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XI. ESTATE AND GIFT TAXATION 

A. Limit Perpetual Dynasty Trusts (secs. 2631 and 2632) 

Present Law 

In general, present law imposes transfer taxes that are designed to tax transfers once each generation. These taxes are in the form of a gift tax for lifetime transfers, an estate tax for death time transfers, and a generation skipping transfer tax for transfers to persons more than one generation younger than the transferor. A generation skipping tax is imposed on all transfers, whether directly or indirectly, to "skip persons." A skip person includes a person who is two or more generations below the generation of the transferor or a trust, if all the interests are held by skip persons. The transferor generally is the individual who transfers property in a transaction that is subject to Federal estate or gift tax. Transfers that are subject to the generation skipping tax are direct skips (e.g., a transfer from a grandparent to a grandchild), taxable distributions (e.g., a distribution of income or corpus to a grandchild from a trust created by a grandparent), and taxable terminations (e.g., the death of a grandchild who was a beneficiary of a trust created by a grandparent). 

Present law provides for a lifetime per-transferor exemption from the generation skipping transfer tax. 871 The amount of the generation skipping transfer tax exemption is $1,500,000 for generation skipping transfers made in 2005, $2,000,000 for generation skipping transfers made in 2006, 2007, or 2008, and $3,500,000 for generation skipping transfers made in 2009. In the case of a generation skipping trust, the exemption applies to distributions from, or terminations of interests in, that fraction of the trust that the portion of the exemption that is allocated to the trust bears to the value of trust's assets at its creation. Thus, if a generation skipping trust is created with $1.5 million and $1.5 million of the creator's generation skipping transfer tax exemption is allocated to that trust, no generation skipping transfer tax ever is imposed on any distributions from, or termination of interests in, that trust regardless of the number of generations of the trust's beneficiaries that are skipped. 

Many States limit the length of time that assets can be held in trust for the benefit of beneficiaries who were not alive at the time of the creation of the trust. This limitation is generally referred to as the rule against perpetuities. The rule against perpetuities was a judicially created rule of English common law. In many cases, States adopted the rule against perpetuities when they adopted British common law as their basic law. The rule has been criticized as being inconsistent with the present capital market system, and because of its complexity and resulting uncertainty of application. In order to alleviate this uncertainty, some States have adopted the Uniform Statutory Rule Against Perpetuities. Under that uniform statute, "trust settlors may elect to create either a trust measured by lives in being at the creation of the trust plus 21 years or trust measured by ninety-years." 872 Other States have either repealed the rule against perpetuities, or provided an ability to opt out of the rule. In a State without a mandatory rule against perpetuities, it is possible to transfer assets to a trust created in that State, to which the transferor's generation skipping tax exemption has been allocated. The trust assets may grow for a potentially unlimited period of time without being subject to any transfer tax. Because of their potential long life and potential for substantial accumulation, such trusts generally are called "perpetual dynasty trusts." 


Reasons for Change 

Perpetual dynasty trusts are inconsistent with the uniform structure of the estate and gift taxes to impose a transfer tax once every generation. In addition, perpetual dynasty trusts deny equal treatment of all taxpayers because such trusts can only be established in the States that have repealed the mandatory rule against perpetuities. 


Description of Proposal 

The proposal prohibits the allocation of the generation skipping tax exemption to a "perpetual dynasty trust," except to the extent that the trust provides for distributions to beneficiaries in the generations of the transferor's children or grandchildren. Under the proposal, the generation-skipping tax exemption effectively is limited to an exemption of a skip of one generation. A "perpetual dynasty trust" is defined as a trust whose situs (place of creation) is a State that either (1) has repealed the rule against perpetuities, (2) allows the creator of a trust to elect to be exempt from the rule against perpetuities and the creator so elects, or (3) has modified its rule against perpetuities to permit creation of interests for individuals more than three generations younger than the interest's creator. If the situs of a trust is moved from a State that has retained the rule against perpetuities to a State that has repealed the rule against perpetuities, the inclusion ratio thereafter will be changed to one. 


Effective Date 

The proposal is effective for transfers made after the date of enactment. 

Discussion 

As Congress stated both when it originally imposed a tax on generation skipping transfers in 1976 and again when it revised the generation skipping tax in 1986, the purpose of imposing gift, estate and generation skipping tax was "not only to raise revenue, but to do so in a manner that has as nearly as possible a uniform effect."873 Similarly, the Congress stated that it "believed that the tax law should basically be neutral and that there should be no tax advantage available in setting up trusts."874 The imposition of a generation skipping tax was believed necessary to achieve the uniformity of imposing a transfer tax once every generation. A $1 million exemption from the generation skipping tax originally was provided when the generation skipping tax was revised in 1986. The size of the generation-skipping transfer tax exemption was increased beginning in 2002 to be equal to the amount of effective exemption for estate and gift taxes. Thus, the exemption from the generation skipping transfer tax is scheduled to increase to $3.5 million by 2009. When Congress originally enacted a tax on generation skipping transfers, it noted that "[m]ost States have a rule against perpetuities which limits the duration of a trust."875 

Since that time, a number of States have either repealed the rule against perpetuities or provided an ability to opt out of such limitations. Thus, it is possible to transfer a relatively large initial amount of assets to a trust created in such States and to which the transferor's entire generation skipping tax exemption has been allocated. Potentially unlimited growth in the trust assets may occur, while the assets are not subject to any transfer tax even though the trust's beneficiaries have changed many generations. These "perpetual dynasty trusts" can be used to frustrate the uniform application of transfer tax that was envisioned when the generation skipping tax was enacted. This lack of uniformity is compounded by the fact that perpetual dynasty trusts can be created only in the limited number of States that have repealed or modified the rule against perpetuities. 

The proposal would result in greater uniformity by limiting exemption from the generation skipping transfer tax for perpetual dynasty trusts. The proposal is consistent both with the purpose of enacting a generation skipping transfer tax, and with the operation of the present transfer tax system, which generally imposes a tax once every generation by limiting the amount of assets that can be placed beyond the present-law transfer taxes. The proposal also is consistent with the generation skipping tax exemption, in that it permits an exemption from the generation skipping transfer tax for transfers to the transferor's grandchildren. The proposal avoids the possible constitutional limitations of alternative proposals to limit the transfer tax advantage of perpetual dynasty trusts (e.g., impose an ad valorem tax every set number of years on perpetual dynasty trusts). In addition, the proposal is consistent with the purposes of the rule against perpetuities to prevent perpetuation of wealth disparities, promote alienability of property, and make property productive.876 The proposal does not prevent an individual from creating a trust in a State that has repealed the rule against perpetuities. Thus, the proposal does not prevent the creation of a trust in a State if that State otherwise would be the best State in which to create a trust. The proposal does, however, eliminate a Federal transfer tax advantage for creating a trust in a State that has repealed the rule against perpetuities. 

