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TYPES OF SPRINKLE 

TRUSTS 
 

 Revocable vs. Irrevocable Trusts 

 Grantor vs. Non-Grantor Trusts 

 Simple vs. Complex Trust 

 Credit Shelter Trust 

 Dynasty Trust 

 QTIP Trust 

 SLAT 
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Revocable vs. Irrevocable 

Trusts 

 Revocable Trust 

 Sprinkling takes effect at Grantor’s Death 

 Can be a part of other types of trusts 

 Grantor can make changes 

 Irrevocable 

 Good for the gift tax planning 

 Good for Asset Protection 

 SPOA 

 

 

 

 

 

The Presser Law Firm, P.A.  www.AssetProtectionAttorneys.com 

Local: 1-561-953-1050 National: 1-800-999-9992 

7 

http://www.AssetProtectionAttorneys.com


Grantor vs. Non-Grantor 

Trusts 
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 Grantor Trusts 

 Grantor retains certain powers 

 Income taxed to Grantor 

 Disregarded for tax purposes 

 Non-Grantor Trusts 

 Irrevocable Trusts 

 Complex Trusts 
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Simple vs. Complex Trusts 

 Simple Trusts 

 All income distributed 

 Complex Trusts 

 Taxed at trust tax bracket 
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Uses of Sprinkle Trusts 

 Credit Shelter Trust 

 During and after surviving spouse’s lifetime 

 Dynasty Trust 

 Can extend for perpetuity in States that allow 

 QTIP Trust 

 Use with a sprinkle bypass trust for flexibility 
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SLAT 

 Spousal Limited Access Trust or Spousal Lifetime 

Access Trust 

 Surviving spouse and descendants can get 

distributions 

 They are subject to gift tax  

 Future appreciation passes estate tax free to 

descendants 
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To Minimize Income Tax Consequences to Trust and Beneficiaries 
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Health, Education, 

Maintenance and Support 
II. 
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Overview 

• Generally, an individual creates a trust for the benefit of 

another person in connection with a transfer to an 

irrevocable trust or to a revocable trust which becomes 

irrevocable upon the individual's death. 

• The terms of the irrevocable trust may be discretionary or 

contain mandatory provisions.  If a trust is fully discretionary, 

a non-beneficiary, non-transferor trustee should be 

appointed to determine all discretionary distribution 

decisions.  
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Estate Tax Considerations 

• If a beneficiary-trustee has the power to distribute all of the trust property to 
himself or herself, then the beneficiary would be deemed to hold a general 
power of appointment under Section 2041 of the Internal Revenue Code, 
causing the trust property to be included in the beneficiary's gross estate for 
estate tax purposes. 

• Under Section 2041(b)(1)(A) of the Internal Revenue Code, "[a] power to 
consume, invade, or appropriate property for the benefit of the decedent which 
is limited by an ascertainable standard relating to the health, education, 
support, or maintenance of the decedent shall not be deemed a general power 
of appointment." 

• Therefore, a trust agreement containing an ascertainable standard limit on 
distributions by a beneficiary-trustee permits the trustee to make distributions to 
himself or herself within the standard without causing the entire trust property 
to be included in the beneficiary's gross estate for estate tax purposes. 

• Power of Withdrawal 

− Similarly, a power of withdrawal limited by an ascertainable standard will not cause the 
entire trust assets to be included in the beneficiary's gross estate. 

• Special power of appointment 

− If a beneficiary holds an inter vivos special power of appointment over a trust exercisable in 
his or her favor, a power limited by an ascertainable standard should not cause gift or estate 
tax consequences for that beneficiary. 
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Income Tax Considerations 

• Grantor Trust Rules 

− Section 674(a)(1) of the Internal Revenue Code provides that a power of 
disposition over corpus or income exercisable by the grantor or a 
nonadverse party or both without the approval or consent of any adverse 
party causes the trust to be deemed owned by the grantor for income tax 
purposes. 

