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How to…
Report Generation-skipping Tax

Presented by
Monica Haven, EA, JD, LLM
mhaven@pobox.com 
www.mhaven.net
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Learning Objectives

• Review the historical background of the GST regime.

• Define & identify skip “persons”.

• Correctly tax 3 types of transfers.

• Apply the tax only to transfers in excess of the GST exemption.

• Find ways to mitigate GST taxation.
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Answer the 5 W’s…

• Why is there an estate tax, a gift tax, and the GST?

• Who are related, unrelated, and entity skip persons?

• What are direct skips, taxable terminations, and taxable 
distributions?

• When do we calculate and apply the inclusion ratio?

• (W)how can we minimize taxpayer exposure to the GST?
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The “Grandparent Tax”

Plan A

• Grandpa gifts $10 million to Dad → $4 million tax

• Dad gifts $6 million to Grandson → $2.4 million tax

• Net Gift to Grandson = $3.6 million

Plan B

• Grandpa gifts $10 million to Grandson → $4 million tax

• Net gift to Grandson = $6 million
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Ahh, but…
… the IRS penalizes skips

• Tax assessed on transfers ≥ 2 more generations below

• Computed at flat rate equal to highest estate tax rate in effect

• “Penalty” tax is usually higher than if tax assessed at each generation 
computed at graduated rates
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Background
• Life estates were created to 

transfer(temporary) beneficial ownership 
to Beneficiary A for life & then transfer 
outright ownership to B when A died.

• Both estate & gift tax regimes designed to 
tax only permanent (outright) transfers, so 
life estate escaped taxation (!).

• Some life estates were created in 
perpetuity (Dynasty Trusts), allowing assets 
to pass from generation to generation 
without any taxation ever.
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Dynasty Trust
(escapes or defers taxation)

After 4 generations:  $3 billion versus $319 million!
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Solution (?)

• Generation-skipping Transfer Tax (GSTT) enacted in 1976 to assess at the 
termination of each intervening life estate.

• BUT… tax applied only to transfers from trusts not individuals.

• GSTT was retroactively repealed in 1986.
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A Better Fix

• GST was enacted under Tax Reform Act of 1986.

• Applied flat tax on indirect and direct intergenerational transfers > $ 1 

million/donor.

• Exemption rose and fell until set “permanently” at $5 million (plus inflation 

adjustments) with passage of American Taxpayer Relief Act of 2012.

• Exemption increased under Tax Cut & Jobs Act of 2017, but reverts to $5 

million in 2026.

     Exemption = $12.92 million [2023]
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Effective Tax Rate

• Always at highest marginal estate rate in effect in each year

• Rates as high as 55% (1997 – 2001) & as low as 35% (2011 – 2012)

Tax Rate = 40% [2023]
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Transfer Taxes:  A Refresher
Estate Tax

• Enacted in 1916.

• Wealth is taxed when transferred from decedent to heir (after death).

• Unlimited tax-free transfer to surviving spouse.
 
• Exemption = $12.92 million [2023].

• Unused exemption may be passed to surviving spouse (DSUE 
portability).

• Taxable estate subject to graduated rates
   which top out at 40%.
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Transfer Taxes:  A Refresher
Gift Tax

• Enacted in 1932.

• Wealth is taxed when transferred from donor to donee (during lifetime).

• Annual exclusion = $17K [2023].

• Spousal gift-splitting allowed.

• Lifetime exemption = $12.92 million [2023].

• Taxable gift subject to graduated rates
   which top out at 40%
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And…

GST Tax

• Wealth taxed when transferred during life and after death if transfer 
skips a generation.

• Imposes an additional layer of tax.

• Exemption = $12.92 million [2023].

• No “Deceased” Spouse Unused Exemption (DSUE) portability.

• Taxable transfer subject to flat tax at highest prevailing estate tax rate 
[currently 40%]
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GST Taxation:  Elements 

1. There must be a direct or indirect transfer of wealth

2. From a transferor

3. To a skip person:  Related, unrelated or entity.

EXEMPT TRANSFERS:
o Gifts eligible for gift tax annual exclusion (incl. §529 plans).
o Direct payments of medical expenses & tuition.mhave
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Transferor

• The giver (a.k.a. donor or trustor).

• May become a transferor later.
o Husband transfers property to Wife as per unlimited marital 

deduction (H ≠ transferor)
o Wife then dies & property transfers to child (H = transferor)

• Individual with general power of appointment if exercised, released, or 
lapsed.
o Has authority to select new owner (without restrictions)mhave
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Skip Person:
Relative

• Any family member at least 2 generations below transferor.