B. Determine Certain Valuation Discounts More Accurately for Federal Estate and Gift Tax Purposes (secs. 2031, 2512, and 2624) 

Present Law 
In general 

The value of property subject to transfer taxes is the fair market value of the property being transferred on the date of transfer.877 The fair market value is the price at which the property would change hands between a willing buyer and a willing seller, neither being under any compulsion to buy or to sell and both having reasonable knowledge of relevant facts.878 

If actual sales prices and bona fide bid and asked prices are lacking, the fair market value of stock in a closely held business is determined by looking to various factors including: the company's net worth; its prospective earning power and dividend-paying capacity; the goodwill of the business; the economic outlook in the nation and in the particular industry; the company's position in the industry and its management; the degree of control of the business represented by the block of stock to be valued; and the values of securities of corporations engaged in the same or similar lines of businesses.879 


Discounts 
In general 

Courts and the IRS have recognized that for various reasons interests in an entity (shares in a corporation or interests in a partnership, for instance) may be worth less than the owner's proportionate share of the value of the entity's assets. For example, the value of a 50-percent shareholder's stock might differ from the value of 50 percent of the assets owned by the corporation in which the stock is held. Some (but not all) of the valuation discounts used under present law are discussed below.880 In many cases courts apply more than one discount. The theories of some discounts overlap, and court decisions sometimes blur the distinctions between those discounts. 


Minority (or lack of control) discount 

Numerous courts and the IRS have recognized that shares of stock or other ownership interests in a closely-held business entity that represent a minority interest are usually worth less than a proportionate share of the value of the assets of the entity.881 Minority discounts arise from a division of control because the holder of a minority interest cannot control the ongoing direction of the business entity, the timing and amount of income distributed by the entity to its owners, or the liquidation of its assets. Minority discounts often result in reductions in the value of transferred property from 15 percent to 40 percent.882 


Marketability (or illiquidity) discount 

Recognizing that closely held stock and partnership interests often are less attractive to investors and have fewer potential purchasers than publicly traded stock, courts and the IRS grant discounts to reflect the illiquidity of such interests. Courts sometimes combine marketability and minority discounts into a single discount,883 but the discounts reflect different concerns. Whereas the minority discount compensates for lack of control over an interest, the marketability discount compensates for the limitations upon free exit inherent in interests for which no public market exists. The marketability discount may be appropriate whether valuing a controlling or a minority ownership interest.884 Generally, the size of the marketability discount is reduced as the donor's or decedent's control of the corporation or partnership increases. However, the discount has been applied to a 100-percent ownership interest in a closely-held corporation.885 Marketability discounts often result in reductions in the value of transferred property of 20 to 30 percent886 in addition to any applicable minority discount.887 Marketability discounts often are created by placing assets in a limited partnership. Marketability discounts created through the use of a limited partnership permit the donee or legatee to recreate value by liquidating the partnership or having a partner's interest redeemed by the partnership. 


Fragmentation (or fractional interest) discount 

Fragmentation discounts are similar to minority discounts. This discount arises from the lack of control inherent in joint ownership of an asset (e.g., a gift of an undivided fractional interest in real estate).888 Fragmentation discounts often result in reductions in the value of transferred property of 15 to 60 percent.889 


Investment company discount 

The investment company discount arises because the market values of closed-end mutual funds and investment companies often are less than the net asset values of those funds and companies. These discounts can be as high as 50 percent and may overlap with the marketability discount.890 


Reasons for Change 

Under present law, valuation discounts can significantly reduce the estate and gift tax values of transferred property. Minority and marketability discounts in particular often create substantial reductions in value. In some cases these reductions in value for estate and gift tax purposes do not accurately reflect value. For example, a taxpayer may make gifts to a child of minority interests in property and claim lack-of-control discounts under the gift tax even though the taxpayer or the taxpayer's child controls the property being transferred. A taxpayer also may contribute marketable property such as publicly-traded stock to a partnership (such as a family limited partnership) or other entity that he or she controls and, when interests in that entity are transferred through the estate, claim marketability discounts even though the heirs may be able to liquidate the entity and recover the full value by accessing the underlying assets directly. 


Description of Proposal 
In general 

The proposal provides rules for determining the value of property for Federal transfer tax purposes. These rules limit the availability of minority and marketability discounts. In certain situations the proposal also may have an effect on other discounts such as the investment company discount and the fragmentation discount. The property interests to which the proposal applies include shares of stock of a corporation, interests in a partnership or limited liability company, and other similar interests in a business or investment entity or in an asset. The proposal has two parts, aggregation rules and a look-through rule. Under the proposal, step transaction principles are used to determine whether two or more transfers are treated as a single transfer. Moreover, any interest in an asset owned by the spouse of a transferor or transferee is considered as owned by the transferor or transferee. 

The aggregation and look-through rules described below generally apply to all gifts made during life without consideration, transfers at death, generation-skipping events, and any transfer of an asset by gift for an amount of consideration less than the value determined under those rules. The rules described below are not intended, however, to change the principles of present law concerning whether transfers made in the ordinary course of business are, or are not, treated as gifts.891 


Aggregation rules 
Basic aggregation rule 

Under the proposal, the value for Federal estate, gift, and generation-skipping transfer tax purposes of any asset transferred by a transferor (a donor or decedent) generally is a pro-rata share of the fair market value of the entire interest in the asset owned by the transferor just before the transfer (the "basic aggregation rule"). 

Example 1.-Mother owns 80 percent of the interests in a limited liability company ("LLC"). LLC's value is $100,000, and Mother's 80-percent interest has a value of $80,000.892 Mother makes related gifts of 20-percent interests to each of her two children. Under the proposal, the value of each 20-percent interest for transfer tax purposes is one-quarter (20/80) of the value of Mother's 80-percent interest, or $20,000. Because this value is a pro-rata share of the value of Mother's controlling interest, the value does not reflect a minority discount.893 

Example 2.-Mother owns a 40-percent interest in LLC. The value of this 40-percent interest is $32,000, reflecting a 20-percent minority discount. Mother dies. This 40percent interest passes through Mother's estate in equal shares to two children who did not previously own any interests in the LLC. Under the proposal, the value of each 20-percent share for transfer tax purposes is $16,000, one-half (20/40) of Mother's interest at death.894 


Transferee aggregation rule 

A special rule applies if a donor or a decedent's estate does not own a controlling interest in an asset just before a transfer of all or a portion of the asset to a donee or heir and, in the hands of the donee or heir, the transferred asset is part of a controlling interest. In that case, the estate, gift, and generation-skipping transfer tax value of the asset transferred is a pro-rata share of the fair market value of the entire interest in the asset owned by the donee or heir (not by the transferor) after taking into account the gift or bequest (the "transferee aggregation rule"). 

Example 3.-The facts follow those in Examples 1 and 2 except that instead of making gifts and bequests to different children, Mother transfers interests in LLC only to one child. Thus, during her life Mother makes a single gift of a 40-percent interest to one child. After application of the basic aggregation rule, this gift has a value of $40,000, one half (40/80) of the value of Mother's entire 80-percent interest. At the time of her death, assume that an 80-percent interest in the LLC is still worth $80,000, but that Mother's remaining 40-percent interest is worth only $32,000, reflecting a minority discount. After application of the transferee aggregation rule, the 40-percent interest transferred to the child has a value of $40,000, one-half the $80,000 value of child's 80-percent interest after the bequest. Because the child has a controlling interest after the transfer, the value of the bequest for transfer tax purposes does not incorporate a minority discount. 


