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INTRODUCTION

This article will discuss some of the potential income tax disadvan-
tages of non-grantor trusts and how they might be avoided or miti-
gated.! In the first part, it will describe some of the advantages and
disadvantages of using such trusts both under current law and under
legislation proposed in 2021 in Congress (some of which may have been
‘enacted by the time this article is published). In the second part, the use
of the charitable deduction allowed to a trust is discussed. In the third
part, the potential use of a trust described in Section 678 is discussed. In
the fourth part, having the trust beneficiaries include a so-called “S cor-
poration” is explored. In the fifth part, a summary and conclusions are
offered on whether the income tax burden on non-grantor trusts may be
reduced and some of the consequences of attempting to do.

I. ADVANTAGES AND DISADVANTAGES OF NON-GRANTOR TRUSTS

It seems appropriate before describing some of the advantages and
disadvantages of non-grantor trusts is to first discuss some of the conse-
quences of trusts in general.
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1 A non-grantor trust is one that is not a deemed owner trust (commonly called a
“grantor trust” under the provisions of subpart E of part 1 of subchapter J of Chapter 1
of the Internal Revenue Code of 1986 as amended (“Code”)). Under Section 671, the
income, deductions and credits against tax of the trust are attributed to the trust’s grantor
and, in one case, under Section 678, to a beneficiary who has the unilateral right to with-
draw property from the trust. See generally Jonathan G. Blattmachr et al., A Beneficiary
as Trust Owner: Decoding Section 678, 35 ACTEC J. 106, 106-08 (2009). Throughout this
article, “Section” is a reference to a section of the Code, except where otherwise noted.

301



302 ACTEC LAW JOURNAL [Vol. 47:301

A. Some Benefits and Burdens of Trusts

Trusts serve many purposes including providing asset protection
and avoiding unwise dissipation of wealth.2 Trusts also may offer the
most efficient platform for income tax planning by their ability to shift
income out of the trust to beneficiaries® and to do so within 65 days
after the close of the trust’s tax year,* to obtain an unlimited income tax
charitable deduction,> and to avoid state income taxes.6

B. Some Benefits and Burdens of Grantor Trusts

Moreover, in recent years, grantor trusts have been the primary
platform upon which lifetime estate planning has occurred. Grantor re-
tained annuity trusts (GRATS), described in Treasury Regulation
25.2702-3(b), almost always are grantor trusts which is advantageous be-
cause the trust (and ultimately its beneficiaries, other than the grantor)
is allowed to receive income and growth without income tax (because
the income of a grantor trust is attributed to the grantor) and to satisfy
the required annuity payments with appreciated assets without gain rec-
ognition.” A sale of appreciated assets to a grantor trust by its grantor®
does not result in gain recognition and if the trust pays for the property

2 See generally Jonathan G. Blattmachr & Douglas J. Blattmachr, Even Without
Estate Tax the Right Answer Is Still the Same, Put it All in Trust, ARCHIVE MESSAGE
#2489 (Steve Leimberg’s Est. Plan. Newsl.), Dec. 15, 2016 (stating that it is beneficial to
start with a trust for any transfers for beneficiaries).

3 See LR.C. §§ 651-52; 661-62.

4 See id. § 663(b).

5 See id. § 642(c); see generally Jonathan G. Blattmachr et al., Planning for Charita-
ble Contributions by Estates and Trusts, 44 EsT. PLAN. 3, 3-5 (Jan. 2017) (finding that the
income tax charitable deduction for a trust may be more advantageous in some instances
than contributions an individual may make).

6 See generally Jonathan G. Blattmachr & Martin M. Shenkman, State Income Tax-
ation of Trusts: Some Lessons of Kaestner, 46 Est. PLAN. 3, 3-6 (Oct. 2019) (“[A] state
may not impose its income tax on undistributed income of a trust . . . .”). State income
taxation also may be avoided by using an electing small business trust described in Sec-
tion 641(c). See generally F. Ladson Boyle et al., Planning Opportunities with ESBTS:
Saving State and Local Income Taxes, 129 J. Tax’N 20, 20-22 (2018) (noting that many
taxpayers seek to avoid state and local income taxes on investment income).

