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INCOME TAX CONSEQUENCES OF SITUS SELECTION®

. “DING” TRUSTS

A. Introduction

Several private letter rulings confirm that it is possible, under the laws of any state
that permits the creation of so-called “asset protection trusts,” to create a trust that is a non-
grantor trust for purposes of Subpart E of Subchapter J of the Internal Revenue Code (the
“Code”) and that may be funded with contributions that are not taxable gifts for federal gift tax
purposes. See PLR 200612002; PLR 200502014; PLR 200247013; and PLR 200148028 (cited
not as precedent but as illustrations of how the Internal Revenue Service might analyze the issues
addressed in the rulings). In Delaware, which is one of the states in which such a trust may be
created, such trusts commonly are known as “DING” Trusts. The acronym stands for “Delaware
Incomplete Gift Non-Grantor Trust.” If the state in which such a trust is created also is a state
that does not tax income and capital gains accumulated in the trust, the trust can be a powerful
state income tax planning vehicle for settlors living in states that would not tax the trust’s
accumulated income and capital gains merely because the settlor resides in that state at the time
the trust is created or because of some other connection between the trust and the settlor’s home
state. A form of DING trust agreement patterned closely upon the actual trust agreement that

was the subject of PLR 200148028 is appended to this outline as Exhibit A. See also Pulsifer

IRS Regulations provide that taxpayers may not rely upon written advice to promote
third-party transactions or avoid federal tax penalties unless the advice is provided in the form of
a “covered opinion” (essentially a formal tax opinion letter which satisfies numerous regulatory
requirements and is based upon an independent fact inquiry). This outline is not a covered
opinion within the meaning of the regulations.
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and Flubacher, Eliminate A Trust’s State Income Tax, Trusts & Estates Magazine, May 2006, at

p. 30; Steiner, The Accidentally Perfect Non-Grantor Trust, Trusts & Estates Magazine,

September 2005, at p. 28.

B. Basic Design
Crafting a DING trust agreement is a bit like punching a pillow. Every effort to

design the agreement so as to avoid grantor trust status seems to push the agreement closer to the
point at which the grantor will not have retained a sufficient interest in the trust to avoid making
a completed gift upon funding the trust. All four private letter rulings cited above use essentially
the same solution to achieve these almost, but not quite, mutually exclusive results. In order to
avoid a completed gift, the settlor retains a limited power of appointment over all of the trust
property remaining at the settlor’s death. In order to avoid grantor trust status, the trust
agreement creates a Distribution Committee (called a “Power of Appointment Committee” in
PLR 200612002), comprised of “adverse parties” within the meaning of Code § 672(a), whose
consent is required in order for (i) the grantor or the grantor’s spouse to receive discretionary
distributions from the trust; or (ii) the trustee to accumulate income in the trust potentially

subject to the grantor’s testamentary limited power of appointment.

C. Gift Tax Analysis

In a properly designed DING trust, the grantor is entitled to receive discretionary
distributions from the trust upon the direction of any one member of the Distribution Committee
provided that the grantor consents to the distribution. Delaware law expressly permits the
grantor to retain certain rights in a Delaware asset protection trust including the right to block
distributions from the trust. 12 Del. C. § 3570(10)(b)(1). This retained right to receive

distributions upon the joint action of the grantor and any member of the Distribution Committee
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constitutes a retained lifetime general power of appointment. 1.R.C. § 2514(c)(3)(B); Rev. Rul.
79-63, 1979-1 C.B. 302. Furthermore, the grantor of a DING trust should retain a testamentary
limited power of appointment. Section 3570(10)(b)(2) of Title 12 of the Delaware Code permits
the retention of such a power. The retained limited power of appointment should cause the gift
to be incomplete pursuant to the principles of Treasury Regulation § 25.2511-2(b) which
includes an example in which the donor transfers property in trust to pay the income to the
donor, or accumulate the income, and the donor retains a testamentary power to appoint the trust
remainder among the donor’s descendants. The Regulation concludes that the funding of the
trust is an income gift. Similarly, Treasury Regulation 25.2511-2(c) states that a gift is
incomplete if the donor reserves the power to name new beneficiaries or change the interests of
the beneficiaries unless the power is a fiduciary power limited by a fixed or ascertainable
standard. A testamentary limited power of appointment is in substance a power to both change
beneficiaries and vary their interests. Accordingly, the grantor’s retention of these two rights

ought to assure that contributions to the trust are not taxable gifts.

