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Section 1(e) and (i)(2) as adjusted by Rev. Proc. 2013-15 (for 2013).1

 Individuals have a tax rate of 10% if taxable income is not over $8,925.00.2

 Section 67(e)provides that an estate or trust's adjusted gross income is computed in the3

same manner as in the case of an individual except that: (1) the deductions for costs which are
paid or incurred in connection with the estate or trust administration and which would not have
been incurred if the property were not held in such trust or estate, and (2) the deductions
allowable under §642(b)651 and §661 are treated as allowable in arriving at adjusted gross
income. Section 67 is pertinent in determining application of the 2% floor on miscellaneous
itemized deductions.
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TAX PLANNING WITH SPECIAL NEEDS TRUSTS
By Bradley J. Frigon

I.  INTRODUCTION

Lawyers that advise clients on special needs trust generally devote the majority of their time

to secure and maintain the special needs beneficiary’s eligibility for public benefits.  To maximize

trust assets to the special needs beneficiary, the lawyer must also understand the income, gift and

estate tax rules that apply to special needs trusts and the beneficiary.  These materials will review

the applicable income, estate and gift tax rules and how they impact third party and first party special

needs trusts (SNTs).

Except for a grantor trust, a trust is taxed as a separate entity for federal income tax purposes.

A non grantor trust has the same tax rates as individuals under §1 of the Internal Revenue Code of

1986 , as amended (the Code).  Although the identical tax rates (15%, 25%, 28%, 33%, 35%, and1

39.6% ) apply to both individuals and trusts, the tax brackets for a trust are more compact than for2

an individual.   In 2013, a trust with taxable income over $11,950 is taxed at a 39.6%-rate bracket.3

In contrast,  an unmarried individual must have taxable income over $400,000 to reach the 39.6%



 § 678.4

 § 671.5

 Subpart E (§§ 671– 679).6
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rate bracket for 2013.

A grantor trust is not treated as a separate taxpayer for federal income tax purposes.  The

income from a grantor trust is taxed to the grantor or, sometimes, to another person because he or

she holds some interest in or control over the trust’s assets.  If the grantor or another person is treated4

as the owner of any portion of trust assets, then the trust is ignored for income tax purposes and the

income, deductions, and credits attributable to that portion of the trust assets are taxed to the

grantor.  5

If the grantor is not deemed as the owner of a portion of the trust assets, then the trust is taxed

as a separate entity for federal income tax purposes.  If a trust is taxed as a separate entity then it will

be taxed as a simple or complex trust unless the trust is a charitable trust. 

Although the immediate focus is with the income tax rules associated with the creation of

the SNT, the lawyer must also be concerned with the estate and gift tax rules.  Is there an immediate

taxable gift to the SNT beneficiary upon creation of a first party SNT?  Will the property be included

in the gross estate of the parent who created the third party SNT for federal estate tax purposes?   The

rules for determining ownership for federal income tax purposes are not always the same as the rules

for determining ownership for federal estate tax purposes. 

II. GRANTOR TRUST RULES.

 The original purpose of the grantor tax rules  was to deter a taxpayer from maintaining6

control over an asset while taking advantage of the lower tax rates for trusts.  Subpart E of the



 Moore v. Comm’r, 23 T.C.534 (1954).7

 Rev. Rul. 83-25, 1983-1 C.B. 116.8
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Internal Revenue Code was enacted to prevent a grantor from exploiting the lower tax brackets for

trusts while still retaining ownership over the trust’s assets.   When the tax rates for trusts became

higher than individual rates, there was no longer a tax incentive to shift income to a trust.   In short,

the tax advantage of shifting income to a trust is gone, but the rules making it difficult to divert

income from the grantor to the trust remain the same. 

A. Identifying the Grantor 

The identification of a trust’s grantor was determined under case law until regulations were

issued in 2000. The regulations are applicable to transfers to trusts or transfers of interests in trusts

made after the 1999 effective date of the regulations.  Obviously, a person who creates a trust and

funds it is the grantor. The issue is  less clear if the person who creates a trust is not the same person

who transfers property to the trust: 

For example, in Moore v. Commissioner , a state court order set up a trust to hold the residue7

of a decedent’s estate and the residual beneficiaries of the estate consented to the creation of the

trust. The Tax Court ruled that each beneficiary was the grantor to the extent of each beneficiary’s

interest in the trust. Similarly, in Revenue Ruling 83-25 , the Service ruled a minor was the grantor8

of a trust that was created for the minor by a court order to hold a personal injury award.

In Private Letter Ruling 200620025, a decedent’s disabled son was one of four designated

beneficiaries of the decedent’s IRA. Because the disabled son was eligible for Medicaid, his guardian

sought permission of a local court to create a special needs trust for the son and to transfer his

interest in the IRA to the trust. The Service ruled that the court created special needs trust was a



 Rev. Rul 77-230, 1977-2 C.B. 214.9

 § 672(a).10
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grantor trust of the decedent’s son under § § 671 and 677(a) and that the transfer of the IRA to the

trust was not a taxable disposition under § 691(a)(2).