7 See Rev. Rul. 85-13, 1985-1 C.B. 184. Note that some proposals in Congress could
change the result. See Katherine L. Jeffrey, Proposed Federal Tax Law Changes Affecting
Estate Planning, Davis WRIGHT TREMAINE LLP (Oct. 20, 2021), https://www.dwt.com/
insights/2021/10/federal-estate-tax-changes-2022 [https://perma.cc/8QNZ-Y75F] (“The
proposed change effectively renders the GRAT worthless as a mechanism for a leveraged
transfer of assets—the grantor is no better off than if he or she made a direct transfer of
the assets to his or her chosen beneficiary.”).

8 See Jonathan G. Blattmachr, Adventures in Partial Interest Transfers: Avoiding the
Legacy of Zero Valuation Under Section 2702, 45 Major Tax PLAN. § 1304.5[G], at 13-
37 to 38 (1993).
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with a note, the interest need be only at the Applicable Federal Rate
(determined monthly pursuant to Section 1274) and will not be subject
to income tax.®

Probably, the major wealth transfer benefit of a grantor trust is
that, as indicated, it allows the trust to grow on an income tax free com-
pounded basis, one of the most powerful factors in financial planning,
when it can be achieved.!0

However, because the income of a grantor trust is attributed to the
grantor for federal income tax purposes, opportunities to reduce the in-
come tax burden by using a non-grantor trust generally are inhibited.

C. Some Benefits and Burdens of Non-Grantor Trusts

Nonetheless, income which is taxed to a non-grantor trust is much
more likely to face the highest federal income taxes, including having all
taxable income above $12,950! taxed at the highest federal rate (37%
on ordinary income in 2021) and subject to the net investment income
tax under Section 1411 of 3.8%. One of the major benefits of a non-
grantor trust is that it can be used to avoid certain state income taxes
even if the grantor and the beneficiary are subject to them.!2 There may
be other income tax advantages of non-grantor trusts, including the abil-
ity to shift the trust’s income (to the extent of its distributable net in-
come defined in Section 643(a)) to a beneficiary of the trust.13

The major federal income tax disadvantage is that the trust will
reach the top federal tax rates at about $13,000 of income. Other than
for a married person filing separately, individual taxpayers do not reach
the top bracket until well over $500,000 of taxable income. Moreover,
an individual may use a standard deduction under Section 63 of between
around $12,000 and $24,000. A trust (other than a qualified disability
trust described in Section 642) has a standard deduction of only $100 or
$300.14

9 See Rev. Rul. 85-13, supra; see also LR.C. § 1274.

10 See Jeff Glickman & Jonathan G. Blattmachr, High Returns and Tax-Free Com-
pounding: Keys to Building Wealth, 43 Est. PLaN. 11, 20 (May 2016).

11 See I.R.C. § 1(e), (j)(2)(E). The rates are inflation adjusted each year pursuant to
Section 1(f). Proposals made in Congress would have estates and non-grantor trusts reach
the top federal income tax bracket for both the regular federal income tax purposes and
for purposes of the net invest income tax (NIIT) at $12,500.

12 See id; see Blattmachr & Shenkman, supra note 6.

13 See Mark Lobb et al., When is a Non-Grantor Trust Preferable?, PEak Tr. Co. 5
(2020), https://www.peaktrust.com/wp-content/uploads/2021/11/When-is-a-Non-Grantor-
Trust-Preferable.pdf.

14 A greater deduction is permitted for a qualified disability trust described in Sec-
tion 642(b)(2)(C).
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That means, except for the wealthiest of families, undistributed tax-
able income of a trust likely will face more income tax than if it were
taxed to individual family members.