D. Grantor Trust Analysis

1) Reversionary Interest Under Code § 673. A threshold question that must
be answered in order to determine whether it is possible to create a non-grantor asset protection
trust is whether the grantor will be deemed to hold a reversionary interest in the trust for
purposes of Code § 673 by reason of the grantor’s eligibility to receive discretionary
distributions from the trust. Code 8§ 673 provides, in general, that a trust is a grantor trust if the
grantor retains a reversionary interest having a value that exceeds five percent of the value of the
trust. Query: How did the trust in PLR 200612002 avoid grantor trust status under Code 8 673

despite the grantor’s spouse’s right to receive an outright distribution from the trust upon the
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grantor’s death which seemingly should have been attributed to the grantor under Code 8 672(e)?
Code § 673(c) provides that, for purposes of determining the value of the grantor’s reversionary
interest, it shall be assumed that any discretion exercisable in favor of the grantor will be
exercised in favor of the grantor to the maximum extent possible.

In a properly drafted asset protection trust, the grantor retains no reversionary
interest. The trustee’s discretionary power to make distributions to the grantor should not be
categorized as a “reversionary interest” within the meaning of Code § 673.

Code § 672, which provides definitions for the grantor trust provisions under
subpart E, does not define “reversion” for the purposes of Code § 673. Although Code § 672
does not provide a definition of a reversion for purposes of subpart E, it seems clear that a
reversion under Code § 673 can not arise in situations other than those involving a traditional
reversion. Under the traditional definition of a reversion, a reversion exists when a person
having a vested estate transfers a lesser vested estate to another. See LEwiIS M. SIMES AND
ALLAN F. SMITH, THE LAW OF FUTURE INTERESTS, § 82 (2d ed. 1956) (hereinafter “SIMES™); see
also WILLIAM SHWARTZ, FUTURE INTERESTS AND ESTATE PLANNING, § 2.24 (1965) (hereinafter
“SHWARTZ”). The interest left with the transferor, by virtue of transferring a lesser estate, is
called a reversion. Thus, the grantor of a trust retains a reversionary interest if a portion of the
transferred assets will return to the grantor upon the death of a person (life estate), after a number
of years (term of years), or upon the grantor’s demand (tenancy at will). Under this traditional
concept, if a transferor conveys all of his or her interest in property to a trust, then he or she has
not retained a reversion even if he or she holds a beneficial interest (such as a right to receive

distributions in the trustee’s discretion). See SHWARTz, §2.27; see also PLR 9016079
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(January 25, 1990) (trust held not to be a grantor trust under Code 8§ 673 even though trustee had
power to make discretionary distributions to the grantor).

(@) Internal Revenue Service Memoranda. In Technical Advice

Memorandum (“TAM”) 8127004, the Internal Revenue Service stated that “a reversionary

interest is the interest a transferor has when less than his entire interest and property is

transferred to a trust and which will become possessory at some future date.” Tech. Adv. Mem.
81-27-004 (February 25, 1981) (emphasis added).
In a General Counsel Memorandum, comparing a possibility of reverter under

Code § 676(a) with a reversion, the Service defined a reversion as “the residue left in the grantor

on determination of a particular estate” and stated that “the reversionary interest arises only when

the transferor transfers an estate of lesser quantum than he owns”. Gen. Couns. Mem. 36,410 at

5-6 (September 11, 1975) (emphasis added).

(b) Case Law. In Crane v. Commissioner, 368 F.2d 800 (1st Cir.

1966), the Court held that a grantor had a reversionary interest where he transferred stock to a
trust and upon termination of the trust was entitled to either the proceeds from the sale of the
stock to the beneficiaries or a return of the stock. Id. at 801. The Court held that “when we look

at the obvious purpose of Code § 673(a), it must be to prevent a grantor from making a

temporary transfer of assets in order to diminish, for a limited period, the receipt of taxable

income therefrom.” 1d. (emphasis added). By indicating that a reversion is a “temporary
transfer,” the Court interpreted a Code § 673 reversionary interest under the traditional definition
of a reversion.

The hierarchy of vested interests in property helps explain how the First Circuit’s

holding relates to the traditional definition of a reversion. The hierarchy that gives rise to a
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reversion, such as fee simple, fee tail, life estate, term of years, and tenancy at will, are
specifically defined by their “duration.” See SIMES, § 82; see also SHWARTZ, § 2.24. Thus, when
a grantor transfers a lesser vested estate, he or she is making a “temporary transfer,” with a
reversion of the remaining interest.

