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T R U S T  D E S I G N  F O R  S T A T E  I N C O M E  T A X  E F F I C I E N C Y 
A N D  W E A LT H  P R E S E R VA T I O N

Focus on Incomplete Non-Grantor Trusts 

As we plan for and manage our wealth to achieve the goals we have set, we navigate an 
ever-changing landscape of taxation. Identification of one’s goals is always the starting 
point. The process for implementation of those goals is complex and requires input  
from advisors.

The significance of tax considerations varies based on one’s circumstances and the  
tax environment. There are a number of current tax trends of note:

■■ Marginal federal income tax rates on ordinary income, qualified dividends and  
capital gains have increased;

■■ The 3.8% Medicare contribution tax on net investment income has come into effect;

■■ State income tax rates have increased in many states or state tax may now apply to 
trusts which were exempt from state tax under prior law;

■■ Combined federal and state income and Medicare contribution taxes in certain  
circumstances exceed 50%,1 and can even approach 60%;2

■■ The federal gift, estate and generation-skipping transfer tax rate is at a relatively  
low 40% rate;

■■ The exclusion for the federal gift, estate and generation-skipping transfer tax has been 
permanently set at a historically high $5,000,000, adjusted annually for inflation; and

■■ Many states no longer impose an estate or inheritance tax.

The increasing significance of income taxation in general and of state income taxes in 
particular, causes us to focus on opportunities to design trusts for income tax efficiency. 
One such opportunity is what is referred to as an incomplete non-grantor trust, commonly 
established under the state law of Nevada (a “NING”) or Delaware (a “DING”), both of 
which permit self-settled domestic asset protection trusts.
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INCOMPLETE NON-GRANTOR TRUSTS
An incomplete non-grantor trust is a trust designed to be an incomplete gift for gift  
tax purposes but, at the same time, treated as a taxpayer separate from the grantor for 
state income tax purposes resident in a state with favorable income taxation of trusts.

Incomplete gift. Because the transfer to the trust is not a completed gift it is not 
necessary to apply any gift tax exclusion to the trust, which is helpful for a grantor who 
has fully utilized her federal gift tax exclusion or wishes to preserve her exclusion for 
potential future transfers. The trust will be included in the grantor’s estate and the assets 
of the trust estate will receive a basis adjustment to their value at the grantor’s death or 
the federal estate tax alternate valuation date. Where long-term income tax planning is a 
priority, the basis adjustment at death can be a significant benefit.

Non-grantor trust separate from grantor. A trust that is a non-grantor trust is 
treated as a separate taxpayer for income tax purposes. As a separate taxpayer, the residence 
of the trust for state income tax purposes is determined under the state law with respect 
to trusts. Where state tax residence is determined based on factors other than the residence 
of the grantor, it is possible to locate the trust in a state with tax rates that are lower than 
those in the grantor’s home state. The tax savings opportunity in this regard pertains to 
state income taxation, not federal.

The Grantor’s Goals
Advantages of the Incomplete
Non-Grantor Trust

The grantor desires to establish an  
irrevocable trust without giving up a basis 
adjustment for  trust assets at death and 
without using his federal gift tax exclusion 
or paying gift tax.

Assets held in an incomplete non-grantor 
trust at death (including appreciation from 
current value) are included in the grantor’s 
gross estate and basis is adjusted to date 
of death or alternate valuation date value. 
Transfers to the trust are not completed gifts 
and no applicable exclusion is applied at 
the time of the transfer to the trust.

The grantor resides in a high income tax 
rate jurisdiction such as New Jersey or 
California and is sensitive to state and local 
income tax burdens.

A trust properly established as a separate 
taxpayer in Delaware or Nevada is not 
subject to New Jersey or California income 
taxes provided there is no trust nexus with 
the home state (such as a resident trustee) 
and no state source income.

The grantor has substantial assets outside 
the trust and desires to preserve a “nest egg” 
for his family and potentially himself.

Trust assets may be protected from the 
creditors of the grantor and beneficiaries 
as permitted under applicable state and 
federal law.

