulled back 
into the taxable estate at a time  
when the exemption is lower—maybe $7 million—it creates a situation where an estate tax might be imposed on 
an estate with insufficient value to cover the tax. Fortunately, the Service mostly solved that problem with its 
2019 regulations. 
 
Another complication arises when a donor made a substantial gift in the past for which no gift tax return was 
filed. The executor is required to report that past gift on the decedent’s estate tax return and to let the IRS know 
what its value was at the time of the gift. If the Service disagrees with the executor’s valuation, it may dispute 
the number even if the transfer occurred decades before. Remember that there is no statute of limitations on the 
Service disputing gift tax valuations where no gift tax return has been filed. 
 
The fact that the IRS has no real deadline to dispute a gift valuation is the penalty for failure to file a gift tax re-
turn. That is the one issue likely to affect most nonfilers. 
 
 
ILIT CONSIDERATIONS 
 
The irrevocable life insurance trust (ILIT) is one of the most conservative, reliable, tested, and versatile estate 
planning tools around. Life insurance professionals usually think of it in its Crummey-style implementation. 
 
Consider a situation where we have a married couple with estate tax issues. To help manage the problem, one of 
the spouses decides to create an irrevocable trust, which is designed to own life insurance. The trust provides 
that it is for the benefit of the grantor’s spouse during her lifetime and for the benefit of the children thereafter. 
 
The trustee of the trust makes the decision to apply for insurance on the life of the insured grantor. The insured 
makes gifts to the trustee of the ILIT to cover the premiums. 
 
Annual Exclusion Planning 
 
Under normal gift tax rules, a donor can make federal gift-tax-free transfers to a family member of up to $16,000 
(in 2022) each year. However, gifts of “future interests” (gifts where the donee does not have the immediate, 
unfettered, and ascertainable right to use, possess, or enjoy the gift) in trust generally do not qualify for the an-
nual exclusion. See Internal Revenue Code Section 2503 (b). 
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A gift must be one of “present interest” to qualify for the annual exclusion. 
 
To overcome the fact that gifts into a trust would not otherwise qualify for the gift tax exclusion, the Crummey-
style ILIT was developed. In the case of Crummey v. Commissioner, 397 F.2d 82 (9th Cir. 1968), the federal 
court ruled for the first time that gifts into a trust can qualify as present-interest gifts if the beneficiary has the 
immediate right to take the gift out of the trust. 
 
Since the Crummey case was decided, there have been a number of rulings, cases, and Service pronouncements 
refining how its principles are applied to ILITs. For example: 
 

1. The IRS has decided that Section 2514 (e) creates a possible trap for the beneficiaries of an ILIT. If a 
beneficiary has a right to take a withdrawal from ILIT, and the beneficiary fails to do so, that beneficiary 
is considered to be making a gift to the other trust beneficiaries. The gift is taxable to the extent the unex-
ercised right is worth more than $5,000 or 5 percent of what’s in the trust, whichever is greater. This is 
the so-called “five and five” limitation. 
 
2. In Revenue Ruling 81-7, 1981-1 CB 474, the IRS said that a trust beneficiary must actually know that 
a gift has been made to the trust, and that the beneficiary has the right to withdraw it, before the gift qual-
ifies as a present interest. 
 
3. Crummey withdrawal windows open for at least thirty days in the year the gift is made have been rec-
ognized as valid by the Service. See Private Letter Ruling 8004172. 
 
4. In Estate of Cristofani v. Commissioner, 97 T.C. 74 (29 July 1991), the ILIT provided that remote con-
tingent beneficiaries could be given Crummey withdrawal rights. The Service argued that only the with-
drawal rights of current trust beneficiaries should be recognized for gift tax purposes. The Tax Court 
ruled that all the beneficiaries’ rights of withdrawal would be recognized. 

 
One of the things that is sometimes forgotten when ILITs are implemented is that a client may already have im-
plemented an annual gifting program to family members. If the annual exclusion is being used for regular cash 
gifts or more sophisticated family giving, there may be no room left for Crummey gifts.  
 
Alternatives to Crummey 
 
In that case, the client must consider another funding strategy if an ILIT is going to be implemented. Here are 
two likely ones: 
 
1. Private split dollar. Implemented in a business context, split dollar is a way for an employer to help finance 

personal life insurance coverage for an employee. In a private, family situation, split dollar can be used to 
provide life insurance coverage to cover estate tax liabilities on a gift tax-favorable basis. Under the 2003 
regulations, private split dollar will fall into either the loan regime of taxation or the economic benefit re-
gime. In general, particularly in early years, using private split dollar to help finance the premium for ILIT-
owned coverage will lower the gift tax value of the coverage. 

2. Exemption funding. With a unified estate and gift tax exemption of $12.06 million in 2022, a person seek-
ing to seed an ILIT might make a large lump-sum contribution—filing a gift tax return reporting the use of a 
portion of the taxpayer’s exemption. 

 
Transfer of Existing Policy 
 
Even though most gift transfers of an existing life policy risk a three-year inclusion of the death benefit in the 
insured’s estate, there are still situations where it makes sense to make a gift of existing coverage to an ILIT. 
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Treasury Regulations Section 25.2512-6 explains specifically how life policies are to be valued for gift tax pur-
poses: 
  

[W]hen the gift is of a contract which has been in force for some time and on which further premium 
payments are to be made, the value may be approximated by adding to the interpolated terminal reserve 
at the date of the gift the proportionate part of the gross premium last paid before the date of the gift 
which covers the period extending beyond that date. (Emphasis added.) 

  
The gift-tax valuation of a life policy is sometimes given the shorthand description of interpolated terminal re-
serve plus unearned premium. For the purpose of our discussion, we will simply refer to it as ITR. 
  
Before discussing the idea of ITR, the regulations make clear that under the following circumstances different 
gift-tax-valuation methods are appropriate: 
  
1. When the transfer of the contract is close to the time it was purchased, the value is the contract’s purchase 

price. 
2. When the policy is paid up, its value is the cost of a paid-up policy for someone the same age as the in-

sured’s current age. 
3. Where a policy has accrued dividends or outstanding indebtedness, the ITR value should be adjusted for 

such dividends or indebtedness. 
4. If something is unusual about the policy or the circumstances that would make a different valuation method 

appropriate, neither the ITR method nor any other method listed above may be used. 
 
The last of these points makes valuation uncertain in many cases. The most obvious example is under the cir-
cumstances that the insured is uninsurable or impaired at the time of the gift is made. The IRS does not say what 
valuation method would be appropriate in those cases. 
  
Since the key to valuing many life policies is the calculation of ITR, that method should yield a predictable re-
sult, shouldn’t it? Unfortunately, that’s not the case. There is no uniform way of calculating ITR—which creates 
some gift tax ambiguity. 
 
There is some agreement that it takes an actuary to calculate a policy’s ITR value. Therefore, we hear that most 
clients will ask the life insurance company’s actuary to calculate their policy’s ITR value and will use that num-
ber on the gift tax return. 
 
 
CONCLUSION 
 
On the surface, federal gift tax rules seem simple. However, things can get complicated quickly when high-net-
worth people seek to make sizable gifts of hard-to-value assets to family members. 
 
Many industry experts are recommending that their high-net-worth clients make sizable gifts now to take ad-
vantage of high exemption amounts prior to the 2026 sunset. If our clients want to pursue the gifting strategy, 
we will likely be part of the team helping them to do so. Therefore, it makes sense for us to know as much as 
possible about the federal gift tax rules. 
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LWA strives to develop and maintain sound financial plans designed 
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tative manner, building life-long relationships based upon education, 

trust, communication and service. 
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