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DISCLAIMER
These materials are intended to be used as a learning
tool but do not constitute tax or legal advice. The
author and Taylor English Duma LLP assume no
responsibility for any reader’s reliance on these
materials and encourage all readers to verify all items
by reviewing original sources and/or engaging a
qualified tax professional before taking any action or
failing to act with respect to the matters discussed
herein.
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Basic Types of Trusts

•
•
•
•
•

Simple vs Complex Trust
Grantor vs Non-Grantor Trust
Inter Vivos vs Testamentary Trust
Discretionary vs Formulary Distributions
Contingent vs Non-Contingent Beneficiaries

7

State Taxation of
Undistributed Trust Income

• Grantor Trusts - Most states (but not all) follow the
federal tax rules which tax all income to the grantor
• Non-Grantor Trusts
▪ Most states tax income accumulated within what
they consider a “resident trust”
▪ What is a “resident trust” is not always defined by
statute
▪ AK, FL, NV, NH, SD, TX, WA, and WY do not tax
undistributed trust income
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Factors Considered in the
Definitions of “Resident Trust”

• Does the trust specify that the law of the state
applies?
• Did the testator of a testamentary trust live in the
state at date of death?
• Does the settlor of an inter vivos trust live in the
state?
• Is the trust administered in the state?
• Do one or more trustees or fiduciaries live or do
business in the state?
• Do one or more beneficiaries live in the state?
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Trust Specifies that State’s Laws Govern

• A trust (or Will establishing a testamentary trust)
may designate the law of another state to govern it
and attempt to give the courts of that other state
exclusive jurisdiction
• LA taxes a trust if the trust specifically provides that
LA law governs, but not if the trust specifies that
the law of another state applies
• ID and ND consider the designation of their laws as
one factor in determining whether a trust is a
resident trust
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Trust Created by Will of Resident Testator

• CT, DC, IL, LA, ME, MD, MI, MN, NE, OH, OK, PA, UT,
VT, VA, WV, and WI all tax testamentary trusts
solely based upon the residency of the testator
• DE, MA, MO, MT, and RI also require at least one
resident beneficiary
• ID and IA require more factors such as resident
trustees or beneficiaries and in-state assets and/or
source income
• CT apportions the tax based on the number of
resident and nonresident non-contingent
beneficiaries
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Inter Vivos Trust Created by Resident
• DC, IL, ME, MD, MN, NE, OK, PA, VT, VA, WV, and WI
will tax an inter vivos trust solely because the settlor
resided in-state
• AL, AR, CT, DE, ID, IA, MA, MI, MO, MT, NJ, NY, OH, and
RI require one or more additional factors such as
resident trustees or income beneficiaries, in-state
assets and/or in-state source income
• In Fielding the MN Sup. Ct. held the domicile of settlor
combined with an in-state discretionary beneficiary
was not sufficient to tax accumulated income
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Trust Administered Within the State

• CO, IN, KS, MD, MN, MS, MT, NM, ND, OR, SC, VA,
and WI tax the trustee solely because a trust is
administered in-state
• HI, ID, IA, LA, and UT tax based upon situs of trust
administration if it is combined with other factors,
such as
▪ trustee does business or manages funds in state
▪ trust own property in state
▪ resident income beneficiary
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One or More Resident Trustees
• AZ, CA, KY, MT, NM, ND, OR, and VA tax a trust
solely if one or more trustees reside in the state
• DE, HI, ID and IA tax trusts on this basis when
combined with other factors
• Some states such as CA apportion the trust
income if some, but not all, of the trustees are instate residents
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One or More Resident Beneficiaries
• CA, GA, NC, and TN will tax a trust solely on the
basis that it has resident beneficiaries but maybe
only tax the income accumulated for the resident
beneficiaries
• AL, CT, DE, HI, MA, MI, MO, MT, ND, OH, and RI
take into account the residency of beneficiaries as
factor either in determining nexus for taxation
and/or the determining amount of income subject
to tax
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Domicile vs Residency
• “Domicile” generally means the true, fixed,
principal, and permanent home, to which a person
intends to return and remain
• “Residency” is defined broader than domicile and
typically looks to physical presence (more than 183
days during a 12 month period) plus other contacts
• A person may arguably be a “resident” of more
than one state but can only have one domicile
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US Supreme Court Ruling in
N.C. Dept. of Revenue v. Kaestner and Denial of
Writ of Certiorari in
Minn. Dept. of Revenue v. Fielding
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Supreme Court of the United States – Case Law Update