Evaluating whether an 
incomplete non-grantor trust 
is a sensible planning strategy 
requires an assessment of the 
level of the anticipated tax, 
asset preservation and related 
benefits, and the expenses, 
complexity and uncertainties 
associated with the creation  
and ongoing administration  
of the trust.
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Evaluating whether an incomplete non-grantor trust is a sensible planning strategy 
requires an assessment of the level of the anticipated tax, asset preservation and related 
benefits, and the expenses, complexity and uncertainties associated with the creation and 
ongoing administration of the trust. The timing of creating the trust and funding the 
trust is an important consideration. An incomplete non-grantor trust can be of material 
benefit for a grantor with significant appreciated assets who anticipates a future liquidity 
event. For example:

Facts Grantor Holds Assets Trust Holds Assets

$10,000,000 assets  
with $1,000,000 basis

Grantor resident of state 
with 10% income tax rate

Federal long-term capital 
gain and Medicare  
contribution tax 23.8%

Non-grantor trust  
established in state  
with no income tax

Generally $2,142,000 
federal tax upon sale

Generally $900,000 state 
tax upon sale

Generally $6,958,000 
after-tax assets remaining 
for continued investment

Generally $2,142,000 
federal tax upon sale

Generally $0 state tax 
upon sale

Generally $7,858,000 
after-tax assets remaining 
for continued investment

It is important to note that state tax authorities may challenge abusive transactions that 
are designed primarily to avoid the imposition of state income taxation on a particular 
transaction, such as the disposition of a block of highly appreciated stock. There might be 
more risk associated with, for example, funding a trust with assets that are certain or even 
highly likely to be sold shortly after the creation of the trust or with assets the grantor 
may require to sustain his standard of living. A trust can become even more vulnerable to 
challenge if a sale of its principal asset were followed by a distribution back to the grantor 
of all, or a substantial portion, of the proceeds. The grantor’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 that would effectively disregard 
the non-grantor trust and treat the grantor as the true seller. The grantor should understand 
that he has no entitlement to future distributions.

SAMPLE TRUST DESIGN
Consider the following incomplete non-grantor trust design based upon a recent private 
letter ruling issued by the Internal Revenue Service:

■■ The trust is for the benefit of the grantor and his issue (inclusion of the grantor’s 
spouse is not addressed in the ruling).

■■ The trust is irrevocable.

■■ The trustee of the trust is a trust company located in a state that allows self-settled 
asset protection trusts.
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■■ The trust agreement provides for a distribution committee initially comprised of the 
grantor and the grantor’s four adult children.

■■ The distribution committee ceases to exist at the grantor’s death and is deemed not to 
exist if there are less than two qualified family members. 

■■ During the grantor’s lifetime, the trustee must distribute income and principal to  
the grantor and his issue as directed by the distribution committee and/or the grantor 
as follows:

 — Grantor’s consent power. A majority of the distribution committee members, with 
the written consent of the grantor, may direct the trustee to distribute net income 
or principal to the grantor or the grantor’s issue.

 — Unanimous member power. All of the distribution committee members, other than 
the grantor, may direct the trustee to distribute net income or principal to the 
grantor or the grantor’s issue.

 — Grantor’s sole power. Grantor, individually and not as a fiduciary, may distribute to 
his issue principal for health, education, maintenance and support.

The Internal Revenue Service has considered a trust of this type to be an incomplete 
gift as to the grantor and a separate taxpayer for federal income tax purposes. The 
Internal Revenue Service also ruled that distributions by the distribution committee 
would not be considered gifts by a committee member.3 However, a word of caution is in 
order. A private letter ruling is, as its name implies, private in the sense that it may only be 
relied upon by the taxpayer to whom the ruling is issued (and only for federal, not state, 
tax purposes). It is not direct authority upon which other taxpayers can rely. So, while this 
private letter ruling is instructive (and we refer to it in this discussion as the sample trust), 
it is not definitive.

INCOMPLETE GIFT PLANNING FOR GIFT TAX
How does one design a trust that will not be treated as a completed gift for gift tax purposes 
but will be considered a taxpayer separate from the grantor for income tax purposes? The 
challenge is to structure the trust so that the grantor has sufficient control to keep her 
contributions to the trust from being treated as completed gifts, but insufficient control  
to require that she be treated as the owner of the trust’s income. The strategy is dependent 
upon a degree of mismatching, so to speak, in the federal gift tax provisions and federal 
income tax provisions. The gift tax issues are discussed in this section, and the income  
tax issues in the next section.

