
1 
 

GENERAL TAXATION OF SPECIAL NEEDS TRUSTS 
 
 

By: Crystal West Edwards, Esq. 
Porzio, Bromberg & Newman, P.C. 

Copyright 2022 
 

All rights reserved 
  
 

Elder and disability law attorneys frequently advise clients regarding establishing or 

maintaining eligibility for government benefits through the use of trusts. Grantor trusts, in particular, 

are one of most popular vehicles to hold and manage assets in the elder and disability planning 

practice, whereby practitioners create an irrevocable trust to (i) make completed gifts or transfers in 

trust while (ii) excluding the assets from the grantor’s long-term care costs and (iii) preserving the 

income and capital gains benefits that can be derived from having the grantor treated as the trust 

owner for income tax purposes only. Practitioners should evaluate the use of such trusts and advise 

clients regarding the income tax reporting requirements. 

GRANTOR TRUSTS 

 Grantor trusts enable the trust’s creator (grantor) to retain sufficient interest and control, 

individually or through a trustee, allowing the grantor to be treated as the owner of the income and/or 

principal of the trust for tax purposes.  I.R.C. §§ 671 through 677 outline the circumstances under 

which a trust will be treated as a grantor trust for federal income tax purposes. For example, a trust 

will be treated as a grantor trust if the grantor has a beneficial interest in the trust or the power to 

control the beneficial enjoyment of the trust,1 has a reversionary interest in the trust (if the value of 

the reversionary interest is more than 5% of the value of the total trust fund on the date the trust is 

created)2 or if the grantor has certain administrative powers that are exercisable for the grantor’s 

 
1 I.R.C. §674 (26 U.S.C. §674). 
2 I.R.C. §673 (26 U.S.C. §673). 
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benefit, rather than for that of the trust beneficiaries.3 The most commonly used power causing a trust 

to be treated as a grantor trust, while not causing the trust to be included in the grantor’s estate, is the 

§675(4)(C) power to substitute assets. This power generally results in the grantor being treated as the 

owner of any portion of a trust over which a “power of administration” is exercisable in a nonfiduciary 

capacity by any person without the approval or consent of any person in a fiduciary capacity. For this 

purpose, a power of administration includes a power to reacquire the trust corpus by substituting other 

property of equivalent value. In other words, this gives the grantor (in a non-fiduciary capacity) a 

right to reacquire trust corpus upon the substitution of other property of equivalent value, consistent 

with I.R.C. § 675(4)(C). 

Taxpayer Identification Numbers and Reporting Requirements 

 A grantor trust may, but is not required to, obtain a separate taxpayer identification number if 

it has one grantor.4 In such case, the trustee must provide the grantor with a statement of the trust’s 

income, gains, losses, deductions and credits to be reported on his or her income tax return.5 If the 

trust has multiple grantors, the trustee is required to obtain a separate taxpayer identification number.6 

In such case, the trustee must also report the trust income to the IRS. The trustee may report the 

income in a couple of ways. The trustee may prepare and file Form 1099 to the IRS, which states the 

income reportable on the respective grantor’s tax return, and simultaneously provide a separate 

statement to each grantor covering the information that must be included on his, her or their income 

tax returns and obtain Form W-9 from each beneficiary, which attest to the accuracy of the Social 

Security number for each grantor. 7 Alternatively, the trustee may file a separate income tax return 

(Form 1041) for the trust, which includes as an attachment to the return each grantor’s share of income 

 
3 I.R.C. §675 (26 U.S.C. §675). 
4 26 C.F.R. §301.6109-1(a)(2)(i)(B). 
5 26 C.F.R. §1.671-4(b)(iii)(A). 
6 26 C.F.R. §301.6109-1(a)(2). 
7 26 C.F.R. §1.671-4(b)(3)(ii). 
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and his or her respective income tax rates.8 The reporting options set forth above do not require the 

trustee to issue a Schedule K-19 to the beneficiaries, which often creates unnecessary confusion as to 

the income or resources available to a beneficiary with disabilities when applying for and maintaining 

needs-based government benefits.  

Again, although the trust should not be deemed a separate taxpaying entity during the grantor’s 

lifetime (to the extent that only the grantor contributes to the trust during his or her lifetime), it may 

nonetheless be required to file federal and New Jersey income tax returns (Forms 1041 and NJ-1041, 

respectively) to indicate the trust income is being reported on the grantor’s individual income tax 

returns.  