▪ Decision on N.C. Dept. of Revenue v. Kaestner delivered on June 21, 2019
▪ Writ of Certiorari denied on June 28, 2019 on Fielding v. Minn. Commissioner of
Revenue
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Kaestner – Relevant Facts
• In 1992, Joseph Lee Rice III, a New York resident, settled a ‘discretionary’ trust
for the benefit of his children in New York, appointing a New York resident
trustee (later succeeded by a Connecticut resident during the time period).
• In 1997, Joseph’s daughter, Kimberley Rice Kaestner, moved to North Carolina.

• A few years later, the trust was divided into three ‘discretionary’ subtrusts, one
for the benefit of Kimberley and her 3 children.
• North Carolina assessed a tax of $1.3 million for tax years 2005 through 2008.
• Neither Kimberley nor any North Carolina resident received distributions from
the trust during the relevant period.
• After 2008, the Kimberley subtrust which otherwise would have terminated
when Kimberley reached age 40 was decanted to a new trust that would
continue past that date.
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Kaestner – Relevant Facts
• Trust was subject to New York law.
• Grantor was a New York resident.
• Trustee was resident in Connecticut.

• Trustee kept Trust documents and records in New York.
• Trust asset custodians were in Massachusetts.
• No direct investments or real property was held in North Carolina.
• Trust maintained no physical presence in North Carolina.
• Trustee’s contacts with Kimberley were ‘infrequent’ and occurred in New York.

20

Kaestner – Relevant Law
N.C. Gen. Stat. Ann. § 105-160.2
Authorizes the State to tax trust income “for the benefit of” a State resident
(Income for the benefit of a nonresident of the State may be taxed only if
(i) derived from North Carolina sources and attributable to ownership of an
interest in real or tangible personal property in the State, or
(ii) derived from a business, trade, profession, or occupation carried on in the
State.)