Here is a list showing how much more a trust may be burdened by
federal income tax compared to an individual:

o Tax due on $25,000 of income by Single Individual ($1,342)
Married Couple ($60) Trust ($7,551)

e Tax due on $100,000 of income by Single Individual
($15,247) Married Couple ($8,684) Trust ($35,301)

e Tax due on $200,000 of income by Single Individual
($41,413) Married Couple ($30,493) Trust ($72,301)

To some degree this higher federal tax burden may be offset by the
avoidance of state income tax where the individual would face that tax
but the trust does not. In general, and with careful planning, a non-gran-
tor trust may be able to avoid state income tax which neither its grantor
nor beneficiary could avoid.!'s

Perhaps, even more troublesome are proposals in Congress that
would impose a surcharge or surtax when income exceeds a certain
threshold. At the time of the writing of this article, the proposals include
a 5% surcharge (tax) to the extent an individual’s income exceeds $10
million and an additional 3% (total of an 8% surcharge) to the extent it
exceeds $25 million.'6 But the thresholds where the surcharges com-
mence for non-grantor trusts are $200,000 and $500,000.17 Note that the
thresholds for trusts do not necessarily target only very large trusts (e.g.,
those that would be expected to generate annual income of at least
$200,000, as a trust worth more than $5,000,000 would be expected to
earn at an annual return of 4% a year). It could include a distribution
from an IRA or qualified (retirement) plan receiving a distribution or a
sale generating a gain sufficient to push the trust into the thresholds for
surcharge.

D. Separate Trusts May or May Not Help Much

Creating separate trusts to reduce federal income tax may not helb
much. Under Section 643(f), two or more trusts will be treated as one
trust for federal income tax purposes if they have substantially the same
grantor or grantors and substantially the same primary beneficiary or
beneficiaries, and a principal purpose of the trusts it to avoid federal
income tax. Hence, a trust created for child and another one for the

15 See Boyle el al., supra note 6, at 29.
16 Build Back Better Act, H.R. 5376, 117th Cong. § 138203(a) (2021).
17 Id.
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child’s spouse likely will be treated as one trust if income tax reduction
were a purpose for creating two trusts.18

On the other hand, creating one trust primarily for each child (or
possibly each descendant) of a taxpayer likely will not fall under the
consolidation of trusts rules of Section 643(f). However, one potential
disadvantage of creating a separate trust for each descendant is the limi-
tation of distributing distributable net income (DNI), defined in Section
643(a), in unequal shares, such as to a descendant who is in a lower
overall income tax bracket than the trust or the other beneficiaries
would face.

E. One Way to Reduce Federal Income Tax on Trust Income:
Distributions to Beneficiaries

A way to avoid the higher tax that a trust, compared to an individ-
ual, may face is to distribute the trust income to a beneficiary, to the
extent required or permitted under the terms of the trust.!® To the ex-
tent that a trust distributes or is treated as distributing its income to a
beneficiary, the income is not taxed to the trust but to the individual.
Although the taxable income of a non-grantor trust (or a decedent’s
estate) is generally computed in the same manner as that of an individ-
ual, there are exceptions, probably the most important of which is that
a trust is entitled to a deduction for distributions of its DNI to a benefi-
ciary the amount of which the beneficiary is required to include in gross
income.?! That may result in lower overall federal tax if the beneficiary

18 See Prop. Treas. Reg. § 1.643(f)-1, 83 Fed. Reg. 40884, 40885-86 (Aug, 16, 2018)
for the proposed regulations under the section including, essentially, presumptions of
when the trusts will be treated as having a principal purpose of income tax avoidance.
Proposed regulations, however, do not have the force of law. Note that in some cases
spouses will have different tax domiciles. So if one of them lives in a state with a lower
state income tax, that spouse, perhaps, should be the distributee of the DNI of the trust.

19 Historically, trusts required that their fiduciary accounting income (that is income
as determined under the terms of the trust and applicable local law, typically referred to
as FAI) be distributed currently. Typically, trusts that qualify for the gift or estate tax
marital deduction require that all such income be distributed at least once a year. See
LR.C. §§ 2523, 2056. Today, often other types of trusts do not require distributions but
authorize the trustee to distribute as much income and corpus as the trustee determines
although, not infrequently, the trustee may distribute only pursuant to a standard set
forth in the instrument, such as health, education, maintenance and support. Many trusts
created to hold life insurance policies (commonly called irrevocable life insurance trusts
or ILITs) do not permit distributions until the death of the person whose life is insured
under the policies.

