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Agenda

1. Overview of Non-Grantor Trusts and Applicable Rules

2. Planning Opportunities with Non-Grantor Trusts

3. Structuring Non-Grantor Trusts and Crucial Provisions

4. Converting from Grantor to Non-Grantor Trusts

5. Taxation of Non-Grantor Trusts

6. Best Practices for T&E Attorneys
Unless otherwise indicated, many of the following slides are an overview of and contain excerpts from the 
excellent materials created and presented by David A. Handler & Christiana M. Lazo on Structuring and 
Planning with Non-Grantor Trusts at the Notre Dame Tax & Estate Planning Institute in October 2021.



Overview of Non-Grantor Trusts and
Applicable Rules
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A Few Words About Grantor Trusts
 The grantor trust, also known as the “intentionally defective grantor trust” or “IDGT,” is the 

workhorse of every estate planner’s tool kit, and with good reason.  

 A grantor trust is “defective” in that it contains certain provisions that cause the income and 
gains (and losses) to be taxable to the grantor, who no longer owns the assets, rather than 
being taxable to the trust.  

 This “defect” can be viewed as a wealth transfer opportunity:  The payment of tax on the trust’s 
income is not considered a gift because the tax liability belongs to the grantor, not the trust.  

 So the trust grows and compounds free of income and capital gains taxes, while the grantor’s 
estate is reduced by the taxes he bears for the trust.  

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-1, Notre Dame Tax 
& Estate Planning Institute, October 2021.
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Drawbacks of Grantor Trusts

 Sometimes our clients become victims of their own success.  

 Our planning may result in the trusts he or she has created growing wealthier than the client (or 
wealthier than the client might like).  

 Or, the client’s income tax liability from a grantor trust may be too much to bear, either 
economically or psychologically.  

 This may be a long-term issue for a client, or an issue in a year of particularly high income (say, 
from a sale of a single, highly appreciated asset).  

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-1, Notre Dame Tax 
& Estate Planning Institute, October 2021.
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How To Fix?

 Toggling a grantor trust to a non-grantor trust, or planning with a non-grantor 
trust from inception, may be a way to solve the client’s concerns (more on this 
later).

 Non-grantor trust status certainly is not the only way to afford the grantor with 
some relief.  For example, many state laws, or practitioners in their drafting, 
may allow for income tax reimbursement.  Income tax reimbursement authority 
may be an alternative relief for the grantor, particularly in one-off years of high 
income.  See Rev. Rul. 2004-64. Also see our article, “Grantor Trust 
Reimbursement Statutes," Trusts & Estates Magazine, February 2021.

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-1, Notre Dame Tax 
& Estate Planning Institute, October 2021.



7

What Is a Non-Grantor Trust?

 A trust treated as a separate taxpayer from the grantor for income tax purposes

 The Trust will report all income, capital gains, deductions and credits realized 
by or available to the Trust on its own income tax return (Form 1041)

 Guiding principle of the grantor trust rules: income of a trust over which the 
grantor has retained substantial dominion or control should be taxed to the 
grantor 

 Where the grantor has released sufficient control over the trust property, the 
trust is a non-grantor trust

Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 4 (available at 
https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf) 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf
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Who is the Grantor?

 Any person who either creates, or directly or indirectly makes a “gratuitous 
transfer” of property to, a trust. A gratuitous transfer is any transfer not for FMV.

 If a person creates or funds a trust on behalf of someone else, both are treated 
as grantors of the trust  

 A person who creates a trust but makes no gratuitous transfers to it is not 
treated as an owner of any portion of the trust 

 A person who funds a trust but is directly reimbursed within a reasonable 
period of time is not treated as an owner of any portion of the trust

Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 9 (available at 
https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf) 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf
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Who is an Adverse Party?

