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Taxation of Special
Needs Trusts

BY ROBERT FLEMING,

CELA AND

STUART MORRIS, CELA

With the reduction of available services to disable
individuals and the increasing costs associated with the
services, Special Needs Trusts (SNTs) have become m
common in order to preserve the assets and benefits
disabled individuals. Although there is a considerab)
body of information about SNTs, less help is availab
when it comes to the taxation issues involved in the
design and administration.

SNTsinclude concerns about income taxes, gift taxé
estate taxes and even (though rarely) generation-skipp,
taxes. While most of the more difficult problems center ¢
income taxation, each of the other types of tax issues
be involved in a given trust.

Two broad categories of SNTs exist. Some SNTs

established by (and with the assets of) a third person for th

benefit of the disabled public benefits recipient. Others
established with funds which would otherwise be direct
available to the beneficiary, whether by the beneficiary
by another person (or a court) acting in the beneficiar
stead. As with SNT construction, the distinction is
paramount importance for tax considerations. Some pr
titioners use the terms “Supplemental Needs” or “Suppl
mental Benefits” to describe one or the other of the ba
types of Special Needs Trusts, but there is no consist
distinction in practice or the literature.

Third Party Created Trust for
a Public Benefits Recipient
A SNT may be created by a donor who chooses to

aside for a disabled individual without jeopardizing that

beneficiary’s eligibility for public benefits. The donor’s
goal in such a case will usually not be to establish pub
benefits eligibility for the donor, but to continue existin
benefits eligibility. This occurs most frequently when
parent would like to establish a trust for a disabled chil
This may also arise when the spouse of a Medicaid reci
ent, or potential Medicaid recipient, wishes to leave so
or all of their estate in trust for the benefit of a disabl
spouse.

When providing estate planning services the attorn
should determine whether there are any beneficiaries
receive benefits from government programs and how t
affects the client’s estate planning goals. If the benefici
is a disabled child or grandchild who receives governm
benefits, the goal should be to implement a plan whi
preserves the assets being distributed to the disabled
eficiary without jeopardizing the recipient’s governme
benefits. Sometimes a disabled beneficiary is not alre
receiving public benefits but might qualify for futur

benefits. In either case protection of the public benefits
eligibility can be accomplished through the use of a SNT.
Generally, government programs for disabled benefj-
ciaries only provide the disabled beneficiary with a subsi
tence level of benefits. A SNT affords clients the opportu-
nity to supplement the state and federal benefits by provid-
ing for collateral needs not covered under the government
programs such as travel, entertainment, and (of particular
importance in many cases) uncovered therapy and/or m
cation.
During the estate planning process, the fact that assets
d \vhich are available to the disabled beneficiary may cause
*S€the beneficiary to become ineligible for government assi
O'§ance is frequently overlooked. For example, the transfer
ofof property to a fiduciary (such as a Trustee or Custodiapn)
€ who later relinquishes control to a disabled minor benefj-
€ ciarywhen he or she reaches majority may resultin the Igss
I' of government benefits upon the later transfer. This may
force the disabled beneficiary to become responsible for
*S» medical care costs originally covered by the government
INGand will likely deplete the beneficiary’s inheritance rap
N idly. A SNT circumvents this avoidable trap.

Y Evenifthe disabled beneficiary possesses the mental
faculties to manage the trust assets at majority, a SNT
'€ ensures both the proper management of assets and [the

€continuous receipt of government benefits. Thus, if th
'€ goal is to supplement and not replace government benefit
Y programs, a SNT is a practical solution.
: Where a trust is created by a third party for th
S beneficiary, the trust will almost always be a separa
taxpayer. The trust will have its own EIN (employe
C-identification number) and the trustee will file annual stat
€ and federal fiduciary income tax returns.
IC Mostthird-party SNTs will be “complex” trusts within
Nthe meaning of Treas. Reg. §1.661(a)-1. This treatment
obtained when (@) the trust is not a grantor trust and (b) t
trust instrument itself does not require distribution of al
income, which will be the case in most third-party SNTS.
“Complex” trust status is to be distinguished from treat
®mentas a “simple” trust, which is obtained regardless
actual distributions when the trust’s governing instrumer
requires distribution of all income to the beneficiary. The
practical result of the distinction between “complex” and
“simple” trusts is that the former will treat income as
taxable to the beneficiary only to the extent it was actual
- distributed to the beneficiary, while the latter will treat al
(Ia- income as taxable to the beneficiary whether distributed
not.
To the extent that distributions have been made to t
beneficiary in a given year, the trust return will show
Y distributions of income to the beneficiary and a K-1 will be
hosent to the beneficiary. The K-1 will report thatincome ha
IS been paid to the beneficiary and will include the
rnyt beneficiary’s Social Security number.
h Self-Settled Trust for Public Benefits Recipient
€n- A SNT may also be established for a disabled ind