Look-through rule 

If, after application of the aggregation rules described above, a transferred interest in an entity is part of a controlling interest owned (before the transfer) by the transferor or (after the transfer) by the transferee, a look-through rule may apply to determine the value of that transferred interest. Under the look-through rule, if at least one-third of the entity's assets (by value) consists of marketable assets, the value of a transferred interest in that entity for Federal estate, gift, and generation-skipping transfer tax purposes is the sum of (1) the net value of the entity's marketable assets allocable to that transferred interest and (2) the value of the transferor's interest in the entity attributable to nonmarketable assets. Marketable assets include cash, bank accounts, certificates of deposit, money market accounts, commercial paper, U.S. and foreign treasury obligations and bonds, corporate obligations and bonds, precious metals or commodities, and publicly traded instruments. Marketable assets do not include assets that are part of an active lending or financing business.895 

If the look-through rule applies, the effect is to deny a marketability discount to the extent the entity holds marketable assets. In all cases in which the look-through rule applies, no minority discount is permitted because a condition of the look-through rule is that the transferred interest must be part of a controlling interest either before or after the transfer. 

Example 4.-At her death, Aunt owns 80 percent of the interests in an LLC whose assets have a total value of $1 million. The LLC owns publicly-traded stock worth $600,000, real estate worth $200,000, and a laundromat business worth $200,000. Aunt's 80-percent interest in LLC passes through her estate to Niece. If it is assumed that a marketability discount, if available, is 25 percent, then under the proposal the estate tax value of this 80-percent interest is $720,000, computed in the following manner. Because 60 percent of the value of LLC's assets is represented by marketable assets (the publicly-traded stock) and because Aunt owns a controlling interest before the transfer, the look-through rule applies. The $720,000 value thus equals (1) 80 percent of the value of the publicly-traded stock, or $480,000 ($600,000 x 80 percent), plus (2) the value of Aunt's interest in the entity attributable to the real estate and laundromat business, or $240,000 (80 percent of $300,000 (with the $300,000 representing the value of the laundromat business and real estate after taking into account a 25-percent marketability discount)).896 

Example 5.-The facts are the same as in Example 4, except that the laundromat business is worth $1.2 million. The total value of LLC's assets is $2 million. Consequently, the value of the marketable assets equals only 30 percent of the value of the LLC, and the look-through rule does not apply. The estate tax value of this 80percent interest is $1.2 million, which equals 80 percent of the value of the LLC (80 percent x $2 million = $1.6 million), less a 25-percent marketability discount ($400,000). No minority discount is available because the 80-percent interest is a controlling interest. 

Example 6.-The facts are the same as in Example 4, except that Aunt owns only a 10percent interest in the LLC and Niece does not own any interest in it before she inherits her Aunt's interest. Accordingly, the look-through rule does not apply because the 10-percent interest is not part of a controlling interest either before or after the transfer. Therefore, a minority discount is available. Assume the minority discount is 20 percent. The value of the 10-percent interest is therefore $60,000, which equals 10 percent of the value of the LLC ($100,000), less (1) a 20-percent minority discount ($20,000) and (2) a 25-percent marketability discount ($20,000) computed after application of the minority discount (that is, 25 percent of $80,000, the value remaining after taking into account the minority discount). 


Effective Date 

The proposal applies to transfers occurring and estates of decedents dying on or after the date of enactment. 

Discussion 

The proposal responds to the frequent use of family limited partnerships ("FLPs") and LLCs to create minority and marketability discounts. In a common planning technique, a taxpayer forms an FLP or LLC, contributes to that entity marketable securities, real estate, and other assets, and makes gifts of noncontrolling interests in the entity. At death, the taxpayer owns only a noncontrolling interest in the FLP or LLC (rather than the underlying assets). Under present law the gifts made during life may qualify for minority and marketability discounts, and the estate tax value of the taxpayer's interest in the FLP or LLC also may be substantially reduced by those discounts.897 The proposal seeks to curb the use of this strategy frequently employed to manufacture discounts that do not reflect the economics of the transfers during life and after death. More broadly, the proposal attempts to reduce the inefficiency caused by the creation of complicated structures that serve only to shelter value from taxation. 

The proposed aggregation and look-through rules restrict a taxpayer's ability to claim minority and marketability discounts in certain situations in which those discounts do not accurately reflect the value of the property interests transferred. In general, the basic aggregation rule of the proposal determines the existence of a minority discount by taking into account the entire interest held by the transferor just before the transfer. This is because the focus of the estate and gift tax should be on the amount a transfer depletes the value of the transferor's holdings. Thus, no minority interest should apply if the transferor holds a controlling interest in the property just before the transfer. Although inconsistent with this theory, the transferee aggregation rule is proposed to prevent the strategic sequencing of multiple gifts made to the same donee. The aggregate value of a series of lifetime and testamentary gifts made by one donor to the same donee should not depend upon the order in which controlling and non-controlling interests are transferred to the donee. 

The proposed look-through rule addresses abusive situations in which a marketability discount is inappropriate. If an entity whose interests are nonmarketable holds marketable assets, a marketability discount for an interest in the entity results in the undervaluing of the interest if the owner has a controlling interest in the entity and can easily access the marketable assets. 

The proposal does not eliminate minority and marketability discounts in other contexts in which facts generally support those discounts. If, for example, neither the transferor nor the transferee owns a controlling interest in an entity, the estate and gift tax value of an interest in that entity may be determined by taking into account the lack of control. Similarly, where an entity's value primarily is attributable to nonmarketable assets, the estate and gift tax value of an interest in that entity may reflect that illiquidity. 

The proposal is similar to, but refines, several previous legislative proposals. First, the basic aggregation rule is similar to a proposal made by the Treasury Department in 1984 as part of a broad report on tax reform.898 The 1984 proposal, however, based the value of transferred property on the transferor's highest level of ownership after taking into account prior gifts. This tracing of ownership backward through all gifts made by a transferor during his or her lifetime would create significant administrative difficulties. The proposed basic aggregation rule, therefore, looks only to the transferor's ownership interest just before the transfer. To eliminate the advantage of strategic sequencing of gifts to the same donee, the proposal adds a donee aggregation rule. Second, the look-through rule is similar to the approach taken in the Fiscal Year 2000 Administration Budget Proposal.899 That proposal would have required an interest in an entity to be valued at a proportionate share of the net asset value of the entity to the extent the entity held non-business assets. The proposal's look-through rule is narrower than the earlier Treasury proposal, on the theory that in certain cases it may be inappropriate to look through an interest in an entity if the entity primarily holds non-marketable assets.900 Third, the proposal incorporates spousal attribution but does not include a broader family attribution approach taken by various legislative proposals. The proposal does not take this broader approach because it is not correct to assume that individuals always will cooperate with one another merely because they are related. Any proposal involving family attribution could include an exception based on family hostility, but that exception could entail significant administrative difficulties and might yield unintended incentive effects. 

