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O
wners of construction compa-
nies and other businesses
stand to benefit — potentially
significantly — from a recent
decision by the U.S. Tax

Court, which handed an important victory
to taxpayers in the Frank Aragona Trust
case.1 While the case directly dealt with
whether a trust could qualify as a real estate
professional, it has much broader applica-
tions and effectively provides a blueprint
for avoiding the net investment income tax
on business income held in trust.
Business owners frequently transfer all

or a port ion of  the ownership of  their
companies to family members through the
use of  trusts. This causes future growth in
the value of  the construction company to
accrue to the benefit of  younger family
members and escape estate taxation. Proper
drafting can cause the avoidance of  death
transfer taxes for several generations.
Transfers in trust are generally preferred

over outr ight transfers in many situa-

tions. The beneficiaries may be too young
to hold interests directly. More impor-
tantly, a trust can be structured, through
use of  “spendthrif t” provisions, to pro-
vide creditor protection to the trust ben-
eficiary. This can protect the beneficiary
from a variety of  claims, including those
related to divorce. These trusts wil l  f re-
quently use an independent trustee, who
is someone other than the trust grantor
or a related person, to determine what
distr ibutions wil l  be made to the trust
beneficiar y. This  independent  t rustee
wil l  of tentimes be a trusted advisor (an
attorney, accountant, financial  advisor,
etc.) or an inst itut ion (a bank or trust
company).
Where the business is operated through

an S corporation, a limited liability com-
pany, or other entity treated as a part-
nership for  tax  purposes , the  t rust  is
taxed annually on its share of  the income
of  the business. Due to the compression
of  trust rates, the 39.6 percent maximum
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federal rate applies once the trust income
reaches  a round  $12 ,000 . I f  the  t rus t
grantor is  in the maximum tax bracket,
this does not produce any additional tax
cost . Addit ional ly, the  income can be
taxed at the beneficiaries’ lower tax rates
through distr ibut ions of  income from
the trust.
Beginning in 2013, the net investment

income tax (NIIT) under Internal Rev-
enue Code section 1411 became effective.2

This is a 3.8 percent tax applying to indi-
v iduals, t rusts, and estates  on cer tain
“inves tment  income” when  modi f ied

adjus ted  g ros s  income  exceeds
stated threshold levels. For a trust,
the threshold level  is  established
at  the  income level  at  which the
39 .6  percent  max imum t ax  r ate
applies. This is  an almost 10 per-
cent increase in the tax burden on
the  current  income of  the  t rust .
Fur thermore, this  NIIT w i l l  a lso
apply to gains allocated to the trust
on the sale of  the business in the

future. Adv isors  have spent  consider-
able  t ime dev is ing st rateg ies  to avoid
this tax.
S corporat ion, l imited liability com-

pany, or partnership income is subject
to the NIIT if  the interest is  considered
a “passive act iv ity” under Internal Rev-
enue Code section 469.3An activity is con-
s idered  to  be  a  pass ive  ac t iv i t y  i f  an
indiv idual does not material ly part ici-
pate. Under the regulat ions, one is con-
sidered to material ly part icipate if  one
of  seven tests is  sat isfied:
1. The indiv idual part icipates in the
act iv ity for more than 500 hours
during the tax year ;

2. The indiv idual part icipates in a
“significant part icipat ion act iv ity,”
with part icipat ion of  more than 100
hours but less than 500 hours, and
the total  of  al l  hours in al l  signifi-
cant part icipat ion act iv it ies exceeds
500 hours for the year ;

3. The work done by the indiv idual is
substantial ly al l  of  the work done in
connection with the act iv ity ;

4. The indiv idual part icipates in the
act iv ity for more than 100 hours
and part icipates at least as much as
any other person;

5. The indiv idual material ly part ici-
pated in the act iv ity for any five of
the prior 10 years;

6. The act iv ity is  a personal serv ice
act iv ity and the indiv idual part ici-
pated in the act iv ity for any three
prior years, whether or not consecu-
t ively ; and

7. The indiv idual material ly part ici-
pates based on al l  facts and circum-
stances. See sect ion 1.469-5T(a).
A l imited  par tner  i s  cons idered  to

material ly part icipate only if  tests 1, 5,
or 6 are sat isfied.
The Internal Revenue Serv ice (IRS)

and the Treasury Department never issued
regulat ions explaining how these rules
apply to trusts. However, in a ser ies of
private letter rulings, the IRS maintained
that  the  mater ia l  par t ic ipat ion of  the
trust  is  determined based on the par-
t icipat ion of  the trustee, and it  ignored
the act iv it ies of  the grantor or the ben-
eficiaries. Additionally, the Service held
that  mater ial  par t icipat ion was deter-
mined only by counting the hours the
trustee worked “in the capacity of trustee.”
Under  th i s  ana lys i s , i f  a  t r us tee  was
involved in the business in some other
capacit y  (e.g . , as  an employee), these
hours had to be ignored since this work
was not done in a trustee capacity.4

The only other judicial authority con-
sidering this issue was Mattie K. Carter
Trust v. United States.5 This case involved
a trust holding an interest  in a ranch.
The court held that material  par t icipa-
t ion  of  the  t r us t  was  de te rmined  by
including the activities of  employees and
agents who conducted the business on
behalf  of  the trust. The cour t  did not
limit the counted activities to only those
of  the trustees. However, the Service did
not fol low this decision in its  rulings.
In the recent Tax Court case, Frank