− Section 674(d) of the Internal Revenue Code contains an exception to the 
rule above, if the power is exercisable by a trustee or trustees, none of 
whom is the grantor or spouse living with the grantor, to distribute, 
apportion, or accumulate income if such power is limited by a reasonably 
definite external standard set forth in the trust instrument. 

− In Reg §1.674(b)-1(b)(5), HEMS is listed as an example of a reasonably 
definite standard, but the trust agreement should not provide that a 
trustee's determination of distributions within such standard is conclusive. 

• If the intention is to structure a trust as a non-grantor trust for 
income tax purposes, then a HEMS standard may be preferred 
over a discretionary standard. 
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Creditor Protection 

• A trust created by a third party for the benefit of another 

person is a spendthrift trust, so trust assets held by the 

trustee will not be subject to the beneficiary's creditor's 

claims. If a distribution is made to the beneficiary, then 

creditors may reach only the distributed assets. 

• If a trust's distributions are required to be made to a 

beneficiary for HEMS, the beneficiary and the beneficiary's 

creditors (including divorcing spouses) may force the 

trustee to make distributions to the beneficiary for these 

purposes.  Therefore, a HEMS standard trust may have a 

lesser degree of creditor protection than a fully discretionary 

trust. 

• Drafters should also consider the potential interplay of a 

HEMS standard in the event of a beneficiary’s divorce. 
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Benefits of HEMS Standard 

• Independence 

− Trusts structured using a mandatory HEMS standard may give the 

beneficiary the right to demand the HEMS distributions and allow the 

beneficiary to act as the sole distribution Trustee for such amounts 

without causing estate tax inclusion. 

• Floor of Distributions 

− The HEMS standard provides the beneficiary with assurance that he 

or she will receive distributions for his or her typical standard of living, 

particularly without the need to consult with a third-party trustee or rely 

on the trustee's discretion. 
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Disadvantages of HEMS Standard 

• When the beneficiary may demand distributions from the 

trust, the beneficiary's creditors may similarly require the 

trustee to make such distributions to a beneficiary. 

− This could arise in a general creditor situation, or more particularly, if a 

married couple relies on distributions from the trust and the non-

beneficiary spouse seeks to reach the trust assets as a marital asset. 

• With a fully discretionary distribution standard, the non-

beneficiary trustees determine all distributions from the 

trusts. 

• Discretionary trusts provide greater creditor protection, 

because the beneficiary cannot demand distributions from 

the Trustee (within reasonableness limitations). 
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Comparison to Other Standards 

• Comfort, welfare and happiness are not ascertainable 

standards for tax purposes. 

• Distributions to maintain a beneficiary's standard of living 

should be considered ascertainable. 

• Distributions for emergencies should be considered 

ascertainable. 

• Draftspersons should consider using IRS-approved 

ascertainable standard language in trusts to avoid potential 

estate or gift tax implications. 
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Considerations for Decanting HEMS Trusts 

• State decanting statutes may limit the ability to decant a 

trust that contains mandatory provisions or ascertainable 

standards (e.g., New York EPTL 10-6.6) 

• Even in absence of a statute, certain courts have found a 

power to decant through a discretionary power to distribute, 

but those cases address a broad discretionary power held 

by the trustees. 

 





Discretionary Distribution 

to Spouse 
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 The Trustee shall also distribute to the Surviving Spouse 

such amounts of trust principal as are necessary, when 

added to the funds reasonably available to him from all 

other sources known to the Trustee (excluding the trust 

created by Article IV and excluding any trust created for 

the primary benefit of the Surviving Spouse by the 

Grantor) to provide for his/her health, support, 

maintenance and education, in order to maintain him/her 

liberally in accordance with the standard of living to which 

he/she was accustomed at the time of the death of the 

Grantor. 
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Distribution Based on 

HEMS to Descendants 

The Trustee of the trust created by this Article, in the Trustee's discretion, 

may distribute such amounts of the income and principal of this trust to the 

Grantor's descendants as are necessary, to provide for their health, 

education, maintenance and support, taking into consideration their age, 

education and station in life; provided, however, that the Husband, when 

serving as Trustee, shall not make any distributions to the Grantor's 

descendants from any property that he has transferred to this trust.  
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Distributions Over and 