(©) Legislative History. Prior to 1954, the Internal Revenue Code

contained only provisions for grantor trusts in which the transferor retained a power of
revocation or when trust income was accumulated for, or distributed to, the transferor. H.R.
REP. NO. 83-1337 (1954) reprinted in 1954 U.S.C.C.A.N. 4025, 4089; S. REP. NO. 83-1337
(1954) reprinted in 1954 U.S.C.C.A.N. 4621, 4719. There were also Treasury Regulations
providing for a grantor trust when the grantor had a reversionary interest that would revert within
a specified period of time. The regulations were known as “Clifford” regulations because they

adopted the approach taken in Helvering v. Clifford, 309 U.S. 331 (1940).

In 1954, Congress adopted Code § 673. Congress’ intent was to codify the
approach in section 39.22(a)-21(c) of Regulations 118. H.R. REP. NO. 83-1337 (1954) reprinted
in 1954 U.S.C.C.A.N. 4025, 4353. There were only two minor changes to the approach in the
regulation. These changes were unrelated to circumstances that give rise to a reversion. Id. at
4089 (shortening the time in which a reversionary interest would effect taxation to the grantor
and amending the provisions pertaining to related or subordinate trustees); S. REP. NO. 83-1337
(1954) reprinted in 1954 U.S.C.C.A.N. 4621, 4719.

The approach from section 39.22(a)-21(c) of Regulations 118 that Congress
codified provided that “[iJncome of a trust is taxable to the grantor where the grantor has a
reversionary interest in the corpus or income.” Treas. Reg. § 39.22(a)-21(c) (1953). Section

39.22(a)-21(c) then described some specific situations in which a reversionary interest may arise.
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Each of the examples provided in the regulation illustrate the “traditional” concept of a
reversion.

The first example in Treasury Regulation 8 39.22(a)-21(c)(2) provided an
example of a reversionary interest: “[w]here the grantor’s reversionary interest is to take effect in
possession or enjoyment by reason of some event other than the expiration of a specific term of
years, the trust income is nevertheless attributable to him if such event is the practical equivalent
of the expiration of a period less than 10 or 15 years.” Treas. Reg. § 39.22(a)-21(c)(2) (1953);
See also Treas. Reg. § 1.673(a)-1(a)(2)(c). Treasury Regulation § 39.22(a)-21(c)(3) also stated:
“a reversionary interest may reasonably be expected to take effect in possession or enjoyment
within 10 or 15 years, as the case may be, where the corpus or the income therefrom is to be
reacquired if the grantor survives any stated contingency which is of an insubstantial character.”

Treas. Reg. § 39.22(a)-21(c)(3) (1953); See also Treas. Reg. § 1.673(a)-1(a)(2)(d). Although the

regulation does not purport to provide a complete list of situations in which a reversionary
interest may arise, the examples suggest that the regulation, and the later-adopted statute which
codified the regulation, did not contemplate reversionary interests beyond the traditional
definition.

(d) Interpretation of Code § 673(c).  Although Internal Revenue

Code § 673 was originally adopted in 1954, the current Code § 673(c) (which provides that in
valuing a reversion, the maximum exercise of discretion in favor of the grantor is assumed) was
not adopted until 1988. See S. REP. NO. 100-445 at 362 (1988) reprinted in 1988 U.S.C.C.A.N.
4515, 4872. There is no case law or interpretive material providing guidance on what is meant
by “assuming the maximum exercise of discretion in favor of the grantor” when valuing the

grantor’s reversionary interest.
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The legislative history of Code 8 673(c) simply provides that “in determining
whether a reversionary interest has a value in excess of five percent of the trust, it will be
assumed that any discretionary powers are exercised in such a way as to maximize the value of
the reversionary interest.” S. REP. NO. 100-445 at 362 (1988) reprinted in 1988 U.S.C.C.A.N.
4515, 4872. There is no other express explanation of how this provision affects the reversionary
interest rule. A careful reading of the legislative history, however, demonstrates that Congress
only intended Code § 673(c) to provide an assumption that discretionary powers are exercised in
favor of the grantor for purposes of calculating the proportion of the value of an exiting reversion
to the value of the rest of the trust, and not in determining whether the discretionary powers
themselves create a reversion.