Trusts created by court orders are distinguishable from trusts created by the government.  For

example, in Revenue Ruling 77-230 , the United States was determined to be the grantor of a trust9

set up in settlement of a claim against it, because income in excess of expenses were accumulated

and corpus reverted to the United States when the trust terminated. 

B. Code Sections 

The starting point to determine if the grantor (or another) is the deemed owner of the trust

for income tax purposes begins with an analysis of the list of ownership powers found under § 671-

677.   IRC §671  provides that "Where it is specified in this subpart that the grantor or another person

shall be treated as the owner of any portion of a trust, there shall then be included in computing the

taxable income and credits of the grantor or the other person those items of income, deduction, and

credits against tax of the trust which are attributable to that portion of the trust to the extent that such

items would be taken into account under this chapter in computing taxable income or credits against

the tax of an individual.”

C. Definitions

1.  Adverse Party and Nonadverse Party.  An adverse party  is anyone with a substantial

beneficial interest in the trust that would be adversely affected by the exercise or non-exercise of a

power with respect to the trust.  In typical tax language, a nonadverse party is anyone who is not an10



 § 672(b).11

 Regs. §1.676(a)-1.  In PLR 200247013 a settlor created an irrevocable trust for the12

benefit of settlor's parents' descendants, including the settlor. Settlor's brother and sister were
named as the initial distribution committee of the trust who had the sole and absolute discretion
to make income and principal distributions to such descendants, including themselves. The IRS
ruled that so long as the distribution committee was serving, the settlor would not be treated as
the owner pursuant to § 671of any portion of Trust under §§673, 674, 675, 676, 677and 678. 
The IRS explained that each member of the distribution committee had a substantial beneficial
interest in both the income and the principal of the trust, and thus, both members of the
Distribution Committee were adverse to the settlor. See also PLR 200731019 PLR 200715005
PLR 200647001 and PLR 200612002.

 § 672(a).13

 Reg. § 1.672(a)-1(a).14
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adverse party.  In general, a trust related power that can be exercised only with the consent of an11

adverse party will not cause the holder of such power to be  deemed the tax owner of the portion of

the trust which relates to such power.12

The real focus is on whether a beneficial interest is adversely affected by the exercise or non-

exercise of a power over the trust.  In most cases, a beneficiary is an adverse party because he or she

is hurt by the grantor’s exercise of a power over the trust.  A substantial beneficial interest in the trust

includes a general power of appointment over all or a portion of the trust property.  Other than a13

general power of appointment, the regulations do not define what is not a substantial beneficial

interest other than to state that an “interest is a substantial interest if its value in relation to the total

value of the property subject to the power is not insignificant.”14

In many situations, the trustee of a first party SNT is a parent or other family member.  The

trustee family member is often a residuary beneficiary of the trust.  This dual role makes the family

member serving as the trustee an "adverse party." An adverse party exists because the residuary



 § 672(a).15

 § 672(c).16

 § 674(a). 17

 Under § 674(b)(5)(A) a power over principal will not invoke grantor trust status if it is18

limited by a “reasonably definite standard.”
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beneficiary is adversely affected to the extent he or she exercises his or her power as trustee to consent

to distributions to the special needs beneficiary.  When the trustee makes a distribution he or she

logically has to make it with his or her own consent, i.e., with the consent of an "adverse party". 

2.  Related or Subordinate Party (RSP).  In many cases, powers held or actions performed

by a related or subordinate party (RSP) are imputed to the grantor. A person is an RSP (with respect

to the grantor) if such person satisfies two tests. First, such person must be a nonadverse party.15

Second, such person must be related to the grantor in one of the following categories: (1) the grantor’s

spouse; (2) the grantor’s parent; (3) the grantor’s issue; (4) the grantor’s sibling; (5) the grantor’s

employee; (6) a corporation in which either or both the grantor and the trust have “significant” voting

power (a “controlled corporation”); (7) an employee of a controlled corporation; or (8) an employee

of a corporation in which the grantor is an executive.16

D. Section 674 - Powers to Control Beneficial Enjoyment.  

The general rule is that the right to dispose of the beneficial enjoyment of trust property is

treated the same as owning the trust property.  Not surprisingly, holding such a power triggers grantor

trust status to the person who holds this control.   The grantor is considered as the owner of that17

portion of the trust where beneficial enjoyment of the principal  or income is subject to a power of18

disposition that is exercisable by the grantor or a nonadverse party (or both) without the consent or



 The Code contains a number of exceptions to the general rule under § 674(a) that the19

holder of a beneficial interest will be treated as the owner for income tax purpose.  A complete
discussion of these exceptions is beyond the scope of this article.
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approval of any adverse party.19

The most popular "violation" seems to be a special power of appointment (IRC §674).  Under

IRC §674, a grantor shall be treated as the owner of any portion of a trust in which the beneficial

enjoyment of the corpus or the income there from is subject to a power of disposition, exercisable by

the grantor or a non adverse party.