20 Id. § 641(b).

21 See id. §§ 651-52, 661-62. See also F. LapsoN BoyLE & JoNATHAN G.
BLATTMACHR, BLATTMACHR ON INCOME TAXATION OF ESTATES AND TRUSTS 3-8, § 3:1
(17th ed. 2021).
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or beneficiaries are in lower income tax brackets than the trust would
be.

However, the beneficiary or beneficiaries may or may not be sub-
ject to state income tax on taxable income. If so, any reduction in fed-
eral income tax by taxing the DNI to the beneficiary rather than to the
trust may be offset in whole or in part by the state income tax. In fact,
the combination of state and federal taxes on a beneficiary may exceed
what the trust would have paid in federal income tax if no distribution of
DNI had been made to the beneficiary.

F. Other Consequences of Distributing DNI to the Beneficiary

Other consequences of distributing DNI to a beneficiary may arise.
Normally, assets in a trust created by someone other than the trust ben-
eficiary are not subject to attachment by the creditors of the benefici-
ary.22 However, if trust assets are distributed to the beneficiary, they
may be attached unless falling under an exception.2> A person may be
denied government benefits (such as Medicaid) if the individual’s “non-
exempt” assets or income exceeds a certain threshold.?* Distributions to
an individual may also mean subjecting his or her wealth at death to
state death tax.

II. MAKING DisTRIBUTIONS OF GROSS INCOME TO OR FOR CHARITY

As mentioned above, the income of a non-grantor trust is deter-
mined as it would be for an individual?s subject to special rules. As men-
tioned, the deduction for a distribution of DNI allowed under Section
651 or 661 is one of the more important special rules. Another is the
charitable deduction, which for a non-grantor trust is allowed, in gen-
eral, under Section 642(c) for its gross income paid for a charitable pur-
pose.26 The charitable deduction allowed under Section 642(c) not only
reduces the trust’s taxable income but also may reduce its DNI and

22 See Unir. Tr. CopE art. 5 (UniF. L. Comm’n 2000).

23 Exemptions may arise under federal or applicable state law. See, e.g., Eva
Bacevice, What Are the Federal Nonbankruptcy Exemptions and Why Does it Matter?,
UpsoLVE, https://upsolve.org/learn/federal-nonbankruptcy-exemptions [https://perma.cc/
5YLT-2F6E] (July 21, 2020); Margaret Reiter, Using Exemptions to Protect Property from
Judgment Creditors, NoLo, https://www.nolo.com/legal-encyclopedia/using-exemptions-
protect-property-from-judgment-creditors.html [https://perma.cc/MGN9-37FH].

24 The income and asset value levels in some cases are relatively low, subject to
exceptions and special rules. See Tanya Feke, Medicaid Eligibility: MAGI and Your As-
sets, VERYWELL HEALTH, https://www.verywellhealth.com/your-assets-magi-and-medi-
caid-eligibility-4144975 [https:/perma.cc/6V5U-3RFH] (Jan. 2, 2021).

25 See supra note 20 and accompanying text.

26 For a somewhat detailed discussion of Section 642(c), see Blattmachr et al., supra
note 5, at 14.
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would reduce the threshold upon which the surcharge discussed above
would apply.2?

A distribution of DNI might also be made to a charitable remainder
unitrust (CRT) described in Section 664.28 The DNI distributed to a
CRT will not be subject to income tax in the hands of the trust as the
trust is exempt from income tax, although distributions to a beneficiary
of the CRT may be included in the gross income of the beneficiary.2?
Using a so-called “net income with make-up” CRT may allow for post-
ponement of tax.30

DNI distributed to a charitable lead trust (CLT), as described in
Section 170(f)(2)(B), may not avoid income tax as a lead trust, unlike a
CRT, is not exempt from income tax. Yet, it seems a distribution deduc-
tion should be allowed under Section 661 for a distribution of DNI to a
CLT. However, a CLT may be subject to income tax and to the pro-
posed surcharge tax, discussed above,3! although a deduction allowed to
the trust under Section 642(c) will reduce the trust’s taxable income and
the threshold for purposes of imposing the surcharge tax.

