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needs an EIN. This session will cover a review of the actual CFRs on tax filings, walk the audience 
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What is Income? 

 The Treasury Regulations provide a definition of income for the purposes of trusts.1  The 

first line of that definition provides the following language, which you may or may not find very 

helpful: 

 § 1.643(b)-1 Definition of Income 

 For purposes of subparts A through D, part I, subchapter J, chapter 1 of the Internal 
Revenue Code, “income,” when not preceded by the words “taxable,” “distributable 
net,” undistributed net,” or “gross,” means the amount of income of an estate or 
trust for the taxable year determined  under the terms of the governing instrument 
and applicable law. 

 Before we dig into what this means, let’s list all of the other kinds of “income” that we 

can think of that you may come across in your practices, and which trustees may encounter as 

they administer trusts.  Our task today is to familiarize you with all of these types of income so 

that you can knowledgably advise trustees and/or disabled trust beneficiaries and their families.  

You will also find that you may need to advise accountants, because many accountants, even 

CPA’s, do not do much trust accounting.  And of course you will need to “advise” caseworkers 

at Medicaid and Social Security offices, who may not be well versed in what is countable income 

and what is taxable income for eligibility purposes of the beneficiary.   

  What is gross income?  According to Section 61(a) of the Internal Revenue Code 

(“IRC”), for individuals gross income includes:  compensation for services, including fees, 

commissions, fringe benefits and similar items; gross income derived from business; gains 

derived from dealings in property; interest; rents; royalties; dividends; alimony and separate 

maintenance payments; annuities; income from life insurance and endowment contracts; 

                                                 
1  Treas. Reg. § 1.643(b)-1 



3 
 

pensions; income from discharge of indebtedness; distributive share of partnership gross income; 

income in respect of a decedent; and income from an interest in an estate or trust.2  In the 

instructions to the Form 1040, the Internal Revenue Service (“IRS”) helpfully defines Adjusted 

Gross Income as all income minus adjustments.  We learned earlier today about Modified 

Adjusted Gross Income (“MAGI”), which adds to gross income items that are not usually 

included in gross income, such as non-taxable Social Security benefits (but not Supplemental 

Security Income (“SSI”) payments), tax-exempt interest and foreign earned income & housing 

expenses for Americans living abroad.  Furthermore, if you are looking at MAGI for Medicaid 

eligibility for an individual, you can deduct from MAGI scholarships, awards, or fellowship 

grants used for education purposes and not for living expenses, certain American Indian and 

Alaska Native income derived from distributions, payments, ownership interests, real property 

usage rights, and student financial assistance and any amount received as a lump sum is to be 

counted as income only in the month received.  From MAGI, you can “adjust” or deduct certain 

self-employment expenses, student loan interest, IRA contributions to traditional IRAs, moving 

expenses, penalties on early withdrawal of savings, health savings account contributions, 

alimony paid, costs of domestic production activities, and certain business expenses of reservists, 

performing artists, and fee-basis government officials.3   

 And why do we care about MAGI?  Because there is an additional tax assessed under the 

Affordable Care Act, and it is calculated based on the MAGI of individuals as well as trusts.  The 

Affordable Care Act of 2010 included a provision for a 3.8% Net Investment Income Tax 

(“NIIT”), also known as the Medicare surtax, to fund Medicare expansion.  The tax, which went 

into effect on January 1, 2013, applies to what the IRS classifies as “certain unearned income,” 

                                                 
2  IRC § 61(a) 
3  http://laborcenter.berkeley.edu/pdf/2013/MAGI_summary13.pdf 
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including taxable interest, ordinary dividends, and capital gains distributions from investments, 

as well as nonqualified annuities, rents, royalties, passive income from business activities, and 

undistributed investment income from a trust or estate.  The Medicare surtax applies to the lesser 

of net investment income (“NII”) or the excess of MAGI above certain thresholds.4 

 Finally, there is another definition of “income” that trustees and beneficiaries of special 

needs trusts have to deal with all the time.  That is the use of the term “income” when 

determining eligibility for certain government benefits, such as Medicaid and SSI.  In the world 

of Medicaid eligibility, income is anything that “comes in” during a calendar month.  A 

beneficiary’s income for a particular month can be affected by a distribution from a trust that is 

not cash but which has value, and therefore, because it “comes in” to the beneficiary’s hands, it 

is counted as income for that month.  With SSI, there is the added component of “in-kind support 

and maintenance (“ISM”), which may not even be paid to the beneficiary directly but which can 

reduce the cash stipend of the beneficiary by up to 1/3 of the beneficiary’s monthly payment. 

Income Taxation of Trusts 

 The story of what trustees must decipher regarding income begins with an explanation of 

the income taxation of trusts.  In general, the income received by trusts is not substantially 

different than the income received by individuals.  However, once inside the trust, as stated in 

the quote from the Treasury Regulations earlier, there are three ways that income held by a trust 

can be described.  The three types of income in trusts are: “trust accounting income” as defined 

in Treas. Reg. §1.643(b)-1; “income” as defined in Treas. Reg. §1.671-2(b); and “distributable 

net income” as defined in Treas. Regs. §§ 1.652(a)-1 and 1.661(a)-2.  Trust accounting income is 

all of the earnings of the trust which may or may not be distributed.  Trust accounting income is 

                                                 
4  IRC § 1411(a)(2)(A) & B 
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akin to “gross income” for individuals in that it is the total of everything that is earned by the 

trust assets, which may include interest, dividends and capital gain.5  Income is the earnings of 

the trust which are attributed for income tax purposes to the trust, the beneficiary or the grantor.  

It can be understood as “taxable income.”6  Distributable net income is the calculation of what 

has been distributed by the trust during the tax year.  Distributable net income is a deduction 

against the taxable income of the trust.  It may represent the value of principal that was 

distributed by the trust.  A distribution of principal that is less than or equal to the accounting 

income of the trust will “drag out” the equivalent value of income earned.7  Distributable net 

income is reported as distributed to the individual taxpayer as income, and that taxpayer must 

report the distribution as income.   

 Federal income taxation of trusts depends initially on whether a trust is categorized as a 

“grantor trust,” in which the taxable income is attributed to the “grantor” of the trust, or a “non 

grantor trust,” which is all other trusts.  The provisions in the IRC pertaining to taxation of non 

grantor trusts are found in Chapter J, Sections A through D, and the provisions in the IRC 

pertaining to grantor trusts are found in IRC §§ 671 to 678.  A non grantor trust has its own 

employer identification numbers (“EIN”) and if the trust earns any taxable income or gross 

income of more than $600, it must file an income tax return each calendar year using Form 1041. 

 On the Form 1041, a trust may be identified as either a simple trust or a complex trust.  A 

simple trust is one which distributes all of the income in a tax year.8  A complex trust is every 

other kind of trust other than a simple trust.9  A complex trust, for example, could be a 

                                                 
5  Treas. Reg. § 1.643(b)-1. 
6  Treas. Reg. § 1.671-2(b). 
7  IRC § 651; IRC § 661. 
8  IRC § 651. 
9  IRC § 661. 
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discretionary trust, where distributions of income and principal are discretionary with the trustee.  

In a given year, the trustee of a discretionary trust may decide to distribute all of the income to 

the beneficiary.  In that particular tax year, the trust would be a simple trust.  However, in the 

following tax year, the trustee may decide to retain some of the income and reinvest it.  In that 

tax year, the trust would be a complex trust.  A qualified disability trust is a complex trust with a 

disabled beneficiary.  Non grantor special needs trusts are generally complex trusts, because they 

would never be drafted to have a mandatory distribution of income each year.  However, if all 

income were distributed, the special needs trust could be a simple trust for that tax year, and it 

could also be a qualified disability trust. 

 Trusts, like individual taxpayers, may take deductions against trust accounting income.  

The primary deduction and usually the largest deduction is distributable net income (“DNI”).  

The trust uses the amount of income that has been distributed as a deduction against its own 

taxable income.  Consider the trust as a funnel and you can see that the income that it keeps is 

the amount that it brings in minus the amount that it sends out.  DNI of a trust is calculated by 

first taking all of the trust accounting income minus the expenses attributed to tax exempt 

income and a pro rata share of all general expenses deducted by the trustee.  The calculation of 

DNI is made on the second page of Form 1041.  For a simple trust, of course, all income would 

be included in DNI.  For a complex trust, the DNI will be just that amount of income that the 

trustee has distributed during the tax year.  The trustee will report the amount of income 

distributed to the beneficiary on the Schedule K-1.  The beneficiary will pay the income tax 

liability on the income reported on the K-1.  The trust will pay the income tax liability on any 

taxable income that it retains.  It needs to be noted that even if the trust does not distribute trust 

accounting income, but instead distributes an item of principal, to the extent the value of the 
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principal that was distributed is more than or equal to the trust accounting income, the trust will 

report a distribution of all of its income as DNI.10  The beneficiary of the item of principal will 

receive a Schedule K-1 from the trustee reporting that the beneficiary received income, even if 

the beneficiary did not receive any cash.  This is how DNI works.   

 Special Needs Trusts are always going to be complex trusts, unless they are grantor 

trusts.  We will address grantor trusts in a later session.  A trustee of a Special Needs Trusts 

should never be given the mandate to distribute all income to the beneficiary.  However, as we 

saw above, because of the DNI rules, it is quite possible for a trustee of a Special Needs Trust to 

report on a Schedule K-1 issued to a disabled beneficiary that all of the income was distributed, 

even though the beneficiary did not receive any cash.  This can be confusing to caseworkers 

whose jobs consist of making sure that people with disabilities who are receiving means-based 

government benefits are still eligible.  In an annual redetermination, it is very easy for a 

caseworker to plug in the Social Security number of a recipient and find that they filed an 

income tax return reporting having received a distribution of income from a trust.  Generally, 

people receiving government disability benefits do not have taxable income.  But when they do, 

and it is sufficient to be reported on their Form 1040, this can raise some eyebrows.  

Understanding how DNI works is essential to representing beneficiaries of Special Needs Trusts. 

 Trusts, like individuals, have exemptions against taxable income.  A simple trust, one 

which distributes all of its income, may take an exemption of $300 per year.11  Therefore, the 

trust may report that it distributed all but $300 of its income, and reduce its taxable income to 

zero with the exemption.  This saves the taxpayer $300 in reportable taxable income.  Complex 

                                                 
10  IRC § 652. 
11  IRC § 642(b). 
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trusts have an exemption of $100.12  Qualified disability trusts may use the amount of the 

personal exemption of the beneficiary as the exemption amount of the trust.13  The balance of the 

trust’s income reportable after all deductions and exemptions is its taxable income. 

 Trusts have the same tax rates as individuals.  However, the tax brackets of trusts are 

highly compressed.  For example, in 2015, a trust will pay the highest rate of 39.6% on taxable 

income over $12,300.14  Consequently, a trustee of a complex trust will want to carefully 

consider the income tax consequences of retaining income in the trust, because more dollars will 

be paid in income tax by the trust than by an individual taxpayer on the same amount of income.  

Furthermore, as of January 1, 2013, the Health Care and Education Reconciliation Act of 2010 

imposed a Medicare surtax of 3.8% on taxpayers who are in the highest federal income tax 

bracket, which in 2015 is 39.6%.15  Individual taxpayers who have MAGI over $200,000 will 

pay the Medicare surtax.  Estates and trusts, other than charitable trusts, are subject to this surtax 

on the lesser of undistributed net investment income or the excess of AGI in excess of the 

highest tax bracket.16  Therefore, trusts that retain income in excess of $12,300 in 2015 will pay 

                                                 
12  IRC § 642(b)(2)(A). 
13  IRC § 642(b)(C)(i). 
14 2015:  If Taxable Income Is: The Tax Is: 

  Not over $2,500 15% of the taxable income 

Over $2,500 but not over $5,900 $375 plus 25% of the excess over $2,500 

Over $5,900 but not over $9,050 $1,225 plus 28% of the excess over $5,900 

Over $9,050 but not over $12,300 $2,107 plus 33% of the excess over $9,050 

Over $12,300 $3,179.50 plus 39.6% of the excess over $12,300 

  + 3.8% Medicare Surtax 

 
15  P.L. 111-152; IRC § 1411(a)(2)(A) & B 
16  Id. 
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federal income tax on the amount over $12,300 at 39.6%, plus pay a surtax of 3.8% on the 

MAGI amount, making the effective federal rate 43. 4%.  Additionally, in 2015, as a result of the 

American Taxpayer Relief Act of 2013 (“ATRA”), non grantor trusts have even further income 

tax burdens.  The ATRA imposes a higher capital gain rate of 20% on taxpayers in the 39.6% 

bracket, which for a trust occurs when taxable income exceeds $12,300.17  For individual 

taxpayers, the income threshold for the 20% capital gain rate is $413,201 for single filers in 

2015.18 

 As stated earlier, one of the three types of income defined in the Internal Revenue Code 

is “taxable income.”  The definition of taxable income for trust purposes is that amount that is 

attributed for tax purposes to a particular individual taxpayer.19  That taxpayer can either be the 

trust, the beneficiary of the trust or it can be the grantor.  To whom the taxable income is 

attributed is determined by the terms of the trust agreement.  If a trust is a non grantor trust, the 

taxable income retained by the trust will be attributed to the trust, and the taxable income 

distributed will be attributed to the beneficiary.  However, if a trust is a grantor trust, whether the 

trust is a simple trust or a complex trust, no matter who actually receives the earnings of the trust, 

the grantor will report on his or her Form 1040 the taxable income earned by the trust.  As 

drafters of trust agreements, therefore, it is very important that we understand what provisions of 

trust agreements will govern to whom the income for tax purposes will be attributed.   

 

 

Allocations of Principal or Income 
                                                 
17  Rev. Proc. 2013-15, § 2.01, Table 5. 
18  IRC § 1(h)(1) and § 1(i)(3) as amended by ATRA §§ 101 and 102. 
19  Treas. Reg. § 1.671-2(b). 
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 In the IRS definition of “income” for trusts, recall that “income” means “the amount of 

income of an estate or trust for the taxable year determined under the terms of the governing 

instrument and applicable law.”20  By that definition, this is what would be described by 

accountants as “fiduciary accounting income” (which is the same as “trust accounting income”).  

The terms of the trust document will be the first place to look to see what guidance it may give as 

to what is to be counted by the trust as its income and what is not.  For example, if the trust is a 

simple trust, it will state that all income earned by the trust is to be distributed every year to the 

beneficiary.  So the trustee must determine what income of the trust is to be distributed.  This 

sounds simple enough, until you get into the accounting issues faced by a trustee.     

 To begin with, what constitutes income received by the trustee?  Many trusts are silent on 

this issue, and when that is the case, the trustee has to look to state law to figure out what to do.  

Most states (all but Georgia, Illinois and Louisiana) have passed the Uniform Principal and 

Income Act (“UPIA”).  The UPIA in general states that the terms of the trust will prevail even if 

they differ from the terms of the statute.  If the trust is silent, however, the UPIA expressly 

authorizes the trustee to deviate from the UPIA rules if it uses certain guidelines.  The New 

Mexico UPIA statute makes that clear in Section 46-3A-10421   

 The UPIA default rules treat the following trust receipts as receipt (or return) of principal: 

 (a) Property “other than money” 

 (b) Money received in exchange for a trust’s interest in an entity (whether in one 

payment of a series of payments 

 (c) Money received from an entity as part of a liquidation or partial liquidation 

                                                 
20  Treas. Reg. § 1.643(b)-1 
21  46-3A-104(a) NMSA 
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 (d) Money from a REIT or regulated investment company if it is treated as a capital 

gain distribution for federal income tax purposes 

 (e) Returns from the sale, exchange, liquidation or change in form of a principal 

asset. 

Everything else is income. 

 Remember, a trust is a funnel, and trustees only hold assets for the benefit of someone 

else.  What is a trustee to do when the trust has sold an appreciated asset during the calendar 

year?  Is the capital gain realized to be distributed as income to the beneficiary or not?  Should 

the beneficiary pay the capital gain tax or should the trust hold the capital gain and pay the tax?  

Capital gain is generally not included in DNI, because it is commonly attributed to the principal.  

However, if the terms of the trust provide enough flexibility for the trustee, it might be 

advantageous to distribute capital gain, because of a higher tax rate assessed on capital gain if the 

trust retains more than $12,300 in income.  Furthermore, if the trust has expenses such as the fees 

of the trustee or administrative expenses such as investment fees, should the trustee allocate 

those deductions against income or against the principal of the trust?  A trustee who is given 

broad administrative discretion in the terms of the trust document may decide to retain the capital 

gain in the trust and have the trust pay the tax, but distribute all other earnings of the trust to the 

beneficiary.  The trustee may decide to allocate all expenses of the trust to the capital gain and 

not reduce the income distributed to the beneficiary.  But if a trust does not provide that kind of 

discretion, either because is silent, or because it provides that the trustee must follow the UPIA 

regarding allocations and distributions, then here is what the UPIA adopted by New Mexico 

would say on this issue.   

 …a trustee shall consider all factors relevant to the trust and its beneficiaries, 
including the following factors to the extent they are relevant: 
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 (1) the nature, purpose and expected duration of the trust; 
 (2) the intent of the settlor; 
 (3) the identity and circumstance of the beneficiaries; 
 (4) the needs for liquidity, regularity of income, and preservation and appreciation 

of capital; 
 (5) the assets held in the trust; the extent to which they consist of financial 

assets, interest in closely held enterprises, tangible and intangible personal 
property or real property; the extent to which an asset is used by a beneficiary and 
whether an asset was purchased by the trustee or received from  the settlor; 

 (6) the net amount allocated to income under the other sections of the Uniform 
Principal and Income Act and the increase or decrease in the value of the principal 
assets, which the trustee may estimate as to assets for which market values are not 
readily available; 

 (7) whether and to what extent the terms of the trust give the trustee the power to 
invade principal or accumulate income of prohibit the trustee from invading 
principal or accumulating income, and the extent to which the trustee has 
exercised a power from time to time to invade principal or accumulate income; 

 (8) the actual and anticipated effect of economic conditions on principal and 
income and effects of inflation and deflation; and 

 (9) the anticipated tax consequences of an adjustment.  
§ 46-3A-104 NMSA 
 
 It is evident that in general, a trustee relying on the UPIA to make adjustments would still 

have a great deal of discretion, guided as always by the basic fiduciary duty of loyalty to the best 

interests of the beneficiary.  It should be noted that a trustee has no discretion to adjust if the trust 

terms require that an annuity amount be distributed, or if the trust is a total return trust. 

Conclusion 

 In conclusion, determining what is income and what is not income given the particular 

circumstances of a trust is critical to the proper administration of a trust.  Depending on the terms 

of the trust document, decisions about the taxation of a trust can make a significant difference in 

the amount of money paid in tax by the trust.  It can also affect the status of the beneficiary who 

might be eligible for certain benefits upon which he or she is dependent.   
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THE INTERPLAY OF INCOME, ESTATE AND GIFT TAX 

 

I. Income Tax 

 A. Individual Income Tax.  When making decisions for clients regarding Medicaid 

and special needs planning, one must keep in mind that there may be individual income tax 

consequences to those decisions.   

  1. Qualified Income Trusts.  Medicaid rules differ from state to state, but 

one way or another, the monthly income of a Medicaid recipient is taken into account.  If the 

income is determined to be too much for eligibility, the states have invented methods to allow 

eligibility while reducing countable income.  Now federal law provides for these “qualified 

income trusts.”1  When a qualified income trust is funded, it is common practice for all of the 

income of the Medicaid recipient to be directed into the trust.  Once a month, the Trustee issues 

checks.  In some states, these checks are for a precalculated amount of income that represents the 

maximum allowable amount to be deemed to be available to the Medicaid recipient.  In other 

states, this amount is the entire corpus of the trust.  This amount is used to pay for the cost of 

care at the nursing home, the personal needs allowance and any allowable trustee fees, among 

other things.  Either the balance of the income remains in the trust or the entire amount is spent.  