EXCEPTIONS:
o Predeceased Ancestor Rule
 A relative is not a skip person if the intervening generation has died.
o Spouse or ex-spouse is not a skip person.
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Consanguinity Chart
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Skip Person:
Unrelated

Same Generation
• If ≤ 12½ years younger or older

One Generation Below
• If 12½ - 37½ years younger

Two Generations Below
• If 37½ - 62½ years younger

BEWARE of gifts to unrelated individuals
younger than transferor!
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Skip Person:
Entities

“Persons”

• Trust
   Deemed to be a skip person if all beneficiaries are skip persons.

• Non-profit or charity
   Not considered a skip person.
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Types of Transfers:
Direct Skips

• Transfers to individuals (not trusts).

• Treated as “single” skip if transfer skips 1 generation.

• ALSO treated as “single” skip even if transfer skips additional 
generations.

Example
Individual makes gifts to:

- Grandchild (= single skip)
- Great-grandchild (= single skip)
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Types of Transfers:
Taxable Terminations

• Occurs when the term of a trust comes to a close as per governing 
instrument or because non-skip beneficiary dies

• AND a distribution of trust assets is made to a skip person.

NOTE:  If trust assets are includible in transferor’s estate, then no GST.
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Types of Transfers:
Taxable Distributions

• Trust distributions made to skip persons as per terms of governing 
instrument.

Example
Grandpa establishes trust for
simultaneous benefit of son and
grandchild → distributions to
grandchild are subject to GSTmhave
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Tax Computation

• Taxable Amount = Value of gift on date of transfer
o Can use Alternate Valuation Date if property 

includible in transferor's estate.
o Can be reduced by amount of consideration 

given by transferee (if any).

• Tax Rate = Maximum estate tax rate currently in 
effect

Tax Due = Taxable Amount X Tax Rate X Inclusion Ratio
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Inclusion Ratio

• Used to determine how much of transferred property will be subject to GST.

• Ensures that tax is applied only to amounts in excess of GST exemption.

• Ratio remains fixed for each transferred property, even if property value 
increases between date of transfer and eventual distribution.

• Can range from 0 (nothing is taxable) to 1 (everything is taxable).

Ratio = 1 – (Allocated GST Exemption  Property Value)
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Inclusion Ratio
Example 1

Facts
• Taxpayer transfers $1,500,000 property to GST Trust.
• Allocates $1,000,000 to GST Exemption.

Result
Inclusion Ratio is 1/3 [= 1 – ($1 million  1.5 million)]

THUS:  1/3 of any current or future transfers of this property will be 
              subject to GST when…

• taxable distributions, or
• taxable terminations occurmhave
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Inclusion Ratio
Example 2

Facts
• GST Trust with Inclusion Ratio of 2/3 has assets valued at $750K
   → $250K allocated to GST exemption
   → remaining $500K is GST taxable

• Taxpayer adds $500K assets to trust
   → trust  assets now total $1.25 million

• Allocates additional $250K to exemption

Inclusion Ratio (recomputed)
• New Ratio = 1 – [($250K + $250K)  $1.25 million] = 3/5
   → 60% of all distributions will be GST taxable
    REMINDER:  Under original Inclusion Ratio, 67% would have been taxable.

NOTE:  Subsequent transfers to existing trust change Inclusion Ratio
for newly transferred property only
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Rules to Remember

• Inclusion Ratio freezes the percentage of transferred property that will 
be taxable upon eventual distribution, even if property appreciates in 
value.

• The applicable GST rate is determined at the time the transferee receives 
the property (not when property is placed in trust).
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GST Exemption

• Equal to current estate tax exemption (adjusted annually for inflation)

Year GST Exemption GST Tax Rate

2011 $5,000,000 35%

2012 $5,120,000 35%

2013 $5,250,000 40%

2014 $5,340,000 40%

2015 $5,430,000 40%

2016 $5,450,000 40%

2017 $5,490,000 40%

2018 $11,180,000 40%

2019 $11,400,000 40%

2020 $11,580,000 40%

2021 $11,700,000 40%

2022 $12,060,000 40%

2023 $12,920,000 40%
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Allocation of Exemption

Automatic
• By default, exemption is allocated in chronological order to transfers 

during transferor’s lifetime until exhausted.
• If exemption remains at death, it is allocated to testamentary direct skips 

first, then trust terminations & distributions.

Affirmative Election
• Transferor (or personal representative) can
   choose to opt-out of automatic election for
   current transfer only or for current and future transfers.
• Can elect to have trust treated as GST Trust (to which exemption has 

been allocated).
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Allocation Election

• Irrevocable.