The Senate Report states that discretionary powers should be assumed to be
exercised to maximize the value in favor of the grantor “in determining whether a reversionary
interest has a value in excess of five percent.” 1d. This explanation does not suggest that a
discretionary exercise in favor of the grantor can be assumed in order to determine whether there
is a reversion in the first place. Rather, the assumption is only made in calculating the value of a
traditional reversion, relative to the size of the trust, in applying the five percent exception.
Thus, Code 8 673(c) does not operate to create a reversion where none exists under the
traditional definition contemplated by Congress.

An example of the proper application of Code § 673(c) as Congress intended it is
as follows: If the grantor retains a reversionary interest in the income or principal of a trust, and
the trustee has the discretion to distribute principal or income to another beneficiary for a term of
years, the value of the grantor’s reversionary interest is determined by assuming that no amount

of principal or income will be distributed to the other beneficiary. Pursuant to Code § 673(c), the
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trustee’s discretion to distribute principal or income to the other beneficiary is assumed to be
exercised in favor of the grantor (meaning it is assumed no discretionary distributions will be
made to the other beneficiary) in calculating whether the value of the reversion exceeds five
percent of the value of the trust.

(2 Power To Control Beneficial Enjoyment Under Code § 674.

Code § 674(a) provides, in general, that a trust is a grantor trust if the beneficial enjoyment of the
trust property is subject to a power of disposition exercisable by the grantor or a nonadverse
party, or both, without the approval or consent of any adverse party. An asset protection trust
(which by its fundamental character always permits discretionary distributions to the grantor)
may avoid grantor trust status under Code § 674(a) with respect to the trustee’s power to sprinkle
income and principal among the grantor, the grantor’s spouse and other beneficiaries by
providing in the trust agreement that no such distributions may be made except with the consent
of one or more members of a Distribution (or Power of Appointment) Committee comprised
exclusively of persons who are themselves currently eligible to receive discretionary
distributions from the trust. Each such Committee member should be deemed to be an “adverse
party” within the meaning of Code 8 672(a) provided that his or her interest is “substantial.” An
“adverse party” is defined in Code 8 672(a) as any person having a substantial beneficial interest
in the trust which would be adversely affected by the exercise or non-exercise of the power.
Plainly, any distribution from the trust to the grantor or any other beneficiary would adversely
affect the interests of the Distribution Committee members not receiving the distribution. The
determination of whether a party has a “substantial” adverse interest is a factual question

depending on the merits of each case. Paxton v. Commissioner, 520 F.2d, 923, 925 (9" Cir.

1975). A party with a beneficial interest, or some future interest in the trust property, is not
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always an adverse party. If the trust agreement for a DING trust provides that all adult
competent beneficiaries who are eligible to receive distributions from the trust must consent in
order for the trustee to make a distribution to the grantor or the grantor’s spouse, the
beneficiaries collectively should be viewed as having a “substantial beneficial interest” in the
trust adverse to the exercise of the trustee’s discretion in favor of the grantor because each such
distribution actually made to the grantor would reduce the amount that otherwise would be
available for distribution to or among them. Similarly, in PLR 9016079 (January 25, 1990) and
each of the four rulings pertaining to DING trusts, the Service held that each person eligible to
receive discretionary distributions from the trust had a substantial interest that was adverse,
within the meaning of Code § 672, to the exercise of the trustee’s discretion in favor of the

grantor. See also Grantor Trusts: Sections 671-679, Tax Mgmt. (BNA) No. 858 at A-15.

uery: Is there a point at which the aggressive drafter may cross the substantiality line?
Suppose the DING trust agreement provides that everyone in the world is eligible to receive
distributions from the trust upon the unanimous consent of the Distribution Committee members
and that the Committee is comprised of everyone in the world? If the grantor could receive a
distribution upon the direction of any one member of the Committee, could the chosen
Committee member fairly be said to have a “substantial” adverse interest? Obviously the answer
must be no.

3) Testamentary Power of Appointment Under Code 8§ 674(b)(3). The

grantor’s testamentary limited power of appointment (a requirement to avoid adverse gift tax
treatment) should not cause a DING trust to be taxable as a grantor trust. Code § 674(a) does not
apply to a power of appointment exercisable only by will other than a power held by the grantor

to appoint income accumulated by the grantor or income that may be accumulated in the
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discretion of the grantor or a nonadverse party, or both, without the approval or consent of any
adverse party. No income can be accumulated in a DING trust without the consent of the
Distribution Committee because the Committee members (who would be adverse parties for the
reasons explained in 1.D.(2) above) may, by unanimous action, appoint current and accumulated
income among the trust beneficiaries (including the Committee members themselves) eligible to
receive current trust distributions thereby preventing the accumulation of income subject to the
grantor’s testamentary limited power of appointment.