A gift is complete if the grantor has given up dominion and control and has not reserved 
sufficient power to change the disposition of the property.4 In each case, the terms of the 
power must be examined and the scope of the power must be determined.5 For example, 
if the grantor reserves a power to direct disposition of the trust’s remainder among her 
descendants, then her contributions to the trust generally are not completed gifts.6
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A grantor would be considered to possess such a reserved power (and the gift would 
still be considered incomplete) even if the power can only be exercised in conjunction 
with another person, as long as that other person does not have a “substantial adverse 
interest in the disposition of the transferred property or the income therefrom.”7 This 
terminology is not clearly defined. However, if a power does not survive the death of the 
grantor and cannot be exercised in favor of the possessor’s estate, creditors or the creditors 
of his estate, the person is considered a mere co-holder of the power, not as having a 
substantial adverse interest.8 

Example: In the sample trust, the grantor retained the consent power. Under this 
power, the trustee is required to distribute income and principal as directed by a  
majority of the distribution committee with the written consent of the grantor. Because 
the distribution committee ceases upon the death of the grantor, the members are 
not considered to have substantial adverse interests. Accordingly, even though the 
grantor’s power could be exercised only in conjunction with the distribution committee, 
because the distribution committee does not have substantial adverse interests for 
gift tax purposes the grantor is considered to have that power such that gifts to the 
trust are not completed gifts.  

A gift is incomplete if the grantor is given the power to name new beneficiaries or 
change the interests among the beneficiaries (unless the power is held by the grantor  
as a fiduciary and is limited by a fixed or ascertainable standard).9

Example: In the sample trust, the grantor retained the sole power. Under this power 
the grantor, individually and not in a fiduciary capacity, had the discretionary power 
to distribute income and principal among his issue for their health, maintenance,  
support and education. Because the grantor individually has the power to change the 
interests of beneficiaries, gifts to the trust are wholly incomplete. Although the power 
is subject to a standard, the grantor holds the power in a non-fiduciary capacity.

When will an initially incomplete transfer to a trust be considered complete and the  
gift tax apply? There are a number of circumstances when this will occur. One is when a 
distribution is made from the trust to a person other than the grantor. Another is when the 
grantor gives up the power or the power is terminated during the lifetime of the grantor.10 

Example: In the sample trust, a completed gift by the grantor will occur each time 
a distribution is made to a beneficiary other than the grantor during the grantor’s 
lifetime. Distributions to the grantor will not be gifts by the grantor or a member of 
the distribution committee.

The challenge is to structure 
the trust so that the grantor has 
sufficient control to keep her 
contributions to the trust from 
being treated as completed 
gifts, but insufficient control to 
require that she be treated as 
the owner of the trust’s income.



northerntrust.com  |  Line of Sight: Trust Design for State Income Tax Efficiency and Wealth Preservation  |  7 of 16

When might members of a distribution committee or similar committee be considered 
to hold powers which could result in gift tax consequences or estate tax inclusion for 
them? This can occur when they are considered to hold general powers of appointment.

A person is not considered as holding a general power of appointment if she holds the 
power with the creator of the power.11 In addition, a person is not considered as having 
a general power of appointment if the power is held in conjunction with a person with 
a substantial interest in the property adverse to the exercise of the power in favor of the 
possessor of the power.12 Satisfying this condition requires careful planning in light of the 
identity and interests of the beneficiaries of the trust and the identity of the members of 
any distribution or similar committee. It can be a very difficult issue to resolve in the trust 
design process. However, it is highly important in light of the potential tax consequences 
to committee members.

Example: In the sample trust the distribution committee ceases to exist upon the 
death of the grantor and is deemed to cease to exist when there are fewer than two 
qualified family members of the committee. In addition, vacancies in the committee 
are not automatically filled. Under the specific facts the members were considered to 
have substantial adverse interests in the property subject to their powers. Distributions 
to beneficiaries other than the grantor upon exercise of the consent power and the 
unanimous member power are gifts by the grantor, not a committee member, and 
there is no estate tax inclusion for committee members. 

INCOMPLETE NON-GRANTOR TRUST TREATED AS A SEPARATE TAXPAYER  
FOR INCOME TAXATION
Having charted the incomplete gift path, we turn to the income tax issue. Recall that the 
objective is for the trust to be treated as a taxpayer separate from the grantor. Note that 
the federal treatment of a trust is ordinarily followed by the states, but this result should 
be confirmed in each particular circumstance. Please see the separate discussion of  
New York’s treatment of Incomplete Non-Grantor Trusts on page 9.