 Any person with a substantial beneficial interest in the trust that would be 
adversely affected by the exercise or nonexercise of the power held 

 Underlying assumption is that the adverse party is likely to act in his or her own 
best interest when making decisions related to trust property rather than acting 
on grantor’s behalf

Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 14 (available at 
https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf). See also
Justin T. Miller & W. Martin Behn, Adverse Enough to Be a Nongrantor Trust, Tax Notes Federal, August 2019 
(https://calawyers.org/publications/taxation/ca-tax-lawyer-may-2020-volume-29-number-1-adverse-enough-to-be-a-
nongrantor-trust/). 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf
https://calawyers.org/publications/taxation/ca-tax-lawyer-may-2020-volume-29-number-1-adverse-enough-to-be-a-nongrantor-trust/
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Who is a Non-Adverse Party?

 Any person who is not an adverse party (IRC § 672)
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Who is a Related or Subordinate Party?

 IRC § 672(c) says a nonadverse party is: 

The grantor’s spouse if living with the grantor 

The grantor’s parent, issue, or sibling 

The grantor’s employee 

A corporation (or its employee) in which the stock holdings of the grantor and 
the trust are significant from the viewpoint of voting control 

A subordinate employee of a corporation in which the grantor is an executive
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Assignment of Income Doctrine

 Under the assignment of income doctrine, taxpayers cannot exclude gain from 
gross income by assigning the gain in advance to another party 

 Gain from property under contract to sell at the time it is contributed to a 
nongrantor trust is generally taxed to the grantor

Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 18 (available at 
https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf). See also
Justin T. Miller & W. Martin Behn, Adverse Enough to Be a Nongrantor Trust, Tax Notes Federal, August 2019 
(https://calawyers.org/publications/taxation/ca-tax-lawyer-may-2020-volume-29-number-1-adverse-enough-to-be-a-
nongrantor-trust/).

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf
https://calawyers.org/publications/taxation/ca-tax-lawyer-may-2020-volume-29-number-1-adverse-enough-to-be-a-nongrantor-trust/
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Powers Held By Grantor’s Spouse

 A grantor is treated as holding any power or interest held by an individual who: 

Was the grantor’s spouse at the time of the creation of such power or 
interest, or 

Became the grantor’s spouse after the creation of such power or interest, but 
only with respect to periods after they became the grantor’s spouse

Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 19 (available at 
https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf) 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf
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Powers Subject to Condition Precedent

 A person is considered to have a power even though the exercise of the power: 

Is subject to a precedent giving of notice, or 

Takes effect only on the expiration of a certain period after the exercise of 
the power 

 Even if a person is considered to have such a power, the grantor will not be 
considered the tax owner of the trust as a result if the power’s exercise can 
only affect beneficial enjoyment of income received after the expiration of a 
period of time such that, if the power were a reversionary interest, the grantor 
would not be treated as an owner under Section 673.

Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 21 (available at 
https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf) 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf


Planning Opportunities with Non-Grantor Trusts
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Planning Opportunities with Non-Grantor Trusts: Overview

1. State Income Tax Savings

2. Stacking with Qualified Small Business Stock

3. Eligibility for Multiple Deduction Limitations

4. Charitable Planning Goals  

5. Defer Gain Recognition
Unless otherwise indicated, many of the following slides are an overview of and contain excerpts from the excellent 
materials created and presented by David A. Handler & Christiana M. Lazo on Structuring and Planning with Non-Grantor 
Trusts at the Notre Dame Tax & Estate Planning Institute in October 2021.
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State Income Tax Savings

 Non-grantor trusts can provide clients who are resident in states with high 
income taxes with the opportunity to mitigate their state income tax exposure, 
without changing residency themselves.

 The cap on state and local tax (SALT) deductions introduced by the Tax Cuts 
and Jobs Act especially increased the popularity of state income tax planning 
opportunities for these clients. 

 Unlike a grantor trust, the non-grantor trust is a separate taxpaying entity and is 
not necessarily a resident in the same state as its grantor.  The non-grantor trust 
can break residency with the grantor’s high income tax state, without the grantor 
needing to change her own residency as well.  

