Certain Trust Arrangements paid by the trust; depreciation deductrust (sometimes described as an unin-
) tions of an owner’s personal residenceorporated business trust) in exchange
Notice 97-24 and furnishings; a stepped-up basis fofor units or certificates of beneficial
This notice is intended to alert tax_prgﬂ%rtti%ntragrs fe(rerltiariintgtict)rrlle é:‘usgeItfrjat?é‘ra]:eefisc:ti’alsci)rr:t]:rt(largte ?)rdﬁsécl’réb((at?ugts L:Jnn&;s) o
payers about certain trust arrangemenf§ . : X '
. employment taxes; and the reduction omfhe business trust makes payments to
that purport to reduce or eliminate fed-- ™"~ . X
- : limination of gift and estate taxes.the trust unit holders or to other trusts
eral taxes in ways that are not permltte(i : ; . 4 . >
: hese promised benefits are inconsistemtreated by the owner (characterized ei-
by federal tax law. (The notice refers to . ; . )
ith the tax rules applicable to thether as deductible business expenses or

such arrangements as “abusive trust : : S
arrangements.” See Section . ABUSIVEabus'Ve trust arrangements, as describeds deductible distributions) that purport

TRUST ARRANGEMENTS—IN GEN- below. _ to reduce the taxable_ income (_)f the
ERAL, below.) The notice describes Abusive trust arrangements ofte_n us®u5|ne§s trust to the point \_Nhere little or
some ’typical abusive trust arrangementérUStS to hide the true ownership ofno tax is due from the business trust. In
as well as the tax benefits promised b ssets and income or to disguise theddition, the owner claims the arrange-
promoters, and then explains the corre ubstance of transactions. These arrangment reduces or eliminates the owner’s
tax princip;les that apply to these trus ents frequently involve more than oneself-employment taxes on the theory that
arrangements. Taxpayers should b ust, each holding different assets of thephe owner is recelvmg_reduced or no
aware that abusive trust arrangemen payer (for_ example,_ the taxpayer'sncome from the operation of the bu3|-
will not produce the tax benefits adver- usiness, business equipment, home, aness. In some cases, the trust units are
tised by their promoters and that thetomoblle, etc.), as well as interests insupposed to pe car]celed at death or
Internal Revenue Service is actively eX_other trusts. Funds may flow from one“sold” at a nominal price to the owner’s
amining these types of trust arrangeErUSt to another trust by way of rentalchildren, leading to th_e contention by
ments as part of the National Cc)rm:)“_agreements, fees for services, purc_has;_uomoters that there is no estate tax
ance Strategy, Fiduciary and Speci nd sale agreements, and distributiongiability. ' .

Projects. Furthermore. in appropriate cir: ome trusts purport to involve charitable 2. The Equipment or Service Trust.
cumstances taxpaye’rs and/or the pr(p_urposes._ In some situations, one oThe. equipment trust is formed to hold
moters of tﬁese trust arrangements m ore foreign trusts also may be part okquipment that is rented or leased to the

be subject to civil and/or criminal penal- e arrangement. business trust, often at inflated rates.

ties. I EXAMPLES OF ABUSIVE TRUST (0%, 5208 TS @ et o afton for
This notice should not, however, cre-ARRANGEMENTS ’

ate concerns about the legitimate uses of inflated fees. Under these abusive trust
9 Described below are five examples ofarrangements, the business trust may
trusts. For example, trusts are frequentl)éb