Above HEMS  

In addition, the Trustee, in the Trustee's discretion, may distribute to any 

one or more of the Grantor's descendants such amounts of the income 

and principal of the trust created by this Article as are necessary, when 

added to the funds reasonably available to them from all other sources 

known to the Trustee to provide for their health, support, maintenance and 

education, taking into consideration their age, education and station in life 

and for any other reasonable purpose so long as an Independent 

Trustee makes all distribution decisions that are above the 

Ascertainable Standard. 
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Independent Trustee 

Independent Trustee.  During the administration of any Trust created 

herein, there may be one or more Independent Trustees serving on behalf 

of this Trust or any trust created hereunder. Additionally, provided that the 

then acting Trustee of this Trust qualifies as an Independent Trustee 

pursuant to the definition found below, no additional Trustee need be 

appointed to exercise the discretionary distributions decisions allowed 

under the provisions of this Trust.  For purposes of this Trust, an 

Independent Trustee shall be a Trustee who is not related or subordinate 

to me or a Beneficiary of this Trust, as defined in Code Section 672(c) of 

the Internal Revenue Code. 
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Who Can Appoint An 

Independent Trustee 

Whenever any trust requires an action be taken by, or in the discretion of, 

an Independent Trustee but no such Trustee is then serving, the Trust 

Protector, or a court of competent jurisdiction, may appoint an Independent 

Trustee to serve as an additional Trustee whose sole function and duty will 

be to exercise the discretionary distribution provisions provided under the 

trusts.  The Trust Protector may not appoint an individual to serve as an 

Independent Trustee if that individual is serving as a Trust Protector. 
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Trust Protector 

During the Grantor’s life, the Grantor may nominate a Trust Protector to serve 

as the Trust Protector of each trust created by this Trust Agreement.  After the 

Grantor’s death, the Husband can nominate a Trust Protector. After the 

Husband’s death or incompetence, the Trustee can nominate a Trust 

Protector.  The nomination of the Protector shall be in writing and be accepted 

by the nominated person. The Trust Protector may nominate additional Trust 

Protectors if there are fewer than three serving, and in such case, references 

herein to a "Trust Protector" shall include all such Trust Protectors. Each Trust 

Protector shall have the right to nominate a successor Trust Protector, such 

nomination to take effect when the nominating Trust Protector dies, resigns, or 

becomes incapacitated.  
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Trust Protector 

Each Trust Protector shall have the right to nominate a successor Trust 

Protector, such nomination to take effect when the nominating Trust 

Protector dies, resigns, or becomes incapacitated. At all times, there shall 

be at least one but not more than three Trust Protectors. When there are 

two Trust Protectors, they shall act jointly, and when there are three Trust 

Protectors, they shall act by majority. 
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Trust Protector 

A Trust Protector may resign by giving notice to the Grantor, while the 

Grantor is living, to the Husband after the death of the Grantor, and to the 

beneficiaries or Ward of such trust after the death of both the Grantor and 

the Husband. Notice of such resignation shall also be given to each 

remaining Trust Protector. A Trust Protector who has resigned shall not be 

liable or responsible for the acts of any successor Trust Protector. 
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Trust Protector 

If there are no Trust Protectors serving, and no successors have been nominated pursuant to 

the terms of this Section, the power to nominate a successor Trust Protector shall be 

exercisable by a majority of the primary beneficiaries of the trusts created under this Trust 

Agreement for a period of 60 days, or if no successor has been nominated within such 60 day 

period, then the power to nominate a successor shall be exercisable by a majority of the 