C. Curtail the Use of Lapsing Trust Powers to Inflate the Gift Tax Annual Exclusion Amount (sec. 2503) 

Present Law 

Under present law, gift tax is imposed on transfers of property by gift, subject to several exceptions. One major exception is the gift tax annual exclusion of section 2503(b). Under this exclusion, a donor can transfer up to $11,000 of property to each of an unlimited number of donees without incurring gift tax on such transfers.901 In order to qualify for the exclusion, the property interests transferred must be present interests, as opposed to future interests (such as remainders). In addition, spouses are allowed to "split" gifts for purposes of applying the exclusion.902 For example, at both spouses' election, a $22,000 gift from one spouse to a third person could be treated as being made equally by both spouses, and thus would be sheltered entirely by the spouses' combined annual exclusion amounts. 

Gifts in trust are treated as made to the trust beneficiaries for purposes of applying the annual exclusion.903 Accordingly, if the trust beneficiaries have no right to present enjoyment of the transferred property, the annual exclusion will not apply, as no present interest will have been transferred. However, the courts and the IRS have long agreed that a temporary right of withdrawal of trust property on the part of a beneficiary may serve to create a present interest, thus qualifying such a gift for the annual exclusion. This result obtains even if the right of withdrawal is of short duration, and even if all parties involved expect that the right will not be exercised, and thus the beneficiary will not actually "enjoy" the transferred property on a current basis as a practical matter.904 For example, a married couple may establish a trust for the benefit of their minor child, and the general terms of the trust may allow distributions to the child only upon reaching age 25. This couple nevertheless can transfer $22,000 per year to the trust, fully sheltered by the annual exclusion, as long as the child is given a temporary power to demand distribution of each new amount transferred into the trust, even if it is highly improbable that the power will be exercised. These powers, and these arrangements in general, are referred to as "Crummey powers," and "Crummey trusts" (so named after a court case upholding one such arrangement). 

While Crummey powers may be used in connection with simple transfers of cash or any other kind of asset into a trust, use of the powers is particularly common in the case of life insurance trusts. In these arrangements, a trust owns the life insurance policy, the insured makes periodic payments into the trust for the purpose of covering the premiums, and the trust beneficiaries are given Crummey powers with respect to these periodic payments, in order to ensure that the payments qualify as transfers of present interests eligible for the gift tax annual exclusion. 

In recent years, taxpayers have used Crummey powers to achieve benefits extending beyond the conversion of future interests into present interests. Specifically, taxpayers have taken the position that the holder of the Crummey power need not even be a vested beneficiary of the trust, which creates the possibility of using multiple annual exclusions (one for each Crummey power holder) for what ultimately will be a gift to a single donee, as a practical matter. The Tax Court has sustained this position.905 


Reasons for Change 

Recent arrangements involving Crummey powers have extended the "present interest" concept far beyond what the Congress likely contemplated in enacting the gift tax annual exclusion, resulting in significant erosion of the transfer-tax base. 


Description of Proposal 
In general 

The proposal sets forth three options that the Congress may wish to consider for improving the tax treatment of Crummey powers. 

Option 1 

Under the first option, for purposes of determining the applicability of the annual exclusion, a holder of a Crummey power is not treated as the donee with respect to an amount transferred into trust unless such holder is also a direct, noncontingent beneficiary of the trust. The Treasury Secretary is given regulatory authority to disregard other Crummey powers in cases in which the holder of a power is given a relatively small vested interest in a trust, with a principal purpose of avoiding the application of this provision. This option is designed simply to prevent taxpayers from claiming multiple annual exclusions in connection with gifts that are intended and arranged to accrue to a single person. 


Option 2 

Under the second option, for purposes of determining the applicability of the annual exclusion, powers to demand the distribution of trust property are taken into account only if they cannot lapse during the holder's lifetime. This option effectively eliminates Crummey powers as a tax planning tool. 


Option 3 

Under the third option, for purposes of determining the applicability of the annual exclusion, powers to demand the distribution of trust property are taken into account only if: (1) there is no arrangement or understanding to the effect that the powers will not be exercised; and 

(2) there exists at the time of the creation of such powers a meaningful possibility that they will be exercised. This option requires a facts-and-circumstances analysis of every Crummey power and disregards those that are found to be essentially lacking in substance. In view of the prevalence of Crummey powers that essentially lack substance, the practical effect of this option would be to eliminate Crummey powers as a planning tool in a wide range of cases. 


Effective Date 

The first option is effective for transfers made after the date of enactment. 
The second and third options are effective for transfers made to trusts that are established after the date of enactment. 

Discussion 
In general 

Crummey arrangements are often essentially shams, and yet they are for the most part respected for gift tax purposes. While it is arguably troubling for any arrangement essentially lacking in substance to be given credence for any purpose under the tax law, it nevertheless may be appropriate to distinguish among various uses of Crummey powers. In many cases, even though the Crummey power is essentially a sham, the results may be considered unobjectionable, as the powers may be used simply to provide somewhat greater flexibility in making a gift in trust to a single person without running afoul of the present-interest constraint. In other cases, the results may be considered more objectionable, such as when the powers are used to claim multiple annual exclusions in connection with gifts that are intended and arranged to accrue to a single person. 


Option 1 

If Crummey powers held by individuals with no significant interest in the underlying trust assets are respected for purposes of determining the annual exclusion, then taxpayers are effectively free to mint multiple annual exclusions for what is in substance a gift through the trust to a single beneficiary. This power to mint exclusions is limited only by the number of friends and relatives that a donor can find and can trust not to exercise the withdrawal right during its brief existence. The use of Crummey powers for this purpose is an abuse of the annual exclusion and may cause significant erosion of the transfer tax base. By requiring a Crummey power holder to be a significant, vested beneficiary of the underlying trust, the first option would curtail this abuse of Crummey powers. At the same time, this option would preserve the availability of the powers for the more limited purpose of allowing a donor to place practical constraints on a donee's enjoyment of a gift without running afoul of the present-interest limitation. This option would not affect standard life insurance trusts. Because this option narrowly targets abusive applications of Crummey powers, it is effective for transfers made after the date of enactment, regardless of whether the trust already existed prior to enactment. 


Option 2 

Crummey powers arguably have eviscerated the present-interest requirement. This requirement was originally designed to protect the integrity of the per-donee annual exclusion amount under the gift tax. As the Cristofani case illustrates, if an exclusion amount is allowed to attach to an interest that lapses, then it becomes possible for the benefit of the gift shielded by the exclusion ultimately to inure to some other person, resulting in an inappropriate multiplication of the exclusion amount. Narrowly targeted anti-abuse rules that leave Crummey powers basically intact--like the first option above--may leave open some avenues of abuse. The second option ensures that the benefit of a gift will inure only to the holder of a withdrawal power, by respecting that power for tax purposes only if it never lapses. On the other hand, as noted above, Crummey powers are well-established tools widely used for the purpose of making a gift in trust to a single person without running afoul of the present-interest constraint. Eliminating the powers could force a large number of individuals to revisit their family financial plans, although this problem would be mitigated significantly by grandfathering transfers made to existing trusts. 


