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* The material contained herein is for educational purposes only and is not intended as a substitute for the 

professional services an advisor would normally provide to a client, including up to the minute legal research.
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I.  Introduction 

 

    A. Course Objectives 

    B. Course Structure 

 

II.  Global Example.  Jack is 78 years old and incapacitated.  Jack owns a house (FMV $400,000, 

AB $150,000), an IRA ($250,000) and cash ($125,000).  Jack's social security income is 

$30,000 per year and his annual expenses (including property taxes, income taxes and an in-

house aid) are $90,000.  Jack is widowed and has one child, Jill.  Jill is named in Jack's Power 

of Attorney as his attorney-in-fact.  Jill visits you to discuss planning for her father. 

 

  III. Threshold Issues 

 

    A. Determine Jack's capacity 

    B. Review Jack's documents 

     1. Power of Attorney (Gifting/Successor Agents) 

     2. Health Care Directive (HIPAA/Successor Agents) 

     3. Will 

    C. Verify Jack's Assets and Liabilities 

    D. Verify Jack's Income and Expenses (look at prior year's Form 1040) 

    E. Verify no one is leaving Jack any money. 

 

  IV. Jack’s Principal Residence 

 

    A. Options 

     1. Do Nothing 

     2. Gift Principal Residence (Outright/Trust) 

     3. Sell Principal Residence  

     4. Rent Principal Residence 

 

  V.      Section 121: Exclusion of Gain Realized on Sale of Principal Residence 

 

   A. General Rule-IRC Section 121(a) - Gross Income shall not include gain realized from the 

sale or exchange of property if, during the five-year period ending on the date of sale or 

exchange, such property was owned and used by the taxpayer as its principal residence for 

periods aggregating two or more years.  The amount of gain that can be excluded is 

generally limited to $250,000 (single individuals) and $500,000 (married couples and 

certain surviving spouses). 

   B. Principal Residence – a residence includes a houseboat, mobile home, Coop and Condo.  

Furniture and other personal property will not qualify under IRC Section 121. 

   C. Ownership and Use: 

 1. In General-Reg. Section 1.121-1(c)(7) – The ownership and use requirements may be 

satisfied during noncurrent periods so long as both the ownership and use requirements 

are met (24 months or 730 days) during the 5-year period ending on the date of sale or 

exchange. 

 2. Use: 

 a. Reg. Section 1.121-1(c)(2) - Occupancy is required for the use test to be met. Short-
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term absences such as vacations or other seasonal absences, even if accompanied by 

rental of the residence, are counted as periods of use.   

 b. A special rule applies to any taxpayer who becomes physically or mentally incapable 

of self-care and who owns property and uses it as the principal residence for periods 

aggregating at least one year during the 5-year period ending on the date of the sale 

or exchange (Section 121(d)(7);1.121-1(c)(2)(ii)).  Under this rule, the taxpayer is 

treated as using the property as the principal residence for any time during that five-

year period in which the taxpayer owns the property but resides in any nursing home 

or other facility that is licensed by a state or political subdivision to care for an 

individual in the taxpayer's condition. 

 3. Ownership:  If a residence is owned by a trust, the taxpayer is treated as owning the 

residence for any period for which the taxpayer is treated under the grantor trust rules 

(IRC Sections 671-679; See VI. below) as the owner of the trust or the portion of the 

trust that includes the residence, and the sale or exchange by the trust will be treated as if 

made by the taxpayer (Reg. Sec. 1.121-1(c)(3)(i)).  If a residence is owned by an eligible 

entity that has a single owner and is disregarded for federal tax purposes as an entity 

separate from its owner, the owner of the entity is treated as owning the residence, and 

the sale or exchange by the entity will be treated as if made by the owner (Reg. Sec. 

1.121-1(c)(3)(ii)). 