used properly in estate planning, tG usive trust arrangements that havpurport to reduce_ its income by making
facilitate the genuine charitable traﬁsfecome to the attention of 'ghe Internalallegedly deduct|t_JIe payments to the
of property, and to hold property forhevenue Service. An abusive trust arequipment or service trust. Further, as to
minors and,incompetents rangement may involve some or all ofthe equipment  trust, the equipment
: the trusts described below. The type obwner may claim that the transfer of
Under the federal tax laws, trustSy,qi arrangement selected is dependeeuipment to the equipment trust in
generally are separate entities subject g, e particular tax benefit the arrangeexchange for the trust units is a taxable
income tax (except for certain charitableyant purports to achieve. In each of thexchange. The trust takes the position
or pension trusts that are expressly ®Xtusts described below, the originalthat the trust has “purchased” the equip-
empted by the tax laws and cerain,yner of the assets that are nominallynent with a known value (its fair mar-
grantor trusts described in sections 671ghiact to the trust effectively retainsket value) and that the value is the tax
679 of the Internal Revenue Code)gihority to cause the financial benefitdasis of the equipment for purposes of
Under these laws and certain court degt the frust to be directly or indirectly claiming depreciation deductions. The
veloped doctrines, either the trust, tgey,med or made available to the owneowner, on the other hand, takes the
beneficiary, or the transferor, as applixgr example, the trustee may be thénconsistent position that the value of
cab[e, must pay the tax on.the INCOM&romoter, or a relative or friend of thethe trust units received cannot be deter-
realized by the trust including the in-qnar who simply carries out the direc-mined, resulting in no taxable gain to
come generated by property held infjons of the owner whether or notthe owner on the exchange. The equip-
trust. permitted by the terms of the trust.ment or service trust also may attempt
I. ABUSIVE TRUST ARRANGE- Often, the trustee _gives the owneto r_edupe or eliminate its income by
MENTS—IN GENERAL checks that are pre—S|gned. by the trustedjstributions to.other trusts.
checks that are accompanied by a rubber 3. The Family Residence Trusthe
Abusive trust arrangements typicallystamp of the trustee’s signature, a credibwner of the family residence transfers
are promoted by the promise of taxcard or a debit card with the intention ofthe residence, including its furnishings,
benefits with no meaningful change inpermitting the owner to obtain cashto a trust. The parties claim inconsistent
the taxpayer’'s control over or benefitfrom the trust or otherwise to use thetax treatment for the trust and the owner
from the taxpayer's income or assetsassets of the trust for the owner’s ben{similar to the equipment trust). The
The promised benefits may include re-fit. trust claims the exchange results in a
duction or elimination of income subject 1. The Business TrusfThe owner of stepped-up basis for the property, while
to tax; deductions for personal expensea business transfers the business to the owner reports no gain. The trust