Aragona (the grantor)  formed a t rust
with himself  as trustee and his five chil-
dren as beneficiar ies. The five children
were to share equally in the income of
the trust. When Frank died in 1981, he
was succeeded as trustee by his five chil-
dren as non-independent trustees and
his attorney as the independent trustee.
Three of  the children (Paul, Frank, and
Annet te )  worked  f u l l - t ime  a s  pa id
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employees for a l imited l iabi l ity com-
pany (Holiday Enterprises LLC) that was
wholly owned by the trust. The limited
liability company also employed other per-
sons , inc lud ing  a  cont ro l l e r, l e a s ing
agents, maintenance workers, accounts
payable clerks, and accounts receivable
clerks. Al l  s ix  t rustees  formal ly  dele-
gated their powers to Paul (the executive
trustee) to faci litate the daily business
operat ions. However, the trustees acted
as a management board, met every few
months, and made al l  major decisions
regarding the trust’s business. Each fam-
ily trustee received $72,000 as an annual
trustee fee, though one member was dis-
abled and his  por t ion was shown as a
distr ibution on the trust tax return. The
attorney received a trustee fee of  $14,400.
The trust deducted $302,400 (the total
of  the trustee fees net of  the distribution)
as an “other expense” related to Holiday
Enterprises LLC.
The trust conducted some of  its rental

rea l  e s t ate  ac t iv i t i e s  through  whol ly
owned entit ies and some through enti-
t ies in which it  held a majority interest.
Two of  the working trustees (Frank and

Paul) also owned minority direct inter-
ests  in  the f low-through ent it ies . The
trust also conducted real  estate holding
and real  estate development operat ions
through flow-through entit ies in which
Frank and Paul owned minority interests.
The t rust  t reated losses  f rom the real
estate rental activ it ies as deductible and
not subject to the passive activity loss lim-
itation rules. The IRS determined that the
real estate losses should be losses from
passive act iv it ies and not deductible.
The court rejected the IRS contention

that a trust could not, as a matter of  law,
be a real estate professional under the pas-
s ive  ac t iv it y  loss  ru les . More  s ignif i -
cantly, it  focused on and discussed the
requirements for  a  t rust  to mater ial ly
part icipate in the act iv it ies involved.
While the court did not address the issue

of  whether  the  ac t iv i t ies  of  the  non-
trustee employees could be considered,
it  found in favor of  the taxpayer based
on the act ions  of  the  t rustees . It  rea-
soned that the act iv it ies of  the trustees,
including the employee-trustees, should
be considered in determining whether there
was material  par t icipat ion by the trust.
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Under Michigan law, the trustees were
required to administer the trust solely in
the interest  of  the trust  beneficiar ies.
The trustees were not rel ieved of  this
duty even where they conducted their
act iv it ies through a different capacity.
The court said that “considering the

activit ies of  al l  six trustees in their roles
as trustees and as employees of  Holiday
Enterpr ises  LLC, the  t rust  mater ia l ly
par t ic ipated  in  i t s  rea l -es tate  opera-
t ions.” 6 Three of  them par t icipated in
the t rust’s  real  estate  operat ions ful l-
t ime. These operat ions were substantial
and were  pract ica l ly  a l l  of  the  t rust’s
operat ions. The minority interests held
direct ly  by Frank and Paul  in  cer tain
pass-through entit ies did not affect this
result  s ince: a)  these interests  const i-
tuted only a minority interest; b) they were
not relieved of  their fiduciary respon-
sibilit ies; and c) their interests were not
at odds with those of  the trust.
This case provides new guidance and

a blueprint as to how to create an admin-
istrat ive structure for a trust  to avoid
the 3.8 percent NIIT on business income.
It  is  imperat ive that exist ing trusts be
rev iewed and new trusts  draf ted w ith
this case in mind.
Since, as in the case, an independent

trustee wil l  normally not part icipate in
the  business  suf f ic ient ly  to  cause  the
trust to be considered to materially par-

ticipate, a person who works in the busi-
nes s  shou ld  be  inc luded  a s  a  non-
independent trustee. In many cases, this
can be the grantor of  the trust, so long
as no prohibited powers are kept over
the trust, which can cause estate inclu-
sion. This can be easi ly accomplished in
a newly formed trust.
For  exist ing t rusts , the  t rust  terms

should  be  rev iewed to  determine  the
best  avai lable  opt ions. The t rust  may
include language permitting the appoint-
ment of  a  non-independent t rustee or
replacing a current inactive trustee with
one  who i s  involved  in  the  bus iness .
Other  a l ternat ives  involve  decant ing
the assets  into a  new trust  or  ut i l izing
a trust provision permitting transfers into
a new trust  for  the benefit  of  current
beneficiar ies.  ■

NOTES
1 142 T.C. No. 9, 3/27/14. Available at: http://www.ustax-
court .gov/ InOpHistor ic/f rankaragonatrustdiv.mor-
r ison.TC.WPD.pdf. 

2 Internal Revenue Code Section 1411. Avai lable at:
http:/ /www.irs.gov/ irb/2013-51_IRB/ar09.html.

3 Internal Revenue Code Section 469. Avai lable at:
http:/ /www.law.cornel l .edu/uscode/text/26/469.

4 Technical  Advice Memorandum 200733023. Avai l -
able at: http://www.irs.gov/pub/irs-wd/0733023.pdf;
Pr i va te  Le tte r  Ru l i ng  201029014 .  Ava i l ab l e  a t :
http: / /www.irs.gov/pub/ i rs-wd/1029014.pdf;  Tech-
nical Advice Memorandum 201317010. Avai lable at:
http:/ /www.irs.gov/pub/ irs-wd/1317010.pdf.

5 Mattie K. Carter Trust v.  United States ,  256 F. Supp
2d 536 (N.D. Tex 2003).

6 Op. cit . note 1.
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