21

Kaestner – Relevant Law
Court did not consider dormant Commerce Clause (clause at issue in recent South
Dakota v. Wayfair decision) which reserves to Congress the power to ‘regulate
commerce…among the several states’ and prevents States from discriminating
against or unduly burdening interstate commerce.
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Kaestner – Ruling
Court focused on beneficiary’s right to control, possess, enjoy or receive trust
assets and found:
• Beneficiaries did not receive income
• Beneficiaries had no right to demand income
• Beneficiaries had no right to otherwise control, possess, or enjoy the Trust
assets in the tax years at issue
• Beneficiaries could not count on receiving a specific amount of income in the
future
“the presence of in-state beneficiaries alone does not empower a State to tax trust
income that has not been distributed to the beneficiaries where the beneficiaries
have no right to demand that income and are uncertain ever to receive it […] we do
not imply approval or disapproval of trust taxes that are premised on the residence
of beneficiaries whose relationship to trust assets differs from that of the
beneficiaries here.”
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Kaestner – Ruling
Court rejected North Carolina’s counterarguments:
• Trust and its constituents are always inextricably intertwined. Court
distinguished between relevance of Trustee residence and beneficiary
residence.
• Ruling in favor of trust will undermine numerous state taxation regimes. Court
found only a small number of States rely on beneficiary residency, and even
fewer as sole basis, for trust taxation.
• Trust’s position would lead to opportunistic gaming of state tax systems. Court
found this was mere speculation.
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Kaestner – Ruling
In dicta, Court affirmed:
• State’s tax on income distributed to a State resident (Maguire v. Trefry)
• State’s tax based on a trustee’s residence in a State (Greenough v. Tax
Assessors of Newport)
• State’s tax based on the site of trust administration (Hanson v. Denckla; Curry v.
McCanless)
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Kaestner – Concurring Opinion
Justice Alito and Justice Gorsuch
“I write separately to make clear that the opinion of the Court merely applies our
existing precedent and that its decision not to answer questions not presented by
the facts of this case does not open for reconsideration any points resolved by our
prior decisions.”
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Kaestner – Questions Unanswered
• What if there was a HEMS standard?
• What if the beneficiary held another role, in a fiduciary or non-fiduciary capacity,
under the trust agreement (for example, Investment Trustee or Protector)?
• What if the trust had not been decanted after the relevant tax years, and the
trust had terminated in favor of Kimberley?
• What if Kimberley had a withdrawal power over a portion of the trust property?
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Fielding – Relevant Facts
• In 2009, four grantor trusts were created by Reid MacDonald, domiciliary of
Minnesota with shares of a Minnesota S corporation. A California domiciliary
initially acted as trustee.
• In 2011, the grantor relinquished his powers while still a domiciliary of
Minnesota.
• In 2012, a domiciliary of Colorado became sole trustee of the trusts.
• In 2014, the year of sale of shares of the Minnesota S corporation, the trusts
filed Minnesota income tax returns under protest, asserting that the statute
classifying them as resident trusts of Minnesota was unconstitutional.
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Fielding – Relevant Law
Minn. Stat. § 290.01
“Resident trust means a trust, except a grantor type trust, which … is an
irrevocable trust, the grantor of which is domiciled in this state at the time the trust
became irrevocable.”
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Fielding – Relevant Law
Due Process Clause of the 14th Amendment of the Constitution:
“[n]o State shall … deprive any person of life, liberty or property, without due
process of law.”
Taxes imposed by a State must “bear[r] fiscal relation to protection, opportunities
and benefits given by the State.” Wisconsin v. JC Penney Co, 311 US 435, 444.
Courts have applied two-step analysis:
1. Require a “definite link, some minimum connection, between a state and the
person, property or transaction it seeks to tax.” Quill, 504 US at 306.
2. “Income attributed to the State for tax purposes must be rationally related to
‘values connected with the taxing State.”

Quill, 504 US at 306.
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Fielding – Ruling
Question before the court: Is domicile of settlor, the only factor identified in
Minnesota statute, sufficient contact to satisfy the Due Process Clause?
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Fielding – Ruling
Minnesota Supreme Court rejected the Commissioner’s arguments:
• Trusts “ow[e] their very existence to Minnesota”
•
•
•
•

Grantor was Minnesota resident when trusts were created
Grantor was domiciled in Minnesota when trusts became irrevocable
Grantor was domiciled in Minnesota in 2014
A Minnesota law firm drafted the trusts and retained trust documents
through 2014
• Trusts held stock in a Minnesota S corporation
• Minnesota law governed the trust instruments
• At least one beneficiary was Minnesota resident
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Fielding
Supreme Court denied writ of certiori
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States Potentially Impacted by Kaestner

• GA, TN, and, of course, NC are all directly impacted
by Kaestner
• CA is less vulnerable because it limits the taxation
of trust income that is based on the residency of
the beneficiary to “non-contingent beneficiaries”
• AL, CT, DE, HI, MA, MI, MO, MT, ND, OH, and RI, all
of which take into account the residency of a
beneficiary as one factor, may also be impacted by
Kaestner
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States Potentially Impacted by Fielding