claims to be in the rental business andby the promoters of abusive trust argrantor trust, the trust is taxable on its
purports to rent the residence back t@angements are not allowable under fedncome, reduced by amounts distributed
the owner; however, in most cases, littleeral tax law. Contrary to promises maddo beneficiaries. The trust must obtain a
or no rent is actually paid. Rather, thein promotional materials, several well-taxpayer identification number and file
owner contends that the owner anckstablished tax principles control theannual returns reporting its income. The
family members are caretakers or proproper tax treatment of these abusivérust must report distributions to benefi-
vide services to the trust and, thereforerust arrangements. ciaries on a Form K-1, and the benefi-
live in the residence for the benefit of 1. Substance—not form—controlsciary must include the distributed in-
the trust. Under some arrangements, thiaxation. The Supreme Court of thecome on the beneficiary’s tax return.
family residence trust receives funddJnited States has consistently stated th&ections 641, 651, 652, 661 and 662.
from other trusts (such as a businesthe substance rather than the form of the 4. Transfers to trusts may be subject
trust) which are treated as the income ofransaction is controlling for tax pur-to estate and gift taxeslransfers to a
the trust. In order to reduce the taxposes. See, for exampleGregory v. trust may be recognized as completed
which might be due with respect to suctHelvering, 293 U.S. 465 (1935), XIV-1 gifts for federal gift tax purposes. Fur-
income (and any income from rent actuC.B. 193; Helvering v. Clifford, 309 ther, whether or not the gift tax applies,
ally paid by the owner), the trust mayU.S. 331 (1940), 1940-1 C.B. 105.if the owner retains until the owner’s
attempt to deduct depreciation and th&nder this doctrine, the abusive trusdeath the use of, enjoyment of, or
expenses of maintaining and operatingrrangements may be viewed as shaimcome from the property placed in a
the residence. transactions, and the IRS may ignore th&ust, the property will be subject to
4. The Charitable Trust.The owner trust and its transactions for federal tafederal estate tax when the transferor
transfers assets to a purported charitablgurposes. SeeMarkosian v. Commis- dies. Section 2036(a).
trust and claims either that the paymentsioner, 73 T.C. 1235 (1980) (holding 5. Personal expenses are generally
to the trust are deductible or that paythat the trust was a sham because theot deductible.Personal expenses such
ments made by the trust are deductiblparties did not comply with the terms ofas those for home maintenance, educa-
charitable contributions. Payments ar¢he trust and the supporting documenttion, and personal travel are not deduct-
made to charitable organizations; howand the relationship of the grantors tdble unless expressly authorized by the
ever, in fact, the payments are princithe property transferred did not differ intax laws. See section 262. The courts
pally for the personal educational, liv-any material aspect after the creation ofiave consistently held that non-
ing, or recreational expenses of thahe trust);Zmuda v. Commissionef,31 deductible personal expenses cannot be
owner or the owner’s family. For ex- F.2d 1417 (9th Cir. 1984). Accordingly, transformed into deductible expenses by
ample, the trust may pay for the collegeghe income and assets of the businesbe use of trusts. Furthermore, the costs
tuition of a child of the owner. trust, the equipment in the equipmenbf creating these trusts are not deduct-
5. The Final Trust.In some multi- trust, the residence in the family resi-ible. See, for exampleSchulz v. Com-
trust arrangements, the U.S. owner oflence trust, and the assets in the foreigmissioner,686 F.2d 490 (7th Cir. 1982);
one or more abusive trusts establishes taust would all be treated as belongingNeely v. United States/75 F.2d 1092
trust (the “final trust”) that holds trust directly to the owner. (9th Cir. 1985); andZmuda.
units of the owner’s other trusts and is 2. Grantors may be treated as owners 6. A genuine charity must benefit in
the final distributee of their income. A of trusts.The grantor trust rules provide order to claim a valid charitable deduc-
final trust often is formed in a foreign that if the owner of property transferredtion. Charitable trusts that are exempt
country that will impose little or no tax to a trust retains an economic interest infrom tax are carefully defined in the tax
on the trust. In some arrangementspr control over, the trust, the owner islaw. Arrangements are not exempt chari-
more than one foreign trust is used, withireated for income tax purposes as th&ble trusts if they do not satisfy the
the cash flowing from one trust toowner of the trust property, and allrequirements of the tax law, including
another until the cash is ultimately dis-transactions by the trust are treated athe requirement that their true purpose is
tributed or made available to the U.Stransactions of the owner. Sectiondo benefit charity. Furthermore, sup-
owner, purportedly tax free. 671—677. In addition, a U.S. personposed charitable payments made by a
who directly or indirectly transfers prop- trust are not deductible charitable contri-
ngllEEGT%TgﬁsﬁglpLEs APPLI- erty to a foreign trust 'is treatgd as thebutions where. the payments are really
owner of that property if there is a U.S.for the benefit of the owner or the
As noted above, when trusts are usebeneficiary of the trust. Section 679.owner’s family members. See, for ex-
for legitimate business, family or estateThis means that all expenses and inample, Fausner v. Commissioners5
planning purposes, either the trust, theome of the trust would belong to andT.C. 620 (1971).
trust beneficiary, or the transferor to themust be reported by the owner, and tax 7. Special rules apply to foreign
trust, as appropriate under the tax lawsjeductions and losses arising from trandrusts. If an arrangement involves a
will pay the tax on the income gener-actions between the owner and the trudbreign trust, taxpayers should be aware
ated by the trust property. When used ivould be ignored. Furthermore, therghat a number of special provisions
accordance with the tax laws, trusts willwould be no taxable “exchange” of apply to foreign trusts with U.S. grant-
not transform a taxpayer’s personal, livproperty with the trust, and the tax basiors or U.S. beneficiaries, including sev-
ing or educational expenses into deductf property transferred to the trusteral provisions added in 1996. For ex-
ible items, and will not seek to avoidwould not be stepped-up for depreciaample, a U.S. person that fails to report
tax liability by ignoring either the true tion purposes. See Rev. Rul. 85-13a transfer of property to a foreign trust
ownership of income and assets or th@¢985-1 C.B. 184. or the receipt of a distribution from a
true substance of transactions. Accord- 3. Taxation of Non-Grantor Trustdf foreign trust is subject to a tax penalty
ingly, the tax results that are promisedhe trust is not a sham and is not aqual to 35 percent of the gross value of



the transaction. Other examples of the:
provisions are the application of U.S
withholding taxes to payments to for-
eign trusts and the application of U.S
excise taxes to transfers of appreciate
property to foreign trusts. See section
6048, 6677, 1441, and 1491.

8. Civil and/or criminal penalties
may apply.The participants in and pro-
moters of abusive trust arrangemen
may be subject to civil and/or criminal
penalties in appropriate cases. See, f
example,United States v. Buttorff/61
F.2d 1056 (5th Cir. 1985)Jnited States
v. Krall, 835 F.2d 711 (8th Cir. 1987);
Zmudaand Neely.

IV. IRS ENFORCEMENT STRATEGY
FOR ABUSIVE TRUSTS

The Internal Revenue Service ha
undertaken a nationally coordinated er
forcement initiative to address abusiv
trust schemes—the National Complianc
Strategy, Fiduciary and Special Project:
This initiative involves Service person:
nel from the Assistant Commissione
(Examination), Assistant Commissione
(Criminal Investigation), and the Office
of Chief Counsel.

As part of this strategy, the Service
seeks to encourage voluntary compl
ance with the tax law. Accordingly,
taxpayers who have participated in abt
sive trust arrangements are encourag
to file correct tax returns for 1996, ac
well as amended tax returns for prio
years, consistent with the explanation c
the law set forth in this notice.

For information regarding issues ad
dressed in this notice, taxpayers me
call (202) 622-4512 (not a toll-free
number).