For federal income tax purposes a trust either is treated as a separate taxpayer or as if 
the grantor or another person (commonly a beneficiary) is the owner of the trust such 
that the income of the trust is taxable to the person treated as the owner. To demonstrate 
the potential impact of a trust’s income tax classification, consider the following example:

Example: Presume that the grantor is a resident of State X, subject to State X’s 
income-taxing jurisdiction, and that the trust, if a separate taxpayer, would not 
be subject to State X’s income-taxing jurisdiction, but rather would be a Nevada 
resident trust not subject to state income taxation. If the trust is treated as a separate 
taxpayer, then as a resident trust of Nevada, its income may potentially not be 
subject to any state taxation. However, if the trust is treated as a grantor trust owned 
by the State X resident grantor, then its income will flow through to the grantor and 
be subject to State X income taxation. 
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There are numerous circumstances under which a grantor is treated as the owner of a 
trust.13 These must be avoided in order to achieve separate trust treatment desired for the 
incomplete non-grantor trust. Consider a trust the establishment of which is an incomplete 
gift because income may be paid to or accumulated for the benefit of the grantor and the 
grantor retains the power exercisable by will to designate the remainder beneficiaries among 
his descendants. Will these powers cause the trust to be treated as owned by the grantor 
for income tax purposes? If so, how can they be modified to achieve our dual mandate?

Grantor Control of Beneficial Enjoyment
A trust is treated as owned by the grantor for income tax purposes if the grantor, another 
person, or the grantor and another person, has a power of disposition over the income 
or corpus of the trust, but only if the power can be exercised without the approval or the 
consent of a person who is considered an “adverse party.” For federal income tax purposes, 
an adverse party is defined as any person who has a substantial beneficial interest in a 
trust which would be adversely affected by the exercise or non-exercise of the power he 
possesses respecting the trust.14 Therefore, for income tax purposes, grantor-type trust 
treatment can be avoided by requiring that the grantor’s powers be exercised only with 
approval or consent of an adverse party. The challenge is to accomplish that requirement 
without causing the gift to be complete and without causing negative tax consequences to 
the adverse party. 

Example: In the sample trust, many of the grantor’s powers are exercisable only 
with the consent or approval of some or all of the distribution committee, and because 
the distribution committee members (the grantor’s children) were all beneficiaries of 
the trust, they were considered adverse parties for income tax purposes such that 
the grantor was not treated as the owner of the trust. Note that the meaning of an 
adverse interest for gift tax purposes and an adverse party for income tax purposes 
are not presently understood to be synonymous.  

There are also limited types of powers of disposition that won’t defeat separate  
taxpayer treatment. For example, a power to distribute the corpus of a trust to a  
beneficiary that is limited to a reasonably definite standard set forth in the trust  
instrument is permissible.15 In addition, a power in the grantor exercisable solely  
by will generally is permissible.16 

Example: In the sample trust, the grantor’s only power which was not subject to 
the approval or consent of the distribution committee was the grantor’s sole power 
during his lifetime to distribute trust principal for the health, maintenance, support 
and education of his issue, and because that power is limited by an ascertainable 
standard it does not defeat separate taxpayer status.
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Income for the Benefit of Grantor (or Grantor’s Spouse)
A grantor also will be treated as the owner of the portion of a trust whose income may  
be distributed to the grantor or the grantor’s spouse, held or accumulated for future  
distribution to the grantor or the grantor’s spouse, or applied to the payment of premiums 
on the life of the grantor or the grantor’s spouse, unless the distribution may only be 
made with the approval of an adverse party.17 In the sample trust, the grantor’s spouse 
was not included in the class of permissible beneficiaries of income or principal.

If under state law the income of the trust may be subject to the claims of the grantor’s 
or the grantor’s spouse’s creditors, the trust may be treated as coming within this  
income-for-the-benefit of grantor trust rule. In addition, if the grantor’s or grantor’s 
spouse’s creditors can reach the trust assets, the grantor is considered to have retained the 
right to indirectly control beneficial enjoyment of the trust assets. It is for these reasons 
that incomplete non-grantor trusts are commonly established under the laws of states that 
recognize self-settled domestic asset protection trusts. Some practitioners recommend 
establishing the trust in a state where there is no carve out for excepted classes of creditors 
under the state’s asset protection statute. This should avoid any potential argument that 
income could be used to benefit the grantor due to potential claims by excepted classes of 
creditors, alimony or child support being the most often cited examples.18  

Example: In the sample trust the distribution committee’s role in decisions with re-
spect to distributions to the grantor (the consent power and the unanimous member 
power) is designed to avoid grantor trust treatment under the income-for-the-benefit 
of grantor trust rule.