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-1 to 2-2, Notre 
Dame Tax & Estate Planning Institute, October 2021.
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Incomplete Gift Non-Grantor Trust (or “ING”)

 The “incomplete gift non-grantor trust,” or “ING” may be the ultimate example of 
this state income tax planning opportunity involving non-grantor trusts. 

 The ING is a planning strategy that shifts income outside the grantor’s state of 
residency to the non-grantor trust’s state of residency, without triggering a 
completed gift by the grantor to the non-grantor trust. 

 In effect, it is a mirror image of our traditional IDGT which is a completed gift but 
incomplete for income tax purposes.  The ING also highlights the importance of 
carefully threading relevant state and federal (transfer and income) tax laws.

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-2 to 2-3, Notre 
Dame Tax & Estate Planning Institute, October 2021.
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Incomplete Gift Non-Grantor Trust (or “ING”)

 No initial gift or estate tax effect (other than opportunity cost by not funding another trust instead) 

 Non-grantor trust

 Considered a separate taxpayer for income tax purposes, rather than considered as the settlor’s 
property for income tax purposes during a settlor’s lifetime. 

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-2, Notre Dame Tax 
& Estate Planning Institute, October 2021.
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Stacking with Qualified Small Business Stock

 The exclusion of gain on Qualified Small Business Stock (QSBS) has grown increasingly 
relevant to clients.  

 In broad terms, the tax code allows the exclusion from tax of certain eligible gain on disposition 
of QSBS, but the exclusion is subject to a “per-issuer limitation” of the greater of what we roughly 
will describe as $10 million or 10 times the taxpayer’s basis in the QSBS.   

 This per-issuer limitation is where non-grantor trust planning may help.  

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-2 to 2-3, Notre 
Dame Tax & Estate Planning Institute, October 2021.
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Stacking with Qualified Small Business Stock

 A client’s gift of QSBS to a non-grantor trust may retain QSBS status, while creating an 
additional per-issuer limitation.  (It is worth highlighting that the transfer of QSBS to the non-
grantor trust should be as a gift, rather than a sale in order to preserve QSBS status.)  

 For example, a client could transfer QSBS to separate non-grantor trusts for each child, with 
each trust having the $10m/10 times basis exclusion from tax.  In effect, the non-grantor trust 
planning may multiply that cap on eligible gain.  

 Sounds like a boon, so what is the catch? 

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-2 to 2-3, Notre 
Dame Tax & Estate Planning Institute, October 2021.
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Stacking with Qualified Small Business Stock
 Planning with QSBS must satisfy many technical rules specific to QSBS.  

 This presentation will not address those, but will flag a more ‘generic’ potential pitfall in the 
multiple trust rule found in IRC Section 643(f), and its recently issued final regulations.  

 The multiple trust rule allows the IRS to treat two or more trusts as a single trust if (1) they have 
substantially the same grantor or grantors and substantially the same primary beneficiary or 
beneficiaries and (2) a principal purpose of the trust is the avoidance of tax.  

 So, a client seeking to plan with non-grantor trusts to multiply (or ‘stack’) QSBS exclusions is 
limited by the number of non-grantor trusts that will withstand the test of the multiple trust rule. 

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-2 to 2-3, Notre 
Dame Tax & Estate Planning Institute, October 2021.
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Stacking with Qualified Small Business Stock

 Clients may consider creating a separate trust for each child, rather than a single pot trust for all 
of the children, but may consider what, if anything else, could (or should) be done to protect 
against an IRS argument that those separate trusts still are a single trust.  

 For example, clients may choose to differentiate the substantive terms of each trust, or 
specifically exclude siblings from ever benefiting from each other’s trusts.

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-2 to 2-3, Notre 
Dame Tax & Estate Planning Institute, October 2021.
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Eligibility for multiple deduction limitations

 Historically, clients may have planned with non-grantor trusts in order to create separate runs up 
the marginal tax brackets.  