• Must be made by attaching a statement to timely filed Forms 709 or 706 in 
year of transfer.

• May be filed later if election applies to future transfer or trust.

• May be applied retroactively in limited circumstances.

• Private Letter Rulings may be used to correct previous failure to allocate – 
relief at IRS discretion. mhave
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Notice of Allocation
Requirements

• Clearly identify the trust and trust’s EIN.

• If making a late allocation, state the year the transfer was reported.

• State the value of transferred assets on the effective date of 
allocation.

• State the amount of GST exemption allocated (OR use a formula).

• State the inclusion ratio of the trust.mhave
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Notice of Allocation
Sample
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Estate Tax Inclusion Period

• Since exemption allocation – which affects the inclusion ratio – is  
changeable through late or retroactive elections, there’s no 
guarantee that GST will never be assessed.

• ETIP = Estate Tax Inclusion Period
   Time at which GST allocation can no longer be changed.
   → guarantees finality

o Usually at transferor’s death, or
o Spouse’s death if gift-splitting had previously been elected.

NOTE:  Indirect skips are automatically deemed made at end of ETIP 
              regardless of actual transfer date.
              → property is valued at close of ETIP
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Who pays the GST?

Direct Skip
• Transferor is liable
• If transferor unable to pay, liability shifts to transferee

Taxable Termination or Distribution
• Trustee is liable

Type Description GST paid by…

Taxable Distribution Trust makes payment to skip 
person

Trust OR skip person

Taxable Termination All of trust passes to skip 
person(s)

Trust

Direct Skip Assets pass to (un)related skip 
person(s)

Donor
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Tax Exclusive vs. Inclusive

Assume gift of $100K in 2023 when tax rate is 40%…

Direct Transfer → tax-exclusive
• Transferor pays tax of $40K
• Transferee pockets total amount ($100K)

Indirect Transfer → tax-inclusive
(taxable terminations & distributions)
• Transferee pays tax of $40K
• Transferee pockets net amount ($60K)mhave
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Where to Report
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Form 709, Schedule A
Inter vivos Direct Skips & Indirect to Trust not subject to GST 
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Form 709, Schedule D
GST Tax Computation
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Form 709, Schedule D
(continued)
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Form 706, Schedule R
Post-mortem Direct Skips & Indirect to Trust not subject to GST
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Form 706, Schedule R-1
Voucher if tax on Direct Skip is payable by Trust
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Form 706-GS(D)
Taxable Distributions from Trust
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Form 706-GS(T)
Taxable Termination of Trust
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Due Date

Direct Skip
• Lifetime transfers – payable when Form 709 due [April 15th + 

extensions].
• Testamentary transfers – payable when Form 706 due [9 months after 

death + extensions].

Indirect Skip
• Lifetime transfers – April 15th + extensions.
• Testamentary transfers – 10 months after DOD if alternate valuation 

elected.
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How much is due?
Examples…

• Direct Skip – assets transferred to 2nd generation at death.

• Testamentary Termination – trust assets transferred to 2nd generation 
when intervening generation dies.

• Testamentary Distribution – trust assets transferred to 2nd generation 
while 1st generation still alive

• Estate Tax – trust assets transferred to 2nd generation after
   transferor dies.
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Example 1
Direct Skip

Facts
• Grandpa (G) dies in 2023:  He makes a testamentary gift to Grandchild (GC) 

of $6 million
• G had previously allocated $2 million of his lifetime exemption to earlier 

gifts when exemption was $5.25 million [in 2013]

GST Due
• Inclusion Ratio = 1 – ($2 million  $5.25 million) = 62%
• Tax = $6 million X 40% tax rate X 62% = $1,488,000mhave
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Example 2
Testamentary Termination

Facts
• Grandpa (G) establishes trust & gifts $6 million for benefit of Son (S) for life
• When S died in 2017, corpus (now $7 million) passed to Grandchild (GC)
• G’s entire exemption [$5.49 million in 2017] is allocated to trust

GST Due
• Inclusion Ratio = 1 – ($5.49 million  $6 million) = 9.15%
• Tax = $7 million X 40% tax rate X 9.15% = $256,200

TIP:  G instead gifts amount exactly equal to exemption.  As a result, the 
inclusion ratio would be 0…

 → All future growth of trust assets will pass tax-free to GC.
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Example 3
Testamentary Distribution

Facts
• Grandpa (G) establishes trust & gifts $6 million FBO Son (S) & Grandchild (GC) – trust 

makes distribution of $10K to GC
• G’s entire exemption [$5.49 million in 2017] is allocated to trust