IRC §674 is also full of exceptions that must be avoided.  First, §674 prevents a power of

appointment from triggering "grantor trust" treatment if the power may only be exercised with the

consent of an adverse party (so the power must typically be exercisable unilaterally by the disabled

grantor/beneficiary).  It does not matter that the grantor/beneficiary does not have mental capacity to

ever exercise such power.  

Don’t be fooled by IRC §674(b)(3) which expressly takes out of Grantor Trust treatment a

power  "exercisable only by will" to appoint the income of the trust where the income is accumulated

for such disposition by the grantor or may be so accumulated in the discretion of the grantor or a non-

adverse party, or both, without the consent or approval of any adverse party.  Although IRC

§674(b)(3) appears to take a testamentary limited power of appointment out of grantor trust treatment,

the reference under §674(b)(3) is to ordinary income and not accounting income.  If the terms of the

trust document allows Trustee discretion to accumulate all income (and not just ordinary income),

then §674(b)(3) does not apply.

E. Section 677 - Income For Benefit of Grantor

IRC §677 provides that "the grantor shall be treated as the owner of any portion of a trust, 



  See also PLR 200731019, PLR 200715005, PLR 200647001, and PLR 200612002.20
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. . . whose income without the approval or consent of an adverse party, is, or in the discretion of the

grantor or a nonadverse party, or both, may be distributed to the grantor or the grantor's spouse; [or]

held or accumulated for future distribution to the grantor or the grantor's spouse; . . ."  What could

be a clearer description of a (d)(4)(A) special needs trust with an independent trustee.  

However, grantor trust status may be lost when an “adverse party” is serving as trustee.   Often

the trustee of a (d)(4)(A) trust is a parent or other family member. A family member serving as trustee

would be an “adverse party” if that family member is also a residual trust beneficiary.  In other words,

the trustee is adversely affected as a residuary beneficiary to the extent he or she exercises his or her

power to consent to distributions to the primary beneficiary.  As a result, a trust may be taken out of

"grantor trust" treatment when an adverse party is serving as trustee.

 The facts of PLR 200247013 provide a great example of the interplay § 677 and an “adverse

party” In PLR 200247013 a settlor created an irrevocable trust for the benefit of settlor's parents'

descendants, including the settlor. The settlor's brother and sister were named as the initial

distribution committee of the trust who had the sole and absolute discretion to make income and

principal distributions to such descendants, including themselves. The IRS ruled that so long as the

distribution committee was serving, the settlor would not be treated as the owner pursuant to § 671

of any portion of Trust under §§673, 674, 675, 676, 677 and 678.  The IRS explained that each

member of the distribution committee had a substantial beneficial interest in both the income and the

principal of the trust, and thus, both members of the distribution committee were adverse to the

settlor.20



 § 673(a). 21

 Reg. § 20.2037-1(c)(4). 22

 Reg. § 20.2037-1(c)(2).23
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F. Reversions, Section 673

A reversion is a power to reclaim possession or enjoyment of the trust property.   If at the

creation of the trust, the value of the reversion exceeds 5% of the value of the trust portion to which

the reversion relates, the grantor is treated as the owner of that portion of the trust.  To determine21

whether the value of the reversion exceeds the 5% threshold, the value of the reversion is compared

to the value of the transferred property, including those interests not dependent upon surviving the

grantor.  The reversion test is met whether the grantor retained a reversion that is expressly stated in22

the document or occurs by operation of law.23

Section 673 provides as follows:

“The grantor will be treated as the owner of a trust or any portion of the trust in which
the grantor has a reversionary interest in either the corpus or the income there from, if,
as of the creation of the trust (or such portion), the value of such interest exceeds 5%
of the value of the trust (or such portion).”

For § 673 to apply there must be a reversionary interest to the grantor.  Actuarial rules under

§ 2031 are used to value the reversion.   For example: T creates a trust for 50 years for A.  After 50

years, the trust then terminates and reverts to the grantor T.  If the applicable § 7520 interest rate  is

1.4% at the time the trust is created, the value of the reversion is 49.9%.  Since the value of the

reversionary interest exceeds 5%, T would be treated as the grantor under § 673. 

Section 673(c) is a valuation subsection to the general rule stated in 673(a). In other words,

673(c) does not create an additional category of rules to make a trust a grantor trust, it is an instruction



12 of  30 FRIGON

on how the reversionary interest must be valued.                                    

673(c) Special Rule For Determining Value Of Reversionary Interest           

“For purposes of subsection (a), the value of the grantor's reversionary interest shall be
determined by assuming the maximum exercise of discretion in favor of the grantor.”

For example, a grantor funds a discretionary trust for the benefit of his children to last for 20

years.  At the expiration of the 20 year period, the trust fund is to revert to the grantor.  In determining

whether the trust is a grantor trust under 673(a), the value of the grantors reversionary interest at the

inception of the trust needs to be determined by assuming the maximum exercise of discretion in favor

of the grantor.  This means that in determining the value of the grantor’s reversionary interest, 673 (c)

requires an assumption that no distributions are made to the grantor’s children during the trust’s 20

year term.  

