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Qualified Personal Residence Trust

A qualified personalresidence trust (QPRT) can allow ahomeowner (the donor) to transfer aresidence (ora vacation home) to
his/her children or other beneficiaries at areducedgift tax cost while retaining the right to occupy the residence for a term of
years. At the end of that term, theresidence is removed from thedonor’s estate. If used with a highly appreciatingresidence,
a QPRT can providesignificant estate tax savings.

Implementing a QPRT

Toimplement a QPRT, adonor transfers a qualifying residence to anirrevocable trust established for the benefit of his/her
beneficiaries. The donor retains therightto occupy the residence for a specified number of years (the QPRT term). At the
end of the QPRT term, the residence eitherremains in trust for the donor’sbeneficiaries or is distributed outright to the
donor’s beneficiaries.

.. _______
Donor
{_ ______
Remainder
Beneficiaries interest in

residence.

(or trust for their benefit)

The value of the beneficiaries’ remainder interest in theresidence is a taxable gift upon QPRT funding. In the event thedonor
dies during the QPRT term, the residence willbe included in his/her taxable estate.

QPRT Requirements

Toprovide a benefit to the donor,a QPRT must be structured so that the value of the donor's right to occupy the residence
for the QPRT term can be subtracted fromthe value of trust assets in calculating the value of the gift upon formation. Todo
so, theirrevocable trust must be designed to comply with the QPRTrequirements as setout in Treasury Regulation
§25.2702-5.
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e Thetrust canhold only one “personal residence” (a residence that is not occupied by anyone other thanthe donor [and
his/her spouse or dependents] and is available for useas apersonal residence to the donor).

¢ Inadditiontooneresidence, the trust also can hold insurance on the residenceas well as sufficient cash to cover: (1)
trust expenses already incurred or expected within six months; (2) improvements to theresidence thetrustexpects to
make within six months; (3) the purchase of the initial residence within three months of the creation of the trust (but
only ifthe trustee has already enteredinto a contract to purchasethe residence); and (4) the purchase of a replacement
residence (where the previous residence is sold and the replacement willbe acquired withintwo years). The trust
should provide that cash in excess of needs for expenses will be distributed to thedonor.

e Distributions of trust principal can only be made to thedonor during the QPRT term.
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e Income must be distributed to thedonor annually.
e Theterminterestcannot becommuted.

Though a QPRT can only own one residence, one donor canhave a QPRT terminterest intwo QPRTs. This allows adonor to
utilize a QPRT as an asset shifting technique for one residence and avacation property. Thus, a married couple may have up
tothree QPRTs: one for the personal residence andeach spouse’s separately owned vacation home. Also, a donorcan
transfer a fractional interest in a residence toa QPRT. The transfer of a fractional interest may (1) qualify for avaluation
discount because of the difficulties of joint ownership of real estate, and(2) mitigate the potential for estate inclusion as a
result of death duringthe QPRT termiffractional interests are transferred to multiple trusts, each with varying QPRT terms.

Mortgaged Residence

Although the IRS allows a QPRT to own a residencethat is subject toa mortgage, any subsequent mortgage principal
payments by the donor constitute additional gifts to the trust. If monthly payments of principal and interest are made, the
gift tax value for each payment must be calculatedusing therate as established in Internal Revenue Code (IRC) §7520, the
donor's age, and the remaining term of the QPRT.

Toavoid this complex reporting, generally thebest solutionis to pay off any mortgage before transferring the residence toa
QPRT. Ifthisis not viable, the mortgage could be restructured as an interest -only mortgage during the QPRT term with a
balloon payment of principal due at the end of the period. Interest payments are not considered additional gifts tothetrust
because they do not increase the equity inthe property, but any balloon payment made during the QPRT termwould be
considered an additional gift.

If the interest-only mortgageoption is not feasible, the trustinstrument could provide thatany mortgage principal payments
made by the donor will be considered interest-free loans to the trust, repayable at theend of the QPRT term. However, the
parties must determine how the trust or remainder beneficiaries will repay thedonor. The donor could forgivethe loan atthe
expiration of the term, but this would be considered an additional taxable gift to the remainder beneficiaries. Aconcernwith
this approachis thatif the donor agrees to forgive the debt in advance, the loan would not be bonafide and the payments
would be considered additional gifts to the trust.

Additionally, a mortgage may contain a “due-on-sale” clause, which could accelerate the note duein full upon transfer of the
residence tothe QPRT.

Termination

Ifthe residence ceases tobe the donor's personal residence, if the residence is sold and proceeds arenot used toreplace it
within two years of the sale, or if damage or destruction causes the residenceto cease tobe used as a personalresidence for
more than twoyears, then the trust nolongerwill be considereda QPRT and the assets must then be distributed to the donor
or the trust must be converted to agrantor retainedannuity trust (GRAT). Under a GRAT, the donor would receivean annuity
amount for the remainder of the original QPRT term.

Contingent Reversion

If the donor dies during the QPRT term, the date of deathvalue of the residence willbe included in his/her estate. Accordingly,
a QPRT generallyincludes a “"contingent reversion” clause which provides that upon the donor’'sdeath during the QPRT term
the residence will be distributed to the donor's estate. This will allow him/her to transfer theresidence to his/her spouse and
utilize the unlimited marital deduction.