 While tax rates and brackets for trusts are highly compressed such that this kind of planning 
does not make much economic sense, certain tax law changes introduced with the Tax Cuts and 
Jobs Act have created other income tax incentives for clients to want to spread income among 
multiple trusts.  

 These include limitations on the SALT deductions (a $10,000 limitation per taxpayer), qualified 
business interest (QBI) deductions (the 20% deduction for qualified business income, phased 
out under certain circumstances once taxable income in 2021 exceeds $164,900) and mortgage 
interest deductions. 

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-3, Notre Dame Tax 
& Estate Planning Institute, October 2021.
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Eligibility for multiple deduction limitations
 The same multiple trust rule described in the context of QSBS planning can apply to restrict a 

client’s ability to proliferate taxpayers (and, therefore, eligibility for these deductions).  

 Further, as with any of the non-grantor trust planning opportunities described in this presentation, 
clients must balance the advantages provided by the non-grantor trust with the disadvantages of 
losing grantor trust treatment.  

 Remember, the grantor trust permits the settlor to make effective gift tax-free gifts each year (and 
to transact income tax free with the trust).  

 These benefits of grantor trust treatment can yield significant transfer and income tax savings 
over time.

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-3, Notre Dame Tax 
& Estate Planning Institute, October 2021.
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Charitable Planning Goals
 A non-grantor trust’s eligibility for a charitable income tax deduction differs significantly from an 

individual’s (and, therefore, from a grantor trust’s effective eligibility).  Perhaps most significantly: 

1. A non-grantor trust is not subject to limitations on the charitable income tax deduction based on adjusted 
gross income (or AGI).  

2. A non-grantor trust may benefit from a charitable income tax deduction for distributions to ‘foreign’ (i.e., 
non-domestic) charities.  

3. A non-grantor trust may be eligible for a charitable income tax deduction in the year before the distribution 
to charity. 

4. A non-grantor trust is permitted the charitable income tax deduction only if the trust instrument authorizes 
the distribution to charity, and only if the distribution is made from (or traceable to) gross (taxable) income. 

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-4, Notre Dame Tax 
& Estate Planning Institute, October 2021.
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Charitable Planning Goals

 For some clients, fulfilling philanthropic goals with a non-grantor trust (which is 
neither a wholly charitable nor a split-interest trust) may improve income tax 
efficiencies, and may help satisfy other planning goals (including introducing 
generation-skipping transfer tax efficiencies).

 As with any philanthropic planning that a client does individually, the client must 
carefully navigate charitable giving rules, including excise taxes when the charity 
beneficiary is a private foundation, the full scope of technical requirements of 
which are beyond the scope of this presentation.

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-4, Notre Dame Tax 
& Estate Planning Institute, October 2021.
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Defer Gain Recognition

 A grantor trust affords the grantor with the opportunity to transact income tax-
free with the trust.  By comparison, transactions between the grantor and a non-
grantor trust are not ignored which, in certain circumstances, may be turned on 
its head to prove beneficial to a client.  

 For example, a client may wish to accelerate a gain event in anticipation of rising 
rates, or may wish to benefit from installment method recognition (in order to 
defer income taxes) if opportunity for installment method recognition is not  
anticipated if the gain is realized on sale to a third party.  

 Relying on the non-grantor trust as purchaser in either of these instances may 
help a client accomplish her income tax planning goals, but, as always, technical 
rules must be satisfied.

Source: David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-Grantor Trusts, at 2-4, Notre Dame Tax 
& Estate Planning Institute, October 2021.



Structuring Non-Grantor Trusts
and Crucial Provisions
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Grantor and Spouse Cannot Have a Reversionary Interest

 The trust is a grantor trust with respect to any portion of the trust in which the 
grantor (or, under Section 672(e), the grantor’s spouse) has a 5% or greater 
reversionary interest in either the corpus or income, as of the inception of that 
portion of the trust. Section 673(a).