 4. Partial Use (1.121-1(e)):  If a portion of any property is used as a principal residence 

and another portion, separate from the dwelling unit, is used for non-residential 

purposes, only the gain allocable to the residential portion is eligible for the Section 121 

exclusion.  No allocation is required if both the residential and non-residential portions 

of the property are within the same dwelling unit, but Section 121 does not apply to the 

portion of the gain attributable to depreciation deductions allowed for periods after May 

6, 1997.  To determine the amount of gain allocable to the residential and non-

residential portions of the property, the taxpayer must allocate the basis and the amount 

realized between the residential and the non-residential portions of the property using 

the same method of allocation that the taxpayer used to determine depreciation. 

 5. Spousal Ownership: 

 a. $500,000 exclusion for certain joint filers (121(b)(2)).  In the case of a taxpayer 

who files a joint return for the tax year of the sale or exchange of the property, the 

$250,000 limitation that applies to the exclusion of gain from the sale or exchange 

of a principal residence becomes $500,000 if: 

   i. either spouse meets the ownership requirements with respect to the property; 

   ii. both spouses meet the use requirements with respect to the property; 

   iii. neither spouse is ineligible for the benefits of the exclusion with respect to the 

property by reason of the one sale every two years rule (Reg. Section 

121(b)(3). 

 b. There is a special rule (121(b)(4)) applicable to certain sales or exchanges after 

December 31, 2007 by surviving spouses.  The $500,000 exclusion amount for joint 

returns applies to a sale or exchange by an unmarried individual whose spouse is 

deceased as of the date of sale provided: 

   i. the sale occurs not later than two years after the date of death of the spouse; 

and 

   ii. the requirements set forth in V.C.5.a. above were met immediately before the 

date of death. 
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  c. An unmarried widower/widow is treated as owning and using the property for any 

period that the deceased spouse of such individual owned and used the property. 

 

   Example 1:  SS has solely owned the residence that SS and her spouse (DS) have used as their 

principal residence since January 1, Year 1.  On January 1, Year 10, DS dies.  SS and DS had 

not sold another residence within the two years before DS's death.  SS sells the residence on 

January 2, Year 11.  SS would be entitled to a maximum gain exclusion of up to $500,000 

because: 

• the sale occurred not later than two years after DS's date of death (i.e., before 

January 1, Year 12); 

• SS met the two-year ownership requirements with respect to the residence 

immediately before DS died; 

• both DS and SS met the two-year use requirements with respect to the residence 

immediately before DS died; and 

• neither DS nor SS was ineligible for the benefits of the exclusion with respect to 

the residence by reason of the one sale every two years rules. 

 

   Example 2:  The facts are the same as in Example 1, except that DS and SS had owned their 

residence as tenants in common since January 1, Year 1.  Under the terms of DS's will, DS's 

interest in the residence is left to a trust for the benefit of SS and DS's descendants (for 

example, a qualified terminable interest property trust or QTIP trust).  SS and the trustee of the 

trust sell the residence on January 2, Year 11.  Will SS be entitled to a maximum gain 

exclusion of up to $500,000? 

 

 6. Exclusion allowed on one sale every two (2) years:  Assuming the eligibility 

requirements are met, the exclusion of gain from the sale or exchange of a principal 

residence does not apply to any sale or exchange by the taxpayer if, during the two-year 

period ending on the date of the sale or exchange, there was any other sale or exchange 

by the taxpayer to which the exclusion applied.  If a single taxpayer who is otherwise 

eligible for an exclusion marries someone who has used the exclusion within the two 

years before the marriage, the newly married taxpayer is allowed a maximum exclusion 

of $250,000.  Once both spouses satisfy the eligibility rules and two years have passed 

since the last exclusion was allowed to either of them, the taxpayers may exclude 

$500,000 of gain on their joint return. 

     7. Disposition of Principal Residence Caused by Employment, Health or Unforeseen 

Circumstances 

      a. A Taxpayer who fails to meet the requirements of Section 121 due to a change in 

place of employment, health or unforeseen circumstances may exclude the fraction of 

the $250,000 ($500,000) amount equal to the shorter of (1) the aggregate periods 

during which the ownership and use requirements were met during the five year 

period ending on the date of sale bears to two years or (2) the period after the date of 

the most recent sale to which Section 121 applied bears to two years.   

        i. Change in Employment – Safe Harbor: New place of employment is at least 

50 miles further from the residence sold than was the former place of 

employment. 

        ii. Change in Health – Move needed to obtain, provide or facilitate the diagnosis, 

cure, mitigation or treatment of a disease, illness or injury (Safe Harbor:  
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Physician's recommendation). 

        iii. Unforeseen Circumstances – the occurrence of an event that the taxpayer 

could not reasonably have anticipated (i.e. Natural disaster, divorce, 

unemployment that results in an inability to pay housing costs and reasonable 

basic living expenses). 