Trustees of the trusts created hereunder for a period of 30 days (with Co-Trustees of a single 

trust having only one vote), or if no successor has been nominated within such additional 30 

day period, then a successor Trust Protector shall be nominated by a court of competent 

jurisdiction. A Trust Protector may not serve as both a Trust Protector and as a Trustee. None 

of the following persons shall serve as a Trust Protector: (i) the Grantor; (ii) any beneficiary of 

a trust created hereunder; or (iii) any person who is related or subordinate to the Grantor or 

to any beneficiary within the meaning of Section 672(c) of the Code.  
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Trust Protector 

 The Trust Protector shall have the following powers after the death of the 

Grantor: 

 (1) The power to modify or amend the administrative and technical provisions 

of this Trust Agreement to achieve favorable tax status or to respond to 

changes in the Code and state law, or the rulings and regulations thereunder, 

and further to amend this Trust Agreement to ensure that the Grantor's 

intentions and desires are carried out; 

 (2) The power to remove any Trustee, other than the Grantor or the Grantor’s 

Husband, of a trust created under this Trust Agreement, and if the trusteeship 

of the trust becomes vacant as a result thereof, the nomination of a successor 

Trustee shall be governed by the relevant provisions of this Article; 
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Trust Protector 

 (3) The power to designate the laws of another jurisdiction as the controlling 

law with respect to the construction, validity and administration of a particular 

trust if either (i) the Trustee resides in, or administers that trust in, such 

designated jurisdiction (or in the case of a corporate Trustee, if such corporate 

Trustee is chartered in such designated jurisdiction), or (ii) the primary 

beneficiary of such trust resides in such designated jurisdiction, in which event 

the laws of such designated jurisdiction shall apply to such trust as of the date 

specified in such designation; 
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Trust Protector 

 (4) The power to correct ambiguities, including scrivener errors, that might 

otherwise require court reformation or construction; 

 (5) The power to convert any trust created under this Trust Agreement to a 

purely discretionary supplemental needs trust designed to preserve the public 

benefits eligibility of the primary beneficiary of such trust, the terms and 

provisions of which shall be determined by the Trust Protector; and  

 (6) The power to irrevocably release, renounce, suspend, or limit any or all of 

the powers conferred by this Section. 
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Trustee’s Ability To Make 

Unequal Distributions 

The Trustee may make unequal distributions to the descendants of the 

child or may at any time make a distribution to fewer than all of them, and 

shall have no duty to equalize those distributions.  
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Special Discretionary 

Distributions 

 The Trustee,  in the Trustee’s sole discretion, shall consider distributions 

to a Beneficiary, from the income and then from the principal, (a) to permit 

a Beneficiary to enter into a business or profession, (b) for the purpose of 

making down payment of no more than 20% on a personal residence, or 

(c) to supplement wedding expenses of a beneficiary.   
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Key Language that a 

Sprinkle Provision  

Should Contain 

III. 
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Grantor Trust Provisions 

• Power to add spouse and/or charities as beneficiaries 

− Section 677(a)(1) and (2):  income is, or in the discretion of the 

grantor or a nonadverse party may be distributed to the grantor’s 

spouse, held or accumulated for future distribution to the grantor’s 

spouse. 

− Sections 674(b)(5) and 674(c): a power held by any person to add 

discretionary beneficiaries does not fall within any exception to 674(a). 

• Power to Substitute Assets 

− Section 675(4)(C): an administrative “power to reacquire trust corpus 

by substituting other property of an equivalent value.” 

» This power may facilitate the grantor’s substitution of low basis assets for high basis assets or cash, so that future 

sales of the assets do not trigger substantial income taxes for the trust/beneficiaries after the grantor’s death. 

• Reimbursement of Grantor for income taxes paid on trust 

income 

− Check local law if this provision is advisable 
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Flexibility Provisions 

• Distribute to beneficiaries in further trust (sub-trust) 

− For example, this allows the trustee to create equal shares for the 
beneficiaries while distributing assets outright to only one beneficiary who 
requested a distribution. 