A well drafted first party snt trust will require the trustee to exercise maximum discretion in

favor of the beneficiary.  The trust document must also provide that the grantor (beneficiary) cannot

compel the trustee to make any distributions to or for the benefit of the grantor (beneficiary). If the

document provided otherwise, it would not be a valid first party snt.  The exercise of maximum

discretion for the benefit of the grantor (beneficiary) is not a reversionary interest as contemplated

under § 673(a).  If there is no reversionary interest as defined in § 673(a), § 673(c) does not apply.

Section 673(c) does not impose grantor tax status to a discretionary trust where no reversionary interest

exists in the first place.  

G. Power to Revoke 

The grantor is the deemed owner of the trust where the grantor or a nonadverse party may



 § 676(a). 24

 § 676(a). 25

 § 675.26

 It should be noted that the addition of some administrative powers alone will not make27

the grantor the deemed owner of the entire trust, since the powers may only relate to a portion of
the trust (i.e., income or principal).
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revoke the trust and reinvest the property in the grantor.  If the grantor or nonadverse party holds the24

power to revoke only a portion of the trust, then the grantor is the deemed owner of only that portion

of the trust subject to possible revocation.25

H. Administrative Powers

In most situations, administrative powers do not equate to ownership because administrative

powers do not affect beneficial enjoyment of the property and do not represent a retained interest in

the trust assets.  Nonetheless, some administrative powers give the grantor the ability to engage in non-

arms-length transactions with the trust.   If the Code deems such power sufficiently equivalent to

ownership, then the grantor is treated as the owner of that portion of the trust to which the power

relates.26

Under § 675 there are six administrative powers that give rise to grantor trust status.  By adding

one or more of these powers to the trust document, grantor trust treatment may be obtained.  The27

following is a partial list of administrative powers that may give rise to grantor trust treatment.

1.  Transactions for Less Than Full Consideration.  The grantor is treated as the deemed

owner of the trust where the grantor or a non-adverse party (or both) may exercise a power, without

the approval or consent of an adverse party, to enable anyone to purchase, sell, exchange, or otherwise

deal with or dispose of trust principal or income for less than “an adequate consideration in money or



 § 675(1).28

 Reg. § 1.675-1(c).29

 § 675(2). 30

 675(2).31

 Reg. § 1.675-1(b)(2).32
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money’s worth.  A broad general authority in the trust document for the trustee to deal with trust28

property is not by itself sufficient to invoke grantor trust treatment.  If, on the other hand, the trustee

engages in non-arms-length transactions in the actual administration of the trust based upon a broad

grant of power under the document, the Service may take the position that the trustee has the power

to deal trust assets for less than adequate consideration.29

2.  Borrowing Without Adequate Interest or Security.  The grantor is treated as the deemed

owner of a portion of the trust where the grantor or a non-adverse party (or both) may exercise a power

that allows the grantor to borrow principal or income without paying adequate interest or without

providing adequate collateral to secure the loan.  The general rule does not apply if the trust30

agreement authorizes the trustee (other than the grantor or the grantor's spouse) to lend money to

anyone on such terms and conditions as the trustee deems advisable, including making loans without

adequate interest or adequate security (i.e., gives the trustee a general lending power).  31

  Additionally, giving the trustee a general power under the trust instrument “to determine

interest rates and the adequacy of security,” does not automatically  mean that the grantor will hold a

power to borrow principal or income without adequate interest or security.32

3.  Loans Outstanding at End of Year.  To the extent the grantor, or the grantor’s spouse,

have actually borrowed principal or income from the trust and have not completely repaid the amount



 § 675(3).  33

 Reg. § 1.675-1(b)(3).34

 §675(4)(c). 35
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borrowed (including interest) before the start of the taxable year will cause at least a portion of the trust

to be treated as a grantor trust.  Deemed ownership does not occur if the loan provides for both33

adequate interest and adequate collateral to secure the loan.34

4.  Power to Reacquire Trust Assets by Substitution.  A power  to “reacquire trust corpus

by substituting other property of an equivalent value” exercisable by any person will cause the grantor

to be the deemed owner of the trust property.  The powers to create a grantor trust under §675(4)35

apply regardless of the identity of the person holding the administrative power in a nonfiduciary

capacity. Even if a nonfiduciary is adverse with respect to the exercise of the power, the grantor trust

rules still seem to apply.  In addition to the power to reacquire trust assets, §675(4)(a) and (b) will

cause grantor trust treatment if there is a power to vote or direct the voting of the trust's stock or

securities of a corporation in which the trust's and the grantor's holdings are significant from the

viewpoint of voting control and the control the trust's investments in stock or securities of a

corporation in which the trust's and the grantor's holdings are significant from the viewpoint of voting

control, either by directing or vetoing the trust's investments or reinvestments.

III. GRANTOR TRUST STATUS AND THIRD PARTY SNTs

A. Stand Alone Inter Vivos Third Party Special Needs Trust.

 Achieving nongrantor tax status can be a significant problem for a third party inter vivos SNT.