 A “reversion” ordinarily means a right to receive the corpus (and accumulated 
income, if any) on the trust’s termination. 

 In practice, a reversion should exist only if trust assets will return to the grantor 
upon the occurrence of a specified event, after a term of years, or upon the 
grantor’s demand. 

Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 24 (available at 
https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf) 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf
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Grantor, Spouse, and Nonadverse Parties Cannot Have Power to 
Control Beneficial Enjoyment of Trust Property

 A trust is a grantor trust as to any portion in respect of which the beneficial 
enjoyment of the corpus or income is subject to a power of disposition, 
exercisable by the grantor (or, under Section 672(e), the grantor’s spouse) or a 
nonadverse party, or both, without the approval or consent of any adverse party. 
Section 674(a); Reg. 1.674(a)- 1(a).

 This rule is subject to numerous exceptions.
Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 13-8 to 13-9 
(available at https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf) 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf
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Certain Administrative Powers Cannot Be Present

 A trust is a grantor trust if any of certain administrative powers are present. 

 This is intended to trigger grantor trust status where under the terms of the trust 
or circumstances attendant on its operation, administrative control is exercisable 
primarily for the benefit of the grantor rather than the beneficiaries of the trust. 
Section 675; Reg. 1.675-1(a). 

Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 13-8 to 13-9 
(available at https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf) 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf


Certain Administrative Powers Cannot Be Present (continued)

Section 675(1); 
Reg. 1.675-1(b)(1).

Section 675(2); 
Reg. 1.675-1(b)(2). 

Section 675(3); 
Reg. 1.675-1(b)(3).

Section 675(4)(A); 
Reg. 1.675-1(b)(4)(i).

Power to Deal for Less Than Adequate and Full Consideration

Power to Borrow Without Adequate Interest or Security

Actual Borrowing of Trust Funds

Power to Vote Certain Stock or Securities



Certain Administrative Powers Cannot Be Present (continued)

Section 675(4)(B); 
Reg. 1.675-1(b)(4)(ii).

Section 675(4)(C); 
Reg. 1.675-1(b)(4)(iii). 

Reg. 1.675-1(a).

Power to Control Investment of Trust Funds

Power to Reacquire Trust Corpus (Substitution or Swap Power)

Power to Amend Administrative Trust Provisions



35

Grantor Cannot Hold Power to Revoke

 A trust is a grantor trust as to any portion thereof where at any time the power to 
revest in the grantor title to such portion is exercisable by the grantor or a 
nonadverse party, or both, regardless of whether the power is a power to 
revoke, terminate, alter, amend, or appoint. Section 676(a); Reg. 1.676(a)-1.

Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 13-10 (available 
at https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf) 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf
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Trust Income Cannot Be Distributed or Held for Distribution to 
Grantor or Spouse

 The grantor is treated as the owner of any portion of a trust, whether or not he or 
she is treated as owner under Section 674, 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, or (2) held or accumulated for future distribution to the grantor or the 
grantor’s spouse, even if such distributions are never made. 

 This extends to payments of income satisfying the obligations of the grantor or 
grantor’s spouse. Section 677(a)(1)-(2); Reg. 1.677(a)-1(b)(2).

Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 13-11 to 13-12 
(available at https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf) 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf
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Administration

 Establishing a non-grantor trust is not a ‘set it and forget it’ solution, but requires 
careful administration throughout the life of the non-grantor trust in order to 
ensure administration is compliant with the statute and terms of the trust 
agreement.  

 Any transaction between a grantor and the trust should be carefully considered 
to avoid inadvertently triggering grantor trust status (such as direct or indirect 
loans or sales of property, whether to or from the trust). 

 Actual or constructive distributions to a dependent of the grantor can trigger 
grantor trust status.

Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 13-20 (available 
at https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf) 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf


Converting from Grantor to Non-Grantor Trusts
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Toggling Grantor Trust Status

 Grantor trust status can be “turned off” or “turned on” in any number of ways 
(release of grantor trust powers by the holder, change of trustee, modification of 
trust terms, etc.) 