At the death of the Medicaid recipient, the balance in the trust, if any, is paid to Medicaid to 

reimburse Medicaid for any monies that have been expended by Medicaid for the care of the 

recipient. 

                                                 
1  42 USC § 1396p d(4)(B) 
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 If the Medicaid recipient has sufficient income, he or she may have an income tax 

liability on the income diverted to the trust.  However, even though the income that is being 

directed into the trust may be taxable income, there is no provision in the qualified income trust 

arrangement for any money to be set aside to pay an income tax liability.  For single Medicaid 

recipients, even after taking a medical deduction for the funds paid to the nursing home, if there 

is an income tax liability, the only solution is for a family member to contribute the funds that 

may be required to pay the income tax liability. 

 For a married Medicaid recipient, one solution to this problem is to have the income of 

the Medicaid recipient be deposited first into a joint account.  The community spouse can then 

issue a check from that account each month to the qualified income trust.  On the joint individual 

income tax return, the community spouse can report the joint income, and take a medical 

deduction for the amount used from the joint income of the couple for the cost of care of the 

Medicaid recipient, thus reducing the taxable income of both taxpayers.  If there is any income 

tax liability, it can be paid from the income of the community spouse. 

  2. Timing of Liquidation of Retirement Plans.  If a retirement plan such as 

an IRA has to be liquidated in order for the Medicaid recipient to be eligible, it is important to 

consider the timing of that liquidation so as to minimize the income tax liability on that 

liquidation.  What is advisable is to have the liquidation occur after the Medicaid applicant has 

entered a skilled nursing facility but before eligibility for Medicaid.  The cost of the skilled 

nursing facility will be an income tax deduction for medical care which can be taken against the 

taxable income realized by the liquidation of the IRA. 
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 Additionally, one must take into account the income tax consequences of annuitizing an 

IRA, which is a safe harbor under the Deficit Reduction Act of 2005.2  All distributions from 

IRA’s are ordinary income.  Therefore, when an IRA is annuitized in order to obtain Medicaid 

eligibility, one must take into account that each regular payment from an IRA to the spouse of a 

Medicaid recipient will be included in his or her taxable income as ordinary income.   

 B. Fiduciary Income Tax.  Trusts are commonly used for Medicaid planning.  It is 

important to know about the income taxation of trusts so that one does not overlook planning 

opportunities that may be available. 

  1. Income Only Trusts.  If a trust has been established for the benefit of the 

Medicaid recipient that by its terms may only distribute income to or for the benefit of the 

Medicaid recipient, the trust itself will not owe income tax, because all of its income will be 

distributed currently.  This is called a Simple Trust.  (The trust may owe capital gains tax if it has 

realized a gain on the sale of an appreciated asset, and by its terms is not required to distribute 

that gain as income to the beneficiary.)  The trust will need to file an income tax return, which is 

filed on Form 1041, U.S. Income Tax Return for Estates and Trusts.  The trustee reports how 

much income was earned by the trust and that the trust has distributed all of its income, and 

along with the return, the trustee files a Schedule K-1 that reports the amount of income that was 

distributed during the previous tax year to the beneficiary of the trust.  Federal fiduciary income 

tax returns are due on April 15 of the year following the tax year.  All trusts use the calendar year 

as their tax year. 

  2. Discretionary Trusts.  Special Needs Trusts as well as traditional support 

trusts will result in many people being beneficiaries of discretionary trusts.  Because there is no 
                                                 
2  42 USC §§ 5001 et. seq. 
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requirement that income be distributed currently, these are called Complex Trusts.  As with 

Simple Trusts, the Trustee must file an income tax return that reports the amount of income, if 

any, that was earned and distributed during the tax year.  This is called distributable net income 

(“DNI”) and it can be one of the most confusing concepts in fiduciary accounting.  In addition, if 

the trustee distributes principal, but the trust earned income during the tax year, the value of the 

principal, up to the amount of the accounting income of the trust for that year, will be considered 

to be a distribution of income.  A simple way to explain this is to state that any principal 

distribution “drags out” income up to the value of the principal distributed.  For example, if the 

trustee purchases an elephant for the beneficiary, which is worth $20,000, and the trust earned 

$18,000 in income in the tax year, the trustee would report that it distributed $18,000 in 

distributable net income to the beneficiary, and the trust would have no income to report that it 

retained.  For that tax year, the trust would be a simple trust.  If the earned income of the trust 

was higher than $20,000, and the trustee made no other distributions during the tax year, the trust 

would report that it distributed $20,000 income to the beneficiary and retained the balance of the 

income over $20,000, minus a $100 exemption that is available to complex trusts.  The trust 

would owe income tax on that balance, and would also file a Schedule K-1 reporting a $20,000 

distribution of income to the beneficiary.  The beneficiary, who received an elephant, would 

have to file an income tax return reporting the $20,000 distribution as taxable income. 

 Trusts pay income tax at the same rates as individuals.  However, the brackets of trusts 

are very compressed.  For 2015, the projected rates and brackets are as follows: 

2015:  If Taxable Income Is: The Tax Is: 

  Not over $2,500 15% of the taxable income 
Over $2,500 but not over $5,900 $375 plus 25% of the excess over $2,500 
Over $5,900 but not over $9,050 $1,225 plus 28% of the excess over $5,900 
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Over $9,050 but not over $12,300 $2,107 plus 33% of the excess over $9,050 
Over $12,300 $3,179.50 plus 39.6% of the excess over 

   + 3.8% Medicare Surtax 
 

 As you can see, a trust that retains $20,000 in earned income will pay $6,514 in federal 

fiduciary income tax at the 39.6% rate plus the Medicare surtax, after taking the $100 exemption 

allowed.  In comparison, a single individual reporting $20,000 of taxable income will pay tax at 

the maximum 15% rate, which will be further reduced by the individual exemption of $4,000 in 

2015.  The tax bill that results from the distribution of the elephant to the individual beneficiary 

will be 0.  All the more reason for the trustee to purchase an elephant for the beneficiary!  For an 

individual to pay income tax at the highest rate of 39.6%, the taxable income must be higher than 

$413,201.   

 3. Special Needs Trusts.  Special Needs Trusts are complex trusts, because 

the trustee must use its discretion before distributing income or principal.  Being a complex trust, 

any time that the trustee distributes principal, the value of the principal distributed “drags out” 

the value of any earned income in the trust and there is a distribution of income to the 

beneficiary.  This seems anomalous, when we know that beneficiaries of special needs trusts are 

usually receiving means based benefits, such as Supplemental Security Income, and are not 

allowed to receive income.  One must remember that the definition of income for Social Security 

and Medicaid purposes is different than the definition of taxable income.  Using the example of 

the distribution of an elephant, which is arguably not a countable resource as a pet or household 

item, it would not affect the income limitations of the beneficiary.  However, because it “drags 

out” income from the trust, there is taxable income reported to the Internal Revenue Service for 

the beneficiary.  The Trustee of a special needs trust will commonly arrange for the preparation 
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of an income tax return for the beneficiary, pay the expense of the preparation, and pay any 

income tax liability of the beneficiary.   

 If a special needs trust retains income, the Internal Revenue Code (“IRC”) provides an 

exception for some special needs trust beneficiaries.3  It was introduced in the Victims of 

Terrorism Tax Relief Act of January, 2002.  It provides for a higher exemption if the trust is 

what is defined as a Qualified Disability Trust (“QDT”), that is, one that is established solely for 

the benefit of an individual under 65 who is disabled.  A trust is a QDT even if a remainder 

beneficiary is not disabled.  A special needs trust for a person over age 65 that was funded after 

age 65 would not qualify as a QDT.  For a trust that meets the definition of a QDT, the 

exemption that is allowed for the trust is the allowable personal exemption for the individual 

beneficiary.  In 2015, the personal exemption is $4,000.  Therefore, if a QDT retains $5,000 of 

earned income, after the exemption amount, it would report $1,000 taxable income, and pay 

$150 income tax.  A complex trust that is not a QDT would have only a $100 exemption, and 

thus would report $4,900 taxable income and pay $975 in tax.  

  4. Grantor Trusts.  In our practices, we usually associate the term 

“Grantor” with the person who creates a trust.  We understand that this term can be substituted 

with the terms “Trustor” or “Settlor.”  However in the IRC, the term “grantor” has a specific 

meaning that is somewhat broader than what we are accustomed to.  In Treasury Regulation 

Section 1.671-2(e)(1), the term “grantor” for the purposes of the grantor trust rules can be a 

person who creates a trust (a meaning with which we are comfortable) or a person who makes a 

gratuitous transfer to a trust, directly or indirectly.4  Therefore, a person who creates a trust and 

has the title of Grantor according to our common meaning of the term might fit one of the 
                                                 
3 IRC § 642(b)(2)(C)(i), (ii)  
4 Treas. Reg § 1.671-2€(1) 
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definitions of grantor under the IRC.  However, there can be additional grantors under the IRC 

who are persons who gratuitously transfer anything into that trust.  The additional grantors can 

become such by either a direct transfer or an indirect transfer.  What would that look like?  Let’s 

say that a parent created an irrevocable trust for a child.  The parent is of course the Grantor or 

creator of the trust.  Somewhat later, a grandparent decides to make a gift to the trust for the 

benefit of the child.  The grandparent may also be a grantor, even though the grandparent did not 

create the trust. 

 Under the IRC, once a person has become a possible grantor by creating the trust or 

donating to the trust, if the terms of the trust establish sufficient control in such person, then the 

person is deemed to be the owner of the trust property, not the trust.  Thus the grandparent who 

transferred property in the above example could be treated as the continuing owner of the 

transferred property, depending on the terms of the trust.  For income tax purposes, the grantor is 

taxed on the income earned by the property in the trust of which the grantor is deemed to be the 

owner.  The trust is ignored for income tax purposes and the income is treated as if it were 

distributed to the grantor, even if it is not actually distributed to the grantor.  In the example of 

the transfer from the grandparent, if the grandparent is a grantor, the income earned by the assets 

in the trust that were contributed by the grandparent is attributed to the grandparent for income 

tax purposes.  Therefore, if a drafter wants income to be attributed to the person who establishes 

a trust, or to persons who contribute assets to the trust but who did not create the trust, then the 

drafter needs to make sure that the terms of the trust agreement provide sufficient control in the 

grantor to establish a grantor trust. 

The Grantor Trust Rules are found at Sections 671 to 678 in the Code and in the 

accompanying Treasury Regulations at Sections 1.671-1 to 1.678-(a)1 et.seq.. 
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 5. Estates. An estate can also earn income.  If an estate earns more than $600 

of gross income during any fiscal year, it will need to file an income tax return.  Estates generally 

will distribute all income at the end of administration, but may or may not distribute income 

during administration.  Estates have the same income tax rates as trusts.  However, estates have 

great flexibility to determine fiscal years.  Depending on the circumstances, the Personal 

Representative may determine that the appropriate fiscal year for an estate may be a short year 

for the first year, and/or a short year for the final year.  The only parameters guiding the choice 

of fiscal year are that it cannot be longer than the period from the date of death until the end of 

the month in the next year that immediately precedes the month of death.  For example, if a 

decedent died on November 15, 2013, the maximum length fiscal year would be from November 

15, 2013 until October 31, 2014.  It is not uncommon for the Personal Representative to elect a 

short first fiscal year, in order to make maximum use of deductions that the estate can take that 

are not available to the beneficiaries, such as the expenses of administration. 

II. Capital Gains Tax  

 A. Basis of Property Transferred by Sale.  Property often must be liquidated as 

part of the spenddown to prepare for Medicaid eligibility or a trustee many need to sell property.  

The practitioner must be aware that a sale of appreciated property will realize capital gain.  If the 

property has been held for more than 12 months, it will be subject to long term capital gain tax.  

The capital gain is calculated by subtracting the adjusted basis from the adjusted sale price.  For 

real property, the adjusted basis is the amount that was paid for the property when it was 

purchased by the taxpayer (cost basis), reduced by any depreciation taken during the time that 

the property was held, and increased by the cost of any capital improvements made to the 

property.  The adjusted sale price is the price paid for the property by the buyer reduced by any 
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costs of sale that were paid by the taxpayer.  For sales of long-term capital gain property in 2015, 

if the seller is in the 10% or 15% income tax bracket, the capital gains tax rate is 0%.  If the 

seller is in the 25% to 35% income tax bracket, the capital gains tax rate is 15%.  If the seller is 

in the 39.6% income tax bracket, the maximum capital gains rate is 20%.  The rates are the same 

for individuals as well as trusts. 

 B. Basis of Property Transferred by Gift At Death.  When an appreciated asset 

transfers as a result of the death of the owner, the basis steps up to the fair market value as of 

date of death.5  Therefore, anyone who inherits appreciated property will also receive a new basis 

in the property.  In community property states, the basis of the entire property will step up if 

community property is inherited by a surviving spouse.6   

 C. Basis of Property Transferred by Gift During Lifetime.  A spend down plan 

may include making transfers of appreciated property to another person.  When a person makes a 

gift of appreciated property to another person, the basis of the property transfers with the 

property.  Therefore, whatever was the adjusted basis of the transferor becomes the carryover 

basis of the transferee.  For example, father transfers a rental house to daughter.  The value of the 

house when father bought the property was $50,000.  While he owned the property, he took 

depreciation in a total amount of $10,000.  He added an addition on the house for $5,000.  

Therefore, his adjusted basis in the property is 

   $  50,000 cost of purchase 
    -  10,000 depreciation 
    +   5,000 capital improvements 
   $  45,000  adjusted basis 
 

                                                 
5  IRC § 1014(b) 
6  IRC § 1014(b)(6) 
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If daughter holds the property, she may continue depreciation, but she must use her 

father’s basis.  When daughter sells the property, she will realize capital gain and pay tax on the 

difference between her adjusted sale price and her adjusted basis.  If she sells the property for 

$100,000, with costs of sale of $5,000, and having taken $5,000 in depreciation, her gain will be 

$45,000. 

   $100,000 sale price 
   -    5,000 cost of sale 
   $ 95,000 adjusted sale price 
 

   $ 45,000 carryover basis 
   -    5,000 depreciation 
   $ 40,000 adjusted basis 
 

   $ 95,000 adjusted sale price 
   - 40,000 adjusted basis 
   $ 45,000 taxable gain 
 
 What if father transfers real property to himself and daughter as joint tenants with the 

right of survivorship?  The Internal Revenue Service and Medicaid consider this to be a 

completed gift from father to daughter of one-half of the property, because once the deed is 

executed and delivered to daughter, father cannot sell the property without her permission.  

Daughter’s carryover basis in her one-half of the property is one-half of father’s basis.  If father 

dies, his one-half interest will pass to daughter, and she will obtain a stepped-up basis for father’s 

one-half.  If the property value is $100,000 at the time of the gift and at father’s death, and 

father’s basis was $45,000 at the time of the gift, and there were no subsequent adjustments to 

basis during his lifetime, daughter’s basis at her father’s death is $72,500, that is, $50,000 

(father’s new basis) plus $22,500 (daughter’s basis in one-half of property). 
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 D. Inheriting a Life Estate. Dad dies, leaving his home to his daughter.  

However, he had a surviving spouse, and the law of his state provides that the surviving spouse, 

who is daughter’s stepmother, receives a life estate in the home, and daughter obtains only a 

remainder interest.  At the death of stepmother, what is the value of daughter’s basis in the 

house? 

 The section of the IRC that applies is Section 1001(e)(1), which states that in determining 

the gain or loss from the sale or other disposition of a term interest which is obtained as a result 

of another’s death, the adjusted basis of that term interest shall be disregarded.  In plain English, 

this means that although the basis of a term interest can be determined upon receipt using 

actuarial tables, if it is sold or if it passes as a result of the life tenant’s death, the basis is zero.  

The regulations pertaining to this IRC section (Treas. Reg. 1-1001-1(f)(4)) refer to another place 

in the Regulations for examples, Treas. Reg. 1.1014-5(c).  Looking at these examples, except for 

one exception, we find that a disposition of a term interest that is acquired as a result of a gift at 

death or during lifetime, results in a basis of zero.  Thus, the result for our example is that 

daughter’s basis is the value of her remainder interest in the property at the time of her father’s 

death. 

 There is an exception to calculating gain or loss with a zero basis for a term interest 

acquired by death or gift.  If the owner of the life interest and the owner of the remainder interest 

later dispose of the entire property to a third party, then the basis of the term interest does have a 

value of more than zero.7  But the value of the basis is calculated not as of the time of receipt, 

but as of the time of the disposition, because the age of the life tenant has increased.  This is 

called the Shifting Basis Rule, and can be found in the Regulations at Sections 1-1014-5(a) and 

                                                 
7 See IRC § 1001(e)(3) 
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1-1015-1(b).  What we learn here is that when one receives a term interest either from a decedent 

(Section 1014) or by gift during lifetime (Section 1015), the value of that interest is calculated 

using actuarial factors based on the life tenant’s age.   

 Therefore, when our stepmother obtained her life interest, the basis of her life interest 

was a percentage of the total value, calculated using factors to determine the present interest 

based on her age at the time of dad’s death.  The value of the daughter’s remainder interest, and 

thus her basis, is calculated by subtracting the value of stepmother’s life interest from the total 

value.  But as stepmother aged, the value of her basis shifted at time passed.  Once again, if 

stepmother disposed of her interest during her lifetime to a third party, or if she died without 

disposing of her life interest, the basis is calculated as zero.  But if stepmother and daughter 

decided to sell their combined interests, then stepmother could use her basis to calculate gain or 

loss, and she would determine her basis using the factor for her age at the time of the sale 

multiplied against the value of the property when she acquired her interest.  Thus the value of the 

basis in a term interest “shifts” as the life tenant ages, and the value of the basis of the owner of 

the remainder interest is increased.8  

 E. Principal Residence Exclusion from Capital Gain. Section 121 of the 

IRC states that an individual taxpayer can exclude from income up to $250,000 of gain from the 

sale of a home owned and used by the taxpayer as a principal residence for at least 2 of the 5 

years before the sale.  The full exclusion does not apply if, within the 2-year period ending on the 

sale date, the exclusion was applied to another home sale by the taxpayer. 

 A married couple filing jointly for the year of the sale may exclude up to $500,000 of 

home-sale gain if (1) either spouse owned the home for at least 2 of the 5 years before the sale, 
                                                 
8 See examples (3) and (4) in Treas. Reg. 1-1014-5(c) 
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(2) both spouses used the home as a principal residence for at least 2 of the 5 years before the 

sale, and (3) neither spouse is ineligible for the full exclusion because of the once-every-2-year 

limit. 

 

III. Federal Gift Tax 

 The IRC imposes a tax on certain gratuitous transfers, meaning transfers during lifetime 

for which the donor receives nothing in return.9  The gift tax is an excise tax assessed on the net 

value of the gift on the date of the gift.  Not all gifts are taxable.  Gifts which are not taxable 

include:  annual gifts of a present interest valued at no more than $14,000; gifts to spouses who 

are United States citizens; gifts to charities; tuition paid for someone else if paid directly to the 

educational institution; medical expenses paid directly to the provider; and, gifts to political 

organizations.  For a gift tax to be imposed, a transfer must be a completed gift, that is, out of the 

control of the transferor.  The rate for gift tax in 2015 is 40%.  When a lifetime transfer of 

appreciated property is made, the basis of the property transfers with the property.10 

 A. Direct Lifetime Transfers of Gifts.  A gift of $14,000 or less of a present 

interest to a donee in a calendar year is not taxable or required to be reported.  A person can 

make a series of non-taxable gifts to any number of individuals in the same calendar year.  A 

married couple can make a non-taxable gift of up to $28,000 to an individual.  A married couple 

can make a gift to another married couple, such as their child and his or her spouse, which can 

total up to $56,000 without the gift being taxable or reportable.   