In a common example,  parents decide to create a SNT for the benefit of their disabled adult child who



 IRC §642(b)(2)c)).36
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is receiving SSI benefits and Medicaid.   To coordinate the receipt of potential inheritances from the36

child’s parents and grandparents, an inter vivos stand alone special needs trust is created.  The parents

express a desire to serve as trustee and direct that any remaining trust assets pass to their other two

children on the death of the special needs beneficiary.  Other than SSI, the special needs beneficiary

has no other income or itemized deductions.  The parent’s express their concern on being taxed on the

income from the trust.

The terms of the SNT permit the trustee to accumulate income for the benefit of the special

needs beneficiary.  The trustees plan to use a portion of the income to hire a care manager and to pay

for recreational and vocational classes for the beneficiary.   To avoid the trust from being taxed as a

grantor trust to the parents, the following recommendations should be considered:

1. Control Powers.  If the parents appoint an independent trustee who is not related or

subordinate to them, then most of the difficulty is eliminated in achieving nongrantor tax status. If the

parents insist on serving as trustee, then nongrantor status is more problematic.  

2. Reversionary Interest.  The parents cannot retain a reversionary interest in the trust.  If at

the creation of the trust, the value of the reversion exceeds 5% of the value of the trust portion to which

the reversion relates, the grantor is treated as the owner of that portion of the trust.  This means that

upon the death of the special needs beneficiary, the property cannot pass back to the parents.

3. Power to Control Beneficiary Enjoyment. Generally, a SNT allows the trustee the power

and authority to distribute or withhold income and principal for the beneficiary’s “special needs.”  To

determine grantor trust status, it is necessary to examine the trustee’s authority to withhold income and

principal.



 Reg. § 1.674(B)-1(B)(5)(I). 37

 See, Reg. § 1.674(B)-1(B)(5)(III). 38

 § 674(b)(6); Reg. § 1.674(b)-1(b)(6)(I). 39

 § 674(b)(7). 40

 Reg. § 1.674(b)-1(b)(7).41
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A power to distribute trust principal to an identified beneficiary or among a class of

beneficiaries will not cause the grantor to be treated as the owner of the trust to any extent, provided

this power is limited by a “reasonably definite standard” set forth in the trust instrument.   “A clearly37

measurable standard under which the holder of a power is legally accountable is deemed a reasonably

definite standard for this purpose.”   Examples of a “reasonably measurable standard” include a power38

to distribute principal for the “maintenance, education, support, or health” of a beneficiary, for the

“reasonable support and comfort” of the beneficiary as well as distributions that allow the beneficiary

to “maintain his accustomed standard of living.” Powers to distribute principal for “happiness,”

“desire,” or “pleasure,” however, are listed as examples of standards that will not qualify as reasonably

definite.39

A power to determine whether to pay income to (or withhold income from) the income

beneficiary will not trigger grantor trust status, provided any accumulated income is ultimately paid

to the income beneficiary (or to such beneficiary’s estate or appointees).  Additionally, a power to40

withhold income during an income beneficiary’s disability will not trigger grantor trust status.  This41

exception also applies to a power to withhold income from a minor.  Unlike for a non-disabled

beneficiary, the rule does not require that any accumulated income be held for ultimate distribution

to the income beneficiary.  The accumulated income may be added to principal and distributed to the



 Reg. § 1.674(b)-1(b)(8).42
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remainder beneficiaries even if they are not the same as the income beneficiary.42

4. Administrative Powers.  To avoid grantor trust status for the parents, the drafter of the trust

must carefully avoid using one of the six prohibitive administrative powers that give rise to grantor

trust status under § 675.   If the parent/trustee has any one of the prohibited administrative powers,

grantor trust treatment will be invoked. 

IV. SIMPLE - COMPLEX TRUSTS

If a trust is not a grantor trust for income tax purposes, then a trust is classified as a simple trust

or complex trust.  This classification is made on a year-by-year basis at the beginning of the tax year

based upon what distributions or accumulations a trust makes.  A trust is a simple trust for a taxable

year if its satisfies three statutory requirements as set out below. A trust that does not qualify as a

simple trust is a complex trust. 

 For simple and complex trusts, it is all about distributions.  Simple trusts are entitled to a

distribution deduction under § 651 and the beneficiaries of a simple trust are subject to taxation on

distributions pursuant to § 652.  Complex trusts are entitled to a distribution deduction under § 661

and the beneficiaries of a complex trust are subject to taxation on distributions pursuant to §662.  If

a trust is as a grantor trust, distributions from the trust are irrelevant, and all income, deductions and

credits are taxed to the grantor. 