Option 3 

Some may argue that Crummey powers are objectionable only insofar as they are effectively shams. According to this view, the case law on this subject is problematic only because it allows "wink and a nod" arrangements to dictate tax results, with little analysis of the surrounding facts and circumstances. It would arguably be inappropriate to disregard a lapsing withdrawal power that might actually be exercised as a practical matter, thus making the second option too aggressive according to this view. In such a case, possession of the power actually is tantamount to ownership of a present interest in property. The IRS and the courts are equipped to examine the substance of these arrangements, and doing so arguably would lead to appropriate, commonsense results: illusory powers would be given no tax effect, and real powers would be given tax effect. As a practical matter, if such a rule were applied vigorously, it would eliminate most common Crummey arrangements, as such arrangements generally involve powers that are not expected to be exercised. Thus, like the second option above, this option could force a large number of individuals to revisit their family financial plans (and thus, this option also would grandfather transfers to existing trusts). This option would present the administrative and compliance difficulties common to all rules that require facts-and-circumstances determinations. 

D. Provide Reporting for a Consistent Basis Between the Estate Tax Valuation and the Basis in the Hands of the Heir (sec. 1014) 

Present Law 

The value of an asset for purposes of the estate tax is the fair market value at the time of death or at the alternate valuation date. The basis of property acquired from a decedent is the fair market value of the property at the time of the decedent's death or alternate valuation date, if elected by the executor. Under regulations, the fair market value of the property at the date of the decedent's death (or alternate date) is deemed to be its value as appraised for estate tax purposes.906 However, the value of property as reported on the decedent's estate tax return provides only a rebuttable presumption of the property's basis in the hands of the heir. Unless the heir is estopped by his or her previous actions or statements with regard to the estate tax valuation, the heir may rebut the use of the estate's valuation as his or her basis by clear and convincing evidence. The heir is free to rebut the presumption in two situations: (1) the heir has not used the estate tax value for tax purposes, the IRS has not relied on the heir's representations, and the statute of limitations on assessments has not barred adjustments; and (2) the heir does not have a special relationship to the estate which imposes a duty of consistency. 

For property acquired by gift, the basis of the property in the hands of the donee generally is same as it was in the hands of the donor. However, for the purpose of determining loss on subsequent sale, the basis of property in the hands of the donee is the lesser of the donor's basis or the fair market value of the property at the time of the gift.907 


Reasons for Change 

Providing an heir with fair market value information gives the heir records to improve reporting of income upon future realization of gain. Providing the IRS with the same information would better enable the IRS to challenge inappropriate attempts to underreport gain upon a subsequent realization of that gain. 


Description of Proposal 

The proposal requires that for any property acquired as a bequest from an estate which has a Federal estate tax liability, the executor is required to provide the heir and the IRS with a statement of the value of the asset reported for estate tax purposes. The value so reported is binding on the heir as his or her basis for the purpose of computing future gain or loss as provided under present law. The proposal does not apply to items of income in respect of a decedent or property that the executor of the decedent's estate sells. 


Effective Date 

The proposal is effective for transfers from estates for which the estate tax return is filed after the date of enactment. 

Discussion 

Under present law, generally the incentive exists for an executor to offer conservative estimates of the value of assets in an estate. For the purpose of determining gain or loss on an inherited asset, generally the heir would prefer a higher basis.908 The government is potentially whipsawed by inconsistent valuations. For example, the IRS has ruled that while value as appraised for estate tax purposes provides a presumptive value for the basis of inherited property in the hands of a beneficiary, such estate tax valuation generally is not conclusive.909 In a case discussed in a technical advice memorandum,910 at the time of the decedent's death the taxpayer owned stock in two closely held corporations. On audit, the IRS proposed a higher value for the stock than the value the executor provided on the estate tax return. The estate subsequently argued for a lower valuation and the IRS agreed to an amount in between the two parties' initial valuations. Following a redemption of the inherited stock from the beneficiary, the beneficiary (in an amended return for the taxable year of redemption) claimed a basis in the stock that was higher than both the original estate tax return value and the agreed upon value. 

Underlying the rebuttable presumption rule set forth in the technical advice memorandum is the theory that a taxpayer should not be estopped from claiming a basis different from the value determined by an executor for estate tax purposes where the taxpayer did not participate in the executor's determination or benefit from it. This theory represents an application of an estoppel principle that is used outside the context of the estate tax. Where, however, a taxpayer succeeds in presenting clear and convincing evidence of a higher basis than the value used for estate tax purposes, this principle conflicts with one rationale for the section 1014 basis step-up rule. Some analysts argue that the step-up of an asset's basis at death is an appropriate adjustment to prevent property transferred at death from being subject to both Federal income tax and estate tax. If the basis in the hands of the heir exceeds the value used for estate tax purposes, an exemption from income tax in excess of the appreciation in decedent's hands has been implicitly created. By helping to ensure consistency in value for estate and income tax purposes, the proposal at least mitigates the whipsawing of the government that may occur under present law. 

In general, in the computation of capital gain or loss, establishing basis in property is a problem area for taxpayers and the IRS, because the basis in the property only becomes important for determining tax liability when the asset is sold, often many years after the asset is acquired. Taxpayers may lose records in the interim. The difficulty would be particularly acute where the taxpayer did not purchase the asset in question and thereby would have no records (e.g., receipts or other purchase documentation) to begin with. Thus, another rationale for the basis step-up rule of present law section 1014 is to provide administrative simplicity for the heir and the IRS because the heir's fair market value basis will potentially already have been determined for estate tax purposes. The proposal achieves this administrative advantage by having basis reported at the time an asset is bequeathed, thereby establishing a record comparable to purchase documentation. Present law arguably fails to achieve this advantage, both because the executor is not required to report the estate tax value to the heir, and because the heir is not required in all cases to use such value in determining basis. 

Under the proposal there would be instances in which the value of an asset reported by an executor to an heir differs from the ultimate value of the asset used for estate tax purposes. For example, if the IRS challenges an estate valuation and prevails, the executor will have reported to the heir a valuation that is "too low" and the heir may arguably be overtaxed on a subsequent sale of the asset. This same problem exists under present law to the extent the initially reported estate tax value is presumptively the heir's basis. To provide complete consistency between estate tax valuation and basis in the hands of an heir may be impractical as ultimate determination of value for estate tax purposes may depend upon litigation and an heir may sell an asset before the determination of value for estate tax purposes. 

By requiring the value of an asset reported for estate tax purposes to be reported and used by the heir in determining basis, however, the proposal has the salutary effect of encouraging a more realistic value determination in the first instance. This salutary effect would be lost if there were a relief mechanism for heirs and estates (and recoupment for the government) if the basis used by heirs differs from the fair market value ultimately determined for estate tax purposes.911 Thus, the proposal does not contain any such relief mechanism. 