 

  VI. Grantor Trust Rules 

 

   A. Synopsis of Grantor Trust Rules 

 1. Section 673 – Under Section 673, the grantor is the owner of any portion of a trust in 

which he or she holds a reversionary interest that on the date of the transfer to the trust 

has a value in excess of 5 percent of the trust fund.   

 2. Section 674 – Under Section 674, the grantor is the owner of any portion of a trust 

over which he or she or any nonadverse party holds a power to control the trust 

beneficial enjoyment, even if that power cannot be exercised for the grantor’s personal 

benefit, subject, however, to numerous important exceptions.  These rules are of 

critical importance in drafting inter vivos trusts, because they dictate what powers a 

selected trustee may hold and, when certain powers are essential, who may serve as 

the trustee without causing the grantor to be taxed as the owner of the trust.  

 3. Section 675 – Under Section 675, the grantor is the owner of any portion of a trust as 

to which the grantor or any other nonadverse party holds certain administrative 

powers.  Section 675 includes important limitations on the ability to avoid grantor 

trust status while providing the grantor with benefits from the trust in the form of 

loans, and on the exercise by any person of fiduciary powers (such as the right to vote 

closely held stock) in a nonfiduciary capacity.   

 4. Section 676 – Under Section 676, the grantor is the owner of any portion of a trust as 

to which he or she holds a power to revoke the trust and reacquire its assets.   

 5. Section 677 – Section 677 taxes the grantor as the owner of any portion of a trust the 

income from which is or may be paid to, accumulated for, or used to pay premiums on 

policies of insurance on the lives of the grantor or the grantor’s spouse.  These rules 

also tax the grantor as the owner of any portion of trust income actually used to 

discharge the grantor’s legal obligation of support, making this set of rules an 

important consideration in trust administration.  

 6. Section 678 – Section 678 taxes a person other than the grantor as the owner of any 

portion of a trust over which such third person (virtually always a beneficiary) holds a 

substantially unrestricted power to invade the trust assets.  This rule also applies when 

trust income is used to discharge the support obligation of a third person, and when the 

holder of a broad power partially releases that power and retains a more limited power 

resembling a grantor trust power under Sections 673 through 677.  

 7. Section 679 – Section 679 contains rules that tax a U.S. grantor as the owner of any 

portion of a foreign trust that has or may have a U.S. beneficiary.   

   B. Right to Substitute Assets – Section 675(4) 

 1. The retention of the right, exercisable in a nonfiduciary capacity, to reacquire assets 

by substituting assets of equivalent value, will create a grantor trust.\ 

 2. Jordahl v. Commissioner (65 TC 92 (1975)) and PLRs 200606006 and 200603040 – 

the 674(4) power does not constitute a power to alter, amend or revoke a trust within 

Section 2038(a)(2).  However, in Jordahl, the power to substitute was possessed in a 
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fiduciary capacity.  Also Rev. Rul. 2008-22 and PLR 200944002 – retained power by 

a trust grantor, acting in a non fiduciary capacity, to substitute trust assets with other 

assets having an equivalent value does not cause the trust to be included in the 

Grantor's estate under Code Sections 2036 and 2038.  This result will apply provided 

the trustee has a fiduciary obligation, either under local law or pursuant to the terms of 

the trust document, to ensure that the properties substituted by the grantor are in fact 

equivalent value and the power of substitution cannot be exercised in a manner that 

can shift interests among the beneficiaries of the trust. 

 3. Rev. Rul. 2011-28 – the power to reacquire life insurance policy in a non-fiduciary 

capacity, so long as trustee can require appropriate value, will not cause inclusion 

under IRC Sec. 2042. 