 Changes in grantor trust status generally take effect prospectively 

 Exception for conversions to grantor trust status where grantor actually borrows 
from the trust, which triggers grantor trust status for the entire year even if the 
loan is repaid that year

Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 85 (available at 
https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf) 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf
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Toggling Grantor Trust Status: Income Tax Treatment

 Conversion to nongrantor trust treated as a transfer from the grantor to the trust 
and can trigger gain in certain circumstances (e.g., where trust holds assets 
subject to debt that exceeds the grantor’s basis) 

 Conversion to grantor trust is generally not a transfer for income tax purposes 
requiring gain recognition 

 But query whether the trust would recognize gain in the circumstances 
described above

Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 86 (available at 
https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf) 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf
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Toggling Grantor Trust Status: Notice 2007-73

 Notice 2007-73 identifies certain transactions toggling grantor trust status as 
reportable transactions 

 Transactions described in the Notice created an artificial tax loss and may not 
be relevant in the more standard estate planning context 

 Notice makes clear that merely terminating grantor trust status without a 
subsequent “turning on” of that status does not constitute a reportable 
transaction 

 Be cautious toggling grantor trust status more than once
Source: William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, November 2019, at 87 (available at 
https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf) 

https://www.perkinscoie.com/images/content/2/2/228106/Tax-Planning-with-Nongrantor-Trusts-Materials.pdf


Taxation of Non-Grantor Trusts
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2022 Trust Federal Income Tax Rates

Taxable Income Over: But Not Over: The tax is: Of the amount over:
$0 $2,750 10% $0
$2,750 $9,850 $275.00 + 24% $2,750
$9,850 $13,450 $1,979.00 + 35% $9,850
$13,450 --- $3,239.00 + 37% $13,450
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State Income Tax

 The laws in each relevant jurisdiction affect the planning.  

 Several states (including New York) treat an irrevocable inter vivos trust created by a resident of 
the state as a resident trust for taxation purposes.  

 New York then affords an exemption from taxation as a resident trust if strict requirements are 
satisfied, but then imposes an accumulation distribution regime when a New York resident 
beneficiary receives a distribution from such an exempt resident trust.  

Source: Richard W. Nenno, Bases of State Income Taxation for Non-Grantor Trusts for 2021, Wilmington Trust, February 
2021 (available at https://www.actec.org/assets/1/6/Nenno_state_nongrantor_tax_survey.pdf?hssc=1)

https://www.actec.org/assets/1/6/Nenno_state_nongrantor_tax_survey.pdf?hssc=1
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State Income Tax

 Other states (including California) tax an irrevocable inter vivos trust as a resident trust if the 
trust has a fiduciary (or a non-contingent beneficiary) resident in California, without regard to the 
residency of the grantor.  

 Finally, still other states may focus on the place of trust administration or the residency of a 
beneficiary, or a combination of factors in determining trust residency.  

 Practitioners must help clients navigate this web of potential state income taxation as the client 
selects fiduciaries to serve for her non-grantor trust, and must coordinate how the choice of 
fiduciaries affects the non-grantor trust status of the trust at the federal level. 

Source: Richard W. Nenno, Bases of State Income Taxation for Non-Grantor Trusts for 2021, Wilmington Trust, February 
2021 (available at https://www.actec.org/assets/1/6/Nenno_state_nongrantor_tax_survey.pdf?hssc=1)

https://www.actec.org/assets/1/6/Nenno_state_nongrantor_tax_survey.pdf?hssc=1


Best Practices for T&E attorneys
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Best practices for T&E attorneys

 Sample “savings” language to include in non-grantor trusts
Notwithstanding any provision of this Agreement:

1. No person shall have any power of appointment that would cause me to be treated as the owner of any portion of any 
trust created hereunder under Sections 671 through 679 of the Code, and any such power shall be reduced and ineffective 
to the extent necessary to achieve this result. To that end, (i) if I am living, any exercise of a power of appointment held by 
a nonadverse party (other than my spouse) that is exercisable without the consent of an adverse party shall not be 
effective until the powerholder’s death, and shall be effective only to the extent it is effectively exercised in the 
powerholder’s Will, and (ii) any exercise of a power of appointment held by my spouse (whether during life or at death) 
shall be effective only with the consent of an adverse party if I am living.