Beneficiary Treated as Owner
There are circumstances where a beneficiary of a trust may be treated as the owner of the 
trust for purposes of the grantor trust income tax rules. This possibility arises when a 
beneficiary is given powers that the Internal Revenue Service considers the equivalent of 
direct ownership of trust property. A common example is a power to withdraw the assets 
of the trust. In order to cause a beneficiary to be treated as the owner of a trust, the power 
generally must be exercisable by the beneficiary alone and for her benefit.19 When designing 
an incomplete non-grantor trust, attention should be paid to the extent of beneficiary powers, 
including powers the beneficiary might have as the member of a distribution or other 
committee, so as not to cause unintended grantor trust income tax treatment as to a beneficiary.

New York Defective Grantor Trust Tax Status for Incomplete Non Grantor Trusts
New York has enacted legislation that treats an incomplete non-grantor trust as a defective 
grantor trust for purposes of New York taxation (including for New York City income tax). 
New York law defines an incomplete non-grantor trust as a trust created by a New York 
resident, the funding of which is considered an incomplete gift under Internal Revenue 
Code Sec. 2511, but which is not taxable to the grantor under Internal Revenue Code  
Sec. 671-679. New York defective grantor trust status applies as of January 1, 2014 to all 
incomplete non-grantor trusts still in existence as of June 1, 2014. Consequently, there is no 
longer any state income tax benefit for New York residents contemplating an incomplete 
non-grantor trust structure.
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TRUST STATE TAX DESIGN
States ordinarily tax the worldwide income of resident individuals and resident trusts, but 
only the state-source income of non-residents. Therefore, once a trust is established as a 
taxpayer separate from the grantor, the next question is how to design the trust so as to be 
considered a resident of a state with favorable income tax treatment of trusts and to avoid 
being treated as a resident of a state with unfavorable income tax treatment of trusts.20 
Note that this design and analysis has no bearing on the taxation of state-source income, 
which will be subject to state income taxation in all cases where a state imposes an income tax.

The state laws with respect to the determination of the residence of a trust are not 
uniform. Depending upon the state or states in question, state tax residence of a trust may 
be based upon one or more of:

■■ The residence or domicile of the grantor when the trust became irrevocable  
(either during life or at death);

■■ The residence or domicile of the trustee or trustees of the trust;

■■ The residence or domicile of the fiduciaries of the trust in addition to the trustees, 
such as advisors;

■■ The residence or domicile of the beneficiaries of the trust; 

■■ The place of administration of the trust; and/or

■■ The presence of tangible assets or commercial activity in the state.

■■ State tax law that treats non-grantor trusts for federal income tax purposes as defective 
grantor trusts for state income tax purposes.

For grantors resident in states that look (without exceptions) to the residence or  
domicile of the grantor to determine the residence of a trust or residents of New York,  
the incomplete non-grantor trust presents no state income tax efficiency benefits.21  
In addition, if the grantor resides in a state that taxes certain accumulations in out-of-
state trusts upon distribution to in-state beneficiaries, as in the States of California or  
New York, overall state income tax will depend in part upon the state of the grantor’s or 
other beneficiary’s residence at the time of any distribution from the trust. Because the trust 
state tax resident rules are not uniform, it is possible for a trust to be considered resident in 
more than one state. Conversely, a trust may not be considered resident in any state.

Delaware and Nevada are two “tax favored” states for trusts. Delaware considers a trust 
resident in the state if the trust has a Delaware trustee or the trust was created by a  
Delaware domiciliary. However, a Delaware resident trust is not required to file a Delaware 
income tax return if it has no Delaware resident beneficiaries and no Delaware source income. 
Delaware allows a deduction for income accumulated for non-resident beneficiaries.22  
Nevada has no income tax and a constitutional prohibition against a personal income tax.23

Delaware considers a trust 
resident in the state if the trust 
has a Delaware trustee or the 
trust was created by a  
Delaware domiciliary.
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If the grantor is not a resident of a state that determines the residence of a trust based 
on the domicile of the grantor or a resident of New York, the trust may be designed to be 
governed by the law of a state that determines the residence of the trust based on the 
residence of the trustee or the place of the administration of the trust. The grantor may 
name a trustee resident in the state of choice and the trust may be administered in the 
state of choice, thus being treated for state income tax purposes as a resident of that state.