• Primary consideration to particular beneficiaries (e.g., current 
beneficiaries, children) or fully discretionary “pot trust” 

• Specific factors to consider when making distributions 

− Consider the generation-skipping transfer tax consequences of a 
distribution to lower generation beneficiaries  

» For example, a trustee of GST and non-GST exempt trusts could avoid making a taxable distribution from a non-GST 
exempt trust by making a distribution to that beneficiary from a GST exempt trust instead. 

− Whether to inquire into other resources of the beneficiary 

• Supplemental Needs Provisions 

− Include language evidencing the grantor's intention that distributions to 
the beneficiary supplement, rather than supplant, the beneficiary's 
government benefits.  This language is important due to resource and 
income limitations on those benefits. 
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Special Circumstances 

• Marriage/Divorce 

− Request the Trustee to consider the existence (or lack thereof) of a 

married beneficiary’s prenuptial agreement when making distributions. 

− Encourage the beneficiary to segregate the funds he or she receives 

from any trust from his or her marital assets in order to preserve the 

characterization of such funds as his or her separate property in the 

event of a divorce. 

− Note: There are public policy concerns surrounding restrictions on 

distributions to a beneficiary who is married. 

• Incapacity of Beneficiary 

− Cautiously consider distributions to the beneficiary’s spouse instead of 

to the beneficiary directly, if the distributions are for the beneficiary’s 

benefit. 

− Suspend or modify distributions if a payment would not be 

demonstrably in the beneficiary’s best interests. 
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Grantor’s Requests 

• Flexibility is important, choose not to tie trustee's hands. 

• Consider precatory language to the Trustees in the trust 

agreement (e.g., the grantor’s request) rather than 

mandatory language to allow the Trustees to respond to the 

beneficiaries’ varying needs. 

• Clients may wish to write a side “letter of wishes” to the 

Trustees expressing their intent in administering the trust, 

without including those requests in the trust agreement.  

− Letters may be updated from time to time as beneficiaries grow older 

and client’s desires change. 
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Using Sprinkle Trusts  

as an Income Tax 

Minimization Strategy 

IV. 
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Grantor Trusts 

• During the grantor’s lifetime, a discretionary trust may be 

structured as a grantor trust for income tax purposes. 

− If the grantor pays the tax on the trust's income, effectively, additional 

transfers will be made to the trust beneficiaries free of gift tax.   

− The grantor and trustees may terminate the “trigger” powers and 

cause the trust to be responsible for its own income taxes at any time 

(unless a spouse is then a beneficiary). 

− If the income taxes on trust income exceed the grantor’s liquidity to 

pay such taxes, a trustee (other than a related or subordinate trustee) 

may have the discretion to reimburse the grantor in any year for any 

income taxes paid by him or her. 

• Grantor Trust Triggers 

− Sections 671-679 of Internal Revenue Code 
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Non-Grantor Trust Taxation 

• Unlike a grantor trust, in which the individual grantor will pay 

income taxes on the trust’s income at his or her individual 

rate, a non-grantor trust may pay tax at the trust level at the 

highest individual rate at a very low threshold of income. 

−  In 2018, a 37% tax rate applies at $12,500 of income. 

− Net investment income tax (3.8%) 

» Interest, dividends, rents, capital gains, passive income 

• If a grantor is in the highest individual income tax bracket 

and resides in a high income tax state, state income tax 

savings may be sought by structuring a non-resident, non-

grantor trust in a low income tax state (e.g., Delaware). 

• Income accumulated in the trust will be taxed at the trust 

level but will not trigger additional income taxes for the 

beneficiaries. 
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Marginal Rates of Beneficiaries 

• Distributable net income may “carry out” income to the 

beneficiaries and will be taxed at the beneficiaries’ individual 

rates. 

• Consider individual tax rates of beneficiaries in high income 

tax states vs. low income tax states. 

• Equal distributions may lead to different tax results for each 

beneficiary, therefore, trustees should consider equalizing 

distributions to sub-trusts or on an after-tax basis. 
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Capital Gain Distributions 

• General Rule – Excluded from DNI 

− Capital gains are generally allocable to principal. 