Estate Tax Considerations of Funding Grantor Trusts 

Practitioners must determine whether selected grantor trust powers will create inclusion in the 

grantor’s taxable estate. The date of death value of any assets remaining in a third-party Supplemental 

Benefits Trust, for example, should not be included in the named grantor’s estate unless that named 

grantor retains a lifetime income interest (see, I.R.C. § 2036), a reversionary interest (see, I.R.C. § 

2037) or a power of appointment or other power to amend, revoke or alter the trust terms or the 

relinquishment of any such power within the three years immediately preceding death (see, I.R.C. § 

2038).  

COMPLEX AND QUALIFIED DISABILITY TRUSTS 

A grantor trust will be treated as a complex trust when the grantor dies or if a third-party 

contributes to the trust during the grantor’s lifetime but only to the extent of the contribution. 

Testamentary trusts are always treated as complex trusts.10 A complex trust is a trust that reports its 

 
8 26 C.F.R. §1.671-4(a). 
9 A Schedule K-1 often is used in conjunction with fiduciary income tax returns to report the amount of income the 
beneficiary receives from a trust, which then must be reported on the beneficiary’s personal income tax return.  
10 26 C.F.R. §301.6109-1(a)(3). 
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income, deductions and credits on its own income tax returns (see IRS Form 1041-ES). A complex 

trust is allowed an annual income deduction of $100, unless the trust instrument requires distribution 

of all income. In such case, the trust is allowed an annual income deduction of $300. An election may 

be taken to treat any complex trust as a Qualified Disability Trust if it is described in 42 U.S.C. 1396p 

and all of the beneficiaries of the trust as of the close of the tax year are determined by Social Security 

to have been disabled. Qualified Disability Trusts are allowed a deduction equal to the personal 

exemption amount under I.R.C. § 151(d), $4,400 in 2022. 11 The trust may still qualify if the principal 

reverts to a person who is not disabled after the trust ceases to have any beneficiary who is disabled.12   

Taxpayer Identification Numbers and Reporting Requirements 

A complex trust is required to obtain a taxpayer identification number to report income. The 

annual trust tax return should reflect a deduction for any amounts paid out to the beneficiary. The 

amount paid out to the beneficiary will be reported as income to the beneficiary and the beneficiary 

will be issued an IRS Schedule K-1 showing income that must be reflected on the beneficiary’s 

income tax return and tax paid by the beneficiary. The beneficiary of a complex trust will be taxed on 

his or her proportionate share of “Distributable Net Income” (“DNI”) as distributions are made to the 

beneficiary, whether from income or principal.  To the extent that distributions from the trust do not 

equal “Net Accounting Income” 13 or are less than DNI, the trust will pay tax on accumulated income 

at the federal and state level.  The trust also will pay tax on short and long term capital gains.  In the 

event the trust incurs capital losses and those losses were not applied to other current year gains, the 

losses will reduce accumulated income. 

 

 
11 See 2022 IRS Form 1041-ES. 
12 I.R.C. § 642(b)(2)(C)(ii). 
13 Net Accounting Income is the amount of income of the estate or trust for the taxable year determined under the terms 
of the governing instrument and applicable local applicable law. 26 U.S.C. §643(b). 
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SPECIAL NEEDS TRUSTS 

A self-settled special needs trust (often referred to as a first-party SNT, OBRA ’93 trust or 

(d)(4)(A) trust) is a trust funded with assets owned by a beneficiary with disabilities. 42 U.S.C. § 

1396p(d)(4)(A) sets forth the federal statutory authority for self-settled special needs trusts. Such 

trusts (i) must be established by a parent, grandparent, guardian, or court for the sole benefit of the 

beneficiary, (ii) the beneficiary must be under the age of 65 when the trust is established and funded, 

(iii) the beneficiary must be disabled as defined under Social Security law, and (iv) the state must 

“receive all amounts remaining in the trust upon the death of such individual up to an amount equal 

to the total medical assistance paid on behalf of the individual under a State plan under this title [42 

U.S.C. §1396 et seq.].” 

Income Tax 

Special Needs Trusts are grantor trusts, meaning that the income of the trust generally is 

considered to be owned by the grantor.  The IRS characterizes the parent, grandparent, legal guardian 

or court creating a special needs trust as a “nominal grantor” and treats the beneficiary with disabilities 

as the true grantor for income tax purposes because the trust is funded with assets of the beneficiary 

with disabilities.  Accordingly, the beneficiary would report all of the trust income on his or her 

individual income tax returns regardless of whether trust assets are actually distributed to or for his 

or her benefit. See Rev. Rul. 83-25 (determining that a minor was deemed the grantor of a court-

created trust for the benefit of the minor, established to receive the minor’s personal injury award). 