Example: Grantor, a non-resident of New York and who is resident in a state 
that does not determine trust residence based on the grantor’s domicile, creates an 
incomplete non-grantor trust governed by the law of the state of Nevada, designates 
The Northern Trust Company of Nevada as trustee, and The Northern Trust Company 
of Nevada administers the trust in Nevada with the trust assets located in Nevada.24 
With proper trust design, the trust will be a resident of Nevada not subject to state 
income taxation in Nevada or any other state unless perhaps if income is sourced to 
another state. Any state source income from other states may be subject to taxation in 
those states.

Example: Grantor, a non-resident of New York and who is resident in a state that 
does not determine trust residence based on the grantor’s domicile, creates an 
incomplete non-grantor trust governed by the law of the State of Delaware, designates 
The Northern Trust Company of Delaware as trustee, and The Northern Trust Company 
of Delaware administers the trust in Delaware. If there are no Delaware beneficiaries 
and no Delaware source income, there will be no Delaware state income tax or any 
other state income tax unless income is sourced to another state. Any state source 
income from other states may be subject to taxation in those states. It is necessary  
that the Delaware trustee materially participates in the administration of the trust, which  
activities should include, but are not necessarily limited to, custody of part or all of 
the assets, maintenance of records in Delaware, or preparation or arrangement for 
preparation of fiduciary income tax returns for the trust in Delaware.25 
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TRUST DESIGN AND IMPLEMENTATION 
As the preceding discussion demonstrates, trust design for tax efficiency is unique to  
each grantor and trust circumstance. Considerations to be addressed include:

■■ The current and future residence of the grantor;

■■ The family and financial circumstances of the grantor;

■■ The applicable federal and state tax laws;

■■ The potential that state taxing authorities may challenge the validity of the trust  
and the willingness to assume that risk;

■■ The type of assets to be held in the trust;

■■ The selection of the trustee and the scope of the trustee’s powers;

■■ The selection of committee members and the scope of committee members’ powers; 

■■ The identity of the beneficiaries of the trust and their residence;

■■ The identity and residence of advisers and trust protectors; and 

■■ The ability to grant advisers and committee members powers of direction under state law. 

There are process questions to address as well. Will the taxpayer seek a formal private 
letter ruling regarding the federal gift and income tax treatment of the grantor, the trust, 
and/or the committee members? Will the grantor seek private rulings or formal legal 
opinions regarding state tax matters such as the residence of the trust, the state income 
taxation of the trust, and/or the state income taxation of the beneficiaries of the trust? 
These are important considerations to evaluate with one’s team of professional advisors 
and fiduciaries. Whether an incomplete non-grantor trust is a sensible planning  
alternative for a particular individual requires consideration of the opportunity and 
associated risks for tax savings, wealth preservation and achieving related goals, as well as 
the associated investment in the work of planning and the costs of a private letter ruling, 
legal opinions, establishment of the trust and ongoing administration. In all events, the 
reality is that circumstances and tax law changes should be taken into account because we 
live in a mobile society with fluid tax laws.
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OUR SERVICES
The Northern Trust Company of Nevada and The Northern Trust Company of Delaware 
offer trust services for incomplete non-grantor trusts. The Northern Trust Company of 
Nevada is a Nevada state chartered retail trust company. The Northern Trust Company  
of Delaware is a Delaware limited purpose trust company, opened in Wilmington Delaware 
in 2004, which in 2015 has assets under administration of more than $15 billion. At 
Northern Trust we work with our clients and their advisors to help design trusts aligned 
with their goals, including tax efficiency and wealth preservation. We offer consulting 
services, fiduciary services and directed trust services.
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ENDNOTES
 

1  The combined income tax rate will exceed 50% in the case of individuals 
and trusts subject to the 39.6% marginal federal ordinary income tax 
rate, the 3.8% Medicare contribution tax rate and a state income tax 
rate in excess of 6.6%. In 2016 state marginal ordinary income tax 
rates exceed 6.6% in California, Connecticut, Hawaii, New Jersey, New 
York, North Carolina and the District of Columbia.