The requirements for a trust to be classified as a simple trust are found in §651(a) and are as

follows:



 §651(a)(1).43

 §651(a)(2).44

 §651(a)(2).45

 Reg. §1. 651(a)-2(a).46

 Reg. §1. 651(a)-2(b).47

 Reg. §1. 651(a)-3.48

 Reg. §1. 651(a)-4.49

 Reg. §1. 651(a)-2(a).50
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1. The terms of the trust require that all income be distributed currently;43

2. The terms of the trust must not provide for any amounts to be paid, permanently set

aside, or used for the taxable year for charitable purposes;  44

3. The trust must not actually distribute any amounts during the year other than the

income required to be distributed currently;  45

A trust is a complex trust (and not a simple trust): 

1.  For any year in which income is required to be accumulated;46

2. For any year in which the trustee has the discretion to accumulate or distribute income,

even if the trustee actually distributes all of its income for that year;47

3. For any year in which principal is distributed; and  48

4. For any year in which a charitable contribution is made.  49

Determining whether or not trust income is required to be distributed currently depends on the

terms of the governing instrument and local law.  50



 Pub L. 107-134, enacted January 23, 2002.51

 A grantor trust cannot be a qualified disability trust.52

 For a trust in the 35% tax bracket, a QDT with personal exemption of $3,900 could53

reduce tax liability versus a $100 personal exemption for a complex trust by $1,504.80.
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To understand how a trust is taxed, you must understand distributable net income (DNI).  In

general, DNI is income from an estate or trust, whether taxable or tax-exempt, which is distributable

to beneficiaries, and net of estate and trust expenses and deductions.  Subchapter J contains two

variations of DNI, depending on whether DNI is being used to determine if a distribution is deductible

to the estate or trust, if it is taxable to the beneficiary, or if it is tax-exempt interest.  Distributions that

carry out DNI are included in the beneficiary’s income and deductible to the estate or trust.

V. QUALIFIED DISABILITY TRUST

A. Introduction. 

The Victims of Terrorism Tax Relief Act of 2001  amended the IRC provision on trust income51

tax exemptions.  Starting with tax year 2002, a "qualified disability trust", whether taxed as a simple

or complex trust , can claim in lieu of the $100 or $300 exemption, an exemption in the amount that52

a single individual taxpayer can claim, i.e., $3,900 in 2001353

IRC §642(b)(2)(c) provides as follows: 

For purposes of clause (I), the term 'qualified disability trust' means any trust if:

(I) such trust is a disability trust described in subsection 1917 of the Social

Security Act (c)(2)(B)(iv)" of 42 U.S.C. §1396p.

(II) all of the beneficiaries of the trust as of the close of the taxable year are



 As defined under 42 U.S.C. §1382c(a)(3).54
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determined by the Commissioner of Social Security to have been disabled

(within the meaning of § 1614(a)(3) of the Social Security Act, 42 U.S.C.

1382c(a)(3)) for some portion of such year.

A trust shall not fail to meet the requirements of subclause (II) merely because the corpus of

the trust may revert to a person who is not so disabled after the trust ceases to have any

beneficiary who is so disabled.

 B. Statutory Requirements.  

Not all SNTs will qualify as a QDT.  The statutory requirements for a trust to receive an

increase exemption as a “qualified disability trust” (QDT) can be broken down as follows:

1. The trust must meet the statutory requirements of 42 U.S.C. §1396p(c)(2)(B)(iv).  A

trust under §1396p(c)(2)(B)(iv) must be (i) irrevocable (ii) for the sole benefit of the

disabled beneficiary (iii) the beneficiary is under the age of 65 and (iv) the beneficiary

is disabled as defined for purposes of the Supplemental Security Income (SSI) and

Social Security Disability Income (SSDI) programs. 

2. The trust must be taxed as a simple or complex trust under §652 or §652.   Since a

grantor trust is not a separate taxpayer, it will not qualify as a QDT.  

3. The Commissioner of the Social Security Administration (SSA) must “determine” that

the beneficiary is disabled  for some portion of the year by the close of the taxable54



 It would not appear that a determination of disability from a State Medicaid office55

would be sufficient to satisfy the statutory QDT requirement that SSA make a “disability”
determination.  See SSI POMS SI 01150.121 for a provision that allows SSA to determine the
disability of an individual even though the applicant is not eligible for SSI or SSDI.
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year.  In other words, there must be an actual determination from SSA that the55

beneficiary is disabled.  This may require the beneficiary to receive SSI or SSDI

benefits which can be a potential problem for a beneficiary that is disabled but is

ineligible to receive benefits due to work or other financial issues such as parental

deeming.  

4. A narrow reading of §642(b)(2)(C) would exclude all third party SNTs from qualifying

as a QDT.  Section 1917 of the Social Security Act references 42 U.S.C. §1396p

"Liens, adjustments and recoveries, and transfers of assets." Subsection (c)(2)(B)(iv)

states there is no penalty for a transfer of assets if those assets: (iv) were transferred to

a trust (including a trust described in subsection (d)(4)(a) of this section)

established solely for the benefit of an individual under 65 years of age who is disabled

(as defined in § 1382c (a)(3) of this title).  For a third party SNT to receive the QDT

exemption,(c)(2)(B)(iv) must be read to include all special needs trusts, not just trusts

described under (d)(4)(A).  A more reasonable interpretation of  §642(b)(2)(C) would

include a third party SNT as a QDT provided the special needs beneficiary is receiving

SSI or SSDI benefits and the trust was funded prior the beneficiary’s turning 65.  There

are no reported cases or rulings on this point.