− Section 643(a)(3) of the Internal Revenue Code 

» Capital Gains are excluded “to the extent that such gains are allocated to corpus and are not (A) paid, credited, or 

required to be distributed to any beneficiary during the taxable year, or (B) paid, permanently set aside, or to be 

used for the purposes specified in section 642(c).” 

• Importance of Applicable Local Law and Governing 

Instrument (Treas. Reg. §1.643(a)-3(b)) 

− Required under governing instrument and applicable local law 

− Discretionary in accordance with applicable local law and the 

governing instrument 

» Allocated to income under state law, e.g., unitrust amounts 

» Consistently treated as a distribution to a beneficiary in trust records 

» Actual distributions of capital gain 

• Power to adjust between principal and income 
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S Corporations 

• Important to ensure any trust holding S corporation stock 

qualifies as a permitted S corporation shareholder 

• Grantor Trusts 

− One deemed owner only 

• Qualified Subchapter S Trust (“QSST”) 

− Single income beneficiary 

− Beneficiary makes the election 

• Electing Small Business Trust (“ESBT”) 

− Trustee makes election 

− Multiple beneficiaries (individuals, estates and charities) 

• QSST and ESBT require affirmative elections to be made 
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Unique Trust Deductions 

• Distribution deduction for income distributed to 

beneficiaries.   

− Undistributed income (including capital gain) will be taxed at trust level 

− Distributed income is included in the beneficiaries’ income 

− 65 Day Election 

• Charitable contributions 

− Unlimited deduction under Section 642(c) of the Internal Revenue 

Code 

» Amounts must be paid from gross income, pursuant to the terms of the governing instrument 

> Recent IRS rulings address the meaning of “pursuant to the terms of the governing instrument” 

− Contrast: AGI limitations on charitable contributions made by 

individuals 
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State Income Tax Considerations 

• Triggers include residency of trustees, beneficiaries, grantor 

and situs of property 

• May be pro rata or all of the trust income, and the trust may 

be subject to tax in multiple states 

• No income tax state vs. high tax states, consider the 

triggers causing tax in high income tax state and structure 

situs accordingly 

• Situs Changes  

− Trust Protector or Independent Trustee 

• Important to plan in light of changes to certain deductions 

 



Risks to Trustees in 

Exercising Sprinkle Powers 
 

 Types of Trustees 

 Discretionary Distributions 

 Balancing Beneficiaries’ Needs 

 Fiduciary Duties 

 The More Discretion the Greater the Liability 

 Personal Liability 

 Document Everything 
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Types of Trustees 
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 Family Member 

 Worst choice for discretion 

 Independent Trustee 

 Corporate Trustee 

 Best choice for discretion  

 Trust Protector 
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Discretionary Powers of 

Trustee 

 Know the extent of your powers 

 Get a legal opinion as to what you can and cannot do 

before you make your first distributions 

 Are distributions subject to the Ascertainable 

Standard? 

 Income and/or principal 
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Balancing Beneficiaries’ Needs 

 Spouse vs. Descendant 

 Other sources of income to the beneficiary 

 Beneficiaries with creditors 

 Bad marriages 

 Substance abuse issues 
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Fiduciary Duties 

 Avoid Conflicts of Interest 

 Reasonably prudent person standard 

 Duty of loyalty 

 Duty to manage the trust assets 
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Types of Trust Assets 

 Balance the income producing assets against the 

long-term appreciating assets 

 Drafter should be clear about intent of Grantor 

regarding priority beneficiaries 
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Future Generations and 

Remaindermen 

 Trustee is accountable to remaindermen for 

improper discretion 
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Books and Records 

 Keep careful records 

 Document rationale behind distributions  

 Get beneficiaries to sign Waivers/Consents  

 If it’s for tax reasons then get CPA confirmation of 

beneficiary’s tax bracket 

 Issue an annual Accounting 
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Thank you! 
 

 

Elise Gross 

eg@assetprotectionattorneys.com 

 

 

Arlene A. Osterhoudt  

arlene.osterhoudt@skadden.com 
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