Treasury regulations clarify the law to identify grantors in three situations, specifically 

Nominal/Accommodation Grantors; Partnership or Corporation Grantors, and Trust to Trust 

Transfers. As to Special Needs Trusts, the named grantor would be treated as a 
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Nominal/Accommodation Grantor since only the party making the gratuitous transfer to the trust (the 

beneficiary with disabilities) would be treated as the true grantor (§1.671-2T, T.D. 8831, 8/5/99). 

Estate Tax 

Assets in a self-settled special needs trust are includable in the estate of the beneficiary with 

disabilities.14  The payback amount is deductible as a claim against the estate. 

Gift Tax 

A transfer of the disabled beneficiary’s assets to a Special Needs Trust should not constitute 

a completed gift, since during the trust’s existence the assets held by it, along with the trust income, 

may be used only for the beneficiary’s benefit. Consequently, there would be no gift tax imposed at 

the funding of the trust.15  

SUPPLEMENTAL BENEFITS TRUSTS 

A third-party special needs trust (“Supplemental Benefits Trust”) is a trust established and 

funded by someone other than the beneficiary with disabilities (e.g. parents who have created a 

Supplemental Benefits Trust funded with lifetime gifts by them or others for the benefit of a child 

with disabilities, or a testamentary trust created by a parent, spouse, or other third-party). Such trusts 

may be inter vivos or testamentary and the trust beneficiary can be over age 65. There is no 

requirement that the trust include a Medicaid payback provision. Moreover, the trust may benefit 

another beneficiary without jeopardizing the disabled beneficiary’s eligibility for benefits.  

Income Tax 

An irrevocable inter vivos Supplemental Benefits Trust may be drafted as either a grantor or 

complex trust for tax purposes. If drafted as a grantor trust, the income from the Supplemental 

Benefits Trust will be reportable by and taxed to the parent, spouse or other relative or third-party 

 
14 I.R.C. §2036(a). 
15 See I.R.C. §2037. 
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grantor who created the trust during his or her lifetime, at least to the extent that the grantor is the 

contributor to the trust.  He or she also will report any trust losses, deductions and credits on his or 

her individual income tax returns.16  Upon the grantor’s death (or during the grantor’s lifetime, with 

respect to contributions made to the trust by parties other than the grantor or in the case of a 

testamentary Supplemental Benefits Trust), the trust will be treated as a “complex” trust. While a 

complex trust, the income from the Supplemental Benefits Trust will be reportable by and taxed to 

the trust. The beneficiary will be taxed with his or her proportionate share of “Distributable Net 

Income” (“DNI”) as distributions are made to him or her, whether from income or principal. Again, 

an election may be taken to treat a complex Supplemental Benefits Trust as a Qualified Disability 

Trust. 

Gift Tax 

Any time a contribution is made to an inter vivos Supplemental Benefits Trust, other than by 

inheritance, the contribution will be considered a gift to the trust beneficiaries and the donor may be 

required to pay a gift tax.  Accordingly, the trust should be designed to provide the flexibility to 

subject each contribution to the least possible gift tax.  This may be accomplished by using the donor’s 

annual $16,000 (in 2022) per-donee gift tax exclusion for gifts to any individual given a right of 

withdrawal (“Crummey power”), often close relatives of the grantor and/or beneficiary having 

remainder or other interests in the trust (the “Power Holders”). Of course, contributions to the trust 

should be taken into account in determining the amount of annual gifts the donor might otherwise 

give to the trust beneficiaries each year. 

The Crummey power was derived from the landmark case, Crummey v. Comm'r, 397 F.2d 82 

(9th Cir. 1968), which provided that in order to qualify contributions to an irrevocable trust (such as 

an inter vivos Supplemental Benefits Trust) for the annual gift tax exclusion, the beneficiary must 

 
16 I.R.C. §671. 
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have a “present interest” in the property received by the trust.  A beneficiary is not considered to have 

a “present interest” unless he or she has the right to possess property immediately after the gift is 

made.17  It is for this reason that the trust should give each Power Holder the “right to withdraw” a 

proportionate part of the amount contributed to the trust for a period of time beginning with the date 

the contribution is made to the trust and ending 30 days after the Power Holder receives notice of 

such contribution.  These rights should remain in effect until the expiration of the 30-day period, or 

until the rights have expired by lapsing at the rate of the greater of $5,000 or 5% of the value of the 

trust fund each year. 