2  For a high income individual or trust subject to California state  
income tax, the 39.6% marginal federal ordinary income tax rate,  
3.8% Medicare contribution tax rate and the 13.3% marginal  
California ordinary income tax rate totals 56.7% in 2016.

3  PLR 201310002 (March 8, 2013). This discussion is only a summary.  
For the details of the letter ruling the reader is referred to the text of  
the PLR. PLR 201410009 (March 7, 2014). The design of the trust is 
substantially similar to that approved by the Internal Revenue Service  
in PLR 201310002 except that the Distribution Committee members 
included guardians of the grantor’s five minor children who were  
beneficiaries of the trust. See also PLR 200731019, PLR 200729025, 
PLR 200715005, PLR 200647001, PLR 200637025, PLR 200612002, 
PLR 200502014, PLR 200247013, PLR 200148028. Private letter  
rulings may only be relied upon by the taxpayer to whom they are 
issued and are not legal precedent for other taxpayers.

4  Treas. Reg. Sec. 25.2511-2(b).
5 Id.
6 Id.
7  Treas. Reg. Sec. 25.2511-2(e). A donor is considered as himself having 

a power in conjunction with any person not having a substantial adverse 
interest in the disposition of the transferred property or the income from 
the transferred property.

8  Treas. Reg. Sec. 25.2514-3(b)(2).
9  Treas. Reg. Sec. 25.2511-2(c).
10  Treas. Reg. Sec. 25.2511-2(f).

11  Code Sec. 2514(c)(3)(A).
12  Code Sec. 2514(c)(3)(B); Treas. Reg. Sec.25.2514-3(b)(2).
13  Code Secs. 671-677 set forth the circumstances under which a grantor 

will be treated as the owner of a trust. See also S 612(b)(41) of NY Tax 
Law treating incomplete non grantor trusts as defective grantor trusts.

14  Code Sec. 672(a).
15  Code Sec. 674(b)(5)(A).
16  Code Sec. 674(b)(3).
17  Code Sec. 677(a).
18  Consideration should also be given to the location of assets and any 

opportunity for creditors to reach trust assets based on their location. 
19  Code Sec. 678.
20  State tax residence may be based upon “residence” and/or “domicile.” 

For purposes of this discussion the terms are used interchangeably, 
although the technical definitions vary. Careful review of the ap-
plicable laws of the states in question in a particular circumstance is 
recommended.

21  Connecticut, the District of Columbia, Illinois, Michigan, Minnesota, 
Ohio, Pennsylvania, Virginia and Wisconsin are examples of grantor’s 
domicile or so called “residence by birth” states. New York treats 
incomplete non-grantor trusts as defective grantor trusts.

22  30 Del. C. Secs. 1635(a); 1636(a).
23  Constitution of the State of Nevada, Article 10, Section 1, Subsection 9.
24  NRS 166.015.
25  12 Del.C. Sec. 3570(8)b.
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Notice and Disclaimer

This article is not intended to be and should not be treated as legal advice, investment 
advice, or tax advice. Readers, including professionals, should under no circumstances 
rely upon this article as a substitute for their own research or for obtaining specific 
legal or tax advice from their own counsel.

Although this article is the product of much thought and effort, no overview is a substitute 
for informed legal judgment. The client’s attorney, accountant or professional advisor must 
make an independent determination as to whether a particular approach described in this 
article is appropriate for a client. The Northern Trust Corporation, its subsidiaries and its 
affiliates do not  guarantee the effectiveness of any approach described in this article to  
accomplish a particular purpose and assume no responsibility therefor. By using an approach 
described in this article, the professional advisor (and not Northern Trust Corporation or 
any of its affiliates or subsidiaries) is responsible for the effectiveness of the approach.

The information and client scenarios presented are intended to illustrate available 
strategies. They do not necessarily represent experiences of other clients and do not 
guarantee a specific result. Please be advised that any investment returns shown do not 
reflect the deduction of any fees or expenses. Result and projections may vary based 
upon the facts and circumstances of an individual case and may not prove valid.

© 2015, northern trust corporation. all rights reserved.
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