 Trustee and legal expenses to the trust are not subject to 2% floor under §67.56
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VI. CASE COMPARISON OF A COMPLEX TRUST, A GRANTOR TRUST AND A

COMPLEX TRUST THAT QUALIFIES AS A QUALIFIED DISABILITY TRUST.

A. EXAMPLE (1): 

In 2013, the taxable income of a first party SNT is $25,000.  Beneficiary A is the sole

beneficiary of the trust and has no other personal income or deductions. The trust has fiduciary fees

and legal costs of $5,000.  The Trust is a separate taxable entity and the beneficiary is not the owner56

of any portion of Trust under § 671.  The trust is a complex trust and no distributions were made to

or for the benefit of the beneficiary in 2013.  The total tax liability for the Trust is as follows:

Taxable Income for Trust

Taxable Income $25,000.00 

Deductions    $ 5,000.00

Gross Income $20,000.00

Less Exemption             $     100.00

2013 Trust Tax Liability $6.238.20

2013 Beneficiary Tax Liability                0.00

B. EXAMPLE (2): 

Same facts as Example (1), except that under § 671, the beneficiary is treated as the owner of

Trust for federal income tax purposes. As a result, all the income is attributable to Beneficiary A even

though no distributions were made from the trust. The beneficiary may not claim the $300 exemption



 (IRC §67).57
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available to trusts because that deduction is not attributable to the trust assets. The trustee and legal

fees will be "miscellaneous itemized deductions" to the beneficiary.  Miscellaneous itemized

deductions are subject to a two percent floor imposed on individual taxpayers , and also replaced by57

the beneficiary's standard deduction if it is higher.  In 2013, the standard deduction for a single person

is $3,900. Accordingly, the trust beneficiary cannot itemize his deductions for trustee and legal fees,

and will pay tax on $15,000.00 ($25,000 minus $6,100 standard deduction and $3,900 personal

exemption).  The beneficiary’s tax liability for 2013 is calculated as follows:

Taxable Income for Beneficiary

Taxable Income $25,000.00 

Deductions               0.00

Less Standard Deduction $ 6,100.00

Less Personal Exemption $  3,900.00

 Gross Income $15,000.00

Total Tax Liability for Beneficiary $1,803.75

 The trust has no liability for federal income tax in 2013.

C. EXAMPLE (3): 

Same facts as Example (1), except that the trust distributes $16,000 to the beneficiary and the

trust is not a grantor trust and qualifies as a QDT.  If the trust qualifies as a QDT, it may deduct the

$5,000 in administrative charges,  the $16,000 distribution to the beneficiary, and claim an increased
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QDT exemption in the amount of $3,900. Then beneficiary must include in income the $16,000

distribution.  The beneficiary will then apply against the trust distribution his own $3,900 personal

exemption and $6,100 standard deduction.

Taxable Income for Trust

Taxable Income $25,000.00 

Deductions    $ 5,000.00

Distribution Deduction $16,000.00

QDT Exemption $ 3,900.00

Gross Income $100.00

2013 Trust Tax Liability $  15.00

Taxable Income for Beneficiary

Taxable Income $16,000.00 

Deductions               0.00

Less Standard Deduction $ 6,100.00

Less Personal Exemption $  3,900.00

 Gross Income $6,000.00

Total Tax Liability for Beneficiary $600.00

Combined tax liability of Beneficiary A and Trust $615.00

When is a "nongrantor trust" going to be the better tax deal?  It seems to depend on how much



 Pub. L. 109-222.58

 Pub. L. 109-222, 510(a) and (d), increased the §1(g)(2)(A) age limit from 14 to 18.59
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the trust distributes and what it pays for.  If the trust distributes all income each year, the trust is not

going to pay any income tax whether or not it is a "grantor trust".  However, if the trust accumulates

income, the trust will pay income at a 39.6% rate for income over $11,950.00 for 2013.  On the other

hand, if the trust qualifies as a QDT, and makes partial distributions for the benefit of the beneficiary,

tax savings can be achieved by utilizing the increased QDT exemption for the trust and the standard

deduction and personal exemption of the beneficiary.

Although the optimal choice depends on the specific factual circumstances, some

circumstances seem more likely than others.  Remember that a (d)(4)(A) trust must reimburse

Medicaid with most or all of the trust estate after the beneficiary's death.  Thus, in most situations, the

trust should have no incentive to accumulate income.  Small to moderate size trusts should  have little

problem in paying out all the income each year for the beneficiary's special needs. 