;[j vidual with the individual’s own funds. This occurs most
y
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(continued on page 19)
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Taxation of Special Needs Trusts
(continued from page 18)
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Three popular methods to accomplish this result are (1
give the beneficiary a special power of appointmié¢ay)to

f tv when there is | i tl i allow the beneficiary to substitute property of equal value
requently when there IS lawsuit recovery or settiement or (3) to permit the beneficiary to borrow from the trug

!f the dlsableq '”d'V'd“"?" ISa benef|_0|_ary c_)f an estate pr without giving adequate securitplthough the last power
insurance policy. Creating {;md administering this type .of may be somewhat more problematic, none of these powjers
trustare extremely challenging due to the heavy correlationshoyid interfere with public benefits eligibility or sound
between trust requirements and the often inconsistent ancygministration of the trust, while preserving favorabl

unclear rules of the public benefits programs with regard to jncome tax treatment.
such trusts. It is only by scrutinizing the rules of each Note that a power of appointment results in grantor
program for which a client may wish to qualify that it i$ trust treatment even though the beneficiary is in fact
possible to draft a trust that will not jeopardize the publjc incapable of exercising the power. If the beneficiary
benefits eligibility of the beneficiary. capable, or may later recover capacity, a power of appoint-
The central difficulty in understanding income taxa- menthelps maximize the beneficiary’s autonomy and self-
tion of self-settled SNTs arises from the compressed naturedetermination. For these reasons the inclusion of a power
of the income tax rates on trusts. While an individual pays of appointment is the most frequently used method |of
taxes at the highest marginal preserving grantor trust sta-
tax only on income in excess tus.
of $250,000,trusts ordinarily When the SNT prima-
reach the same highest mar- rily (or solely) includes per-
ginal rate at income of only sonal needs settlement pro-
$7,500? ceeds, special rules may ap
Fortunately, self settled ply. Generally, a personal

(0]

—

)
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The central difficulty in
understanding income taxation of

self-settled SNTs arises from the

special needs trusts (that is,
trusts created by the benefi-
ciaries or by another with the
beneficiary’s own assets) are
almost always “Grantor
Trusts” for income tax pur-
poses pursuant to the provi-
sions of IRC. 88671-678. The
income generated by a grantor
trust is taxed to the grantor.
Thus, in most cases, all of the
income generated by the self-
settled SNT, whether distrib-
uted to the grantor or not, will
be reported on the income tax
return of the grantor.
Although this may seem
problematic, the result is nor-
mally positive. There is one

compressed nature of the income
tax rates on trusts. While an
individual pays taxes at the
highest marginal tax only on
income in excess of $250,000,

trusts ordinarily reach the same

highest marginal rate at income

of only $7,50C.

injury settlement or verdict
is not subject to income tax
whether the recovery is paid
in alump sum or in periodic
payments. The tax-exempt
nature of the income will be
available to the beneficiary
of a grantor trust as well,
since the trust’s income and
deductions are reported di-
rectly on the beneficiary’s
personal income tax return.
The punitive and interest por-
tion of damages, and any re-
covery for nonphysical in-
jury or sickness, however, is
likely to be subject to in-
come tax. Any income (in-
terest, dividends, etc.) gen-

<)
1

small potential benefit when income is taxed in the SNT erated by the funds, including income arising from stru
itself, since trust administration expenses can be dedugtedured payments after they are paid to the trust, will of course
from income without having to reach the two percent flopr also be subject to income tax regardless of grantor trust
imposed on individual taxpayetdn most circumstances,| status.
however, this benefit to direct trust taxation is far ouf- The IRS maintains that I.R.C. §2036 covers a trust
stripped by the income tax benefit to having income “passedcontaining a litigation settlement. Alitigation-funded SNT
through” to the beneficiary by treatment as a grantor trust. is also likely to be considered a grantor trust for fedenal

For planning purposes, one goal of most self-settled income tax purposes. A grantor trust’s income, deductions,
SNT drafting may be to ensure treatment as a grantor trust. (continued on page 20)

IRC §1 (a) - (c).
IRC 81(d).

IRC 8§67.