                                                 
9  See IRC §§ 2501-2524 
10  IRC § 1015(a) 
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 When a person makes a taxable gift, however, the IRC requires that a gift tax return be 

filed using Form 709, United States Gift (and Generation-Skipping Transfer) Tax Return.  

Unless the total cumulative taxable gifts made by a donor exceed $5,430,000 in 2015, no gift tax 

must be paid even though filing a return is required.  Therefore, a person can give up to 

$5,444,000 ($5,430,000 + $14,000) to another person in one year and still not have to pay gift 

tax.  Gift tax returns are due by April 15 of the year following the year in which the gift was 

made.  Gift tax is payable by the donor. 

 B. Transfers of Gifts to Trusts. 

  1. Gifts of Future Interests.  If a gift has a condition on it, or if it cannot be 

spent currently by the donee of the gift, it is a gift of a future interest rather than a present 

interest.  The $14,000 annual exclusion for non-taxable gifts only applies to gifts of a present 

interest, that is, a gift that has no conditions and that can be used immediately by the donee.  

Gifts to irrevocable trusts are usually gifts of a future interest, that is, the gift will not be 

immediately distributable to the beneficiary but will be distributed at a future date according to 

the terms of the trust.  For example, a transfer to a trust for the benefit of a minor is a gift of a 

future interest, because the minor will not have a power to demand distributions until attaining a 

certain age.  Transfers to trusts in which the trustee has discretionary power over all distributions 

will always be transfers of a future interest.  Therefore, transfers in any amount, even less than 

$14,000, to discretionary trusts, are taxable gifts. 

  2. Crummey Powers.  In 1968, a couple named Mr. and Mrs. Crummey 

challenged the IRS on this issue of transfers to trusts being future interests.11  Mr. and Mrs. 

Crummey had made transfers to an irrevocable trust for their children, two of whom were 
                                                 
11 Crummey v. Commissioner, 397 F. 2d 82 (9th Circuit, 1968). 
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minors.  The trust was governed by California law.  California law at the time provided that a 

beneficiary of a trust had until the end of the calendar year of the year of the gift to withdraw that 

transfer, and that after the end of the calendar year, the gift became part of the trust.  The IRS 

took the position that the transfers to the trust were gifts of future interests.  Mr. and Mrs. 

Crummey argued that for the period of time that the child had the right to withdraw the gift, it 

was a gift of a present interest.  Since this period began at the time of the transfer and lasted until 

the end of the year, then at the time of the gift, it was a present interest.  The court agreed with 

the Crummeys.  As a result of that case, when a transfer to an irrevocable trust is made, the 

trustee can be directed to notify the beneficiaries of the trust that they have a certain limited 

period of time in which they have the right to withdraw the amount transferred, or a pro rata 

portion of it.  This is now called a Crummey notice.  The power conferred to the beneficiaries is 

called a Crummey power.  If the beneficiary does not exercise the Crummey power, then the gift 

remains in the trust and becomes subject to the discretion or other powers of the trustee. 

 A subsequent case gave these withdrawal powers to persons other than the present 

beneficiary of the trust.12  Ms. Cristofani gave the power to withdraw contributions to her two 

children and also to five grandchildren, and the grandchildren were only remainder beneficiaries 

of the trust.  The Tax Court agreed that the gifts to the trust were not taxable. 

  3. Transfers to Special Needs Trusts.  Special needs trusts are commonly 

used to protect assets that either belonged to a disabled recipient or that are given to a trust by 

someone other than the recipient to provide for his or her special needs.   

   a. Transfers to d(4)(A) Special Needs Trusts.  A d(4)(A) special 

needs trust is funded with assets that belong to the beneficiary, and thus is considered a grantor 
                                                 
12 Estate of Cristofani v. Commissioner, 97 T.C. 74 (1991) 
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trust.  These trusts are also called “payback trusts,” because at the death of the beneficiary, 

Medicaid is entitled to be reimbursed from the remaining assets in the trust up to the amount 

spent by Medicaid for his or her care during the lifetime of the beneficiary.  Because the transfer 

into the trust is of the beneficiary’s own assets, and the beneficial interest in the trust is retained 

by the beneficiary, the trust is a grantor trust and there is not a completed gift to the trust that 

occurs.  Therefore, there are not gift tax considerations for d(4)(A) trusts. 

   b. Transfers to Third Party Settled Trusts.  Transfers by third 

parties to special needs trusts are gifts of a future interest, because the trustee is prohibited from 

distributing income or principal except for the beneficiary’s special needs.  Furthermore, because 

the beneficiary has severe restrictions on the amount of income that he or she can receive during 

any month, as well as restrictions on the amount of resources that can be owned by the 

beneficiary, the beneficiary cannot have a present right to demand a withdrawal of any asset of 

the trust.  Therefore, a Crummey power cannot be given to the beneficiary of a special needs 

trust.  Therefore, any transfers of any amount to a special needs trust will be a gift of a future 

interest, which is a taxable gift that must be reported on a gift tax return. 

 One way to overcome this problem is to name other members of the family as additional 

beneficiaries of the trust for Crummey power purposes only.  A special needs trust must have 

only one beneficiary.  Therefore, the trust must be drafted so that it excludes the disabled 

beneficiary from having a Crummey power but lists other beneficiaries who are available to 

withdraw transfers to the trust.  Furthermore, the trust could provide that while all of the named 

beneficiaries may receive discretionary distributions as long as the disabled beneficiary is not 

eligible for or receiving public benefits, when the disabled beneficiary is eligible for or receiving 

public benefits, he or she is to be the sole beneficiary of the trust.  Alternatively, the trust 
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document could establish separate subtrusts for each of the beneficiaries, and direct the trustee to 

fund the subtrust for the disabled beneficiary with most of the assets of the trust.  After the 

period for Crummey powers has elapsed, the subtrust for the disabled beneficiary would of 

course be a special needs trust.  Using either of these methods would result in Crummey powers 

being available for transfers to the trust, and thus the transfers would be gifts of present interests. 

 In 2015, the gift tax exemption is unified with the federal estate tax exemption.  This 

means that if one does make a taxable gift, even though there may be no gift tax to be paid, one 

has used up some of the exemption.  For example, if one funds a third party-settled special need 

trust with $100,000, all of which its taxable, and files a Form 709 reporting that gift, the 

consequence is that the federal gift tax exemption remaining has been reduced by $100,000 to 

$5,330,000.  This exemption amount is now also the amount remaining for federal estate tax 

purposes. 

 One issue to consider is whether or not the client even wants to make a completed gift to 

a third party-settled trust, because the client wants to pay all of the income taxes of the trust, 

meaning that the client wants the trust to be a grantor trust.  Generally, a transfer to a grantor 

trust is not a completed gift, because the grantor retains control of the trust assets.  However, if a 

client also wants to reduce his or her taxable estate for federal estate tax purposes, and the trust is 

being considered as a vehicle for gifting assets from the client to others, then the best advice is 

for the client to make a completed gift to a trust that would exclude the assets from his or her 

federal taxable estate at death.  There is a hybrid use of grantor trust status that can accomplish 

both goals, that is, having transfers to the trust be completed gifts for gift tax purposes and 

retaining grantor trust status for income tax purposes.  These trusts are referred to with the odd 

name, Intentionally Defective Grantor Trusts (“IDGT”).  The trust is a grantor trust, often 



19 
 

containing the administrative power of the grantor to substitute trust property of equal value.  All 

other aspects of the trust provide for complete separation of control by the grantor.  Thus the 

grantor trust is “defective,” because control by the grantor is so limited.  A gift to an IDGT is a 

completed gift.  Using an IDGT, which can be  a special needs trust, can enable a grantor to pay 

the income tax liability for the trust as well as treat the trust assets as entirely separate from the 

grantor’s taxable estate for federal estate and gift tax purposes. 

IV. Generation-Skipping Transfer Tax 

 A subset of the federal gift tax and the federal estate tax is the Generation-Skipping 

Transfer Tax (“GST”).13  This is an extra tax on lifetime gifts or gifts from a decedent if the gift 

transfers to a “skip person,” meaning to a person in a generation below another living person.  

For example,  if grandpa wants to give a gift to grandchild, and the parent of grandchild who is a 

child of grandpa is alive, grandchild is a skip person.  In this example, if the gifts exceeds the 

value of the remaining gift tax exemption amount available to grandpa, then there will be gift tax 

as well as GST tax assessed.  The exemption amount for the GST tax is the same amount as the 

gift and estate tax exemption. 

V. Federal Estate Tax 

 The federal estate tax is an excise tax assessed on property that passes at the death of the 

owner to his or her beneficiaries.14  Property that is subject to the federal estate tax is that 

property over which the decedent had control at death or held a power that gave him or her 

sufficient control to cause inclusion in the federal taxable estate.  Similar to the gift tax, there are 

some transfers that are exempt from tax, notably transfers to a spouse and to charities.  The rate 

                                                 
13  IRC §§ 2601-2664 
14  IRC §§ 2001-2058 
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for the federal estate tax in 2015 is 40%, assessed on the net value of the assets as of the date of 

death.  The exemption amount for the federal estate tax is $5,430,000 in 2015, meaning that an 

estate valued at less than that is not subject to the tax.15  Although the exemption amount is very 

high, there are circumstances when one should take the federal estate tax rules into account.  For 

example, even if an estate value is below the exemption amount, when appreciated property 

transfers as a result of death, the basis “steps up” to the value of the property at the date of death, 

thus reducing capital gains tax on inherited assets.16 

 A. Special Needs Trusts. 

  1. Self-settled d(4)(A) Special Needs Trusts.  It is not uncommon for a 

plaintiff to obtain a settlement of a significant amount as a result of injuries sustained by 

someone’s negligence.  In these cases, if the plaintiff has been permanently disabled as a result 

of the incident and will require substantial medical care for the rest of his or her life, it is 

appropriate to direct the settlement recovery to a special needs trust in order to secure eligibility 

for Medicaid for the plaintiff.  Under Medicaid rules, funds received in a recovery are deemed to 

belong to the plaintiff.  Therefore, the only kind of special needs trust that can be used in this 

planning is a d(4)(A) trust as long as the plaintiff is disabled and under age 65.  For tax purposes, 

this trust is includable in the plaintiff’s taxable estate, because he or she transferred the funds 

while retaining an interest in the funds, even though that interest is subject to the discretion of the 

trustee.  Because of the payback requirement to Medicaid, however, if the medical needs of the 

beneficiary are substantial, it is likely that the corpus of the trust will be reduced significantly at 

the death of the beneficiary in order to pay the debt to Medicaid.  While this may be the case, 

                                                 
15  The Taxpayer Relief Act of 2013 provided for a new concept called “portability” by which any leftover 
exemption amount in the estate of one spouse can be transferred to the surviving spouse. 
16  IRC 1014; Treas. Reg. 1.1014-1 
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however, it is important that the practitioner not overlook traditional estate planning techniques 

to reduce federal estate tax when drafting a special needs trust that will hold a recovery over 

$5,430,000 in 2015. 

  2. Third Party Settled Special Needs Trusts.  A special needs trust that is 

funded by a third party should take into account traditional federal estate tax planning techniques 

as well.  While the third party special needs trust may not be includable in the estate of the 

beneficiary, it is important to consider the remainder beneficiaries when drafting these trusts.  A 

third party-settled special needs trust can include generation-skipping transfer tax exemption 

planning so that at the death of the beneficiary, his or her children, or the other issue of the 

grantor, can benefit from generation-skipping tax exemption planning.  If a beneficiary of a 

special needs trust is able to access public benefits, and if most of the needs of the beneficiary 

are provided by such benefits, it is likely that the special needs trust can grow in value and may 

not be expended during the life of the beneficiary.  One can include a limited power of 

appointment for the beneficiary, if he or she is competent, which will not cause inclusion of the 

trust in his or her taxable estate, but will provide for some control over the future of the trust 

corpus, particularly if the beneficiary has children.  By keeping in mind that this planning should 

benefit others in the future, a practitioner can provide good advice to a wealthy client who wants 

to provide significant funds that will be there if needed for a disabled family member, but will 

also provide prudent estate planning for other people for whom the grantor may wish to provide. 

Conclusion 

 When planning for clients who lack capacity or may have other disabilities, providing for 

their special needs is paramount.  However, the rules for income taxation, both for trusts and for 
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estates and individuals, must be considered.  Interrelated with the income tax rules are the rules 

for capital gains, gifts and for the transfer of property at death. 
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WHAT IS A GRANTOR TRUST,  
AND WHEN DO YOU NEED AN EIN? 

 
 

 
Income Taxation of Trusts 

 The story of grantor trusts begins with an explanation of the income taxation of trusts.  

There are three ways that income earned by a trust can be described.  The three types of income 

in trusts are: “trust accounting income” as defined in Treas. Reg. §1.643(b)-1; “income” as 

defined in Treas. Reg. §1.671-2(b); and “distributable net income” as defined in Treas. Regs. §§ 

1.652(a)-1 and 1.661(a)-2.  Trust accounting income is all of the earnings of the trust which may 

or may not be distributed.  Trust accounting income is akin to “gross income” in that it is the 

total of everything that is earned by the trust assets, which may include interest, dividends and 

capital gain.1  Income is the earnings of the trust which are attributed for income tax purposes to 

the trust, the beneficiary or the grantor.  It can be understood as “taxable income.”2  Distributable 

net income is the calculation of what has been distributed by the trust during the tax year.  

Distributable net income is a deduction against the taxable income of the trust.  It may represent 

the value of principal that was distributed by the trust.  A distribution of principal that is less than 

or equal to the accounting income of the trust will “drag out” the equivalent value of income 

earned.3  Distributable net income is reported as distributed to the individual taxpayer as income, 

and that taxpayer must report the distribution as income.   

 Federal income taxation of trusts depends initially on whether a trust is categorized as a 

“grantor trust,” in which the taxable income is attributed to the “grantor” of the trust, or a “non 

grantor trust,” which is all other trusts.  The provisions in the Internal Revenue Code (“Code”) 

                                                 
1  Treas. Reg. § 1.643(b)-1. 
2  Treas. Reg. § 1.671-2(b). 
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pertaining to taxation of non grantor trusts are found in Chapter J, Sections A through D, and the 

provisions in the Code pertaining to grantor trusts are found in IRC §§ 671 to 678.  A non 

grantor trust has its own employer identification numbers (“EIN”) and if the trust earns any 

taxable income or gross income of more than $600, it must file an income tax return each 

calendar year using Form 1041. 

 On the Form 1041, a trust may be identified as either a simple trust or a complex trust.  A 

simple trust is one which distributes all of the income in a tax year.4  A complex trust is every 

other kind of trust other than a simple trust.5  A complex trust, for example, could be a 

discretionary trust, where distributions of income and principal are discretionary with the trustee.  

In a given year, the trustee of a discretionary trust may decide to distribute all of the income to 

the beneficiary.  In that particular tax year, the trust would be a simple trust.  However, in the 

following tax year, the trustee may decide to retain some of the income and reinvest it.  In that 

tax year, the trust would be a complex trust.  A qualified disability trust is a complex trust with a 

disabled beneficiary.  Non grantor special needs trusts are generally complex trusts, because they 

would never be drafted to have a mandatory distribution of income each year.  However, if all 

income were distributed, the special needs trust could be a simple trust for that tax year, and it 

could also be a qualified disability trust. 

 Trusts, like individual taxpayers, may take deductions against trust accounting income.  

The primary deduction and usually the largest deduction is distributable net income.  The trust 

uses the amount of income that has been distributed as a deduction against its own taxable 

income.  Consider the trust as a funnel and you can see that the income that it keeps is the 

amount that it brings in minus the amount that it sends out.  The calculation of distributable net 

                                                                                                                                                             
3  IRC § 651; IRC § 661. 
4  IRC § 651. 
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income is too complex for our purposes here.  However, it needs to be noted that even if the trust 

does not distribute trust accounting income, but instead distributes an item of principal, such as 

real estate, to the extent that the value of the principal that was distributed is more than or equal 

to the trust accounting income, the trust will report a distribution of all of its income.6  The 

beneficiary of the item of principal will ordinarily receive a Schedule K-1 from the trustee 

reporting that the beneficiary received income even if the beneficiary did not receive any cash.  

This is how distributable net income works.  The amount of distributable net income can be 

reduced by deducting expenses of the trust, such as administrative expenses or fiduciary fees. 

 Trusts, like individuals, have exemptions against taxable income.  A simple trust, one 

which distributes all of its income, may take an exemption of $300 per year.7  Therefore, the 

trust may report that it distributed all but $300 of its income, and reduce its taxable income to 

zero with the exemption.  This saves the taxpayer $300 in reportable taxable income.  Complex 

trusts have an exemption of $100.8  Qualified disability trusts may use the amount of the 

personal exemption of the beneficiary as the exemption amount of the trust.9 

                                                                                                                                                             
5  IRC § 661. 
6  IRC § 652. 
7  IRC § 642(b). 
8  IRC § 642(b)(2)(A). 
9  IRC § 642(b)(C)(i). 
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 Trusts have the same tax rates as individuals.  However, the tax brackets of trusts are 

highly compressed.  For example, in 2015, a trust will pay the highest rate of 39.6% on taxable 

income over $12,300.10  Consequently, a trustee of a complex trust will want to carefully 

consider the income tax consequences of retaining income in the trust, because more dollars will 

be paid in income tax by the trust than by an individual taxpayer on the same amount of income.  

Furthermore, as of January 1, 2013, the Health Care and Education Reconciliation Act of 2010 

imposed a Medicare surtax of 3.8% on taxpayers who are in the highest federal income tax 

bracket, which in 2015 is 39.6%.11  This rate is imposed on income calculated under a new 

method called Modified Adjusted Gross Income (“Modified AGI or MAGI”).  MAGI is defined 

as adjusted gross income (“AGI”) increased by the excess of (a) the amount excluded from gross 

income under IRC § 911(a)(1), over (2) the amount of any deductions taken into account in 

computing AGI or exclusions disallowed under IRC § 911(d)(6) with respect to the amounts 

described in the previous paragraph (1).12  MAGI includes tax exempt income and Social 

Security income not otherwise included in AGI.  Individual taxpayers who have MAGI over 

$200,000 will pay the Medicare surtax.  Estates and trusts, other than charitable trusts, are 

subject to this surtax on the lesser of undistributed net investment income or the excess of AGI in 

                                                 
10 2015:  If Taxable Income Is: The Tax Is: 

  Not over $2,500 15% of the taxable income 
Over $2,500 but not over $5,900 $375 plus 25% of the excess over $2,500 

Over $5,900 but not over $9,050 $1,225 plus 28% of the excess over $5,900 

Over $9,050 but not over $12,300 $2,107 plus 33% of the excess over $9,050 

Over $12,300 $3,179.50 plus 39.6% of the excess over $12,300 
  + 3.8% Medicare Surtax 

 
11 P.L. 111-152; IRC § 1411(a)(2)(A) & B 
12 Id. 
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excess of the highest tax bracket.13  Therefore, trusts that retain income in excess of $12,300 in 

2015 will pay federal income tax on the amount over $12,300 at 39.6%, plus pay a surtax of 

3.8% on the MAGI amount, making the effective federal rate 43. 4%.  Additionally, in 2015, as a 

result of the American Taxpayer Relief Act of 2013 (“ATRA”), non grantor trusts have even 

further income tax burdens.  The ATRA imposes a higher capital gain rate of 20% on taxpayers 

in the 39.6% bracket, which for a trust occurs when taxable income exceeds $12,300.14  For 

individual taxpayers, the income threshold for the 20% capital gain rate is $413,201 for single 

filers in 2015.15 

 As stated earlier, one of the three types of income defined in the Internal Revenue Code 

is simply called “income.”  The definition of income for trust purposes is that amount that is 

attributed for tax purposes to a particular individual taxpayer.16  That taxpayer can either be the 

trust, the beneficiary of the trust or it can be the grantor.  To whom the income is attributed is 

determined by the terms of the trust agreement.  If a trust is a non grantor trust, the income 

retained by the trust will be attributed to the trust, and the income distributed will be attributed to 

the beneficiary.  However, if a trust is a grantor trust, whether the trust is a simple trust or a 

complex trust, no matter who actually receives the earnings of the trust, the grantor will report on 

his or her Form 1040 the income earned by the trust.  As drafters of trust agreements, therefore, 

it is very important that we understand what provisions of trust agreements will govern to whom 

the income for tax purposes will be attributed.   