Further, the trust may be structured to allow the grantor, or anyone making a contribution to 

the trust, to designate which power holders should be entitled to exercise the Crummey power under 

the trust to qualify gifts for the donor’s annual exclusions from gift tax. The trust should also permit 

the donor to limit which power holder should have withdrawal rights and limit the amount of funds 

that may be withdrawn pursuant to a written notification to the trustee. Any time a gift is made to the 

trust the donor should advise the trustee, in writing, which power holders may exercise the Crummey 

power and in what amounts.18 

Any contribution to the Supplemental Benefits Trust to which the beneficiary with disabilities 

is given a withdrawal right would be considered an available resource and might cause him or her to 

become ineligible for benefits he or she may be receiving at the time of the gift. To ensure that a gift 

to the trust will not jeopardize the disabled beneficiary’s benefits eligibility, yet will qualify for the 

gift tax annual exclusion, if the beneficiary with disabilities is receiving government benefits at the 

time a gift is made, the donor may specify that any or all trust beneficiaries, except for the beneficiary, 

may exercise a right of withdrawal over the gifted property. This will qualify the gift for the donor’s 

 
17 See Crummey v. Comm'r, 397 F.2d 82 (9th Cir. 1968). 
18 See Rev. Rul. 81-7, 1981-1 CB 474. 
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annual exclusion to the extent that the gift does not exceed an amount equal to $16,000 (in 2022) 

multiplied by the number of individual beneficiaries given a right of withdrawal, and will not 

jeopardize the disabled beneficiary’s benefits eligibility. 

Internal Revenue Service rulings provide that the mere presence of a withdrawal right, of the 

type given to each Power Holder under the Trust, may not be enough to guarantee that a Power Holder 

will be treated as having a present interest for gift tax purposes.  In order to make certain that gifts 

qualify for the annual gift tax exclusion, notice of a Power Holder’s right to withdraw contributions 

must be given at least each time a contribution is made to the trust.  If notice of the right to withdraw 

is not given, gifts to the trust may be entirely taxable. Evidence of the transmittal and receipt of this 

notice each year must be maintained should an agent examining a donor’s estate tax return require 

such evidence.19 

Contributions to the trust, therefore, should trigger a gift tax issue only to the extent such 

contributions exceed the donor’s $16,000 (in 2022) annual gift tax exclusion for each individual given 

a right of withdrawal. Contributions in excess of these amounts will trigger a federal gift tax, although 

no actual payment of gift tax may be due through utilization of a portion of the donor’s $12,060,000 

federal gift tax applicable exclusion amount in 2022. To utilize a portion of his or her federal 

applicable exclusion amount, the donor must file a federal gift tax return by April 15th of the year 

following the contributions to the trust. 

*** 
 
 
 
Crystal West Edwards, Esq. is a Principal with Porzio, Bromberg & Newman, P.C. in Morristown, 
New Jersey. She is Certified as an Elder Law Attorney (CELA) by the ABA Accredited National 
Elder Law Foundation. She is also a Fellow of the American College of Trust and Estate Counsel 
(ACTEC) and a former Director of the National Academy of Elder Law Attorneys (NAELA).  
  

 
19 See Rev. Rul. 81-7, 1981-1 CB 474 
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Taxation of Special Needs Trusts 

 
 

Trust Type 
 

Trust Description 
 

Income Tax Considerations and 
Reporting Requirements 

 
 

Special Needs 
Trusts 

 
Authorized under 42 U.S.C. § 
1396p(d)(4)(A). 
 
Assets of a disabled person transferred to a 
self-settled special needs trust are exempt 
from the transfer of assets rules. 
 
“Disability” is defined under 42 U.S.C. § 
1382c(a)(3)(A). 
 
Trust must be for the sole benefit of the 
disabled person under age 65. 
 
Trust must be established by a parent, 
grandparent, legal guardian of the individual 
or a court. 
 
Any state that paid medical assistance on 
behalf of the individual must be reimbursed 
from any amounts remaining in the trust 
upon the death of the individual. 
 

 
Grantor trust 
 
Parent, grandparent, guardian or the court is 
the “nominal grantor” and the beneficiary is 
the “true” grantor.  
 
Trustee may, but is not required to, obtain a 
taxpayer identification number (tax ID) 
 
May be required to file Federal and New 
Jersey income tax returns (Forms 1041 and 
NJ-1041, respectively) to indicate the trust 
income is being reported on the true 
grantor’s individual income tax returns. 
 