4) Power To Revest Property Under Code 8 676. Code 8 676(a) provides

that the grantor shall be treated as the owner of any portion of a trust if the grantor or a
nonadverse party has the power to revest title to the trust property in the grantor. Again, the
existence of a Distribution Committee comprised of adverse parties will prevent the application
of Code § 676.

(5) Code 8 677 Distribution Power. Code 8 677 provides, in general, that the

grantor shall be treated as the owner of any portion of a trust the income from which may,
without the approval of any adverse party, be distributed to the grantor or the grantor’s spouse;
or accumulated for future distribution to the grantor or the grantor’s spouse; or applied to the
payment of premiums on insurance on the life of the grantor or the grantor’s spouse. As none of
these actions can occur with respect to the income of a DING trust except as a result of actions
taken by Distribution Committee members, Code § 677 would not cause a carefully designed
DING trust to be taxed as a grantor trust.

(6) The Importance of Avoiding Credit Rights. A trust is a grantor trust if,

under applicable state law, the grantor’s creditors may recover from the trust amounts owed to

them by the grantor. Treasury Reg. 8 1.677(a)-1(d). Under the laws of most states other than
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those states which have adopted asset protection trust legislation, if the grantor is eligible to
receive discretionary distribution from the trust, the grantor’s creditors may look to the trust to
satisfy obligations owed to them by the grantor. Accordingly, a self-settled incomplete gift non-
grantor trust can only be created under the laws of a state with asset protection trust legislation in

place.

E. Example. A simple example illustrates the utility of a DING trust: A couple
residing in New York City has a sizeable portfolio of marketable securities and other intangible
assets. They are concerned about liability to potential future creditors. They are in the highest
federal income tax bracket and pay combined state and city income tax at an 11 percent rate.
They do not wish to make a completed gift because they do not wish to pay gift tax or use any of
their gift tax exclusion amount. Within their portfolio of securities, they have $2 million of
assets that they essentially hold for the benefit of their children because they do not foresee any
circumstance (other than a catastrophic lawsuit or similar financial setback) in which they would
expend that money during their lifetimes given the magnitude of their other assets.

A DING trust could be powerful planning tool for this couple. As settlors of such
a trust, they could retain the right to receive discretionary distributions of income and principal
from the trust (subject to the consent or direction of a distribution committee comprised of their
children who are also potential discretionary beneficiaries). This would provide the couple with
a safety net against the possibility of a major financial setback. The trust also will provide
creditor protection for the trust assets. At the same time, the trust’s income will not be subject to
New York state or city income taxation assuming the trust avoids New York source income and

other contacts with New York that would subject the trust to New York income tax. The federal
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income tax imposed on the trust’s assets would be about the same in the trust as it would be if the
couple owned the assets outright.

Had the couple retained this $2 million in their own names and achieved an
enviable 10 percent annual rate of return before taxes, the $2 million would grow to about $8.6
million in 20 years, assuming the earnings are comprised entirely of qualified dividends and
realized capital gains. The effective rate of tax on these investment assets would be 24.35
percent (15 percent federal rate on capital gains and dividends; 11 percent New York state and
city tax on all income; New York taxes deducted in computing federal taxes). By contrast,
contributing the $2 million to a DING trust means the effective rate of tax is reduced to 15
percent, and the trust grows to about $10.225 million in the same time with the same rate of
return. Thus, merely by creating the trust, the couple would obtain asset protection for the trust
property during the entire 20-year trust period and, at the end, the value of the property would be

$1.6 million greater.

F. Cautionary Note. It is possible that state taxing authorities in various states will

attack obviously abusive transactions using DING trusts that are designed primarily to avoid the
imposition of state income tax on a particular transaction, such as the disposition of a block of
highly appreciated stock. Consequently, advisors should counsel their clients to avoid funding
such trusts with assets likely to be sold shortly after the creation of the trust. Such a trust could
be even more vulnerable to attack if the sale were followed by the distribution of all, or a large
portion, of the trust assets back to the settlor. The settlor’s home-state taxing authority could
view such a transaction as a “sham” and might attack it on the basis of substance over form,

assignment of income, or some similar theory.
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In addition to risks under state tax laws, such a transaction could jeopardize the
trust’s creditor protection if there is evidence that the settlor had a prearranged agreement with
the distribution committee to distribute assets back to the settlor at a particular time.