 

 

                                                 
13 Id. 
14 Rev. Proc. 2013-15, § 2.01, Table 5. 
15 IRC § 1(h)(1) and § 1(i)(3) as amended by ATRA §§ 101 and 102. 
16  Treas. Reg. § 1.671-2(b). 
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The Grantor Trust Rules 

 Prior to 1940, income tax rates and brackets were spread so broadly that some taxpayers 

transferred assets to trusts naming lower bracket taxpayers as the beneficiaries in order to reduce 

income tax paid on the earnings of the trust assets.  However, the grantors retained significant 

control over the trusts.  The United States Supreme Court ruled in Helvering v. Clifford that the 

income earned by the trust would be taxable to the grantor, even though the income was actually 

distributed to the beneficiary, because of the amount of control retained by the grantor.17  The 

Internal Revenue Service (“IRS”) issued regulations called the “Clifford Regulations” in 1946, 

and in 1954 new sections were added to the Code, which are now the grantor trust rules.  While 

income tax rates today are not as far apart as they were in 1954, and even though the IRS 

targeted abuses with the grantor trust rules, those rules offer favorable opportunities for 

taxpayers today.  The grantor trust rules are found at Sections 671 to 678 in the Code and in the 

accompanying Treasury Regulations at Sections 1.671-1 to 1.678(a)-1 et.seq. 

 To begin with, the Code defines what a grantor is.18  In our practices, we usually 

associate the term “Grantor” with the person who creates a trust.  We understand that this term 

can be substituted with the terms “Trustor” or “Settlor.”  However in the Code, the term 

“grantor” has a specific meaning that is somewhat broader than what we are accustomed to.  In 

Treasury Regulation Section 1.671-2(e)(1), the term “grantor” for the purposes of the grantor 

trust rules can be a person who creates a trust (the meaning with which we are comfortable) or a 

person who makes a gratuitous transfer to a trust, directly or indirectly. (In this paper, the term 

“Grantor” will be capitalized when referring to the creator, Settlor or Trustor of a trust.  The term 

“grantor,” without being capitalized, will refer to the term as defined in the Code.)  Therefore, a 

                                                 
17 Helvering v. Clifford, 309 U.S. 331 (1940). 
18  IRC § 671. 
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person who creates a trust and has the title of Grantor according to our common meaning of the 

term might fit one of the definitions of grantor under the Code.  However, there can be additional 

grantors under the Code who are persons who gratuitously transfer anything into that trust.  The 

additional grantors can become such by either a direct transfer or an indirect transfer.  What 

would that look like?  Let’s say that a parent created an irrevocable trust for a child.  The parent 

is of course the Grantor or creator of the trust.  Somewhat later, a grandparent decides to make a 

gift to the trust for the benefit of the child.  Under Treas. Reg. Section 1.671-2(e)(1), the 

grandparent may also be a grantor, even though the grandparent did not create the trust.  The 

Code provides that a married couple can be counted as one grantor. 

 Under the Code, once a person has become a possible grantor by creating the trust or 

donating to the trust, if the terms of the trust establish sufficient control in such person, then the 

person is deemed to be the owner of the trust property, not the trust.  Thus the grandparent who 

transferred property in the above example could be treated as the continuing owner of the 

transferred property, depending on the terms of the trust.  For income tax purposes, the grantor is 

taxed on the income earned by the property in the trust of which the grantor is deemed to be the 

owner. 19  The trust is ignored for income tax purposes and the income is treated as if it were 

distributed to the grantor, even if it is not actually distributed to the grantor.  In the example of 

the transfer from the grandparent, if the grandparent is a grantor, the income earned by the assets 

in the trust that were contributed by the grandparent is attributed to the grandparent for income 

tax purposes.  Therefore, if a drafter wants income to be attributed to the person who establishes 

a trust, or to persons who contribute assets to the trust but who did not create the trust, then the 

drafter needs to make sure that the terms of the trust agreement provide sufficient control in the 

grantor to establish a grantor trust. 
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 The status of grantor in the Code is determined by who can exercise sufficient control 

over the trust under the terms of the agreement so as to create an ownership interest in the trust.  

Helpfully, the elements of control that are recognized are defined and described in the Code.  If a 

person has any of the following powers, and if he or she created or contributed property to the 

trust, he or she will have grantor status.  It should also be remembered that a person can renounce 

or relinquish such powers in order to evade grantor status. 

 In Section 672 of the Code, we learn that the status of the grantor trust can be defeated 

even if some of the following powers exist if the exercise of that power can be blocked by an 

adverse party.20  An adverse party is any person having a substantial beneficial interest in the 

trust which would be adversely affected by the exercise or nonexercise of the power which he 

possesses respecting the trust.21  Sounds circular, doesn’t it?  We will see how this plays out in 

the following paragraphs. 

1. Reversionary Interest 

 If the grantor retains a reversionary interest in the contributed property, this will establish 

a grantor trust.22  For example, a parent creates a trust for a child, and the terms of the trust state 

that income and principal can be distributed for the child by the trustee, but if the child takes up 

gambling, the trust will revert to the grantor.  This would be a grantor trust because of the 

reversionary interest.  Even though the trustee might distribute the income to the child during the 

term of the trust, for income tax purposes, the income would be attributed to the parent who 

would pay income tax on all income earned and distributed by the trust.23  This power pertains 

only to that part of the trust that is more than 5% of the value of the trust at the inception of the 

                                                                                                                                                             
19  Id. 
20  IRC § 672(a). 
21  Id. 
22  IRC § 673(a).   
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trust.24  It does not apply to an interest that reverts to a parent of a child who dies before the age 

of 21.25 

2. Retaining Power to Control Beneficial Enjoyment 

 If the grantor retains a power to control the beneficial enjoyment of the trust or to direct 

the disposition of trust assets, this creates a grantor trust.26  In this section, we see the role of an 

adverse party as a way to convert what would be a grantor trust away from being a grantor trust.  

If the grantor retains the power to change beneficiaries, or how much a particular beneficiary will 

receive, and the exercise of such power does not require the consent or approval of an adverse 

party, the trust is a grantor trust.27  The power given to the adverse party could defeat the grantor 

trust status, unless it fits one of the following exceptions. 

 The following powers, even if their exercise would require an adverse party’s consent, 

will not defeat grantor trust status.  These exceptions are:  a power to apply income to support a 

dependent to the extent that the grantor would not be subject to tax; the power affecting 

beneficial enjoyment only after the occurrence of an event; a power exercisable only by Will 

unless that power is in the grantor to appoint income that has been accumulated for the grantor to 

dispose of without the consent of an adverse party; a power to allocate among charitable 

beneficiaries; a power to distribute corpus according to an ascertainable standard or for a current 

income beneficiary as long as the distribution of corpus is chargeable against the share of the 

beneficiary; a power to withhold income temporarily from a beneficiary as long as the 

beneficiary will ultimately receive such income; a power to withhold income during the 

                                                                                                                                                             
23  IRC § 673(b). 
24  IRC § 673(a). 
25  IRC § 673(b)(2). 
26  IRC § 674(a). 
27  Id. 
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disability of a beneficiary; or, a power to allocate between income and principal.28  A power to 

add after-born or after-adopted children to the beneficiaries or class of beneficiaries does not 

confer grantor trust status.29   

3. Retaining Certain Administrative Powers 

 Section 675 of the Code lists several administrative powers that, if possessed by the 

creator of or donor to a trust, will establish an ownership interest sufficient to obtain grantor 

status for that person.  These powers, which may be exercised by the grantor or a nonadverse 

party without the approval of an adverse party, include: a power to dispose of corpus for less 

than fair consideration;  a power to borrow from the trust without adequate interest or security; a 

power to borrow corpus and not repay it by the end of the tax year; a power of administration in 

a non-fiduciary capacity, which includes a power to vote stock, a power to direct investments, or 

a power to reacquire trust corpus by substituting other property of equal value.30  By inserting 

any one of these administrative powers into a trust agreement, and having a person retain any of 

these powers, one can achieve grantor status for that person. 

4. Power to Revoke 

 Section 676 describes one of the more straightforward powers to achieve grantor status, 

which is the power to revoke the trust, or the portion of the trust of which the grantor is the 

donor.  This power must be exercisable by the grantor or a non adverse party.31  The provision 

will not apply to a power that can only affect the beneficial enjoyment of the grantor for a period 

                                                 
28  IRC § 674(b). 
29  IRC § 674(d). 
30  IRC § 675(1) through (4). 
31  IRC § 676(a). 
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commencing after the occurrence of an event such that the grantor would not be treated as the 

owner under Section 673 if the power were a reversionary interest.32 

5. Income Retained for the Benefit of Grantor 

 Section 677 of the Code states that the grantor will be treated as the owner of any portion 

of a trust whose income may be distributed to the grantor or the grantor’s spouse without the 

approval of an adverse party, or held or accumulated for future distribution to the grantor or the 

grantor’s spouse, or may be applied to the payment of premiums on policies of insurance on the 

life of the grantor or the grantor’s spouse.33  This provision does not apply if the distributions of 

income are applied for the support or maintenance of a beneficiary for whom the grantor has an 

obligation of support.34 

To Be or Not To Be 

 Now that we know that grantor trust status comes into being depending on how the trust 

is drafted, and we know what those powers are that establish a grantor trust, what are the 

ingredients of the decision that determine whether or not we want grantor trust status?  

Obviously, if a grantor wants to retain the power to revoke a trust and wants to be the primary 

beneficiary of all of the income, then the client has spoken and we will draft a grantor trust.  All 

of those revocable “living trusts” that we draft are grantor trusts, because they are really self-

settled custodial accounts established for convenience, incapacity planning and the avoidance of 

probate.  Self-settled irrevocable trusts can also be grantor trusts when the grantor is the 

beneficiary.  Examples are Income Only Trusts, Grantor Retained Annuity Trusts (“GRAT”), 

Qualified Personal Residence Trusts (“QPRT”) and certainly d(4)(A) special needs trusts.  

During the lifetime and capacity of the grantor or grantors, these are grantor trusts.  The issue of 

                                                 
32  IRC § 676(b). 
33  IRC § 677(a). 
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whether or not to elect grantor trust status arises only when our client wishes to establish an 

irrevocable third party-settled trust for the benefit of someone else.  In these cases we may elect 

to create a trust that is not a grantor trust or one that is a grantor trust.  Thus, Hamlet’s famous 

question comes to mind.  The contemplation of these issues must also take into account the 

relationship of the grantor trust rules, which are income tax rules, with the gift tax and estate tax 

rules. 

 One issue to consider is whether or not the client wants to make a completed gift to a 

third party-settled trust.  Generally, a transfer to a grantor trust is not a completed gift, because 

the grantor retains control of the trust assets.  If a client wants to reduce his or her taxable estate 

for federal estate tax purposes, and the trust is being considered as a vehicle for gifting assets 

from the client to others, then the best advice is for the client to make a completed gift to a trust 

that would exclude the assets from his or her federal taxable estate.   

 The transfer to the special needs trust is an incomplete gift if the grantor retains sufficient 

control to cause inclusion in his or her estate.35  It is not uncommon for a family to want to retain 

a large amount of control over a special needs trust, because often the parent is the primary 

caregiver and has been providing care for the disabled child for many years.  Furthermore, the 

life expectancy of the disabled child may be shorter than other siblings.  Therefore, having the 

client retain the inter vivos power to name other beneficiaries or future beneficiaries often fits 

with the facts of the situation.  Retaining a testamentary power of appointment to name 

remainder beneficiaries would confer grantor trust status under Section 674 of the Code and 

would make the gift an incomplete gift.36  Therefore, even if all of the income of the trust were 

distributed to the beneficiary, the grantor will have the income for income tax purposes attributed 

                                                                                                                                                             
34  IRC § 677(b). 
35  Treas. Reg. § 25.2511-2(b). 
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to him or her.  This will relieve the trust and the beneficiary from having to pay income tax on 

the earnings and distributions of the trust.  It will also relieve the parent from the problem of 

making taxable gifts to the trust.  Finally, the income earned by the trust will be taxed at the rate 

of the grantor, not at the rate of the trust. 

 There is a hybrid use of grantor trust status that can accomplish both goals, that is, having 

transfers to the trust be completed gifts for gift tax purposes and retaining grantor trust status for 

income tax purposes.  These trusts are referred to with the odd name, Intentionally Defective 

Grantor Trusts (“IDGT”).  The trust is a grantor trust, often with the administrative power of the 

grantor to substitute trust property of equal value.  All other aspects of the trust provide for 

complete separation of control by the grantor.  Thus the grantor trust is “defective,” because 

control by the grantor is so limited.  A gift to an IDGT is a completed gift.  Using an IDGT, 

which can be a special needs trust, can enable a grantor to pay the income tax liability of the trust 

as well as treat the trust assets as entirely separate from the grantor’s taxable estate for federal 

estate and gift tax purposes.   

When Does a Trust Need a Separate EIN 

 A grantor trust with one grantor does not need a separate EIN.37  If only one grantor 

provides the funding for a trust of which he or she retains sufficient control of the trust assets, all 

the trustee must do is to provide the name and Social Security number of the grantor and the 

address of the trust to all payers of income to the trust.  Therefore, the payers will issue K-1s or 

1099s to the Trustee using the Social Security number of the grantor.  The grantor will report the 

income on his or her Form 1040.  If the Trustee of the grantor trust is the same as the sole 

grantor, there is no need to provide a separate address of the trust to payers.  An example of such 

                                                                                                                                                             
36  Id. 
37 Treas. Reg. § 301.6109-1(a)(2) 
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a grantor trust is a d(4)(A) special needs trust.  The sole grantor is also the sole beneficiary of the 

trust, and the grantor retains the right to all of the income of the trust.  The d(4)(A) trust will 

always have a Trustee who is not the same person as the grantor, but that does not affect grantor 

trust status.  Transfers to the d(4)(A) trust by the disabled beneficiary are not completed gifts, 

because the grantor retains the benefit of the transferred assets.  The d(4)(A) trust would not file 

a Form 1041, and income earned would be reported on the disabled grantor’s Form 1040. 

 GRATs, QPRTs and Income Only Trusts do not need to apply for a separate EIN if they 

have only one grantor, because they are all grantor trusts.  A Qualified Settlement Fund (“QSF”) 

can elect grantor trust status.38  If the QSF holds funds that have been contributed by one 

defendant or payer into the settlement, the transferor can attach a statement to its own income tax 

return stating that it elects to treat the QSF as a grantor trust, and include the legend “§ 1.468B-

1(k) Election.”  The QSF in that instance does not need a separate EIN or need to file a Form 

1041. 

 Some trusts or accounts are required by regulation to obtain a separate EIN.  A Qualified 

Subchapter S Trust (“QSST”) is required to obtain a separate EIN, even if it is a grantor trust.  

According to the proposed regulations for ABLE accounts, each account will be required to 

obtain an EIN separate from the disabled beneficiary, even if all of the funds in the ABLE 

account were transferred to the account by the disabled person.   

 Non grantor trusts always need to have a separate EIN.  In the area of special needs 

trusts, a trust that is a Qualified Disability Trust (“QDT”) is a non grantor trust.  In January, 

2002, with the passage of the Victims of Terrorism Tax Relief Act, a new category for the 

income taxation of trusts was created.  In addition to simple and complex trusts, we now have the 

                                                 
38 Treas. Reg. § 1.468B-1(k)(2) 
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QDT.39  A QDT obtains a higher tax deduction if the trust meets the requirements of the statute.  

A trust will qualify as a QDT if the beneficiary is disabled as defined by the Social Security Act 

(the “Act”), if the trust meets the definition of a disability trust pursuant to the Act, and even if 

remainder beneficiaries are not also disabled.  The benefit of being determined to be a QDT is a 

significant increase in the exemption that can be taken as a deduction against taxable income by 

the trust.  For a trust that meets the definition of a QDT, the exemption that is allowed for the 

trust is the allowable personal exemption for the individual beneficiary.  In 2015, the personal 

exemption is $4,000.  Therefore, if a QDT retains $5,000 of earned income, after taking the 

exemption amount, it would report $1,000 taxable income, and pay income tax in the 15% 

bracket in the amount of $150.  A complex trust that is not a QDT would have only a $100 

exemption, and thus would report $4,900 taxable income and pay $975 in tax in the 25% bracket.  

A QDT will be either a non grantor inter vivos special needs trust trust or a testamentary special 

needs trust. 

 There are occasions when a grantor trust could have its own EIN.  One example would be 

an IDGT, when the taxpayer grantor wants to clearly segregate the assets in the IDGT from his 

or her own estate.  A special needs trust can be an IDGT.  Another example occurs when an 

institutional holder of an account insists that because a trust is an irrevocable trust it must have a 

separate EIN.  The fight may not be worth having.  This occurs quite often when trustees of 

d(4)(A) trusts are opening accounts. 

 To obtain an EIN, the Trustee files Form SS-4 with the IRS.  There is a simple procedure 

for doing this on line.  Note that page 4 of the instructions for the Form SS-4 specify that one 

does not need a separate EIN for certain grantor-type trusts.  Once an EIN is obtained, the IRS 

                                                 
39 26 U.S.C. §642(b)(2)(C)(i),(ii). 
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will be looking for a Form 1041 to be filed for each year following the issuing of the EIN.  If no 

Form 1041 is filed, the IRS will issue a notice of failure to file to the Trustee. 

 When a grantor trust has an EIN that is different from the TIN of the grantor, the Trustee 

is required to file a Form 1041.  However, the taxpayer continues to be the grantor, not the trust 

or the beneficiary.  Therefore, the Form 1041 is merely an informational vehicle.  There are two 

options provided by the IRS for a grantor trust that is filing a Form 1041.  The first option, which 

many accountants believe is the simpler one, provides that the Trustee puts only the name of the 

trust and its EIN on the first page of the Form 1041, but does not provide any of the financial 

information or tax calculations on the Form 1041.  No Schedule K-1 is filed with an 

informational return.  Using an attachment to the Form 1041, the Trustee provides the name, 

Social Security number and address of the Grantor.  The income earned by the trust assets and 

any deductions taken are provided in the same detail as on the grantor’s Form 1040.  The grantor 

will then report all of the same information on his or her Form 1040. 