III. PoTENTIAL USE OF A SECTION 678 TRUST

As mentioned above, the income, deductions and credits against tax
of a grantor trust are attributed for federal income tax purposes to the
grantor generally whether or not any distribution is made to the gran-
tor.32 Under Section 678, a person other than the grantor is treated as
the owner (and essentially taxed under the grantor trust rules as though
the person were the grantor) of any portion of a trust with respect to
which the person has a power exercisable alone to vest the income or
corpus in that person.33 It appears that a trust may be one described in
Section 678 as to only part, such as where the beneficiary has the right
only to withdraw income, either in a fiduciary accounting sense or a tax

27 See id. at 14. See also LR.C. § 67(e).

28 To be a CRT described in Section 664, it must, among other things, be “a trust
with respect to which a [charitable] deduction is allowable under section 170, 2055, 2106,
or 2522 . ...” Treas. Reg. § 1.664-1(a)(1)(iii)(a). Treas. Reg. § 1.664-3(b), which allows
additional contributions to a CRUT if the requirements of that regulation are met, has no
requirement of a further charitable deduction. This suggests that distributions be made
only to a pre-existing charitable remainder trust that holds at least some property that
qualified for a charitable deduction.

29 LR.C. § 664(c).

30 See discussion in Matthew D. Blattmachr et al., Using a Charitable Remainder
Trust as the Recipient of Qualified Plan and IRA Interests, 47 Est. PLAN. 8, 12 (May
2020).

31 See supra Part 1.C.

32 LR.C. § 671.

33 See Blattmachr et al., supra note 1, at 108.
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sense.>* Hence, the beneficiary could be given the unilateral right to
withdraw all or a portion of the trust’s tax income. Perhaps, the benefici-
ary could be given the right to withdraw only so much of the income
that the income tax the beneficiary pays on the income is not greater
than what the trust would pay.3>

Because the beneficiary of a Section 678 Trust must have a unilat-
eral right to withdraw from the trust, creditor protection almost cer-
tainly will be lost to that extent, at least in many states.3¢ Also, if the
beneficiary is disabled and entitled to government benefits, allowing the
power of withdrawal to lapse (or releasing it) will cause a period of ineli-
gibility for the beneficiary of those benefits in most cases.3” If the power
to withdraw is partially released or otherwise modified and does not
entirely disappear, it remains a Section 678 Trust.38 Hence, if the benefi-
ciary is permitted to and does modify the power (perhaps, so it can only

34 See generally Edward Morrow et al., Using Decanting and BDOT Provisions to
Avoid a Peppercorn of Income Potentially Triggering State Income Tax on a Trust’s Entire
Income, ARCHIVE MESSAGE #205 (Steve Leimberg’s Income Tax Plan. Newsl.), Sept. 15,
2020. Even if the beneficiary holds the right to withdraw all tax income, that may be
impossible for the beneficiary to withdraw income that is merely imputed to the trust as
may be the case where the trust is a partner in a partnership. Cf. Sid W. Richardson
Found. v. United States, 306 F. Supp. 755, 761 (N.D. Tex. 1969) (stating that “[t]he own-
ers of a majority of the stock might want to leave the profits in the corporation for growth
purposes, and yet desire to take advantage of the tax saving.”).

35 This might help to avoid state income tax in some cases. For example, the undis-
tributed income of a trust created by a New York tax resident is not subject to New York
income tax if the trust has no New York trustee, has no asset sited in the state and has no
New York source income. See N.Y. Tax Law § 605(b)(3)(D) (McKinney 2022). The state
has taken the position that any amount of New York source income subjects all of its
undistributed income to the state’s income tax. However, if a beneficiary of a New York
trust has the unilateral right to withdraw all New York source income, that income is not
income of the trust but only of the beneficiary meaning, presumably, the trust has no
New York source income avoiding the position of the state.