GST Due
• Inclusion Ratio = 1 – ($5.49 million  $6 million) = 9.15%
• Tax = $10,000 X 40% tax rate X 9.15% = $366

TIP:  G instead establishes 2 trusts:  One for benefit of GC equal to exemption 
($5.49 million) & one for benefit of S for balance ($510K).  G then 
allocates GST exemption entirely to GC’s trust…

 → No GST tax will be due on any distributions.
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Example 4
Adding in the Estate Tax

Facts
• Grandpa (G) dies in 2023 shortly after putting his entire estate valued at $20 million 

into trust for Grandchild (GC).

Estate Tax Due
• Tax  = ($20 million –  $12.92 million exemption) X 40% [in 2023] = $2,832,000

GST Due
• GC receives remainder of after-tax estate ($17.168 million)
• Inclusion Ratio = 1 – ($12.92 million  $17.168 million) = 24.74%
• Tax = $17.168 million X 40% tax rate X 24.74% = $1,698,945

Net to GC
• $20 million – 2,832,000 – 1,698,945 = $15,469,055 [≈ 77% of G’s estate]
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Example 4 (cont’d)
Adding in the Estate Tax

Net assets transferred to GC after estate tax applied = $20 million – 2.832 million = 
$17.168 million

Alternate Scenario # 1:  G has no GST exemption available.
• Inclusion Ratio = 1 – ($0  $12.92 million) = 1
• Tax = $17.168 million X 40% tax rate X 100% = $6,867,200
• Net to GC = $10,300,800 million [≈ 51% of G’s estate]

Alternate Scenario # 2:  G also has no lifetime estate exemption available.
• Estate Tax  = $20 million X 40% = $8,000,000
• GST Tax = $12 million X 40% = $4,800,000
• Net to GC = $7.2 million [≈ 36% of G’s estate]

LESSON:  G must plan to avoid GST…
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GST Planning Strategy # 1

Maximize GST-exempt gifts

• Direct payment of tuition & medical expenses.

• Annual gift tax exclusion [$17K in 2023; $34K if gift-splitting].

• 529 Plan:  Aggregate 5 years of exclusion [$85K in 2023; $170K if gift-
splitting].

REMINDER:  Must gift present interest to use annual exclusion → offer 
Crummey withdrawal provision or make gift to Minor’s Trust.

mhave
n.n

et

mailto:mhaven@pobox.com
http://www.mhaven.net/


Copyright © 2023            Monica Haven, EA, JD, LLM ● (310) 286-9161 ● mhaven@pobox.com ● www.mhaven.net  

GST Planning Strategy # 2
Establish GST Trust

• Allocate maximum available GST exemption to GST Trust to reduce 
inclusion ratio to zero.

• If married, use A/B Trust to shelter some (all) assets of first-to-die spouse.
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GST Planning Strategy # 3

Disclaimers

• Skip beneficiary may elect to forfeit inheritance.

NOTE:  Decedent must have named alternate beneficiary or GST Trust in 
his estate planning instrument.
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GST Planning Strategy # 4

Irrevocable Life Insurance Trust

• Transferor gifts uses trust to purchase life insurance on himself.

• Since life insurance is owned by trust, it is not part of transferor’s taxable estate.

• Annual gifts to trust (with Crummey withdrawal rights*) are used to pay 

insurance premiums.

*  Must notify trust beneficiaries of right to withdraw contributed amount for 

minimum of 30 days to convert gift to “present interest”.

NOTE:  Gifts to trust with multiple beneficiaries qualify for gift exclusion but not 

GST exclusion → must affirmatively allocate GST exemption to transferor’s 

gifts.
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GST Planning Strategy # 5

General Power of Appointment

• Transferor [Grandfather] may grant testamentary power to trust 
beneficiary [Son] so that asset will be includible in beneficiary’s (not 
transferor’s) estate.

• Distributions [to Grandchild] & termination of trust will avoid GST.
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Monica Haven, E.A., J.D., L.L.M.

 PHONE: (310) 286-9161 

 FAX: (310) 557-1626

 E-MAIL: mhaven@pobox.com

 WEBSITE:  www.mhaven.net

Student Text to accompany this presentation is available on the Publications page of my website.

The information contained herein is for educational use only and should not be construed as tax, financial, or legal advice. Each 
individual’s situation is unique and may require specialized treatment.  It is, therefore, imperative that you consult with tax and 

legal professionals prior to implementation of any strategies discussed.
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