 The second option requires that the Trustee provide the EIN of the trust to all payers of 

income to the trust.  The Trustee must file 1099s with the IRS for each item of income showing 

the trust as payer and the grantor as payee on all income.  The 1099s will provide the Social 

Security number of the grantor to the IRS.  The Trustee then provides an annual statement to the 

grantor with the detail of the trust transactions and gives notice to the grantor that he or she must 

pay any income tax liability incurred by trust assets.   

 The Trustee may switch methods of reporting from one of the two options to the other.  

The Trustee may also switch the method of reporting away from using the separate EIN at all, 
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and to not file a Form 1041.  To do this, the Trustee must file a Final Form 1041, which 

effectively takes the EIN off the books of the IRS.40 

 To summarize this particular issue with regard to special needs trusts, the only time that 

the Trustee must obtain an EIN for a special needs trust is if the trust is a Qualified Disability 

Trust.  All self-settled special needs trusts are grantor trusts and should not have to acquire an 

EIN that is separate from the TIN of the grantor who is the disabled person.  However, some 

banking institutions may require a separate EIN, because they will not open the account for an 

irrevocable trust unless it has a separate EIN.  Third party-settled grantor special needs trusts 

should not have to obtain a separate EIN from the grantor, unless there is more than one grantor.  

For federal estate and gift tax purposes, if the special needs trust is an IDGT, it may be advisable 

to acquire a separate EIN, but it is not a requirement.  The IDGT is still a grantor trust.   

 

 

Conclusion 

 The provisions of Sections 671 to 678 of the Code, which describe the grantor trust rules, 

can be regarded as mysterious, hopelessly complex, or even irrelevant.  When the unified credit 

for federal estate tax was lower and income tax rates were higher, it may have been prudent to 

carefully avoid grantor trust status.  However, opportunities exist today that make the use of 

grantor trusts very advantageous.   

 There is not clear advice from the IRS, nor a bright line rule in trust law, about when to 

use an EIN separate from the grantor’s TIN for a trust.  One must look at the terms of the trust to 

understand whether the grantor is the taxpayer or not.  If the trust is a grantor trust with a single 

grantor, the Trustee may not need to apply for a separate EIN.  If the trust is not a grantor trust, it 

                                                 
40 See Instructions for Form 1041 and Schedules A, B, G, J, and K-1, page 12 
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must have a separate EIN.  If the trust is a grantor trust, but has a separate EIN for any reason, an 

informational Form 1041 can be filed using an attachment to show that income is to be reported 

by the grantor separately from the Form 1041, or the Trustee can file 1099s using the grantor’s 

TIN with the IRS in lieu of Form 1041. 
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I.  INTRODUCTION 

 As lawyers doing special needs trusts planning, the majority of our attention is directed at 

securing or protecting our client’s eligibility for public benefits and providing for their special 

needs.  Retirement plans can be a useful tool in achieving these goals, but only if a thorough 

analysis of the applicable rules is undertaken to ensure that the outcome is the one that is 

intended.  This article will review the applicable retirement plan rules and how they work with 

third party and first party special needs trusts. 

 

II.  RETIREMENT PLAN BASICS - HOW TO TALK THE TALK  

A.  What are Retirement Assets?  

   Individual Retirement Accounts (IRAs) 

   SEP-IRAs 

 Simple Plans 

   Keoghs 

   403(b) Plans 

   Defined Contribution Plans 
 

 Money Purchase 

 Profit Sharing 

 401(k) Plans 

 Defined Benefit Plans 

 

B.  Retirement Assets Are Income in Respect to a Decedent  

 Income in Respect to a Decedent (IRD) refers to all items of taxable income of a 

decedent that are not properly taxable to the decedent on his or her last or prior income tax 

return.1  IRD is not entitled to a step-up basis under I.R.C. § 1014.  As a result, IRD is 

always subject to income tax and may be subject to estate and generation skipping taxes.  

The beneficiary of the retirement asset is responsible for the income tax.2 

                                                           
1 I.R.C. § 691(a). 
2 If the estate is subject to federal estate tax, the recipient of the IRD asset may be eligible for an offsetting income 
tax deduction under I.R.C. § 691(c).  The IRD recipient claims the IRD deduction as a Schedule A itemized 
deduction. 
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C.  Required Beginning Date (RBD)  

 A participant must begin taking required minimum distributions (RMDs) from his or her 

retirement account by the required beginning date (RBD).3  The RBD is April 1st of the calendar 

year AFTER the calendar year in which the beneficiary turns 70 ½.4   

 Example: 

    Bob is born on 6/30/1942 

    Bob turns 70 on 6/30/2012 

    Bob turns 70 ½ on 12/30/2012 

    Bob’s RBD is 4/01/2013 

 

    Jane is born 7/1/1942 

    Jane turns 70 on 7/1/2012 

    Jane turns age 70 ½ on 1/1/2013 

    RBD is 4/1/2014 

 

D.  Required Minimum Distributions (RMDs)  

 RMDs must begin once a participant reaches his or her RBD.  RMDs are calculated based 

upon the Uniform Table.5  A participant’s RMD is calculated under the Uniform Table by 

dividing the factor into the balance of the participant’s retirement account as of December 31 as 

of the previous calendar year.   

 

Example: In 2013, Bob will be 75 years old.  The balance of his retirement 

account as of December 31, 2012 is $287,500.00.  Bob’s RMD is $12,555.00 

($287,500 divided by 22.9). 

                                                           
3 RMD does not apply to Roth IRA accounts. 
4 For qualified plans only, RBD rules do not apply to participants who are five percent or greater owner of the 
business and are not retired at age 70 ½.. 
5 See Exhibit A.   
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 The only exception to the use of the Uniform Table occurs when the participant’s spouse 

is more than ten years younger than the participant.  When the spouse is more than ten years 

younger, the participant has the option to use the Joint Life Expectancy Table. 

 

E.  Distributions at Death.  

 To determine the RMDs to the successor beneficiary after a participant passes away, you 

must know the following information: 

 

  1. Did the Participant die before or after his or her RBD? 

  2. Are there multiple beneficiaries? 

  3. Does the retirement account pass to a “Designated Beneficiary”, and who 

is the designated beneficiary? 

 The beneficiary of a retirement account must be determined by September 30 of the year 

following the year of the participant’s death.  This allows time for disclaimers to be filed, or 

separate accounts established for multiple beneficiaries. 

 

F.  Inherited IRA -Death Before Required Beginning Date  

 1.  Spouse as Designated Beneficiary  

 A spouse has the option to rollover the participant’s retirement account into an IRA in the 

spouse’s name.  To be eligible to rollover the IRA, the spouse must be named as the sole 

beneficiary of the retirement account.  If the spouse elects to rollover the retirement account, the 

spouse can defer distributions until the spouse’s RBD. 

 The spouse can treat the IRA as an “Inherited IRA” account.  Under this option, RMDs 

will be calculated based upon the spouse’s life expectancy under the Single Life Expectancy 

Tables.  Each year, the spouse is allowed to “recalculate” his or her RMDs under the table.  To 

recalculate, the spouse simply finds the factor associated with his or her age.   

 2.  Non Spouse Designated Beneficiary.  

 Beneficiary’s Life Expectancy.  If the participant dies prior to the RBD, with a 

designated beneficiary other than the surviving spouse, RMDs will be made based upon the 

designated beneficiary’s life expectancy using the Single Life Table.6  To calculate the RMD, the 
                                                           
6 Exhibit A. 
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beneficiary divides the balance of the account by the factor assigned to his or her age from the 

Single Life Table.  The beneficiary’s age is determined at the participant’s death.  Each year, the 

beneficiary simply subtracts one from his or her initial factor.   

 

Example: If the beneficiary is 58 when the participant dies, the factor to 

determine the first RMD is 27.  The following year, the beneficiary’s factor to 

determine the RMD would be 26 (27-1). 

 

G.  Inherited IRA- Death After the Required Beginning Date  

 1.  Spouse as Designated Beneficiary  

 As previously explained, the spouse always has the option to rollover the IRA provided 

the spouse is the sole designated beneficiary.  If the spouse treats the IRA as an “Inherited IRA”, 

and the participant died after his or her RBD, the spouse has the option of taking distributions 

based upon  the greater of the spouse’s life expectancy under the Single Life Tables 

(recalculated) or the life expectancy of the participant (without the recalculation option). 

 

 2.  Non Spouse Designated Beneficiary  

 Distributions Over the Greater of the Beneficiary’s or the Participant’s Life 

Expectancy.  When the participant dies after RBD with a designated beneficiary who is not the 

surviving spouse, RMDs are calculated based upon the greater of the beneficiary’s life 

expectancy or the participant’s life expectancy using the Single Life Tables.   

 To determine the RMD, the beneficiary would locate the factor associated with the 

beneficiary’s age as of the participant’s date of death (or the factor assigned to the participant’s 

age if the participant is younger than the beneficiary).  Each year, the beneficiary simply 

subtracts one from his or her initial factor.   

 

Example: If the beneficiary is 58 when the participant dies, the factor to 

determine the first RMD is 27.  The following year, the beneficiary’s factor to 

determine the RMD would be 26 (27-1).  If the participant was 50 when he died, 

the beneficiary could use a factor of 34.2 for calculating the RMDs.  
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 The designated beneficiary must take the first distribution by December 31 of the 

calendar year after the year in which the participant died.  If the beneficiary fails to take the first 

RMD by that date there will be an automatic election to default to the five-year rule. 

 

H.  No Designated Beneficiary  

 If the participant does not have a designated beneficiary and died before his or her RBD, 

then the retirement plan assets must be distributed under the five-year rule.7  After the participant 

reaches his or her RBD with no designated beneficiary, then the retirement plan assets are 

distributed out over the participant’s remaining life expectancy under the single life table. 

 The following entities are not treated as designated beneficiaries: 
 

 Estate 

   Charity 

   Non-Qualified Trust 

   Other Entity, such as a corporation or partnership. 

 

I.  Five-Year Rule  

 Under the five year rule, all the retirement assets must be distributed to the beneficiary no 

later than December 31 of the calendar year five years from the participant’s death.  There is no 

requirement that the retirement assets be distributed equally over the five years.  The beneficiary 

may wait until the fifth year to distribute the entire balance of the retirement account. 

 

J.  Multiple Beneficiaries 

 If there are multiple beneficiaries whose interests do not constitute separate accounts, 

then the following rules apply: 

 

 1. Unless all the beneficiaries are individuals or a qualifying trust, then the 

participant does not have a “designated beneficiary.” 

 2. If all the beneficiaries are individuals, or a qualifying trust, then you must use the 

life expectancy of the oldest designated beneficiaries for all the beneficiaries or 

the five-year rule applies. 
                                                           
7I.R.C. § 401(a)(9)(B)(ii). 
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 The Code provides two possible ways to get around the multiple beneficiary rule: 

 

 1. Separate Accounts.  If you can divide each beneficiary’s share into a separate 

account, then each beneficiary can use their own life expectancy.  The regulations 

reference “establishing” a separate account after the death of the participant8. 

Therefore, a bequest of separate interests to each beneficiary will not create 

separate accounts.  It is necessary to contact the retirement plan custodian and 

physically divide the account into separate shares.  You should note that the 

separate account rule does NOT apply to multiple beneficiaries who take their 

interest through a trust that is named as a beneficiary of the retirement plan. 

 2. Disclaimer.  Disclaimers will be discussed in more detail later on in Section V. 

 

K.  Titling an Inherited IRA Account. 

 For inherited IRA accounts, you should request the custodian to title the account as 

follows: 
 
   John Doe, (Deceased) IRA fbo John Doe, Jr. 

   John Doe, (Deceased) IRA fbo John Doe, Jr., Trustee of the Jane 

 Doe Special Needs Trust, as created under the John Doe Living 

 Trust Agreement, Dated May 1, 2004. 

   John Doe, (Deceased) IRA fbo John Doe, Jr., Trustee of the Jane 

 Doe Special Needs Trust, as created under the Last Will and 

 Testament of John Doe, Dated May 1, 2004. 

 You should not retitle the inherited IRA account in the name of the beneficiary. 

 

III.  NAMING A TRUST AS A BENEFICIARY OF A RETIREMENT ACCOUNT 

 After the death of a participant, the remaining balance of the retirement account may be 

distributed over the life expectancy of the beneficiary if the participant has a “Designated 

Beneficiary.”  Under the general rule, a designated beneficiary must be an individual.  A trust 

                                                           
8 Reg. Sec.1.401(a)(9)-8. 
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will meet the definition of a designated beneficiary, for the minimum distribution rules, if the 

trust meets the following requirements: 
 

1. The Trust must be valid under state law, or would be but for the fact that there is no 

corpus9; 

2. The trust is irrevocable or will, by its terms, become irrevocable upon the death of the 

participant10; 

3. The beneficiaries of the trust who are beneficiaries with respect to the trust’s interest 

in the participant’s benefit, must be “identifiable from the trust instrument”11; and 

4. Certain documentation must be provided to the plan administrator12. 

A. Determination Date  

 The date when the beneficiaries must be determined is September 30 of the calendar year 

that follows the calendar year of the account owner’s death. Example: Sarah died on April 29, 

2012.  The determination date for her IRA and QRP accounts will be September 30, 2013.  The 

minimum distributions will be computed based only on the beneficiaries who still have an 

interest on the determination date.  If a beneficiary’s interest is eliminated between the time that 

the account owner died and the determination date – for example by a cash out or a disclaimer – 

then that beneficiary will not have any impact on the required minimum distributions 

 

B.  Conduit Trusts  

 If the trust meets the above requirements, the beneficiaries of the trust13 (and not the trust 

itself) will be treated as a designated beneficiary.14  In other words, the IRS will look  through 

                                                           
9 There is no PLR, regulation, or other IRS pronouncement giving an example of a trust that would flunk this 
requirement.  
10 A trustee’s power, after the participant’s death, to amend the administrative provisions of the trust should not be 
considered a power to “revoke.”  However, the IRS has never given an example of a trust that does not become 
irrevocable at the participant’s death. 
11 “A designated beneficiary need not be specified by name in the plan or by the employee to the plan ... so long as 
the individual who is to be the beneficiary is identifiable under the plan.  The members of a class of beneficiaries 
capable of expansion or contraction will be treated as being identifiable if it is possible to identify the class member 
with the shortest life expectancy.”  Reg. Sec. 1.401(a)(9)-4, A-1. 
12 The deadline for supplying this documentation with respect to post-death distributions is October 31 of the year 
after the year of the participant’s death.  Reg. Sec. 1.401(a)(9)-4, A-6(b).  This deadline is one month after the 
beneficiary finalization date. 
13 Provided all of the beneficiaries named in the trust are individuals. 
14 Reg. Sec. 1.401(a)(9)-4. A-5(a). 
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the trust directly at the beneficiary to determine if the participant has a designated beneficiary.  

This type of trust is commonly referred to as a “See Through Trust” or a “Conduit Trust.”  

You should remember that the “Separate accounts” treatment and the spousal rollover options 

are not available to any trust, even a see-through trust. 

 Neither the Code nor the Regulations use the term “Conduit trust” or “See Through 

Trust”.   Both terms have been adopted as a common usage name for a trust under which the 

trustee has no power to accumulate retirement plan distributions in the trust.  With a conduit 

trust, the trustee is required, by the terms of the governing instrument,  to distribute the RMDs to 

the beneficiaries of the trust on a current basis so that no amounts distributed from the qualified 

plan or IRA during the current beneficiaries’ lifetimes are accumulated for the benefit of 

subsequent beneficiaries.15  The trustee has no power to hold or retain in trust any plan 

distribution made during the lifetime of the conduit trust beneficiary. 

 If the designated beneficiary (or life beneficiary of the conduit trust) lives to his life 

expectancy, he will have received 100 percent of the benefits and the remainder beneficiary will 

receive nothing.16  

 The IRS considers the conduit beneficiary as the sole beneficiary of the trust.  All 

beneficiaries other than the conduit beneficiary are considered mere potential successors and are 

disregarded.  The retirement benefits are deemed paid “to” the individual conduit trust 

beneficiary for purposes of the minimum distribution rules, and accordingly the “all beneficiaries 

must be individuals” test is satisfied.  Any remainder beneficiaries are disregarded for purposes 

of calculating the RMDs because the IRS regards them as mere potential successors to the 

conduit beneficiary’s interest.17 

 

C.  Accumulation Trusts  

  If it is necessary to qualify a beneficiary for a means tested public benefits program such 

as Medicaid or SSI, a conduit trust is not going to be a very workable option.  If the trust requires 

that all RMDs are passed through to the beneficiary, you will disqualify the beneficiary from 

receiving means tested public benefits.   
                                                           
15 Reg. Sec. 1.401(a)(9)-5, A-7(c)(3). 
16 For trust accounting purposes the Uniform Principal and Income Act requires a portion of the distribution to be 
set aside for the remainder beneficiaries unless the document directs otherwise.   
17 Reg. Sec. 1.401(a)(9)-5, A-7 (c)(3).  
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 To maintain the disabled beneficiary’s eligibility for public benefits, the trustee must be 

given the power to accumulate RMDs in the trust.  With an accumulation trust, you will be 

required to use the life expectancy of the oldest potential remainder beneficiary for purposes of 

calculating the RMD.  This is not always a straightforward process.  Under the regulations, if the 

first beneficiary has a right to all income for life and a second beneficiary has a right to the 

principal but only after the death of the first income beneficiary, both beneficiaries must be taken 

into account in determining the beneficiary with the shortest life expectancy as the measuring life 

for RMD purposes.18 

 The problem is knowing when we can stop searching for remainder beneficiaries.  This 

issue was addressed in PLR 2004-38044.  The facts in the PLR were as follows: A designated his 

trust as the primary beneficiary of his IRA.  The terms of A’s trust benefitted his spouse for her 

life and upon A’s spouse’s death, the remaining trust assets were to be divided among A’s “lineal 

descendants then living,” with each descendant’s share held in trust until age 30.  The participant 

was survived by his spouse and all three living children who had already attained the age of 30.   

 Since the spouse’s share was limited to life income plus principal in the trustee’s 

discretion, it was necessary to determine which other beneficiaries were “designated 

beneficiaries” for the RMD rules.  Under the ruling, the IRS decided that we can stop searching 

at the child level “because they will take their share outright when the prior beneficiary (the 

spouse) dies.”  If a child was under the age of 30 when the father passed away, it would be 

necessary to count, as trust beneficiaries, the class of beneficiaries that would inherit had the 

child died before the age of 30.19 

 Additional complications may surface if the remainder interest in your trust is subject to a 

power of appointment upon the death of the life beneficiary.  The RMD rules require that all 

potential appointees, as well as those who would take in default of the exercise of the power of 

appointment, are potentially considered as “beneficiaries.”  Consider the following situations: 

 

 1. Power to Appoint to “issue” A trust that provides discretionary income and 

principal to beneficiary A.  Upon A’s death, the remaining principal and income 

of the trust shall be paid to such persons among the class consisting of the 

                                                           
18 Reg. Sec. 1.401(a)(9)-5, A-7(c).  
19 See e.g., PLR 2002-28025; PLR 2006-10026. 
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beneficiary’s issue, as beneficiary A shall appoint by his or her will.  Since A’s 

power to appoint is limited to a clearly-defined group of identifiable younger 

individuals, the power of appointment does not create a problem for determining 

the RMDs. 

 2. Power to Appoint to a Charity.  A trust that provides discretionary income and 

principal to beneficiary A.  Upon A’s death, the remaining principal and income 

of the trust shall be paid to such members of a class consisting of the beneficiary’s 

issue and any charity as beneficiary A appoints in his or her will.  Since A’s 

power to appoint includes a power to appoint to a non-individual, the trust would 

not have a designated beneficiary for purposes of the RMD rules. 