IRC §674

IRC §675(4)
IRC.8675(2)
IRC §104(a)(2)
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Taxation of Special Needs Trusts One approach to this distinction might be to report the
(continued from page 19) income tax treatment to the public benefits program immle-
) ) ) diately. Especially when the SNT trustee is also the repre-
credits, etc. are includible by or allowable to the grantorin gentative payee for public benefits, it might be strategically
calculating his/her individual income tax. sound to simply submit a copy of both the trust and
Many personalinjury cases, medical malpractice casesindividual income taxes to the Social Security Administra-
and workers’ compensation cases are settled using a stfuction (for instance), along with an explanation distinguish-
tured settlement annuity issued by a licensed insuranceing between income tax and public benefits treatment |of
company providing a stream of payments to the plaintiff. income.
The payments are usually made monthly and continue for
the life of the plaintiff. Payments can be guaranteed for an Estate Tax Treatment of Special Needs Trusts
alternate beneficiary if the plaintiff dies prematurely. These The commuted value of any guaranteed payments
annuities must be bought and paid for directly by the remaining in a structure on the death of the annuitant is|an
defendant, in order to retain their income tax-free chargc- item subject to estate tax. To calculate the estate tax, the
ter. Actual receipts of the funds and subsequent purchase ofRS suggests including the present value of the future
an annuity by the plaintiff, or constructive receipt of funds, guaranteed payments. The present value is calculated by
will cause the annuity to be discounting the face value of
treated as having been pur- the payments by an interest
chased by the beneficiary di- .. rate that is 120 percent of the
rectly, resulting in taxation Many personal injury cases, federal mid-term interest rate
of that portion of the annuity . . then in effect. The trustee
payouts representing income medical malpractlce cases and must make sure that the es:
on the initial purchasg. : . tate has sufficient liquidity at
workers’ compensation cases all times to cover the estate
Effect of Reporting . tax due on the commuted
Individual Income are settled using a structured value of the annuity. Certain
Regardless ofthe tax sta- . life insurance companies of-
tus of a given SNT, any tax- settlement annuity issued by a NGt e
able income actually paid to . . cost rider which allows the
or for the benefit of the dis- licensed insurance company commutation of the future
abled beneficiary will be dis- . value at the time of death, in
tributed to the beneficiary for pl‘OVIdIng a stream of order to pay estate taxes.
tax purposes. This will either .. Otherwise the remaining
be evidenced by preparation payments to the plaintiff. The balance in a self-settled SNT
and delivery of a K-1 (in the will almost always be taxed
case of anon-grantor trust) or payments are usually made as part of the beneficiary’s
by inclusion of all taxable . estate, even if the SNT was
income on the beneficiary’s mOntth and continue for the not subject to grantor trust
own return (in the case of a . . treatment for income tax pur-
grantor trust). In either case life of the plaintiff. poses. The beneficiary’s es-
the beneficiary, trustee and tate will include any assets
family members may be con- transferred out of the
cerned about the reporting of beneficiary’s name (as when
any income on the beneficiary’s return. the trust was established and funded) if the beneficiary

Although careful documentation is essential, inclu- retained any beneficial interest, even though the income
sion of income on the beneficiary’s return will not autg- benefit was necessarily limited by the special needs lan-

matically result in suspension, loss or reduction in public guage®

benefits. “Income” for income tax rules is not the same @s A third-party Special Needs Trust will not usually b
“inkind distributions” for public benefits programs such as treated as part of the beneficiary’s estate for estate

Supplemental Security Income and Medicaid. Although purposes, and such treatment will not usually be desirak
public benefits eligibility workers may have failed to grasp  one exception: if the SNT is expected to hold substant
that distinction in the first years afterqreation of SNTSs, the appreciable assets (such as growth stock, real estat
concept has become rather more widely understood andyiher investments expected to increase in value over

accepted in subsequent years. Inclusion of income in theyig o the trust) and yet remain below the taxable level,
beneficiary’s tax return may require careful explanation jn

X might be beneficial to pass the assets through t
subsequent years, but should not cause anything more than 9 P g
administrative difficulty. (continued on page 21)
8. IRC §61(a)(9).
9. IRC §2036(a)
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Taxation of Special Needs Trusts
(continued from page 20)

not part of the estate for estate tax. If the disabled individual

has retained powers over the transferred property under
o ) ) ~ Code Sections 2033-2042such property will be included
beneficiary’s estate in order to obtain a stepped-up basis.in the disabled individual's estate at death. Section 2083
If that result is desirable, the trust can include a general requires including in the estate the value of all property in
power of appointment exercisable by the beneficiary, though which the decedent has an interest at death. Code Segtion
this may expose the trust assets to possible claims by|the031 provides that the value of the gross estate is based on
beneficiary’s creditors, possibly including the Medicaid the value at the time of death of all property owned by the
program itself (depending on state law and future develop- decedent, whether real or personal, tangible or intangible.
ments in benefits programs). Under IRC §2039, if the decedent individually has the right
) to receive annuity payments during the individual’s life
Gift Tax Treatment and someone has the right to receive those payments