Donor's Ability to Use Residence after QPRT Term

At the end of the specified term, the donor's right to occupy the residence ends. However, there are several waysthe donor
can continue to occupy the residence. First, thedonor canlease the residence from thetrust for its fairmarket rent. A
second option, for a married donor, is to make theremainder beneficiary a trust of which the donor'sspouse is a beneficiary.
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The trustee can give the spousethe right to use theresidence rent-free. Aslongas the spouselives, and the coupleremain
married, the spouse also could allow the donor to occupy the home.

Tax Considerations

Homestead Exemption & Property Tax

Professional advisors shouldbe consulted to determine whether local homestead and property tax exemptions may be lost if
theresidenceis transferredtoa QPRT.

Income Tax Considerations

The QPRT must distribute anyincome to the donorat leastannually and cannot makedistributions of principal or income to
anyone other than the donor during the trust term, makinga QPRTa “grantor trust” for income tax purposes. This means the
donor must include the trust income, gain, loss, deductions, and credits in his/her income tax return. Ifassetswill remain in
trust for beneficiaries after the QPRT term, thetrustcan be structured to continueits grantor trust status, if so desired.

After the QPRT term, the donor's beneficiaries (or the trust) receive a carried-overbasis in the residence. This means thatthe
beneficiary’s/trust’s basis will equal the donor’s basis at the time he/she contributed the residence to the QPRT.

Gift Tax

The value of the taxable gift that results from implementinga QPRT is the value of the beneficiaries’ remainder interestin the
residence. The value of the remainderinterestisthe value of the residencereduced by thevalue of the donor's retained
interest. The value of the donor’s retainedinterest accounts for the donor's age, the length of the QPRT term and the Section
7520rate. Thelonger the QPRT term, the lower the taxable gift. By adjusting the QPRT term, the remainder interest maybe
“zeroed out," resultingin little or no gift tax liability upon QPRT funding.

If gift tax liability results from QPRT funding, the donor may be able to utilize his/her lifetime exclusion amount (in 2023,
$12.92 million) to offset the liability. Because a transfer toa QPRTis not a present interest gift, theannual gift tax exclusion
amount (in 2023, $17,000 per donee)is not available to offset gift tax liability.

Evenifthe residence is owned by one spouse, a married couple may elect to split gifts for aparticularyear, so that all gifts will

be treated as being made one-half by each spouse. However, if the donor diesduring the term of the QPRT (causinginclusion
of the residence in the donor's estate), the survivor cannot recoverany unified credit usedto offset the gift. For thisreason, a
couple may not want to split gifts in a year inwhich one of them creates a QPRT.

Planning Tip: An alterative might be to divide the ownership of the residenceinto two shares and have each spouse createa
separate QPRT.

EstateTax

At the end of the trust term, the residence would be removed from thedonor’s taxable estate. If the donor dies during the
trust term, the value of the trust assets will be includedin the donor’staxable estate. However, thedonor’s estate would
recoup any lifetime gift tax exemption amount allocated to the trust. As such, transfertaxes would be no higher had the
arrangement neverbeenentered into.

Generation Skipping Transfer Tax

Generation skipping transfer (GST) tax exemption cannot be allocatedto transfers duringany estate tax inclusion period
(ETIP). The QPRT termsis anETIP, meaning the donorcannot allocate GST exemption to thetrustuntil the end of the QPRT
term. For thisreason, QPRT planningis typically only used to benefita childor other non-skip beneficiary.
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Advantages of a QPRT

e Totheextentthe current basic exclusion amount “sunsets,” as is scheduledto occur on December31st, 2025, it may
be prudent for high net worth individuals to utilize the temporarily increased lifetime exclusion through lifetime asset
shifting techniques, suchasaQPRT.

e Ahighly appreciatingresidence canbe removed from the donor’s taxable estate at areduced transfer cost.

e Becausetherequirements are providedinIRS Treasury Regulations,a QPRT may haveless auditrisk than otherasset
shifting techniques.

e Evenifadonor dies during the QPRT term, the donor’s estate will bein no worse position than had the QPRT not been
enteredinto.

Disadvantages of a QPRT

e Generally,whenthe Section 7520rate is lower, the gift tax value of the remainderinterestishigher.

e The donor must pay fair marketvaluerentafterthe QPRT termif he/she wishes toremain in the residence. (This,
however, could also be an advantage sincerental payments allow the donorto furtherreduce his/hertaxable estate.)

e GST taxexemption cannot beallocated to QPRT assets untilthe end of the QPRT term or upon thedonor’s death.

e AQPRTisnotidealifthe residence is subject to one or moremortgages.

This tax-related discussionreflects an understanding of generally applicable rules and was prepared toassistin the promotion or mar keting of the
transactions or matters addressed. It is not intended (and cannot be used by any taxpayer) forthe purpose of avoiding any IRS penalties that may be imposed
upon the taxpayer. New York Life Insurance Company, its agents and employees may not provide legal, tax or accounting advice. Individuals should consult
their own professional advisors before implementing any planning strategies. © 2018 New York Life Insurance Company. All rights reserved. The Nautilus
Group® is a service of New York Life Insurance Company. SMRU 5018395 Exp. 12/27/2024

GUIDEPOST | QUALIFIED PERSONAL RESIDENCE TRUST Page 4 of 4