 

  VII. Transfer Tax Ramifications of Gifting Residence 

     

   A. Gift 

     1. General Rule – When is a gift complete? 

      a. Under IRC Section 2511(a), a gift tax applies whether a transfer is made in trust or 

not; whether a gift is direct or indirect; and whether property is real, personal, 

tangible or intangible.  When a donor parts with dominion and control of a gift so 

as to leave him no power to change its disposition, a gift is complete (Treasury 

Regulation Section 25.2511-2(b). But, if a donor retains any power over the 

disposition of property, depending on the facts of the transfer, a gift may be 

wholly incomplete or may be partially complete and partially incomplete.  Thus, 

in every case of a transfer of property subject to a reserved power, the terms of the 

power must be examined and its scope determined. 

     2. Incomplete Gift – Under Treasury Regulation Section 25.2511-2(b) and (c), a transfer 

is incomplete when a donor transfers property to a trust and retains the power to 

change the beneficial interests in the trust (Example: Testamentary Limited Power of 

Appointment makes gift incomplete). 

      a. However, IRS Chief Counsel Office issued Internal Legal Memorandum CCA 

201208026 which stated a testamentary limited power of appointment is not sufficient 

to make entire gift incomplete (only reminder interest). 

      b. As a result, it would be prudent to also insert a provision in the IDIT allowing the 

Grantor to add charitable beneficiaries to the trust. 

     3. Basis of Gift 

      a. Completed Gift 

      b. Incomplete Gift (See Estate Rules Below) 

    B. Estate IRC Section 2036 – Retained Income/Right to Designate 

     1. 2036(a)(1).  If the decedent retained, by express or implied agreement, possession, 

enjoyment, or the right to income, then the transferred property should be included in 

the decedent's estate.  The decedent is considered as having retained the income from 

property transferred that is applied towards the discharge of a legal obligation of the 

decedent.  The existence or nonexistence of an express or implied agreement is 

determined from the facts and circumstances surrounding both the transfer of the 

property and the subsequent use of the property. 

     2. 2036(a)(2).  If the decedent, either alone or in conjunction with any person, retains the 

right to designate the persons who shall possess or enjoy the property transferred or the 
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income therefrom, then the property transferred should be included in the decedent's 

estate.  This subsection does not include the retention of a right to exercise managerial 

powers over the transferred property nor does it apply if such a retained power is held 

solely by a person other than the decedent. 

 

  VII. Jack's IRA/Cash 

     

   A. Jack's IRA ($250,000) 

1. Gift IRA:  Jack will pay approximately $60,000 (24%) in income taxes and will be able 

to gift the balance of $190,000. 

2. Keep IRA:  Use for Jack's living expenses for next 5 years. 

3. Part Gift/Keep Balance. 

    B. Jack's Cash ($125,000) 

     1. Gift:    $25,000 (see plan below VIII.A.). 

     2. Keep:  $100,000 (see plan below VIII.A.). 

 

  VIII. Analysis 

   

    A. Plan 

     1. Determine Living Expense Deficiency. 

a. $60,000:  Annual deficiency between Social Security Income ($30,000) and living 

expenses ($90,000). 

 b. Five Year Deficiency:  $300,000 ($60,000 X 5).  Jack will need approximately 

$300,000 to "live on" over next 5 years. 

     2. Keep Enough Assets for Jack to live on. 

      a. IRA:  $250,000 (Approximately $210,000 after income taxes) 

      b. Cash: $100,000 

3. Jack makes an incomplete gift of the Remaining Assets (House:  $400,000 and cash 

$50,000) to an IDIT. 

    B. Result 

     1. No need to file Gift Tax Return (Form 709) as gift is incomplete. 

     2. Step-up in basis of assets in IDIT at Jack's demise as IDIT will be includable in Jack's 

estate (IRC §2036 and 2038). 

     3. Get §121 Exclusion if sell house while Jack's alive as IDIT is a Grantor Trust. 

     4. Start 5 year clock running for Medicaid. 

 

  IX. Conclusion 

 


























