I.R.C. § 2501(a) imposes a tax for each calendar yearfollowing his or her death, the present value of the annuijty
on the transfer of property by gift during such calendar payments to be received by the remainder beneficiaries is
year. Itis at best doubtful whether a completed gift is made included in the decedent’s estate.
by the disabled individual when assets to which he or she
is otherwise entitled (as in a self-settled SNT) are paid into Summary and Conclusions
a trust set up for the disabled individual's benefit. The Tax treatment of SNTs varies between self-settled ahd
transfer of property constitutes a completed gift to the third-party SNTs. In most cases, a third-party SNT’s if
extent that the donor has parted with dominion and control come will be taxed to the beneficiary only to the extent of
of the property; i.e., the donor has no power to change theactual distributions for the benefit of the beneficiary (with
disposition of the propertyf.Generally, if the funding of | any undistributed income taxed to the trust itself). Third-
the Trust is considered part of a negotiated settlement, itparty SNTs will ordinarily not result in either gift or estate
should arguably not be considered a transfer by the dis-tax liability for the beneficiary, although it may be desirt
abled individual. Moreover, it could be argued that the ableinthe case ofa SNT holding appreciated assetstoirjcur
disabled individual did not intend to make a gift of the estate tax liability.
settlement proceeds because the trust is created for{the  Self-settled SNTs, onthe other hand, will ordinarily b
primary benefit of the disabled individual and no one other included in the beneficiary’s estate for estate tax purposes.
than the disabled individual can benefit from the trust. Few self-settled SNTs will result in any gift tax liability.
Hence, there are no gift taxes. Although it might be argued
Genera”y, transfers made thatthere may be a benefit to

structured settlement being Generally, if the funding of the to prevent treatment as a

implemented are not gifts to an . . grantor trust, most self-settled
irrevocable trust by the plain- Trustis considered part of a SNTs will (and should) be

grantor trusts within the rules

[

tiff, and should be construed as negotiated settlement, it should
arelease of a claim for consid- g : of LR.C. 88671-678.
eration. Since consideration is arguably not be considered a

involved, presumably there are t : . . _
’ : - ransfer by the disabled individual. Robert B. Fleming, CELA is a
no adverse gift tax ramifica- y partner in the Tucson, AZ law

tions to such a transfer. Alter- firm of Fleming & Curti, P.L.C.,

natively, if the disabled indi- with a practice limited to guard-

vidual retains a power over the ianship, conservatorship, estate
disposition of trust assets, such as a testamentary genergblanning and probate. Mr. Fleming has been selected as a fellpw
power of appointment over the remainder interest upon of both the American College of Trust and Estate Counsel and the
death, then there will be no completed gift (and, hence, no National Academy of Elder Law Attorneys. He is currently th
gift tax liability).** One caveat: there may be gift ta chair of the mental health and elder law section of the State Bar
ramifications if the plaintiff's attorney deposits settlement of Arizona.
money into his escrow account and then distributes it as

payable to the injured party who then conveys the property syart R. Morris, CELA is the principal in the Law Office of
to the trust. Generally, the attorney should receive the styart R. Morris, P.A., with offices in Boca Raton, Fort Laude
check from a defendant or its insurance company madedale and Aventura, FL. In addition to being a practicing attort
directly payable to the attornesg attorney for the trust ney, Mr. Morris is a licensed certified public accountant in

If the disabled individual has retained no interestin|or Florida. Mr. Morris is board certified in wills, trusts and estates
control over the trust property, the funding of the trust by the Florida Bar and is a Certified Elder Law Attorney through
could be considered a completed gift subject to gift tax and the Florida Bar and the National Elder Law Foundation.

@

10. Treas. Regs. §25.2511-2(h)
11. Treas. Regs. §25.2511-2(c)

12. IRC §82033 through 2041 provide inclusion in the decedent’s gross estate for property over which the decedent had or retained any of various kinds of control. Most important for these
purposes are §2036, which includes property over which the decedent retained a life estate, and §2037, which includes property as to which the transfer takes effect at death.
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