 

IV.  TRUST PLANNING CHOICES FOR BENEFICIARIES OF SPECIAL NEEDS 

TRUSTS 

 

A. Accumulation Trust 

 There are various options available for a trust intended to provide for a beneficiary with a 

disability.  Which type is best suited for any situation depends on whether the beneficiary needs 

to qualify for need-based government benefit programs and who is designated as the remainder 

beneficiary. 

 A conduit trust is not suitable if the beneficiary must qualify for SSI/ Medicaid.  With a 

conduit trust, the RMDs must be distributed to the beneficiary, and would be considered income 

to the beneficiary, thus jeopardizing the beneficiary’s eligibility for public benefits.  However, if 

qualification for public benefits is not an issue (for example, because the family is wealthy and 

intends to provide for all of the beneficiary’s care), a conduit trust would be a suitable, especially 

if the donor wants the remainder interest to pass to a charity. 

 To preserve public benefits, the trustee of a special needs trust must have discretion 

regarding the distribution trust income and principal for the benefit of the disabled individual.  

Generally, the trust will prohibit mandatory trust distributions for the beneficiary’s needs that are 

provided by government programs such as support and health care.  Such a trust would be 

considered an accumulation trust for RMD purposes. 
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 If this kind of trust is used, a charity should not be named as a remainder beneficiary.  

The chosen remainder beneficiaries should be (as siblings typically are) individuals close in age 

to (or younger than) the disabled beneficiary since the life expectancy of the oldest member of 

the group will be the applicable distribution period.  Thus, designating a special needs trust as the 

beneficiary of a retirement account is less of problem if the disabled individual has living 

siblings who are younger or close in age.  As the age gap widens with the disabled beneficiary 

being the youngest, the RMDs become more of a problem. 

 For example, a father establishes a stand alone SNT for his disabled son A and designates 

the SNT as the primary beneficiary of his IRA.  The father’s retirement account has a $250,000 

balance at the time of his death.  The terms of the SNT give the trustee the discretion to distribute 

the principal and income of the SNT for the special needs of A.  Upon A’s death, the balance of 

the assets of the SNT will go to A’s siblings, B and C.  A is 35, B is 38, and C is 42 on their 

father’s death.  In this case, the RMD rules require A, B, and C to be considered as beneficiaries.  

C’s life expectancy will be used to determine the RMD because C is the oldest.  However, in this 

case as in many cases the difference between the ages will cause a negligible difference in the 

RMD.   

 The factor for C at age 42 is 41.7.  This means that the RMD based on C’s life 

expectancy will be $5,995.20 ($250,000 ÷ 41.7).  If the RMD were to be based on A’s life 

expectancy then it would use the factor of 49.4.  Therefore the RMD based on A’s life 

expectancy would be $5,060.73 ($250,000 ÷ 49.4).  By naming C as a remainder beneficiary, the 

RMD has increased by $934.47.  

 The RMD increases by the difference in life expectancy between A and C, which is seven 

years.  Although in this example the increase was $934.47 for the year, it would be an area of 

concern if there was a large difference in ages between the intended beneficiary of the special 

needs trust and the oldest of the remainder beneficiaries.  A large age gap could result in a 

significantly higher withdrawal. 

 For example, let’s say that A is 20 and the primary beneficiary of the SNT with a 

$500,000 balance.  A’s siblings are B who is 40 years old and C who is 45 years old on their 

parent’s death.  B and C are successor remainder beneficiaries for the SNT and thus the oldest 

will be used as the life expectancy for calculating the RMD.  If A’s life expectancy were used for 

the RMD, the factor would be 63.  The RMD based on this factor would be $7,936.50 ($500,000 
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÷ 63).  However, C’s life expectancy will be used and that factor is 38.8.  That results in an RMD 

of $12,886.60 ($500,000÷ 38.8).  In this case, the RMD will be $4,950.10 greater because C was 

named as a successor beneficiary than if A’s life expectancy had been used in calculating the 

RMD. 

 Additionally, it is important that any provisions that are added to the trust are carefully 

reviewed to ensure that they will not cause a problem with regard to these rules.  For example, 

naming a charity as a potential remainder beneficiary will ensure that the trust does not qualify as 

an accumulation trust under the rules.   

 

B. Charitable Remainder Trust Planning  

 Another option that should be considered is a lump-sum distribution of all or a portion of 

a taxable retirement account to a charitable remainder trust (CRT) that may first benefit the 

surviving spouse, then other beneficiaries (such as children), and then a charity.  The principal 

income tax advantage is that a CRT is a tax-exempt trust, so there will be no income tax liability 

when it receives the income from the retirement plan account.   

 The charitable remainder unitrust (CRUT) will commence payments to the next 

beneficiaries (children) upon the death of the surviving spouse.  A CRUT must annually 

distribute at least 5% of the value of its assets, recalculated annually.  The general rule 

concerning distributions from a charitable remainder trust (CRT) to another trust limits 

distributions to a term of 20 years. However, a CRT may make distributions to an individual for 

his or her life. Both of these general rules are a problem for persons with disabilities. A direct 

distribution from a CRT to an individual on SSI or Medicaid will likely cause those benefits to 

be lost because the distributions would create excess income or resources above means-tested 

program limits. But, if the CRT distributed directly to an SNT for the individual, then the 

payments must be limited to 20 years. 

 The IRS addressed the issue on whether the terms of the CRT making distribution to 

another trust must be limited to a term of 20 years or the life of the beneficiary  in Revenue 

Ruling 2002-2022. Revenue Ruling 2002-20 provides that CRT distributions can be made to a 

second trust, for the life of an individual who is “financially disabled” under three situations.  

The ruling states that an individual shall be determined to be “financially disabled” if the 
                                                           
22 Rev. Rul. 2002-20, 2002-17 I.R.B. 794 (Apr. 29, 2002). See Exhibit F. 
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individual is unable to manage his financial affairs by reason of a medically determinable 

physical or mental impairment which can be expected to result in death, or which has lasted or 

can be expected to last for a continuance period of not less than 12 months.  An individual shall 

not be considered to have such an impairment unless proof of the existence thereof is furnished 

in such form and manner as the secretary may require. 

 The Ruling outlines three situations that allow a CRT to use the life expectancy of the 

beneficiary of the second trust and not a 20 year term.  Each situation requires the beneficiary of 

the second trust to be an  individual who is “financially disabled”.   

 The first situation involves a CRT (Trust A) making its required payments to a support 

type trust (Trust B) established for the life of a beneficiary (beneficiary C). The terms of the 

“support trust” in Situation 1 are as follows:  “A designated portion of the amount received from 

Trust A will be paid to C each month.  If, at any time in the sole judgment of the trustee, the 

monthly payment to C is insufficient to provide adequately for C’s care, support and 

maintenance for any reason, additional amounts will be paid as needed to or on behalf of the 

beneficiary from Trust B.  Upon C’s death the balance of Trust B would be paid to C’s estate.”  

 In Situation 2, a Third Party SNT receives the required payments from a CRT. Upon the 

beneficiary’s death, the amount remaining in the SNT is required to be distributed to the 

beneficiary’s estate.  Notice that Situation 2 does not allow the balance of Trust B to be 

distributed to remainder beneficiaries (thereby avoiding a probate and possible estate recovery of 

Medicaid benefits).   

 The third and final situation presented in Revenue Ruling 2002-20 involves a Self-Settled 

SNT. While this fact pattern is not as likely as the one with a Third Party SNT, there are 

circumstances in which this might be used.  In this situation, a CRT makes its required payments 

to a Self-Settled SNT, which provides that after satisfaction of any required payback to Medicaid 

following the beneficiary’s death, the remainder of the SNT assets pass pursuant to the 

beneficiary’s power of appointment, or if not exercised, in equal shares to the beneficiary’s sister 

and to a charity. There are no limits on who may be appointed to receive the remaining trust 

proceeds. 

 

C.  Disclaimers of Retirement Benefits 
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 A disclaimer is the refusal to accept a gift or inheritance.  Federal tax law recognizes that 

a person cannot be forced to accept a gift or inheritance.  Therefore a disclaimer itself  (provided 

it meets the requirements of § 2518) is not treated as a taxable transfer.23  For tax purposes, the 

person making the disclaimer never accepted the property in the first place, therefore the theory 

goes, he never owned it and therefore could not have given it away.  For SSI/Medicaid purposes, 

a disclaimer will be treated as a transfer of assets. 24 

 Disclaimers of inherited retirement benefits can be very useful in post mortem planning 

even when dealing with special needs planning.  However, the order of who disclaims and when 

will be critical.  For example, you will create a period of ineligibility or be forced to create a first 

party pay-back trust if you named the beneficiary with a disability as your primary beneficiary 

and then disclaimed.  Even if your contingent beneficiary was a special needs trust, a disclaimer 

by the disabled beneficiary to his or her special needs trust would create a period of ineligibility.   

 On the other side of this issue, a disclaimer is an effective means to eliminate an older 

beneficiary, power of appointment or charitable beneficiary that impacts RMDs for the special 

needs beneficiary.  Acceptance of required minimum distributions (“RMDs”) by the primary 

beneficiary of retirement accounts following the participant’s death prevents the beneficiary 

from disclaiming both the RMDs and the income attributable to the RMDs.  However, the 

beneficiary may validly disclaim the balance of the retirement accounts.25 

 In PLR 200521033, the surviving spouse was the designated beneficiary of the 

decedent’s IRA.  The contingent beneficiaries were the marital trust under the participant’s trust 

instrument, followed by the credit shelter trust and finally the decedent’s daughters.  The 

surviving spouse was the beneficiary of both the marital trust and the credit shelter trust and had 

limited testamentary powers of appointment over each.  The surviving spouse sought to disclaim 

a fractional interest in the IRA and post-death income attributable to that interest.  In addition, 

the surviving spouse proposed to disclaim all beneficial interests in marital trust and the limited 

power of appointment over the credit shelter trust.  The IRS ruled that the surviving spouse could 

make a qualified disclaimer with respect to the limited power of appointment over the credit 

                                                           
23 I.R.C. § 2518(a). 
24 POMS 01730.46. 
25 PLR 201245004 (November 9, 2012); PLR 201125009 (June 24, 2011). 
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shelter trust, even though the surviving spouse would retain a lifetime beneficial interest in the 

credit shelter trust. 

 Additionally if your parents are unsure of the extent the beneficiary will need to access 

needs based public benefits, a customized beneficiary designation form that allows the surviving 

spouse to disclaim to a third party snt is an effective means to take a second look at the situation 

upon the death of the first spouse.26  

 If disclaimers will be used, you must strictly follow the rules.  Unfortunately, not every 

refusal to accept an inheritance is a qualified disclaimer, entitled to the blessings of § 2518.  The 

following are the requirements for a qualified disclaimer under § 2518: 

 

 1. The disclaimer must be irrevocable, unqualified (unconditional), and in writing.27  

Verbal, revocable, and conditional disclaimers are not qualified disclaimers. 

 2. The disclaimant must not have “accepted the interest disclaimed or any of its 

benefits.”28 

 3. The disclaimer must be delivered by a certain deadline.  For retirement plan death  

benefits, the deadline is normally nine months after the participant’s date of death. 

 4.   The disclaimer must be delivered to the correct party(ies). 

 5. The property must pass, as a result of the disclaimer, to someone other than the 

disclaimant.  

 6. The property must pass, as a result of the disclaimer, to whoever it passes to 

without any direction on the part of the disclaimant.  Disclaimers in favor of the 

spouse are NOT excepted from this rule.29  However, if there is an express or 

implied agreement that the disclaimed interest in property is to be given or 

bequeathed to a person specified by the disclaimant, the disclaimant will be 

treated as directing the transfer of the property interest.30 

                                                           
26 Exhibit D - Sample Beneficiary Designation Form. 
27 I.R.C. § 2518(b). 
28 I.R.C. § 2518(b)(3). 
29 Treas. Reg. § 25.2518-2(e)(4); 2(e)(5). 
30 Treas. Reg. § 25-2518-2(e)(1). 
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 7.   A disclaimer can be qualified under § 2518 even if it is not valid under state 

law.31 

The income tax effects of a qualified disclaimer that is not valid under state law are uncertain. 

 

D.  Decanting  

  Decanting may be an option to remove an older beneficiary or a nondesignated 

beneficiary provided the impermisible or problem beneficiaries are removed by the September 

30th deadline. Currently, there are no rulings by the IRS on whether decanting is an effective 

means to correct an existing trust with older or nondesignated beneficiaries.   Additionally, it is 

unclear whether a state Medicaid office would take the position that a decanting of an existing 

third party snt constitutes a transfer without consideration by the snt beneficiary.    

 

E.  Reformation 

 Private Letter Rulings have discussed a court’s modification of a trust or beneficiary 

designation made by the settlor of a trust or the IRA owner with varying results, depending on 

the specific facts of the case.  In PLR 200742026, the IRS refused to recognize a retroactive 

beneficiary designation made by the court when the decedent failed to name a contingent 

beneficiary (although there was no disagreement that the decedent intended to name one) after a 

new IRA custodian began administering the IRA.  In other limited circumstances, such as in PLR 

200620026, the IRS has not taken issue with court orders modifying designations.  For example, 

the IRS respected the court order in PLR 200616041, which corrected an IRA administrator’s 

failure to implement the decedent’s instructions for naming beneficiaries. 

 In Private Letter Ruling 20102103832, the IRS refused to respect the retroactive 

reformation of a testamentary trust ordered by State Court for the purposes of complying with 

the “designated beneficiary” rule in the Treasury Regulations.33    The facts are as follows: 

children of a decedent couple created a joint revocable trust.  Upon their death, the trust was to 

divide into “protective trusts” created for their children.  The terms of the protective trust 

provided that a beneficiary could appoint the trust assets to certain people and entities.  This 

                                                           
31 I.R.C. § 2518(c)(3). 
32Priv. Ltr. Rul. 201021038 (May 28, 2010). 
33§ 1.401(a)(9)-4. 
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special power of appointment could have been exercised during the beneficiary’s lifetime after a 

certain age or upon death. 

 The Trustees realized that there was a problem...the trust document clearly reflected the 

grantors’ intent that the trust qualify as a “see-through” trust, thus avoiding the requirement that 

distribution of an IRA must be within five years and instead, using  the life expectancy of the 

oldest beneficiary to calculate the required minimum distributions from the IRA.  The applicable 

regulations provide that to qualify, (1) the trust must be valid under state law; (2) the trust must 

become irrevocable upon the death of the participant; (3) the beneficiaries of the trust must be 

identifiable from the trust instrument; and (4) the trust documents must be timely provided to the 

plan administrator.  The terms to the trust clearly violated the “identifiable beneficiary” 

requirement.  The same year as the surviving spouse died, the Trustees sought and obtained an 

order from the State Court to modifying the trust to provide, among other things, that decedents 

of the decedent couple born before 1955, contingent beneficiaries, and charities could not be 

named as potential appointees of a beneficiary’s lifetime power of appointment.  

 Despite the court order, the IRS refused to give effect to the retroactive reformation 

because charities were potential contingent beneficiaries of the trust and only individuals can be 

“designated beneficiaries” for the purposes of satisfying 401(a)(9).  The IRS reasoned that 

generally, the reformation of a trust instrument is not effective to change the tax consequences of 

a completed transaction.  The IRS’s interpretation in this PLR appears to be at odds with earlier 

PLRs where the IRS respected a trust reformed after the IRA owner’s death to qualify as a 

designated beneficiary, in part because of the regulation that permits the beneficiary of an IRA to 

be determined by September 30 of the year following death (which would also have been 

applicable in this case).    

 

 

V. FIRST PARTY (D)(4)(A) TRUSTS AND INHERITED IRAS 

 

A.  Private Letter Ruling 20062002534  

 This Private Letter Ruling was brought about when Taxpayer A died while owning an 

Individual Retirement Account (IRA).  This IRA named his four sons as beneficiaries through a 
                                                           
34 Exhibit E. 
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beneficiary designation.  One of his sons was a minor and receiving Medicaid benefits.  

However, if he received the money from the IRA distribution he would lose his Medicaid 

eligibility.   

 The share for each of the son’s brothers was set aside in sub-IRA accounts for their 

benefit.  The son’s share was not distributed from the IRA.  However, the required minimum 

distributions were made to his guardian on his behalf. 

 The disabled son’s mother was his legal guardian.  She sought and obtained an order 

from the State Court authorizing the creation of a special needs trust for her son’s benefit.  The 

trust authorized by the court was a first party special needs trust with a payback provision.  This 

means that the son is the sole beneficiary of the trust during his lifetime and the trustee (his 

mother and guardian) can distribute as much principle and income she determines.  However, 

upon the son’s death, the State Department of Children and Families will receive reimbursement 

from the trust assets up to the amount of medical assistance that they paid on the son’s behalf 

during his lifetime.  Any remaining trust assets will then be distributed to the son’s heirs at law.  

The son’s mother executed a disclaimer as to her contingent remainder interest in the trust. 

 To keep the son on Medicaid and fund the special needs trust with the IRA assets, the 

mother and legal guardian sought to transfer her son’s share, as 1/4 beneficiary of his father’s 

IRA to an IRA benefitting the special needs trust authorized by the state court.  As part of this 

process the mother sought a private letter ruling from the Internal Revenue Service to establish 

two things.   The first was the transfer of the father’s IRA to the special needs trust would not 

be considered a transfer under I.R.C. § 691(a)(2) and would therefore be disregarded for Federal 

income purposes.   

 The second was that the mother as trustee could use her son’s life expectancy to calculate 

the annual RMDs required under I.R.C. § 401(a)(9). 

 

 1.  Private Letter Ruling 1: Transfer of IRA to Trust  

 The IRS begins the analysis of this question with an examination of whether or not the 

transfer from the IRA to an IRA for the benefit of the special needs trust qualifies as a taxable 

transfer.  I.R.C. § 691(a)(1) provides that all items of gross income that are not properly 

includible in a prior period shall be included in the gross income, for the taxable year when 

received, of: (A) the estate of the decedent, if the right to receive the amount is acquired by the 
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decedent’s estate from the decedent; (B) the person who, by reason of the death of the decedent, 

acquires the right to receive the amount, if the right to receive the amount is not acquired by the 

decedent’s estate from the decedent; or (C) the person who acquires from the decedent the right 

to receive the amount by bequest, devise, or inheritance, if the amount is received after a 

distribution by the decedent’s estate of such right.   

 I.R.C. § 691(a)(2) goes on to state that if a right described in § 691(a)(1) is received 

under the circumstances described in that section then the fair market value of that right shall be 

included in the gross income of the estate or person receiving it.  For the purposes of this section, 

a “transfer” does not include the transmission at death to the estate of the decedent or a transfer 

to a person who has a right to receive it through bequest, devise, or inheritance. 

 Generally, the distribution to a beneficiary of a decedent’s IRA that equals the amount of 

the balance in the IRA at the decedent’s death, less any nondeductible contributions is gross 

income in respect of the decedent under I.R.C. § 691(a)(1) and is includible in the gross income 

of the beneficiary for the taxable year the distribution is received.35   However, the rules are 

different when dealing with a grantor trust.   