Ideally, such trust should be created only with the intent to continue the trust at
least for the lifetime of the settlor. Settlors should avoid transferring a proportion of their assets
to such a trust that is so large that the settlor will need routine distributions from the trust to pay
for living expenses. Optimally, for creditor protection reasons as well as sound tax planning,
advisors should generally recommend that their clients fund such trusts only with those assets

that the client likely will never need to expend, absent extraordinary events.

1. DELAWARE INCOME TAXATION OF TRUSTS

A. Introduction
In general, Delaware does not impose any taxes upon trusts except in cases where
one or more trust beneficiaries live in Delaware and then only upon the portion of the trust

income attributable to the Delaware resident beneficiaries.

B. Resident Trust Definition

A trust that is treated as a trust for federal income tax purposes, and is not a trust
of which the grantor or another person is treated as the owner of the entire trust under Sections
671 through 679 of the Code, is treated a “resident trust” for Delaware income tax purposes if:

(1)  The trust is created by the will of a decedent who at death was domiciled
in Delaware; or

2 The trust is created by, or consists of property of, a person domiciled in
Delaware; or

3) During more than half of any taxable year, the trust has only one trustee
who is either a Delaware resident individual, or a corporation, partnership
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or other organization having an office for the conduct of trust business in
Delaware; or

4) During more than half of any taxable year, the trust has more than one
trustee and one of the trustees is a corporation, partnership or other
organization having an office for the conduct of trust business in
Delaware; or

5) During more than half of any taxable year, the trust has more than one
trustee all of whom are individuals and one-half or more of whom are
Delaware residents. 30 Del. C. § 1601(f)-(g).

A Delaware nonresident trust is any trust that is not a resident trust. 30 Del. C. § 1601(h).

C. Taxation of Nonresident Trusts

Delaware nonresident trusts are only subject to Delaware state income tax to the
extent that they have items of income, gain, loss and deduction derived from, or connected with,
sources located within the State of Delaware. 30 Del. C. 8§ 1639. Income of a trust is deemed to
be derived from a Delaware source only if the income is attributable to:

1) The ownership of real or tangible personal property located in Delaware;
or

(2 A business, trade or commerce carried on in Delaware. 30 Del. C. 8§ 1124
and 1639.

Intangible assets held for investment are not considered to be property employed in a business,
trade or commerce. 30 Del. C. 8 1124(c). Therefore, a nonresident trust conducting traditional
investment activities is not subject to Delaware income taxation unless the trust owns real or
tangible property located in Delaware or conducts a business or trade in Delaware. A
nonresident trust that does not have Delaware source income is not required to file a Delaware

income tax return.
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D. Taxation of Resident Trusts

Delaware resident trusts are potentially subject to the Delaware income tax
imposed upon individuals. However, resident trusts are allowed both an income tax deduction
for the amount of their federal distributable net income that is actually distributed, 30 Del.
C. 8 1635, and an income tax deduction for the amount of their federal taxable income (including
capital gains), as modified for Delaware purposes, that is set aside for future distribution to
nonresident beneficiaries. 30 Del. C. § 1636. The practical effect of these two deductions is that
a Delaware resident trust never pays any Delaware income tax (and is not required to file
Delaware income tax returns) if (1) the trust has no living beneficiaries who are residents of
Delaware; and (2) the trust does not identify its beneficiaries by their relationship to a Delaware
resident. In cases where one or more beneficiaries reside in Delaware, the portion of the trust’s

accumulated income and accumulated capital gains allocable to the Delaware resident

beneficiaries is subject to Delaware income taxation.

I11.  POSSIBLE STRATEGIES FOR AVOIDING OR REDUCING STATE INCOME
TAXATION ON THE INCOME OF TRUSTS HAVING A SITUS IN A LOW OR
NO TAX JURISDICTION