36 Under Alaska law, however, property subject to a presently exercisable general
power of appointment is not subject to the claims of the creditors of the power holder
except to the extent said power is exercised by the donee in favor of the donee, the
donee’s creditors, the donee’s estate, or creditors of the donee’s estate. ALASKA STAT.
§ 34.40.115 (2021).

37 First party special needs trusts are trusts created by the beneficiaries for them-
selves. Third party special needs trusts do not have a specific statutory exemption but
Soc. SEc. ADpMIN.,, PRoGRAM OPERATIONS MaNuaL System (POMS), SI
01120.200(D)(2) INFORMATION ON TRUSTS, INCLUDING TRUSTS ESTABLISHED PRIOR TO
JANuUARY 01, 2000, TRUsTS ESTABLISHED WITH THE ASSETS OF THIRD PARTIES, AND
TRusTs NoT SUBJECT TO SECTION 1613(E) OF THE SOCIAL SECURITY ACT, PoLICY FOR
TrusTs As RESOURCES (June 7, 2018) provides that, if the beneficiary does not have the
legal authority to revoke or terminate the trust to direct the use of the trust assets for his
or her own support and maintenance, the trust principal is not the individual’s resource
for social security benefit purposes.

38 See LR.C. § 678(a)(2); see also PLR 200944002 (July 15, 2009) (not precedent).
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be exercised with the consent of the trustee only for supplemental
needs), it should mean it is still a Section 678 Trust so the income will
continue to be attributed to the beneficiary but may still provide asset
protection under the law of at least some states. However, this means
that the income will be taxed to the beneficiary to the extent of the
beneficiary’s unilateral power to withdraw.

IV. PoteENTIAL USE OF A QUALIFIED SUBCHAPTER S TRUST MAY
Herr EVEN MORE

A. Using a QSST as the Beneficiary

Only U.S. individual taxpayers, their estates and certain trusts may
hold shares in an S corporation,3® the income of which is taxed directly
to its shareholders.?® A Qualified Subchapter S Trust, described in Sec-
tion 1361(d)(3), commonly known as a QSST, is a permitted S corpora-
tion shareholder. To be a QSST, the trust must have only one
beneficiary who is a U.S. individual taxpayer, must be required to or
does, in fact, distribute all of its fiduciary accounting income (FAI),
within the meaning of Section 643(b) each year to that beneficiary, and
the beneficiary must elect to be treated as the income tax owner under
Section 678 (essentially as though it were a grantor trust as to the bene-
ficiary) of the portion of the trust that consists of the qualifying S stock
and, thereby, be treated as the shareholder.4! One of the effects of a
QSST is that the income of the S corporation is treated as being that of
the shareholder (in this case, the beneficiary of the QSST), although it
does not apply to the treatment of a sale of the S corporation stock.

Hence, if a QSST is used as opposed to another type of trust, the
income of the S corporation will be taxed to the trust beneficiary rather
than to the trust as a separate taxpayer. The more onerous income tax
rules with respect to trusts in some cases, as discussed above, will not
apply. And unlike a Section 678 Trust, the QSST may provide more as-
set protection and avoid disallowance to government benefits.4?

39 LR.C. § 1361. It does not seem that an S corporation, to be respected as such,
need be formed for a business purpose. See Rev. Rul. 75-188, 1975-1 C.B. 276-77.

40 See generally BOYLE & BLATTMACHR, supra note 21, at 8-18, § 8:6 (“A QSST is a
trust that owns stock in an S corporation, and that distributes or is required to distribute
currently all of its accounting income to one individual . . . .”).

41 Note that the election made by the beneficiary of the QSST will only cause the
income of the S corporation, to the extent of the trust’s ownership of the stock, to be
taxed to the beneficiary. It will not cause other income of the trust to be taxed to the
beneficiary (unless and only to the extent the balance of the trust was structured to be a
Section 678 trust).