 

 
Inter Vivos  

Supplemental 
Benefits Trust 

 
Grantor 

 
A third-party special needs trust established 
and funded by someone other than the 
beneficiary with disabilities   
 
May be inter vivos or testamentary and the 
trust beneficiary can be over age 65. 
 
No requirement that the trust provide a 
Medicaid payback provision.  
 
The trust may benefit another beneficiary 
without jeopardizing the disabled 
beneficiary’s eligibility for benefits.  
 

 
May be structured as grantor or complex  
 
Contributions by someone other than the 
grantor during his or her lifetime will be 
treated as complex. 
 
Trust becomes complex at death of grantor.  
 
One grantor: the trustee may, but is not 
required to, obtain a tax ID. 
 
Multiple grantors: the trustee must obtain a 
tax ID. 
 
No Forms K-1 
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Beneficiary will be taxed with his or her 
proportionate share of “Distributable Net 
Income” (“DNI”) 
 

 
Inter Vivos or 
Testamentary  
Supplemental 
Benefits Trust 

 
Complex 

 
A third-party special needs trust established 
and funded by someone other than the 
beneficiary with disabilities 
 
May be inter vivos or testamentary and the 
trust beneficiary can be over age 65. 
 
No requirement that the trust provide a 
Medicaid payback provision.  
 
The trust may benefit another beneficiary 
without jeopardizing the disabled 
beneficiary’s eligibility for benefits.  
 

 
May be structured as grantor or complex  
 
Trust reports its income, deductions and 
credits on its own income tax returns. 
 
Allowed an annual income deduction of 
$100 
 
May elect to treat as a Qualified Disability 
Trust, which is allowed an annual income 
deduction of $4,300 (in 2022) 
 
Beneficiary will be taxed with his or her 
proportionate share of “Distributable Net 
Income” (“DNI”) for which the trust 
receives a deduction 
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CASE STUDIES 

Winona is a healthy 70-year old widow with two married sons.  Her oldest son is a plastic surgeon 
who has been contemplating divorce since the honeymoon and the youngest son still resides with Winona 
(classic case of failure to launch). Winona’s assets consist of her residence, which was purchased for $235,000 
and is currently valued at $715,000, and her liquid assets totaling $450,000. Her monthly income consists of 
Social Security payments of $1,810 and her late husband’s small pension of $561. Winona’s goal is to preserve 
her assets for the next generation.  

 Let’s identify the planning opportunities: 

1. Transfer the primary residence? 
a. Outright to children or to children subject to Life Estate 

i. Income/ Capital Gains Tax 
ii. Gift Tax 

iii. Estate Tax  
b. Outright to Complex Trust 

i. Income/ Capital Gains Tax 
ii. Gift Tax 

iii. Estate Tax 
c. Outright to Grantor Trust 

i. Income/ Capital Gains Tax 
ii. Estate Tax 

iii. Estate Recovery 
2. Transfer all or a portion of the liquid assets? 

a. Grantor Trust established by Winona 
i. Income/ Capital Gains Tax 

ii. Estate Tax 
iii. Estate Recovery 

b. Complex Trust established by Winona 
i. Income/ Capital Gains Tax 

ii. Estate Tax 
iii. Estate Recovery 

c. Income Only Trust established by Winona 
i. Income/ Capital Gains Tax 

ii. Gift Tax 
iii. Estate Tax 
iv. Estate Recovery 

d. Income Only Trust established by Children (paying income to Winona) 
i. Income/ Capital Gains Tax 

ii. Gift Tax (Double?) 
iii. Estate Tax 
iv. Estate Recovery 

e. Outright Gift with children funding third party donee trust 
i. Income/Capital Gains Tax 

ii. Gift Tax 
iii. Estate Tax 
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Henry just celebrated his 69th birthday and the 6th birthday of his fourth grandchild, Grace. Grace was 
born 7 weeks premature and has been diagnosed with pervasive developmental delay. Grace has a 9 year old 
brother, Gordon.  Henry recently retired from a stressful career as a personal injury attorney and intends to 
fund a trust for Grace’s benefit with his stock portfolio (valued at $600,000). Henry wants to minimize the 
potential transfer tax liability (estate or gift) and retain the power to amend the trust. 

 How should we structure the trust? 

1. Grantor Trust 
a. Income/ Capital Gains Tax 
b. Gift Tax 

i. Crummy Powers? 
ii. IRS Form 709? 

c. Estate Tax 
 

2. Complex or Qualified Disability Trust 
a. Income/ Capital Gains Tax 
b. Gift Tax 

i. Crummy Powers? 
ii. IRS Form 709? 

3. Estate Tax 

 