A. Introduction

Moving a trust to a no or low tax jurisdiction or settling the trust in such a
jurisdiction will avoid taxation in those high tax jurisdictions that base their income tax regime
entirely upon the location of the trustee. However, a trust located in a low tax jurisdiction may
still be subject to state income taxation in a high tax state based upon other contacts with the high
tax state. For example, nearly half the states tax a trust’s accumulated income and capital gains
merely because the settlor resided in the state at some critical moment such as upon funding of

the trust, when it became irrevocable or during the current tax year. Similarly, most of the same
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states and a few others tax trusts created or funded under the will of a resident decedent. Still
other states such as New York, Massachusetts, Missouri and Ohio tax trusts created by residents
if certain other contacts with the state are present, such as a resident trustee or beneficiary or if
some trust administration occurs in that state. Other states, such as Delaware, tax trusts created
or funded by residents only to the extent that income and capital gains accumulated in the trust
are deemed to be held for resident beneficiaries. A small number of states tax trusts if a trustee is
located in the state and a similar number tax trusts if the administration of the trust occurs in the
state. Finally, a few states tax trusts based solely upon the residency of the beneficiaries. It
should be possible in many cases for a trust located in a low or no tax jurisdiction to avoid
income taxation by high tax states through careful planning. The tax planning strategies
discussed in this outline are presented solely as a possible starting point for further analysis in
light of the laws of whatever high tax state may have contacts with a particular trust. Some of
the strategies may work to permit trusts to avoid or reduce taxes in some states (or at least to
allow the trustee to take a reasonable reporting position that no tax is due to a particular state) but
not work under the laws of other states even in cases where both states taxed trusts on the basis
of similar factors. Other strategies mentioned here might not work under any state’s laws or
might be viewed as too aggressive by cautious advisers and trustees. The strategies discussed
here are presented as general observations and not with the laws of any particular state in mind

except to the extent that certain states are mentioned by name.

B. States Basing Taxation Upon Residence Of Settlor.

As was mentioned above, many states (about half) base the taxation of trusts in
whole or in part upon the residence of the settlor. This raises the obvious but sometimes difficult

question of who is treated as the settlor of a particular trust. For example, suppose a New York
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resident creates a trust and by the terms of the trust agreement grants a person who does not
reside in New York a power to appoint the trust property upon further trusts. If the power is
exercised, is the new trust created by the non-New York resident deemed to be created by the
New York settlor of the first trust? The New York Department of Taxation has taken the
position that the answer turns upon whether the power of appointment is a limited or general
power. If the power is general, the powerholder is treated as the creator of the appointive trust.
If the power is limited, the settlor of the first trust is treated as the creator of the new trust. N.Y.
STATE DEPARTMENT OF TAXATION ADVISORY OPINION (TSB-A-03(6)1). Is the rule the same in
those other states that tax trusts based upon the residency of the settlor? Is the New York
Department of Taxation’s position correct under New York law? What if the power of
appointment, although limited, was not in the initial trust agreement but was added by court
ordered reformation at a later date? What if, as is sometimes the case under Delaware law, the
reformation can be accomplished without the settlor’s consent? What if the new trust is not
created by the exercise of a power granted in the trust agreement, but by the action of the trustee
acting under a “decanting” statute such as 12 Del. Code 8 3528 (or the similar New York statute)
which permits trustees having the power to make outright distributions to trust beneficiaries to
instead distribute to new trusts created by the trustee for the benefit of these directionary
distributee beneficiaries? Would the answer vary if the trustee were an institutional fiduciary or
some other independent trustee as opposed to the settlor personally or someone deemed
susceptible to the settlor’s influence? What if the trust were merged into a substantially similar
trust created by someone other than the settlor pursuant to a state statute or court order permitting
the merger? Would the answer vary if the merger could only be accomplished with the settlor’s

consent? Suppose the trust is created or declared by a non-resident but a resident contributes

SI-18-TRP



assets to the trust? Would it matter whether the trust were nominally or substantially funded by
the initial non-resident settlor? What if the trust is created by joint declaration? What if the trust
is created by an entity in which the resident holds an interest? Suppose the entity is a single
member limited liability company created by the resident? What if the entity is a statutory trust,

corporation, or partnership? What if the entity has multiple owners?

C. Court Ordered Change of Situs

Some states that generally tax trusts on the basis of the residence of the settlor
nevertheless do not tax trusts settled by residents following the entry of a state court order
directing a change of situs from the state of the settlor’s residence to another jurisdiction.
Pennsylvania and Virginia appear to fall into this category. Pennsylvania Department of
Revenue PIT-01-040 (July 27, 2001); Virginia Admn-Rul, VA-Trxrptr § 202-326 (August 26,
1993). Does this rule apply only in cases where a court order is required to move the trust?
What if the trust agreement provides a means for moving the trust out of the state but the trustee
nevertheless seeks such an order approving the move? Would the state court enter an order in
such a case? Would it matter if the trustee had a non-tax reason for obtaining the order, for
example, to protect itself against a possible beneficiary challenge to the move? What if the court
order comes from a state other than the settlor’s state of residence? Suppose the settlor creates a
trust in Delaware (or a Pennsylvania or Virginia trust is moved to Delaware pursuant to a power
to do so in the trust agreement) and the Delaware Chancery Court enters an order transferring the
trust situs to Alaska? Why is a court order necessary to avoid tax? Why should it matter how

the situs is changed?
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D. Location of Trust Beneficiaries