42 Nonetheless, it is understood that some “divorce” courts in determining alimony
(maintenance in some jurisdictions) and child support, simply look at the income of the
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Of course, that means, as a practical matter, that the beneficiary of
the client’s wealth will be an S corporation. It is beyond the scope of this
article to discuss the matter in significant detail, but S corporations have
certain drawbacks, including potential adverse effects upon liquida-
tion.*3 Moreover, the QSST, as stated, will have only one individual
beneficiary curbing the ability to make distributions in a more favorable
manner, such as by shifting tax income to someone in the lowest tax
bracket or one who is not subject to state income tax.

B. Using a Discretionary Trust with S Corporations and Others as
Beneficiaries

Perhaps a better plan is to use a so-called discretionary trust such as
one where the trustee may choose among a class of beneficiaries as to
whom distributions of DNI should be made. Such a trust is commonly
used in planning and the disposition of wealth and may include all of the
property owner’s descendants, their spouses, charities and split-interest
trusts (such as charitable remainder trusts described in Section 644 and
charitable lead trusts described in Section 170(f)(2)(B)). It may include
corporations but may not include a transferee who acquired an interest
in the trust for value.*4

To the extent the trust is permitted to and does distribute its DNI to
an S corporation, the shareholder of the S corporation will include it in
gross income, whether or not the corporation makes any distribution.>
Where the shareholder is a QSST, the beneficiary of the QSST will in-
clude the distribution in gross income whether or not the trust makes

former spouse or parent (which will include the income of the S corporation to the extent
he or she is a trust beneficiary) even though the former spouse or parent may not receive
and may not be entitled to receive payments from the QSST. Moreover, the beneficiary
of the QSST should not hold sufficient shares in the S corporation to be able to cause
distributions to be made from the S corporation or a creditor of the beneficiary might be
able to reach the income earned by the S corporation. See Heather Huston, S Corp (S
Corporation) Advantages & Disadvantages, WoLTERs KLUWER (Sept. 15, 2020), https://
www.wolterskluwer.com/en/expert-insights/s-corporation-advantages-and-disadvantages
[https://perma.cc/2GL3-CEGS].

43 See Scott W. Dolson, Advanced Section 1202 Planning — Dealing With the
Problems of S Corporations, Frost BRowN Topp LLC (Sept. 18, 2020), https:/frost-
browntodd.com/section-1202-and-s-corporations [https://perma.cc/3Q4R-85JJ].

44 See Nemser v. Comm’r, 66 T.C. 780, 784-85 (1966), aff’d, 556 F.2d 558 (2d Cir.
1977), cert. denied, 434 U.S. 855 (1979). Making an S corporation the beneficiary of a
trust may have other ramifications, such as where IRA or qualified plans proceeds are
payable to it such as foreclosing the payout from the IRA or plan for longer than five
years following the death of the IRA owner or plan participant. That is discussed in detail
in Jonathan G. Blattmachr et al., The SECURE Act, Trusts, Corporations and CRTs, 47
EsT. PLAN. 24, 24 (July 2020).

45 See L.R.C. § 1368(b).
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any distribution other than FAI which a QSST must distribute to its
beneficiary.4¢ This income will be taxed to the beneficiary whether or
not the beneficiary receives anything other than trust FAI and the S
corporation’s income will not be in FAI unless the S corporation makes
a distribution that constitutes FAI (as most dividends would).4” That
means the S corporation’s income will be taxed at the beneficiary’s
rates.

One of the advantages of using a QSST is that it will not necessarily
cause the trust to be included in the gross estate of a beneficiary as dis-
tributions to the beneficiary would. Although FAI must be distributed
to the beneficiary of a QSST, FAI generally can be kept at a minimum.48

C. Using the 65-Day Option

Under Section 663(b), any amount or all trust or estate distribu-
tions properly paid or credited within the first sixty-five days of a taxa-
ble year may be considered paid or credited on the last day of the
preceding taxable year, provided the fiduciary makes an election, pursu-
ant to regulations. The amount to which the election applies cannot ex-
ceed FAI of the year or DNI, if greater, reduced by any amounts paid,
credited, or required to be distributed in such taxable year.4°

Hence, with several beneficiaries, including individuals, S corpora-
tions and charitable remainder trusts, the trustee of a discretionary trust
will have slightly more than two months following the close of the trust’s -
tax year to determine where to tax the trust’s DNI. A broad array of
beneficiaries may provide a significant option in reducing the tax on the
trust’s income.