 I.R.C. § 677(a) specifies that a grantor shall be treated as the owner of any portion of a 

trust whose income without the approval or consent of any adverse party is, or, in the discretion 

of the grantor or a nonadverse party, or both, may be (1) distributed to the grantor or the 

grantor’s spouse; (2) held or accumulated for future distribution to the grantor or the grantor’s 

spouse; or (3) applied to the payment of premiums on policies of insurance on the life of the 

grantor or the grantor’s spouse.  Futhermore, if a grantor is treated as the owner of a trust, the 

grantor is considered to be the owner of the trust assets for federal income tax purposes.36  As 

such, a transfer of the grantor’s assets to the trust is not recognized as a sale or disposition for 

federal income tax purposes.37    

 Based on this analysis, the Internal Revenue Service determined that the special needs 

trust was a grantor trust all of which would be treated as owned by the son under I.R.C. §§ 671 

and 677(a).  Therefore they determined that the transfer of the son’s share of his father’s IRA to 

                                                           
35 Rev. Rul. 92-47, 1992-1 C.B. 198.  
36 Rev. Rul. 85-13, 1985-1 C.B. 184.   
37 Id. 
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the special needs trust was not a sale or disposition for the purposes of I.R.C. § 691(a)(2) and 

was not includible for federal income tax purposes. 

 

 2.  Private Letter Ruling 2: Life Expectancy for Annual Distributions  

 The private letter ruling then moves on to analyze whose life expectancy should be used 

in calculating annual distributions from the IRA.  The beginning point is that a trust will, in 

general, not be considered qualified unless the plan provides that the entire interest of each 

employee (i) will be distributed to such employee not later than the required beginning date, or 

(ii) will be distributed, beginning not later than the required beginning date, over the life of such 

employee or over the lives of such employee and a designated beneficiary or over a period not 

extending beyond the life expectancy of such employee or the life expectancy of such employee 

and a designated beneficiary.38   In general, if a portion of the interest of a deceased IRA 

holder is payable to, or for the benefit of, a designated beneficiary, such portion will be 

distributed beginning not later than one year after the date of the deceased’s death and distributed 

over the life of the beneficiary (or a period not extending beyond the life expectancy of the 

beneficiary).39  The designated beneficiary is defined as any individual designated as a 

beneficiary by the employee.40  

 The private letter ruling next examines the rules that apply if the IRA of a deceased IRA 

holder is divided into separate accounts for the purposes of I.R.C. § 401(a)(9).41  These rules 

establish that if separate accounts are established under an IRA and the beneficiaries of one 

account differ from the beneficiaries of another account then the accounts are not aggregated 

with other accounts to determine whether they satisfy I.R.C. § 401(a)(9).  This applies only as 

long as the separate accounts are established no later than the last day of the year following the 

calendar year of the IRA holder’s death.  These separate accounts must have a separate 

accounting maintained for each that includes all post-death investments, gains and losses, 

contributions and forfeitures for the period prior to the establishment of the separate accounts.42  

                                                           
38 I.R.C. § 401(a)(9)(A). 
39 I.R.C. § 401(a)(9)(B)(iii).   
40 I.R.C. § 401(a)(9)(E).   
41 See 2004-26 I.R.B. 1082, 1098 (June 28, 2004). 
42 Final Regulations § 1.401(a)(9)-8, Q&A-3.   
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 After analyzing these requirements, the Internal Revenue Service determined that the 

“separate account” requirements of section 1.401(a)(9)-8 of the “Final” regulations, Q&As 2 had 

been met for the years after the father’s death.  Additionally, the Service determined that under 

the facts that the trust was intended to qualify as a special needs trust, and that the Service 

believed that it was appropriate to calculate the annual RMDs required under I.R.C. § 401(a)(9) 

by using the son’s life expectancy. 

 

3.  Key Facts in this Case  

 There are two sets of facts in this case that facilitated a favorable ruling by the IRS.  The 

first of these is that the required minimum distributions were made from the IRA to the son’s 

guardian on his behalf.  These required minimum distributions must be made by certain dates as 

required by the IRC.   If the beneficiary fails to take the first RMD by that date will be an 

automatic election to default to the five-year rule.  

 The second important set of facts in this case is that the mother, as the son’s guardian and 

trustee of the special needs trust, disclaimed her contingent remainder interest in the special 

needs trust.  As one of the son’s heirs at law she would otherwise have a contingent remainder 

interest under the special needs trust.  However, she is also the trustee of that trust.  Under the 

grantor trust rules, this situation may have prevented the trust from qualifying as a grantor trust 

because she would have been an adverse party.  In this case, without the mother’s disclaimer it is 

possible that the trust would not have qualified as a grantor trust.  Without this qualification, the 

trustee to trustee transfer from the IRA to the trust would not have been possible.  The only 

solution in this case would have been to liquidate the IRA, pay all the income tax, and place the 

remaining proceeds into the special needs trust.   

 

4.  What You should take away from Private Letter Ruling 200620025  

 Private letter rulings cannot be cited as precedent but only as an indication of the IRS’s 

position on the particular question.  You must pay very close attention to your deadlines for 

making distributions and filing any disclaimers.  Do not anticipate that the IRA custodian will 

cooperate with you.  Securing the cooperation of the IRA custodian or transferring the account to 

a custodian that will cooperate will be important. 
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B. Private Letter Ruling 20111600543 

 The facts of Private Letter Ruling 201116005 are as follows: The terms of the trust 

provide that X is the sole beneficiary of the trust during X’s lifetime. The trustee shall apply so 

much of the net income of the trust as trustee deems beneficial for the use of X taking into 

consideration the best interest and welfare of X. If the income from the trust, together with any 

other income and resources possessed by X, including all governmental benefits, is insufficient to 

provide for X’s benefit, trustee is authorized to invade principal. In general, however, the trustee 

may not invade the principal if such act will serve to deny, discontinue, reduce, or eliminate any 

government entitlement or payment which X would otherwise receive. Upon X’s death, any 

remaining principal and undistributed income of the trust shall be distributed to the State as 

reimbursement for assistance provided during X’s lifetime. After reimbursement to the State, all 

remaining principal and undistributed income will be distributed to X’s issue or, if there are no 

issue, to X’s siblings, then to their issue by representation. The facts of the private letter ruling do 

not disclose who is serving as trustee of the trust and the ruling does not include any discussion 

as to what makes the trust a “grantor” trust for income tax purposes. 

 The IRS begins its analysis with a discussion of I.R.C. § 691(a)(1). Although the ruling 

does not mention whether this is an “inherited” IRA or the beneficiary’s own IRA, the reference 

to Section 691(a)(1), income in respect of a decedent (IRD), indicates that the ruling is 

addressing an inherited IRA. As in Private Letter Ruling 200620025, the IRS cites Revenue 

Ruling 86-1344 and concludes that if a grantor is treated as the owner of a trust, the grantor is 

considered to be the owner of the trust assets for federal income tax purposes. Therefore, the 

trust, as represented in the private letter ruling, will be treated as owned by X and the transfer of 

X’s share of the IRA to the trust is not a gift by X and will not be treated as a sale or disposition 

for federal income tax purposes. 

 

C. Private Letter Ruling 20111704245 

 Although the IRS has issued favorable rulings on the transfer of an inherited IRA into a 

first-party SNT, the same cannot be said for a transfer of the SNT beneficiary’s own IRA. In 

                                                           
43 See Exhibit F. 
44Rev. Rul. 85-13, 1985-1 C.B. 184 
45 See Exhibit H. 
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Private Letter Ruling 20111704246, the IRS stated that “an individual retirement account cannot 

be set up and maintained in the name of a trust.” Any transfer of an IRA to a trust should be 

treated as a taxable distribution by the financial institution making the transfer. The facts of 

Private Letter Ruling 201117042 are as follows: the taxpayer, a person with muscular dystrophy, 

filed a petition to the state court to create a first-party special needs trust for his own benefit. The 

taxpayer’s only asset to be funded into the first-party SNT was his own IRA. The taxpayer 

signed documents that he thought transferred his IRA into his SNT. Instead, the financial 

institution transferred the taxpayer’s IRA into a non-IRA account and issued a 1099 reporting a 

fully taxable distribution. The 60-day rollover period lapsed and the taxpayer requested a private 

letter ruling for additional time to transfer the funds from a non-IRA account to an IRA account 

and for the IRA to be titled in the name of the first-party SNT. 

 Although the taxpayer prevailed on the waiver of the 60-day rollover requirement, the 

IRS refused to favorably rule on the taxpayer’s request to transfer his own IRA to a first-party 

SNT. The ruling does not discuss or mention whether the SNT established by the taxpayer was a 

grantor trust. The IRS concluded that the financial institution correctly issued a 1099 treating the 

transfer of the IRA as a fully taxable distribution. 

 

 

 

D.  Retirement Accounts, Payback Claim, and Taxes  

 Any distribution from the IRA will generate income tax.  Whether the payment by the 

special needs trust of the State’s Medicaid claim creates a corresponding deduction (as medical 

expenses) to the trust is an open question.  As a general rule, the medical and dental expenses of 

a decedent that are paid by the estate or trust are not deductible in computing the estate's or 

trust’s taxable income.47 

 Medical expenses are deductible only by the taxpayer who paid them (and only in the tax 

year in which they were paid).  In addition, expenses incurred by a taxpayer for his medical care 

but paid after his death out of his estate aren't among the allowable income tax deductions in 

respect of a decedent.  However, medical expenses are treated as paid by the taxpayer at the time 

                                                           
46 Priv. Ltr. Rul. 201117042 (Apr. 29, 2011). 
47 IRS Pub. No. 559 (2005), p.19. 
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they were incurred if they are paid out of the deceased taxpayer's estate during the one-year 

period beginning with the day after the date of taxpayer's death.48  

 Medical expenses are “incurred” for this purpose in the year the medical services are 

rendered.  If the services were rendered in a year for which a return has already been filed, an 

amended return must be filed for that earlier year. However, no credit or refund of tax will be 

allowed for any tax year for which the normal statutory period for filing a claim has expired.  

 

Example:  A, who filed his return on a calendar year basis, died on June 1, Year 

2, after having incurred $8,000 in medical expenses. $5,000 of that amount was 

incurred during Year 1 and the balance of $3,000 was incurred in Year 2.  The 

decedent had filed his Year 1 income tax return on April 15, Year 2.  His executor 

paid off the entire $8,000 liability in August Year 2.  The decedent's executor may 

then file an amended return for Year 1 claiming the $5,000 medical expenses as a 

deduction thus securing a refund resulting from the increase in the decedent's 

Year 1 deductions.  The $3,000 of expenses incurred in Year 2 may be deducted 

on the decedent's final return.  

 

 If the conditions discussed above are not satisfied, the medical expenses cannot be 

deducted on the deceased taxpayer's income tax return. 

 Until we have precedent for this situation, the trustee must make certain he or she retains 

enough cash to pay any income tax due from the receipt of the IRA distribution.  Additional 

complication will occur if there is not enough money to pay the State Medicaid claim and any 

income tax due from the IRA distribution.  Every fiduciary who pays any inferior debt due from 

the person or estate for whom he acts before he pays the taxes due the U.S. is personally liable.49  

Thus, an executor was personally liable for decedent's unpaid federal income taxes where he 

exhausted assets of the estate by making mortgage payments on decedent's jointly-held 

residence, paying state income taxes, and debts to general creditors. 

                                                           
48 Reg. Sec. 1.213-1(d)(1). 
49 31 U.S.C. § 3713(b). 
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I. INTRODUCTION.  --  One of the most common expenditures for a Special Needs Trust 

during the lifetime of a beneficiary is paying caregivers.  This may range from paying a 

parent who is unable to work outside the home because of a child's multiple needs, or it 

may involve hiring caregivers through an agency or directly.  The duties may range from 

companionship and limited personal assistance to skilled care from a medically trained 

attendant.  Personal caregivers may not have any particular training, qualifications, 

license or special training, and except in the case of a parent caregiver, should be vetted 

to avoid exposing the child and family to exploitation, embezzlement, physical and 

mental abuse and other criminal activity. Indeed, some caregivers may be identified from 

answering a newspaper ad or by word of mouth from acquaintances. This program will 

address some of the technical issues to be handled when a trust hires a caregiver for a 

beneficiary with a disability. 

II. PAYING A PARENT AS A CAREGIVER.  --  Most states allow family members to 

serve as compensated caregivers without compromising the government benefits of a 

special needs trust beneficiary.  Some states, e.g., Mississippi, nevertheless, do not allow 

family members to be compensated, regardless of the degree of special training the 

caregiver has or the age of the beneficiary.  Whether the person with a disability is an 

adult or a minor, the payment to a family member caregiver should not be larger than 

what a non-family member would receive.  Excess salary might be considered as a gift or 

transfer that causes a loss of eligibility for government benefits. 

A. Paying a Parent to Care for an Adult Child. – Compared to the issues that exist 

when a parent is paid to care for a minor child, paying a parent to care for an adult 

child (generally age 18 or older) is much simpler.  Because the child is an adult 

the issue of compensating a parent for his duty of support generally goes away.  

Other issues, however, are important.  Consider the following: 

1. The adult child, age 25, has a brain injury and numerous other physical 

disabilities from meningitis contracted by a medical mishap.  The child 

requires 24/7 care and cannot be left alone.  She lives with her parents in a 

home specially designed for her needs.  The parents are often up during 
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the night assisting the child with procedures that she needs every 2-3 

hours.  She requires therapy at home and Mom has been trained by her 

daughter's physical therapist to work with her every day on exercises to 

help her maintain her mobility.  Mom worked in a high school lunchroom, 

but chose to terminate her employment to stay home and care for her 

daughter.  Step-father does not work and receives Social Security 

Disability Income (SSDI) because of congestive heart failure.  Mom 

performs the majority of her daughter's personal care, which includes 

giving medications, injections, bathing and dressing, catheterizing, taking 

her daughter to appointments and being available to assist her when she is 

using a walker or a wheelchair.  Mom is basically on-duty all but a few 

hours a day, 7 days a week.  How should the caregiver agreement for 

Mom be structured? 

2. Although not having to be concerned about the deeming rules since the 

child is an adult, the Trustee still has to work out a reasonable arrangement 

with Mom as caregiver.  The trust must last for the beneficiary's lifetime, 

so expenses are carefully monitored.  Paying Mom for being on-call at 

least 22 hours a day, 7 days a week is extreme and cannot be justified.  On 

occasion, other family members sit with the beneficiary and allow Mom to 

take care of other business and housekeeping tasks.  Looking at Mom not 

charging for some of the general duties in maintaining a household for her 

daughter, and caring for her daughter without pay for a portion of time, 

Mom agreed to be paid by the Trustee for a 40 hour work week.  

Researching the customary and usual rate for what a non-family member 

caregiver would charge for the services Mom performs, then lowering that 

rate by a small amount, was used to determine the basis for paying Mom 

under the caregiver agreement.  The many duties she assists with, 

including a list of all skilled care performed, were described in an exhibit 

to the contract.  The corporate Trustee that serves with Mom as co-Trustee 

of the child's special needs trust, enlists the services of a payroll company 

to take care of all of the payroll taxes, withholding, worker's 
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compensation, and other bookkeeping requirements that this outline will 

discuss.  The contract is reevaluated every year in terms of appropriate 

rate and duties. 

B. Paying a Parent to Care for a Minor Child.   

1. Deeming Issue Can Be a Problem. --  The most serious issue to consider in 

paying a parent of a minor child is often referred to as "circular deeming, " 

and it arises when the minor child applies for SSI, especially in a single-

parent household where the parent stays home to care for the child.  When 

a child under age 18 lives in the household of a parent, part of the income 

(whether earned or unearned) of the parent is deemed to the child.1  If a 

special needs trust pays the parent for caring for the minor child in the 

parent's household, the wages count as the parent's income and are deemed 

back to the child.  The trust proceeds paid to Mom count against the 

child's eligibility for SSI.  Worse yet, this may be considered as unearned 

income, which counts dollar-for-dollar to reduce SSI.2  This compares to 

earned income, of which only fifty percent (50%) is deemed.  The circular 

deeming problem exists in distributions from both third-party and self-

settled trusts. 

2. Extraordinary Care vs. Regular Care; Legal Obligation of Support. --  The 

federal and state imposed parental obligation of care and support to a 

minor child causes additional concerns when paying a parent to care for a 

minor child.  It is well established that a self-settled special needs trust 

cannot be used to discharge a parent's legal obligation to support a minor 

child.  The Trustee should distinguish between "normal" care for a child 

and "extraordinary" care required by the child's disability.  For a parent to 

                                                 
1 The deeming rules that apply when a child under age 18 is being evaluated for SSI are complex and will not be 
discussed in this outline. 
2 Calef v. Barnhart, 309 F.Supp.2d 425 (DC N.Y. 2004), held that payments from a special needs trust to a parent 
as care for a minor child with disabilities was unearned income.  The case turned on the fact that the Court Order 
setting up the trust required $1,000 a month be paid to the mother since she could not work outside the home.  Social 
Security determined that this $1,000 a month was unearned income.  On appeal of this issue, Social Security stated 
that a stipend of this type is not a wage, and affirmed the decision, and all was deemed unearned income.  
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ask for compensation for typical care provided to a child, chances of 

having this distribution approved by a Court are slim.  The case of State v. 

Hammans3 concerned a d(4)(A) Trust established with personal injury 

proceeds by the minor child's parents, who cared for him 24/7.  The Court 

required supervision of the d(4)(A) Trust, including annual accountings to 

be approved.  Following the child's death, the state Medicaid Agency's 

claim greatly exceeded the balance of the Trust.  The parents filed a 

Petition asking for administration fees for managing the Trust and fees for 

caring for the minor child.  The Court approved the parents' Petition, 

resulting in the parents receiving nearly the entire balance of the Trust, 

with only a tiny amount passing to reimburse the state Medicaid Agency.  

The state argued that because the parents had not sought payment for care 

during their child's lifetime, they had provided care for him out of their 

love.  On appeal, the decision was affirmed.4 

It should be noted that SI 001120.201 F.2.c. of the POMS directs the 

Social Security employee to "consider whether compensation is being 

provided to a family member or if there is some other reason to question 

the reasonableness of the compensation" when a parent is being 

compensated for serving as a caregiver. 

 

3. Solution to Resolving Dilemma.  --  When a parent (or any caregiver, for 

that matter) is going to be compensated for being a caregiver, the 

agreement between the Trust and the parent should clearly define the non-

typical services for which the parent is being compensated as compared to 

the typical care services that parents are expected to provide under state 

and federal law.  As illustrated in the Personal Services Contract attached 

as Exhibit A, the explicit details of the non-typical care services should be 

listed.  A properly-drafted caregiver agreement between the special needs 

trust and the parent/caregiver clearly setting out the duties resolves the 
                                                 
3 State v. Hammons, 870 N.E.2d 1071 (Ind. App. Ct. 2007). 
4 State v. Hammons, id; but see Hobbs v. Zenderman, 542 F.Supp.2d 1220 (D.N.M 2008). 
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problem in most circumstances.   

The care agreement should address such issues as liability, payroll taxes, 

worker's compensation and other expenses, as well as overtime payment, 

holidays and vacation.  It should also specify required training of the 

caregiver (e.g. CPR, first aid, and tube feeding).  It is preferable that a 

non-parent co-Trustee sign the agreement on behalf of the Trust rather 

than having a parent as Trustee of the special needs trust enter into a 

contract with himself as caregiver.  Obviously, many conflict of interest 

issues arise in that scenario.  To resolve this, it may be preferable to have 

the care agreement, or at least decisions about hiring and salary, approved 

by a Court to avoid any later allegations of impropriety.  A Court ruling 

also helps to avoid an argument that the caregiver is breaching his 

fiduciary duty to the child with special needs.   