The obvious question (and perhaps planning opportunity) arising in those states
that tax trusts in whole or in part on the basis of the place of residence of the trust beneficiaries is
how does one identify the beneficiaries and which beneficiaries are taken into account under the
relevant tax statutes. For example, are discretionary distributees considered beneficiaries? If so,
how would the trust be taxed if the agreement permits the trustee to make discretionary
distributions to anyone in the world but only with the consent of someone who has a substantial
adverse interest? Are contingent beneficiaries taken into account? California, for example, does
not take into account contingent beneficiaries. Does it matter whether the contingency is likely
to occur? What if some or all of the beneficiaries eligible to receive distributions from the trust
are other trusts or entities in which residents hold beneficial or equity interests? Are persons in
whose favor a power may be exercised considered beneficiaries? What if the power is a broad
limited power exercisable in favor of any one other than the holder and the holder’s estate and
creditors? What if the settlor holds such a power of appointment (properly designed to avoid
grantor trust status)? Would it matter whether the most likely (or ultimate actual) persons in
whose favor the power would be exercised were residents of the potential taxing state? What if

no person is eligible to receive distributions in the current tax year?

E. Location of Trustee and Place of Administration.

States that generally tax trusts based upon the location of the trustee or place of
trust administration or that tax trusts on the basis of either of these factors in combination with
other factors probably present the greatest planning opportunities. These states may also present
some insidious traps for the unwary. However, even in these states, questions sometimes arise

concerning who is a trustee or what contacts with a state suffice to cause the trust administration
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to occur in the state. Can persons who are not formally designated as trustees nevertheless be
treated as trustees? Will the performance of any traditional trustee function suffice to cause the
person performing the function to be treated as a trustee? What if the function is performed in a
non-fiduciary capacity under applicable law? What if such a function is performed by a
committee and one or more members of the committee reside in the relevant state? What if third
party advisers or agents reside in the relevant state? Does it matter whether they are selected by
the trustee or named in the trust agreement? What if these advisers or agents hold discretionary
powers (such as discretionary investment authority) over some or all of the trust assets? What
happens if the trustee is a corporation with trust offices in several states including the potential
taxing state? What happens if there are multiple trustees less than all of who reside in the

relevant state?

F. Conclusion.

The hodgepodge of state taxing regimes combined with the relatively high income
tax rates imposed by some states, suggest that whenever one is considering the creation of a trust
that will be subject to income taxation in a high tax state and whenever one encounters a trust
already located in such a state, it is a worthwhile exercise to consider whether there may be an
opportunity through careful and sometimes creative planning to avoid or reduce the trust’s state

income tax burden.

535668
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EXHIBIT A

[FORM: Asset Protection Trust/
Non-Grantor Trust/Incomplete Gift]

THE 2006 FAMILY
DELAWARE TRUST"

This is a form of trust agreement that may be of assistance in drafting a trust agreement
for the purpose of creating a trust that (i) may be funded with one or more contributions
that may constitute “qualified dispositions” within the meaning of Section 3570(6) of
Title 12 of the Delaware Code; (ii) may qualify as a trust which is not a so-called
“grantor trust” described in Subpart E of Subchapter J of Chapter 1 of Subtitle A of the
Internal Revenue Code (the “Code”); and (iii) may be funded with contributions that do
not constitute completed gifts for purposes of Chapter 12 of Subtitle B of the Code. The
trust should not be treated as a grantor trust under Code Section 671 because the grantor
has not retained any power or interest that would cause the grantor to be treated as the
owner of any portion of the trust under Code Sections 672 through 679 (note that
distributions may only be made to the grantor upon the direction of a Distribution
Committee comprised of persons with a substantially adverse interest). Transfers to the
trust should not constitute completed gifts because the grantor has retained a limited
power of appointment. See Sanford Est. v. Commissioner, 308 U.S. 39 (1939). While
not binding on the Internal Revenue Service as precedence, Private Letter Rulings
200148028, 200247013, 200502014 and 200612002 support this income and gift tax
conclusion. Under applicable tax law, if a particular client is interested in making the
assets of such a trust available 