2. No trustee of any trust hereunder shall have the power to:

a. add a person as a current or future beneficiary of the trust;

b. lend the property of the trust to me without adequate security and adequate interest; or

c. use any income (within the meaning of Section 677 of the Code) of the trust, whether such income is allocable to 
income or corpus for trust accounting purposes, to pay premiums on policies of insurance on my life, on my spouse’s 
life or on my and my spouse’s joint lives.
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Best practices for T&E attorneys (continued)

3. I shall not have the power to reacquire all or any part of the property of a trust hereunder by substituting other property
of equivalent value, whether serving in a fiduciary or non-fiduciary capacity.

4. During any time that I would be treated as the owner of any portion of a trust hereunder under Section 674 of the Code 
but for this sentence, if a trustee has the power to make distributions to the beneficiaries that is not limited by a “reasonably 
definite external standard” within the meaning of Section 674(d) of the Code, such power shall be exercisable only by those 
trustees who are “unrelated trustees” (as hereinafter defined), and if none of the trustees are “unrelated trustees,” then, 
notwithstanding any other provisions of this Agreement, there shall be deemed to be a vacancy in the trusteeship which 
must be filled by the appointment of  an “unrelated trustee” pursuant to the Article titled “Successor and Additional 
Trustees.”  As used herein, an “unrelated trustee” is one who is not a “related or subordinate party” (as defined in Section 
672(c) of the Code) to me or my spouse.
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Best practices for T&E attorneys (continued)

 This provision prevents the trustees from having any powers that would cause the trust to be a Grantor trust (e.g, 
the power to use income to pay premiums for life insurance on the settlor’s life).  The provision also precludes the 
designation of trustees, the identity of whom would result in the trust being a grantor trust.

 If income is distributable to the settlor’s spouse, the trust will be a grantor trust under Section 677, though this 
non-grantor trust provision might be construed to prohibit distributions of income to the settlor’s spouse.  Thus, in 
addition to adding this provision, one must make sure the trust is not a grantor trust due to the settlor’s spouse 
being a beneficiary.

 If the trust allows distributions in the trustee’s sole discretion and under ascertainable standards, a related or 
subordinate party could serve as trustee, but would be limited to distributions under ascertainable standards.  If 
another trustee is added or the trustee is replaced, depending on their identity the sole discretion provisions could 
again apply.  If distributions are limited to sole discretion, the trustees could not make distributions until the 
deemed vacancy is filled.  The first paragraph would ensure the right type of person is appointed as the 
new/additional trustee.
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Resources & Acknowledgments

 William S. Friedman, Tax Planning with Non-Grantor Trusts, Perkins Coie LLP, 
November 2019.

 David A. Handler & Christiana M. Lazo, Structuring and Planning with Non-
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Biographies
Kristen A. Curatolo, Partner, KIRKLAND & ELLIS LLP

212-909-3471 | kristen.curatolo@kirkland.com

Kristen A. Curatolo is a partner in the Trusts & Estates Practice Group at Kirkland & 
Ellis in New York. Kristen’s practice involves all aspects of estate planning, with an 
emphasis on the development of sophisticated plans for high-net-worth individuals and 
their families. 

Jennifer E. Smith, Partner, MCCOLLOM D’EMILIO SMITH UEBLER LLC

302-468-5968 | jsmith@mdsulaw.com

Jenny Smith is a founding partner of McCollom D’Emilio Smith Uebler LLC in 
Wilmington, Delaware. Jenny practices in the areas of estate planning, estate and trust 
administration, tax planning, and wealth preservation.
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