E. Modify Transfer Tax Provisions Applicable to Section 529 Qualified Tuition Accounts (sec. 529) 

Present Law 
Overview 

Section 529 provides specified income tax and transfer tax rules for the treatment of accounts and contracts established under qualified tuition programs.912 A qualified tuition program is a program established and maintained by a State or agency or instrumentality thereof, or by one or more eligible educational institutions, which satisfies certain requirements and under which a person may purchase tuition credits or certificates on behalf of a designated beneficiary that entitle the beneficiary to the waiver or payment of qualified higher education expenses of the beneficiary (a "prepaid tuition program"). In the case of a program established and maintained by a State or agency or instrumentality thereof, a qualified tuition program also includes a program under which a person may make contributions to an account that is established for the purpose of satisfying the qualified higher education expenses of the designated beneficiary of the account, provided it satisfies certain specified requirements (a "savings account program"). 

In general, prepaid tuition contracts and tuition savings accounts established under a qualified tuition program involve prepayments or contributions made by one or more individuals on behalf of a designated beneficiary, with decisions with respect to the contract or account to be made by an individual who is not the designated beneficiary. Qualified tuition accounts or contracts generally require the designation of a person (generally referred to as an "account owner") whom the program administrator (oftentimes a third party administrator retained by the State or by the educational institution that established the program) may look to for decisions, recordkeeping, and reporting with respect to the account or contract. The person or persons who make the contributions to the account need not be the same person who is regarded as the account owner. Thus, in practice, qualified tuition accounts or contracts generally involve a contributor, a designated beneficiary, an account owner (who oftentimes is not the contributor or the designated beneficiary), and an administrator of the account or contract.913 Under many qualified tuition programs, the account owner generally has control over the account or contract, including the ability to change designated beneficiaries and to withdraw funds at any time and for any purpose, without the consent of the designated beneficiary. As a result, in many qualified tuition programs, neither the contributor nor the designated beneficiary has legally enforceable protections designed to assure that the account will be used to provide education or other benefits to the designated beneficiary. 

Section 529 does not provide for any quantitative limits on the amount of contributions, account balances, or prepaid tuition benefits relating to a qualified tuition account, other than to require that the account provide adequate safeguards to prevent contributions on behalf of a designated beneficiary in excess of those necessary to provide for the qualified higher education expenses of the beneficiary. Many qualified tuition programs impose limits on the maximum amount of contributions that may be made, or account balances that may accrue, for the benefit of a designated beneficiary.914 


Generally applicable transfer tax provisions915 

A gift tax is imposed on lifetime transfers and an estate tax is imposed on transfers at death. A taxpayer may exclude $11,000 (for 2005) of gifts made to any one donee during a calendar year. The annual exclusion does not apply to gifts of future interests (e.g., reversions or remainders). Married individuals may treat gifts made to any one donee as having been made one-half by such donor and one-half by his or her spouse, effectively allowing a married couple to exclude $22,000 (for 2005) of gifts made to any one donee during a calendar year. 

The gift tax applies to a transfer by way of gift whether the transfer is in trust or otherwise, whether the gift is direct or indirect, and whether the property is real or personal, tangible or intangible.916 If a trustee has a beneficial interest in trust property, a transfer of the property by the trustee is not a taxable transfer if it is made pursuant to a fiduciary power the exercise or nonexercise of which is limited by a reasonably fixed or ascertainable standard which is set forth in the trust instrument. For example, a power to distribute corpus for the education of the beneficiary generally is a power limited by such a standard, whereas a power to distribute corpus for the happiness of the beneficiary is not.917 

For estate tax purposes, the value of the decedent's gross estate includes the value of all property to the extent of the decedent's interest therein at the time of his or her death,918 including the value of certain interests in property transferred by the decedent during his or her life (sections 2035 through 2038), and special kinds of property and powers held by the decedent or on the life of the decedent (sections 2039 through 2042, including powers of appointment governed by section 2041).919 For example, section 2036 provides for the inclusion of transferred property with respect to which the decedent retained the income or the power to designate who shall enjoy the income of the property, and section 2038 provides for the inclusion of transferred property if the decedent had at the time of his or her death the power to change the beneficial enjoyment of the property. 

A generation-skipping transfer ("GST") tax generally is imposed on transfers, either directly or through a trust or similar arrangement, to a "skip person" (i.e., a beneficiary in a generation more than one generation below that of the transferor). In general, if an outright gift is not subject to gift tax because of application of the gift tax annual exclusion, then it will not be subject to GST tax. 

Absent the specific transfer tax provisions of section 529, the generally applicable gift, GST, and estate tax provisions would apply to qualified tuition accounts. 


Income tax treatment of qualified tuition accounts 

A qualified tuition program, including a savings account or a prepaid tuition contract established thereunder, generally is exempt from income tax. Contributions to a qualified tuition account (or with respect to a prepaid tuition contract) are not deductible to the contributor or includible in income of the designated beneficiary or account owner. Earnings accumulate tax-free until a distribution is made. If a distribution is made to pay qualified higher education expenses, no portion of the distribution is subject to income tax.920 If a distribution is not used to pay qualified higher education expenses, the earnings portion of the distribution is subject to Federal income tax,921 and a 10-percent additional tax (subject to exceptions for death, disability, or the receipt of a scholarship).922 A change in the designated beneficiary of an account or prepaid contract is not treated as a distribution for income tax purposes if the new designated beneficiary is a member of the family of the old beneficiary.923 


Gift and GST tax treatment of qualified tuition accounts 

Section 529 modifies the generally applicable gift and GST tax provisions that otherwise would apply to qualified tuition accounts.924 A contribution to a qualified tuition account (or with respect to a prepaid tuition contract) is treated as a completed gift of a present interest from the contributor to the designated beneficiary. Such contributions qualify for the per-donee annual gift tax exclusion, and, to the extent of such exclusions, also are exempt from the GST tax. A contributor may contribute up to five times the per-donee annual gift tax exclusion amount to a qualified tuition account and, for gift tax and GST tax purposes, treat the contribution as having been made ratably over the five-year period beginning with the calendar year in which the contribution is made. 

A distribution from a qualified tuition account or prepaid tuition contract generally is not subject to gift tax or GST tax. Those taxes apply, however, to a change of designated beneficiary if the new designated beneficiary is in a generation below that of the former beneficiary or is not a member of the family of the former beneficiary.925 


Estate tax treatment of qualified tuition accounts 

Section 529 modifies the generally applicable estate tax provisions that otherwise would apply to qualified tuition accounts.926 Qualified tuition program account balances or prepaid tuition benefits generally are excluded from the gross estate of any individual. Amounts distributed on account of the death of the designated beneficiary, however, are includible in the designated beneficiary's gross estate. If a contributor elected the special five-year allocation rule for gift tax annual exclusion purposes, any amounts contributed by the contributor that are allocable to the years within the five-year period remaining after the year of the contributor's death are includible in the contributor's gross estate. 


Reasons for Change 

Present law regarding the transfer tax treatment of section 529 accounts is unclear in many situations, and in other situations imposes transfer taxes in a manner that is inconsistent with otherwise applicable transfer tax provisions. In addition, the present-law section 529 transfer tax rules do not adequately reflect the structural changes that have occurred to qualified tuition programs over the past few years, many of which have been designed to provide maximum flexibility to the program's account owners, rather than assure that account funds will be used to fund educational expenses of a designated beneficiary. 