VII. KIDDIE TAX

The Tax Increase Prevention and Reconciliation Act of 2005, which was signed into law on

May 17, 2006 , provides that the kiddie tax applies until a child reaches age eighteen. The kiddie tax,58

which taxes the child's net unearned income (over $1,900 for 2013) at the parents' income tax rate, if

the parent can claim the child as a dependent, previously applied only if the child was under age

fourteen. Thus income earned on assets in an account for a child or in a trust for the child that is

taxable to the child under the grantor trust rules will be subject to income tax at the parents' rate until

the child attains age eighteen.  If, as is typical, the parents' income tax rate is higher than the child's59



 I.R.C. § 1(g).60
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income tax rate, income taxable to the beneficiary from a grantor trust may now incur higher than

anticipated tax burdens prior to the beneficiary attaining eighteen. 

An exception to the application of the kiddie tax was added for distributions from certain QDT

as defined in § 642(b)(2)(C)(ii).   Specifically, for purposes of the kiddie tax rules, any amount

included in the income of such child under §652 and §662 during a taxable year shall be considered

earned income of such child for such taxable year.  Section 652 references a trust where all the income60

is required to be distributed (a simple trust). Section 662 references a trust that may accumulate or

distribute income (a complex trust). Section 652 and § 662 do not apply to a grantor trust. 

To take it another step, is “unearned” income from the child’s own assets subject to the Kiddie

tax?  The Kiddie tax was designed to stop parents from shifting income to their children by transferring

assets to the child and then having the income earned from the transferred asset taxed at the child’s

rate.   A first party SNT is funded with the child’s assets not the parent’s assets.  As a result, there is

no income tax motivation for the transaction. Nonetheless, the regulations state that the Kiddie tax is

imposed on all “unearned” income regardless of its source. Reg. 1.1(i)-1T, provides as follows:  

Will a child be subject to tax under section 1(i) on net unearned income that is

attributable to gifts from persons other than the child's parents or attributable to assets

resulting from the child's earned income?

A-8.  Yes. The tax imposed by section 1(i) applies to all net unearned income of the

child, regardless of the source of the assets that produced such income. Thus, the rules

of section 1(i) apply to income attributable to gifts not only from the parents but also



 There does not seem to be any reason for applying the kiddie tax to income earned from61

a grantor SNT and not applying the kiddie tax to income earned from a SNT taxed as a complex
trust.

 Reg. § 1.671-3(a)(1). 62
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from any other source, such as the child's grandparents. Section 1(i) also applies to

unearned income derived with respect to assets resulting from earned income of the

child, such as interest earned on bank deposits.

 The regulation seems ambiguous. The question portion of the regulation asks about “gifts from

persons other than the child’s parents or attributable to assets created from the child’s “earned”

income.”  But the first sentence of the answer states that the kiddie tax applies to all net unearned

income of the child “regardless of the source of the assets that produced such income.”  Based upon

the statute and regulations,  “unearned” income from a first party SNT grantor trust that is allocated

to a child under the age of eighteen is subject to the Kiddie tax. This means the tax is computed at the

parent’s rate and not the child’s rate if the income is derived from a grantor trust.  If the income is

derived from a simple under § 652 or complex trust under § 662, the QDT exception of

§642(b)(2)(C)(ii) applies and the income is taxed at the child’s rate and not to at the parent’s rate.61

VIII. TAX RETURN PROCEDURES

 If the grantor is deemed to own the entire trust, then all of the trust’s income, gain, loss,

deduction, and credit items are reported on the grantor’s individual tax return.       The Trustee has62

three basic options for reporting income and expenses of a grantor trust to the Internal Revenue

Service.



 Reg. § 1.671-4(a), (b).63

 Reg. §1.671-4(b)(2)(i)(A). 64

 Reg. § 1.671-4(b)(2)(ii).65
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 A. The 1041 Method

First, the trust may file a regular Form 1041. This return would not report the trust’s income

items directly on the return but would instead disclose those income items on a separate statement

attached to the Form 1041 and delivered to the grantor. For example, the trustee should write across

the top of Form 1041, the following statement: "GRANTOR TRUST, ALL INCOME AND

DEDUCTIONS ARE TAXABLE TO THE GRANTOR, SOCIAL SECURITY NO. XXX-XX-XXXX;

INFORMATION RETURN ONLY".       63

B. The W-9 Method

Second, the grantor may submit a completed Form W-9 (Request for Taxpayer Identification

Number and Certification) to the trustee, followed by the trustee providing to each payor to the trust

the name and taxpayer identification number of the grantor.  If the grantor is not a trustee or co-trustee64

of the trust, the trustee(s) must also furnish the grantor with: (i) an annual statement listing items of

income, gain, loss, deduction, and credit of the trust; (ii) the identity of each payor; (iii) enough

information to allow the grantor to report all items properly; and (iv) a statement informing the grantor

that items must be included on his or her individual return (collectively, the “required information”).65

   C. The 1099 Method

Third, the trustee may provide all payors with the trust’s taxpayer identification number and



 Reg. §§ 1.671-4(b)(2)(i)(B); 1.671-4(b)(2)(iii)(A). 66

 Reg. § 1.671-4(b)(2)(iii)(B).67
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then file Forms 1099 for all income items, listing the trust as payor and the grantor as payee.  As with66

the second option, the trustee(s) must furnish the grantor with the required information if the grantor

is not a trustee.      67
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