D. Funding the QSST Beneficiary’s Income Tax Liability

If the S corporation’s income is attributed to the QSST beneficiary,
he or she presumably will need cash to pay the income taxes on the S
corporation income attributed to him or her pursuant to the QSST elec-
tion.>° Having the S corporation pay a dividend to the QSST which, in
turn, is paid to the beneficiary (as it must be if it is FAI as it probably
would be’!) means the beneficiary may have more income and re-

46 See id.

47 See, e.g., UNIF. FIDUCIARY INCOME AND PrINCIPAL AcT § 409(b) (UnIF. L.
Comm’N 2018).

48 See Blattmachr et al., supra note 30.

49 See I.R.C. § 661(c).

50 The beneficiary must affirmatively elect for the trust to be a QSST and may re-
voke the election only with the consent of the Commissioner of Internal Revenue. See
Treas. Reg. § 1.1361-1(j)(11).

51 Unrir. Fipuciary INCOME AND PriNcIPAL Act § 409(b).
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sources so as to cause disqualification for government benefits. How-
ever, the trustee of the QSST, rather than distributing the S corporation
distribution to the beneficiary, could instead apply it in satisfaction of
the beneficiary’s income tax obligation. According to PLR 8907010 (not
precedent), that should be treated as being a payment to the beneficiary,
as a QSST is required to make.52 However, that discretionary payment
by the QSST of the beneficiary’s income tax liability will not count as
income or as a resource for at least most governmental benefit
programs.>3

Therefore, the S corporation can pay a dividend to the QSST in the
amount of the beneficiary’s income tax liability (which will be based at
least on the S corporation’s income imputed to the QSST beneficiary)
and the trust can pay the income tax liability of the beneficiary and will
be treated as distributing that amount (which may be FAI) to the bene-
ficiary so the status as a QSST will not be lost and the risk of causing the
beneficiary to lose governmental benefits will not arise.>

V. SumMMARY AND CONCLUSIONS

Trusts serve many purposes including protection against claims of
creditors of beneficiaries and the unwise dissipation of wealth. Although
the federal tax law has become somewhat hostile to non-grantor trusts
and would be made even more so if the surtax on income above
$200,000 is enacted, careful planning in the structure of trusts and their
thoughtful administration may go far in avoiding the harshest income
tax rules for trusts, while preserving many of the benefits they offer.

Creating one trust for each descendant of the property owner may
provide some relief from the harsh trust income tax rules. Distributions
of DNI to the beneficiary may reduce overall taxation of the trust’s in-
come although, once received by the beneficiary, creditor protection
and estate tax exclusion benefits that a trust may offer will be gone. A
trust described in Section 678 from which a beneficiary may withdraw
tax income may provide some opportunity for income tax reduction
without full loss of asset protection and estate tax exclusion benefits.>>
Using a QSST may also avoid the harsh income tax rules applicable to

52 PLR 8907010 (Nov. 15, 1988).

53 Soc. Sec. ADMIN.,, PRoGRAM OPERATIONS MANuAL System (POMS), SI
00815.400(A) BiLLs PAID BY A THIRD PArRTY (Mar. 8, 2005).

54 An alternative to using a QSST is to use an electing small business trust defined
in Section 641(c) which is an eligible S shareholder, under which all of the S corporation’s
income is taxed to the trust at the highest federal income tax rate and without the ability
to shift the income to a trust beneficiary. However, that may provide a way to avoid state
income tax.

55 See Blattmachr et al., supra note 1, at 109.
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individuals but would be somewhat inflexible. A discretionary trust for
several beneficiaries, including an S corporation of which a QSST for a
descendant is the shareholder, along with other potential beneficiaries,
such as a CRT, may provide the best opportunity for income tax reduc-
tion on the earnings of the trust. The 65-day rule of Section 663(b) will
give the trustee over two months to plan as to whom distributions of
DNI may be made.