III. THE PERSONAL SERVICES CONTRACT.  --  Exhibit A to this outline contains a 

sample care agreement generously provided to the author by Reginald Turnbull, CELA of 

the firm of Turnbull and Stark, P.C., in Jefferson City, Missouri.  Also attached as 

Exhibit A-1 is a sample page to an agreement prepared by the author listing the detailed 

care provided by a parent to a particular child.  For another sample of a Caregiver 

Employment Agreement, Begley & Canellos, Special Needs Trust Handbook, Appendix 

9-2 (2015 – 2 Supplement).  The caregiver employment agreement contained in the 

Special Needs Handbook contains a very comprehensive list of services for the person 

with a disability to be provided by the employee.  These include, among others, 

descriptions of care in the following areas:  transportation, shopping, laundry, insurance, 

medications, health assessment, securing health care, monitoring health care, assistance 

with all personal needs, shopping, cooking, providing social interaction and 

entertainment, arranging for outings and satisfaction of the child's spiritual, social or 

companionship needs.  The sample agreement offers a long list of hands-on care services 

to be considered for inclusion.  These include infection control precautions, seizure 

precautions, stroke and cardiac precautions, safety and fall precautions, arranging and 

supervising speech, occupational, physical, play and other types of therapy, and 
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supervising the use of assisted devices, such as a walker, scooter, braces, prostheses and 

lifts.   

A properly drafted care services agreement will also clearly state the compensation 

arrangement, term of the agreement, specifics of tax withholding, and other legal terms 

important to applicable state laws and revision and interpretation of the Agreement.  This 

should include how many hours and days a week the caregiver will work and whether the 

services vary on particular days such as weekends.  The caregiver may need specific 

goods and supplies or equipment in order to perform the tasks specified, and the 

caregiver should obligate the Trustee to provide this.  In addition, a written caregiver 

agreement should include the termination rights of the employer and caregiver. 

 

An attorney drafting a Personal Services or Care Agreement contract should check state 

law for applicable statutes.  Reg Turnbull has advised that Missouri has state statute, 

§208.213, Revised Statutes of Missouri, "Personal Care Contracts, Effect on Eligibility," 

which contains important provisions to ensure the validity and fairness of personal care 

agreement.  

IV. IS THE CAREGIVER AN "EMPLOYEE" OR AN "INDEPENDENT 

CONTRACTOR?"  --  The most common topic for discussion in preparation of a 

Personal Services Contract is whether the caregiver is being employed as an "employee" 

or an "independent contractor?"  While employers (e.g., the Trustee of the special needs 

trust) generally prefer hiring a caregiver as an independent contractor, the reality is that 

the caregiver is actually an employee.  Money magazine has summed it up as follows: 

"Put simply, independent contractors are cheaper for companies to 
hire.  Employers do not have to offer them benefits like health 
insurance and 401ks, pay them overtime or give them paid days 
off.  They don't have to pay into state unemployment insurance or 
worker's compensation funds on the contractor's behalf.  And they 
don't have to cover the employer's share of their payroll taxes or 
withhold income taxes."5  
 

A. Comparison of Characteristics.  --  A brief comparison of the characteristics of 

                                                 
5 Money magazine, July 16, 2015. 
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each classification is shown in the following chart:6 

EMPLOYEE INDEPENDENT CONTRACTOR 

Usually works for only one employer. Generally provides services to more than one 
employer. 

Works the hours set by the employer. Sets his or her own hours. 

Usually works at the employer's place of 
business. 

Works out of his or her own office or home. 

Often receives employment benefits, such as 
health and disability insurance. 

Does not receive employment benefits from the 
employer. 

Works under the control and direction of the 
employer. 

Works relatively independently. 

Accomplishes tasks in the manner the 
employer has requested. 

Has the authority to decide how to go about 
accomplishing tasks, and does so without the 
employer's input. 

Receives net salary after the employer has 
withheld income tax, Social Security and 
Medicare tax under the Federal Insurance 
Contributions Act (FICA). 

Is not subject to tax or FICA withholding, but 
pays his or her own self-employment tax. 

Will likely be eligible to receive 
unemployment compensation after lay off or 
termination. 

Is not eligible for unemployment compensation 
benefits. 

Will receive worker's compensation benefits 
for any workplace injury. 

Is not eligible for worker's compensation 
benefits. 

Is covered by federal and state wage and hour 
laws such as minimum wage and overtime 
rules. 

Is paid according to the terms of the contract, 
and does not receive additional compensation 
for overtime hours worked. 

Has the protection of workplace safety and 
employment anti-discrimination laws. 

Usually is not protected by employment anti-
discrimination and workplace safety laws. 

 

Attached as Exhibit B are publicly available IRS memo sheets on the differences 

between an independent contractor and an employee.  The test of whether someone is an 

independent contractor boils down to the amount of control the taxpayer (i.e., the 

Trustee) has over that individual.  A worker who is subject to the control and directions 

of another only as the result of the work and not as to the method is an independent 

contractor.7  A personal care attendant usually serves under the direction of the employer 

                                                 
6Adapted from http://employment.findlaw.com/hiring-process/being-an-independent-contractor. 
7Treas. Reg. §31.3401(c)-1(b). 
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and is therefore an employee.8 

B. Consequences of Treating Caregiver as an Independent Contractor When 

Caregiver is really an Employee.  --  Numerous cases have considered whether 

an individual was working as an independent contractor or as an employee.  In the 

cases involving domestic caregivers or health care aides, nearly all were found to 

be employees rather than independent contractors.  When it is discovered that an 

independent contractor is really an employee, the tax and unemployment agencies 

require the employer or the employer's estate to pay the income and 

unemployment taxes that were not withheld, along with penalties for such non-

payment.  The parent (or Trustee) who has hired a caregiver, without going 

through an agency, should treat the caregiver as an employee and perform all of 

the following duties described in the next section of this outline.  Numerous cases 

have reviewed claims by "employers" who were treated as "independent 

contractors" and confirmed the individual to be entitled to benefits of an 

employee at the employer's expense.  Tax and unemployment agencies may 

require the employer (or even his estate) to pay the income and unemployment 

taxes that were not withheld, along with penalties for non-payment.9 

V. WHAT DOES THE TRUSTEE HAVE TO DO WHEN HIRING AN EMPLOYEE?  

--  When a caregiver is hired directly by a Trustee, rather than hiring through an agency, 

the Trustee will be responsible for paying taxes and other costs.  However, every state 

handles employment issues differently, so it is important to check with an accountant or 

payroll service that routinely handles these issues to make sure everything has been 

covered.  Here are six of the expected requirements. 

A. Obtain the Employer's Tax ID Number (EIN).  --  This nine digit number, 

assigned by the IRS, will identify the Trust as a business entity hiring a worker. 

IRS Form SS-4 is used for this purpose. If the Trust is a self-settled, first-party 

trust and is using the beneficiary's Social Security Number, a separate EIN 

number will be needed.  EIN numbers may be obtained on-line 
                                                 
8 Frolick & Brown, Elderly & Disabled Clients, ¶16.12[2][c], pp. 16-50 (2013). 
9 Estate of Dulaney v. Miss. Employment Security Commission, 805 So.2d 643 (Miss. 2002). 
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at www.irs/Businesses/Small-businesses-&-Self-Employed/How-to-apply-for-an-

EIN. 

B. Verify Employee Work Eligibility.  --  The U.S. Citizenship and Immigration 

Services (www.uscis.gov) requires all employers to verify an individual's 

eligibility to work in the United States by completing IRS form I-9.  This form 

does not have to be submitted to the federal government, but it is important if 

hiring a non-family member to determine the employee's identity and 

employment authorization. 

C. Satisfy Federal and State Tax Reporting Requirements.  --  Determining 

whether the caregiver is an employee or an independent contractor is the first step 

in this area.  The independent contractor is responsible for reporting and paying 

his or her own social security and income taxes; however, if the independent 

contract is paid $600 or more in one calendar year, then the employer is required 

to give the caregiver a Form 1099 MISC, which is a miscellaneous income 

reporting of what has been paid to the caregiver.  The employer is required to file 

a copy of the Form 1099 MISC with the Internal Revenue Service. 

With respect to employees (either part-time or full-time), the employer must 

obtain and complete IRS Form W-4 (Employee's Withholding Allowance 

Certificate), to indicate the number of allowances the employee is claiming for tax 

purposes.  Is the employee electing to cover his spouse and dependents as well as 

himself? The Trustee, as employer, is responsible for withholding certain taxes 

based on the allowances claimed.  These withholdings include Federal income, 

Social Security and Medicare taxes, as well as Federal Unemployment Taxes.  

State and local income taxes may also be required to be withheld, depending on 

the specific state's laws.  In addition, an employer is also responsible for reporting 

the amount of wages paid and taxes withheld for each employee using a Form W-

2.  Professional payroll services or accountants or even QuickBooks (QB Payroll) 

are essential to set up this reporting. 

http://www.irs/Businesses/Small-businesses-&-Self-Employed/How-to-apply-for-an-EIN
http://www.irs/Businesses/Small-businesses-&-Self-Employed/How-to-apply-for-an-EIN
http://www.uscis.gov/


11 
 

An employee with no income tax liability is exempt from income tax withholding, 

and should indicate on Form W-4 that he expects to have no federal income tax 

liability for the current year, and that he had no federal income tax liability for the 

previous year!10 

 

D. Report New Hires to the State Directory.  --  To determine whether the 

employer must register and pay state unemployment tax for a caregiver, the 

employer should contact the appropriate state taxing authority, which is often 

referred to as the state directory.  This should occur within twenty (20) days after 

the date of hire, although some states accept the information if the first regularly 

scheduled payroll date is more than twenty (20) days after the date of hire.  The 

Small Business Administration maintains a website for a list of new hire reporting 

centers in each state. 

E. Obtain Worker's Compensation Insurance.  --  Most states require a caregiver 

who is an employee and not an independent contractor to be covered under 

worker's compensation.  In some states, the failure to provide worker's 

compensation coverage is a criminal offense.  Worker's compensation laws differ 

among the states slightly in details, such as benefit rates and procedural rules 

governing employers, employees and insurance firms.  Again, consult with an 

experienced accountant, payroll service or worker's compensation provider in 

order to correctly implement and pay worker's compensation.  Many caregivers of 

persons with a disability have sustained work-related injuries.  In general, 

homeowner's insurance policies do not cover a caregiver for an employment 

related personal injury.  This coverage is critical so that the Trust, the employer, 

the homeowner, and the person with a disability do not face personal liability to 

the caregiver for an injury. 

F. Consider Additional Insurance.  --  In addition to worker's compensation 

insurance, consider other forms of insurance protection when the caregiver is not 

a parent.  Obtaining umbrella coverage under a homeowner's policy is relatively 
                                                 
10 IRC §3402(n). 
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inexpensive and can be important if the caregiver has an accident while working 

(e.g., tripping down steps).  Insurance for casualty losses from a caregiver's theft 

may also be important.   The Trustee should work with an insurance agent to 

make sure that there is adequate and appropriate coverage in place for these 

concerns. 

VI. HIRING A CAREGIVER THROUGH AN AGENCY OR HIRING DIRECTLY.  --  

If the parent is a caregiver, the Trustee will likely hire the parent directly, rather than 

going through an agency.  Where a parent or other family member is not the one being 

hired, however, it may be worth using a homecare agency.  The agency may not be the 

least expensive option, but the value the agency can provide may be well worth the extra 

cost.  All of the issues regarding withholding, payment of payroll taxes and worker's 

compensation, and additional insurance may be solved when an agency provides the 

caregiver.  In addition, agencies often instruct caregivers how to work specifically with 

people with special needs, and the Trustee may request caregivers with specific training.  

Also, agencies will typically have a back-up person to send if the primary caregiver is ill 

or quits unexpectedly. On occasion, caregivers will ask to be paid under the table.  A 

Trustee should never agree to this arrangement.  Using an agency is one way to make 

sure this doesn't happen. 

VII. TAX CREDITS FOR THE COST OF CAREGIVERS.  --  While the cost of 

caregivers may be one of the largest expenditures a trust or a family faces, some tax 

credits thankfully exist for income tax purposes as a result of these expenditures.  For 

dependent children under age 17 at year end,11 the parent may claim a nonrefundable tax 

credit of $1,000 for each qualifying child.12  To the extent adjusted gross income exceeds 

$110,000 for married couples filing jointly (or $75,000 for unmarried individuals or 

$55,000 for married filing separately) the amount of the credits is reduced by $50 for 

each $1,000 of excess. 

A taxpayer with a qualifying child (different definition than for purposes of child care 

credit) in the household may also claim a credit for a percentage of employment related 
                                                 
11 This is referred to as a "qualifying child."  IRC §24(c). 
12 IRC §24. 
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dependent care expenses.  In this scenario, the "qualifying individual" may either be: 

1. A dependent of the taxpayer under the age of 13 for whom the taxpayer 

can claim a dependency exemption; or 

2. A dependent of the taxpayer who is physically or mentally incapable of 

self-care, which individual need not qualify as a dependency deduction for 

the taxpayer; or  

3. The taxpayer's spouse if he or she is physically or mentally incapable of 

self-care.13 

The amount of the credit in this circumstance is equal to the applicable percentage of 

employment-related expenses up to $3,000 for one child and up to $6,000 for two or 

more children.  While the applicable percentage begins at 35 percent (35%), it quickly 

declines to 20 percent (20%) as adjusted gross income exceeds $15,000.14  Note that 

payment for caregivers must be incurred in order for the taxpayer to be employed.  These 

costs may include a child care center's fees as well as a caregiver in the home.15  When 

taxpayers are married, the credit is limited to the lesser of each of their earned incomes, 

with an amount of $400 per month of income being deemed to any spouse who is 

incapable of self-care or is a student.16 

 

VIII. REPEAL OF EXEMPTIONS FOR HOME CARE COMPANIONS:  THE NEW 

STATUS OF HOME CARE WORKERS UNDER THE FAIR LABOR 

STANDARDS ACT.  --  On August 21, 2015, the U.S. Court of Appeals for the District 

of Columbia Circuit, in the case of Homecare Association of America v. Weil,17 

reinstated regulations that will affect many home care workers, including some providing 

personal care services. These regulations will allow an estimated 2 million home care 

workers to qualify for minimum wage and overtime protection.  This new rule is 

expected to be effective by January 2016.  In the past, the Fair Labor Standards Act, 

                                                 
13 IRC §21(b). 
14 IRC §21(a). 
15 IRC §21(b)(2). 
16 IRC §21(d). 
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which covered employees engaged in domestic services such as home health aides and 

personal care aides, specifically exempted "companions" from the protection from 

minimum wage and overtime.  The Act defined "companion" as  

Any employee employed on a casual basis in domestic service 
employment to provide babysitting services or any employee 
employed in domestic service employment to provide 
companionship services for individuals who (because of age or 
infirmity) are unable to care for themselves (as such terms are 
defined and delimited by regulations of the Secretary.)18 
 

Since 1974, the home care industry has changed dramatically from an increase in the 

elderly population and the increase in need for health aides and personal care services for 

persons with chronic conditions.19  A caregiver employed today for a person with a 

disability typically does far more than provide companionship services.  They assist with 

all of the activities of daily living, as well as providing paramedical care.  However, up 

until now, these workers have not had a right to be paid minimum wage or overtime. 

The new regulations made three (3) important substantive changes, as follows: 

 

1. It revised the definition of "companionship services" to include much 

more narrow characteristics relating primarily to fellowship and 

engagement in social activities, such as conversation, reading, games, 

crafts, and accompanying a person on a walk, an errand or to an 

appointment or social event.20  The rule explained that companionship 

could include provision of care, but only if it did not exceed twenty 

percent (20%) of the total hours worked.  The definition of "provision of 

care" for the new regulations includes assistance with activities of daily 

living, as well as some light medical tasks such as administering 

medication. 

2. The rule limited who could claim the exemption for companionship 

                                                                                                                                                             
17 Homecare Association of America v. Weil, No. 15-5018, 2015 WL 4978980 (D.C. Cir. Aug. 21, 2015). 
18 29 U.S.C. §213(a)(15). 
19 Sabitino and Newman, "The New Status of Home Care Workers under the Fair Labor Standards Act," Bifocal 
July-August 2015, page 131. 
20 29 C.F.R. §552.6. 
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services to the individual, family or household using the service.  As a 

result, home care agencies employing "companions" could no longer claim 

an exemption even if the caregiver services were within the new narrow 

definition of companion.21 

3. Only the individual, family or household using the "live-in domestic 

service" could claim the exemption.  In other words, hiring a live-in 

worker to help a family member with activities of daily living will not 

require the payment of overtime, but will require minimum wage to be 

paid.  An agency employing a worker to do these services will have to pay 

both.22 

In a separate ruling in early 2015, the District Court overturned the Department of 

Labor's redefinition of the "companionship" exemption.  However, on August 21, 2015, 

the U.S. Court of Appeals for the District of Columbia reversed the lower court's rulings 

and upheld the new rules.23  Whether the case will be appealed to the U.S. Supreme 

Court is unknown. 

 

Charles Sabatino and Caroleigh Newman in their Bifocal magazine article, stated that the 

impact of the new rule is clearly positive for direct care workers such as those providing 

personal care and home health aide services.24  Sabatino and Newman noted that negative 

consequences have been predicted by others.  For example, the National Federation of 

Independent Business issued a statement saying that the Department of Labor has 

effectively mandated home care providers to work in shorter shifts with reduced hours 

resulting in those who rely on these services receiving less personal care coupled with 

significantly rising prices.25  The Department of Labor, however, noted that the high 

turnover rate in the industry may have been the result of low wages and long irregular 

hours, and that application of the new minimum wage and overtime compensation 

                                                 
21 Id. 
22 Id. 
23 Home Care Association of America v. Weil, No. 15-5018, 2015 WL 4978980 (D.C. Cir. August 21, 2015). 
24 Sabitino and Newman, "The New Status of Home Care Workers under the Fair Labor Standards Act," Bifocal 
magazine.  Vol. 36, No. 6, July/August 2015. 
25 http://www.nfib.com/article/?cmsid=63806. 
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protections may help reduce turnover rates.26  Others predict that if the minimum wage is 

raised, financial issues may become worse as persons with disabilities can no longer 

afford the cost of care in their homes and must resort to skilled care or assisted living 

residences.  Attached as Exhibit C is a letter recently sent to the Governors of the 50 

states from the U.S. Secretary of Labor, Thomas E. Perez.  This letter describes the effect 

of the decision by the U.S. Court of Appeals for the D.C. Circuit in Homecare 

Association of America v. Weil, and encourages each state to begin implementation of 

compliance with the new minimum wage and overtime compensation requirements. 

   

                                                 
2678 Fed. Reg. 60543 (Oct. 1, 2013). 
































	9:00 - 10:00 a.m.  Pietruszkiewicz - The Role of the MAGI in Special Needs Planning 
	NAELA News
	NHeLF
	Center for Medicaid and CHIPS
	36B
	1.36-B-1
	435.603
	Instructions for Form 8962
	1040
	UC Berkeley
	PowerPoint

	10:00 - 11:00 a.m. Fleming/Sale - Income Under the Tax Rules
	PowerPoint

	11:15 - 12:15 p.m. Fleming/Sale - The Interplay of Income, Estate and Gift Tax
	PowerPoint

	1:00 - 2:00 p.m. Sale - What is a Grantor Trust and When Do You Need an EIN?
	PowerPoint

	2:00 - 3:00 p.m.  Frigon - IRAs, Qualified Plans, Pensions, etc.
	Exhibits A-H
	PowerPoint

	3:15 - 4:15 p.m. Barr - The Devil and the Details
	Exhibits A-C