Description of Proposal 
Modify special transfer tax provisions of section 529 
In general 

The proposal modifies the special transfer tax (gift, GST, and estate tax) provisions of present-law section 529, and generally subjects qualified tuition accounts to otherwise applicable transfer tax provisions. In general, a contribution to a qualified tuition account is not treated as a completed gift, and is includible in the estate of the contributor or account owner, unless the terms governing the account satisfy certain requirements. The proposal defines an account owner as the person whom the program administrator may look to for decisions, recordkeeping, and reporting with respect to the qualified tuition account. The present-law income tax rules applicable to qualified tuition accounts do not change. 


Contributions treated as completed gifts to designated beneficiary 

Under the proposal, an amount contributed to a qualified tuition account is treated as a completed gift of a present interest to the designated beneficiary (and becomes includible in the estate of the designated beneficiary) at the time of the contribution only if: (1) the designated beneficiary is living at the time the account is established; (2) only the designated beneficiary may terminate the account or change the designated beneficiary during the designated beneficiary's lifetime, and such termination or change of beneficiary may not occur prior to the designated beneficiary's attaining age 18, receiving a high school diploma, or becoming learning disabled; (3) if the designated beneficiary dies before attaining age 18, the personal representative of the deceased beneficiary may designate a successor designated beneficiary who is a member of the family (and of the same generation as) the designated beneficiary, or terminate the account; and (4) a distribution upon termination of the account may be made to or for the benefit of a person (including to an educational institution) other than the designated beneficiary only if (a) such other person is irrevocably designated at the time the contract is executed, or is a member of the family of (and in the same generation as) the designated beneficiary,927 and is a person other than the contributor and account owner; and (b) such distribution may be made only if the designated beneficiary dies, becomes learning disabled, certifies that the designated beneficiary has reached the age of 18 and will not attend a college or university, has received a scholarship in an amount equal to or greater than the amount of the distribution, or certifies that the account balance or prepaid benefit exceeds the designated beneficiary's actual educational expenses. If such conditions are satisfied, then the contribution is treated as a completed gift of a present interest by the contributor (whether the account owner or a person other than the account owner) to the designated beneficiary, the contributor may elect to take the contribution into account as a gift ratably over the five-year period beginning with the year of the contribution,928 and no further transfer tax consequences apply upon a change of account owner, a change of designated beneficiary, or a distribution from the account. 

Example.-Mother establishes a qualified tuition account and designates her living child (Child) as the designated beneficiary. The account's terms provide that Mother is the account owner, but that only Child may terminate the account or change the designated beneficiary, and that any distribution other than to or for the benefit of Child must satisfy the other conditions described above. Mother makes a $55,000 contribution to the account in Year 1. In Year 5, a distribution of $25,000 is made from the account for Child's benefit and paid to an eligible educational institution. Under the proposal, Mother's contribution is treated as a completed gift of a present interest by Mother to Child in Year 1, and Mother may elect to treat the gift as made ratably over the five-year period (i.e., $11,000 per year) beginning with Year 1. If Child's grandparent (Grandfather), rather than Mother, makes the contribution to the account, then Grandfather is treated as making the completed gift to Child and may elect the application of the special five-year rule. The distribution in Year 5 is not a transfer for transfer tax purposes. 


Amounts treated as includible in estate of account owner 

In those circumstances involving qualified tuition accounts that do not satisfy the requirements described above, a completed gift to the designated beneficiary does not occur until an amount is distributed from the qualified tuition account to or for the benefit of the designated beneficiary. In such cases, the transfer tax consequences of a contribution to a qualified tuition account depend upon whether the contribution is made by the account owner or by a person other than the account owner. Contributions made by the account owner are not a completed gift and remain includible in the account owner's estate. Contributions made by a person other than the account owner are governed by generally applicable transfer tax principles, and may constitute a completed gift of a present interest to the account owner at the time of the contribution that become includible in the account owner's estate.929 A completed gift of a present interest by the account owner occurs at the time an amount is distributed from the account to or for the benefit of a person other than the account owner (e.g., the designated beneficiary), whether for educational or other purposes.930 In these cases, a change of account owner is a completed gift to the new account owner (not eligible for the special five-year rule), but a change of designated beneficiary is not a completed gift. 

Example.-Mother establishes a qualified tuition account and designates her living child (Child) as the designated beneficiary. The account's terms provide that Mother is the account owner, and that Mother may terminate the account, change the designated beneficiary, and direct that a distribution be made other than to or for the benefit of Child. Mother makes a $55,000 contribution to the account in Year 1. In Year 5, a distribution of $25,000 is made from the account for Child's benefit and paid to an eligible educational institution. Under the proposal, Mother's contribution in Year 1 is not a completed gift by Mother to Child, and the account remains includible in Mother's estate. If Child's grandparent (Grandfather), rather than Mother, makes the contribution to the account, Grandfather is treated as making a completed gift of a present interest to Mother (rather than to Child), and Grandfather may not elect the application of the special five-year rule. The $25,000 distribution from the account for the benefit of Child constitutes a completed gift of a present interest by Mother to Child (not eligible for the special five-year rule) at the time of the distribution, and may be excludable as a qualified transfer within the meaning of section 2503(e)(2) if paid for Child's tuition. 


Effective Date 

The proposal applies to contributions (and earnings thereon) made in taxable years beginning after the date of enactment. The proposal does not apply to contributions made on or before the effective date (and earnings thereon). Separate accounting of such contributions is required. 


Discussion 
Recent changes in qualified tuition account program design 

Present-law section 529 is unclear with respect to the transfer tax consequences of certain events pertaining to qualified tuition accounts, imposes transfer taxes in a manner that is inconsistent with otherwise applicable transfer tax principles, and creates opportunities for abuse by taxpayers who may establish such accounts with no intention of providing education benefits to others. In addition, present-law section 529 affords taxpayers who establish qualified tuition accounts a combination of income tax and transfer tax benefits that is more favorable than those available for other tax-favored accounts, such as individual retirement accounts and health savings accounts. Although other tax-favored accounts obtain income tax benefits similar to those available for section 529 accounts, qualified tuition accounts are unusual in that section 529 permits a taxpayer to avoid estate, gift and GST taxes even if (as is the case in many qualified tuition programs) the taxpayer effectively retains control of the qualified tuition account. 

Section 529 was enacted in 1996.931 Since then, qualified tuition programs have increased significantly, both in the number of accounts and aggregate funds, with more than $35 billion invested in such programs as of early 2004.932 Some have estimated the number of section 529 accounts at approximately five million,933 and program assets soon approaching $50 billion.934 Others have predicted that total assets in qualified tuition programs will reach $300 billion by 2010.935 

In 1986, the State of Michigan adopted the first prepaid tuition program in the United States.936 The Michigan prepaid tuition program prohibited the account owner from changing the designated beneficiary, and limited the ability of the account owner to use the funds other than for the beneficiary's education expenses.937 The current Michigan prepaid tuition program retains these restrictions. Under the current Michigan prepaid tuition program, only a student who is at least 18 years of age or has obtained a high school diploma may terminate a prepaid tuition account and compel a distribution of the account balance.938 A parent or purchaser of the prepaid contract may not terminate the account for any reason other than if the student has died or has become learning disabled. If the student reaches age 18 or receives a high school diploma, the student has the option of transferring the account to an immediate family member or terminating the account to obtain a refund paid to a refund designee established at the time the account was established.939 A student who receives a scholarship or other type of tuition assistance may receive the excess account funds not needed to pay for the student's educational expenses. Use of the prepaid tuition account for other purposes is not permitted under the program. 

As of January 2004, there were 17 State prepaid tuition programs, and 51 State savings programs.940 Few qualified tuition programs impose requirements designed to meaningfully restrict beneficiary changes or limit use of the account or contract to qualified higher education expenses. Present-law section 529 provides the same transfer tax outcomes for all qualified tuition accounts, without regard to the rights and controls retained by the contributor or account owner. The proposal provides for uniform transfer tax treatment for all plans that satisfy the proposed requirements that treat a contribution as a completed gift of a present interest. The transfer tax consequences for accounts established under programs that do not satisfy the proposed requirements would depend upon the particular terms and restrictions applicable to the account. 

The Administration's Fiscal Year 2005 Budget included a proposal to modify certain of the rules regarding qualified tuition accounts. The explanation of the Administration's proposal stated that "[c]urrent law regarding the transfer tax treatment of section 529 accounts is unclear and in some situations imposes tax in a manner inconsistent with generally applicable transfer tax provisions... In addition, the lack of any limits on who can be named a [designated beneficiary] creates opportunities for the unintended and inappropriate use of section 529 plans. For example, taxpayers may seek to use section 529 accounts as retirement accounts, with all the tax benefits but none of the restrictions and requirements of qualified retirement accounts, or to avoid gift and GST taxes by changing the [designated beneficiary] of existing section 529 accounts."941 The Administration stated that the law "should be clarified to provide taxpayers with certainty as to the tax consequences of a transfer and to eliminate the inappropriate imposition of transfer taxes."942 

Subjecting qualified tuition accounts to generally applicable transfer tax provisions would reduce the potential for abuse by taxpayers who establish such accounts with no intention of ultimately providing education benefits to other persons, and would put qualified tuition accounts on a more level playing field with other tax incentive vehicles such as IRAs, while retaining the substantial income tax benefits provided by the present-law section 529 provisions for qualified tuition accounts. Under the proposal, a taxpayer could treat the contribution of amounts to a qualified tuition account as a completed gift, excludable from his or her estate, only if he or she relinquished control over the use and enjoyment of the account. Other potential solutions offered to prevent abuse of the accounts, such as imposing aggregate quantitative per-contributor or per-beneficiary limits on contributions or account balances, would be difficult to administer because they would require coordination of recordkeeping and reporting by the various State-sponsored and private qualified tuition programs. In addition, the present-law provisions cannot be made consistent with generally applicable transfer tax principles without materially altering the structural design of most qualified tuition programs. 


Transfer tax deficiencies of present-law section 529 

Section 529 does not explicitly address the transfer tax consequences of certain events that are commonplace under existing qualified tuition programs. For example, section 529 does not address the transfer tax consequences of a change of account owners of a qualified tuition account. It is unclear whether a change of account owner is to be regarded as a completed gift of a present interest from the former account owner to the new account owner, or as having no tax consequences because a completed gift had been made to the designated beneficiary. Further, section 529 does not identify which party is responsible for payment of the transfer tax when it is imposed (i.e., in instances involving a change of designated beneficiary to a person who is in a generation lower than the former beneficiary). In such cases, it is not clear whether the gift tax should be imposed on the former designated beneficiary, the original contributor, the account owner, or perhaps on the account. This lack of clarity creates complexity for taxpayers in arranging their affairs, and for the IRS in attempting to administer the present-law rules. 

In addition, section 529 departs from otherwise generally applicable transfer tax principles in at least five ways. First, present-law section 529 treats a contribution to a qualified tuition account as a completed gift of a present interest to the designated beneficiary,943 even though in most instances the designated beneficiary possesses no rights to control the qualified tuition account or withdraw funds, and such control (including the right to change beneficiaries or to withdraw funds, including for the benefit of someone other than the designated beneficiary) is vested in the account owner.944 Second, a change of designated beneficiary to a new beneficiary who is in a generation lower than the former beneficiary constitutes a taxable gift, even though the new designated beneficiary would not, under otherwise applicable transfer tax principles, be regarded as receiving a completed gift. Third, an account owner is not required to include in the account owner's estate the amount held in a qualified tuition account, even if the account owner possesses at his or her death the right to withdraw funds for the benefit of someone other than the designated beneficiary or to change the designated beneficiary.945 Fourth, a distribution from a qualified tuition account is not treated as a taxable gift unless the distributee is of a generation lower than the designated beneficiary.946 Fifth, under present-law section 529, there is no express requirement that the multiple annual present interest exclusion is available only if there is a present intent to allow the designated beneficiary to receive the benefits of the qualified tuition account.947 

For example, under present-law section 529, a taxpayer might establish 20 separate qualified tuition accounts for 20 separate designated beneficiaries, and immediately deposit $55,000 in each account.948 By doing so, the taxpayer may treat the full amount of each contribution as a completed gift to the designated beneficiary, elect the section 529 five-year annual exclusion treatment for each of the contributions, and exclude the entire $1.1 million (up to $2.2 million under gift-splitting) from estate, gift, and GST taxes.949 Under present law, the taxpayer may be the account owner with respect to each of these accounts, which under many qualified tuition programs permits the taxpayer to control the account through changes in the designated beneficiary and the withdrawal of funds for any purpose. The taxpayer has avoided the imposition of the estate, gift, and GST taxes even if the account ultimately is not used for education purposes.950 The taxpayer also may avoid imposition of the GST by designating beneficiaries who are in generations more than one generation below the generation of the taxpayer. Because section 529 imposes no restrictions on the identity or number of persons for whom qualified tuition accounts may be established, or to which contributions may be made, it has been suggested that the literal application of section 529 could permit a closely-held business employer to establish qualified tuition accounts for each of its employees, and later change the beneficiaries of the accounts to a single individual, without incurring transfer taxes on the transfers to the accounts.951 

Some might argue that the proposal effectively eliminates transfer tax benefits for most qualified tuition programs, and that retention of the special transfer tax principles of present law is desirable to encourage savings for educational purposes. Others might argue that the proposal does not go far enough to maximize the likelihood that the account ultimately is used for educational purposes, and would endorse the imposition of an excise tax (in addition to the present-law additional 10-percent tax) in cases where monies are withdrawn for noneducational purposes. Such an excise tax might be limited to cases where the withdrawal is for the benefit of someone other than the initial designated beneficiary, because in such cases additional transfer tax benefits (such as through generation skipping) might have been derived from the arrangement. 
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