• DC, IL, ME, MD, MN, NE, OK, PA, VT, VA, WV, and
WI, all which tax an inter vivos trusts based solely
upon the residency of the grantor or settlor, are
directly impacted by Fielding
• AL, AR, CT, DE, ID, IA, MA, MI, MO, MT, NJ, NY, OH,
and RI, all of which take into account the residency
of the settlor as one factor, may also be impacted
by Fielding
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Impact of Kaestner in GA, NC and TN
• Questions to ask going forward:
▪ Does a resident beneficiary have a vested right
to undistributed trust income or some type of
control over the trustee?
▪ Does a resident beneficiary have a general
power of appointment over trust assets?
▪ If the trust includes resident and non-resident
beneficiaries, what are their respective rights?
▪ Are any of the other “resident trust” factors
present?
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Apportionment of Income in GA and NC

• GA statute does not tax income accumulated in a
trust for nonresident beneficiaries from business
done, or property held, outside the state
• However, no GA statutory formula exists for
apportionment of income between resident and
non-resident beneficiaries
• Consider using apportionment methods consistent
with the language and administration of the trust
• NC DOR apportions income per capita among
resident and non-resident beneficiaries
39

Thank you.
Julian A. Fortuna
jfortuna@taylorenglish.com
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Specific State Level
Examples
Catherine B. Eberl, Esq.

California
▪ California basis for taxation:
▪ Resident Trustees
▪ Resident “noncontingent beneficiaries”
▪ Income is apportioned if there is a combination of resident and
nonresident trustees, or resident and nonresident noncontingent
beneficiaries
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Connecticut
▪ Resident trust:
▪ Trust funded by the Will of a CT resident decedent
▪ Irrevocable trust created by an individual who was a resident of CT at
the time of funding
▪ Revocable trust, to the extent it is still revocable, and it was created by
a CT resident
▪ Irrevocable trust, to the extent it was revocable, and the trust creator
was a CT resident when trust became revocable
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Connecticut
▪ Exception: If an irrevocable trust (that was not created by a
Will) has one or more nonresident noncontingent beneficiaries,
the trust is taxed on all of its CT source income, but on only a
portion of its non-CT source income.
▪ This exception does not apply to trusts created under a Will.
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New York
A resident trust is:
(1) Trust under a Will: a trust, or a portion of a trust, created under
Will of person who was domiciled in NY at death (Note: where
the Will was probated is not determinative)
(2) Irrevocable Trust: a trust, or portion of a trust, consisting of the
property of a person domiciled in NY, if the trust was irrevocable
when the transfer was made
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New York
A resident trust is:
(3) Revocable Trust that Is Still Revocable: a trust, or portion of a
trust, consisting of the property of a person domiciled in NY, if
the trust was then revocable when the transfer was made, and
is still revocable
(4) Revocable Trust that Has Become Irrevocable: a trust, or
portion of a trust, consisting of the property of a person
domiciled in NY, if the trust was revocable when the property
was transferred, and is now irrevocable
A resident trust is subject to New York income tax on all of its
income.
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New York
▪ A nonresident trust = any trust that is not a resident trust
▪ A trust can be partially resident and partially nonresident, if the trust
creator moves to another state and continues to add property to the
trust
▪ A resident trust is not subject to New York tax if all of the following
conditions are satisfied:
1)
2)
3)

all the trustees are domiciled in a state other than New York;
the entire corpus of the trust, including real and tangible property, is
located outside New York; and
all income and gains of the trust are derived from or connected with
sources outside New York, determined as if the trust were a nonresident
trust.

▪ A trust that meets this three prong test is a “resident exempt trust.”
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Key Issues for
Nonresident Trusts
Catherine B. Eberl, Esq.

48

Resident Versus Nonresident
▪ Resident trust = all trust income is subject to taxation in that
state.

▪ Nonresident trust = only income sourced to the state is subject
to income tax in that state.
▪ Ex. New Jersey will tax a resident trust on all income. But
what if the trust has rental income from real estate in New
York? New York will tax the New York rental income too.
▪ In some, but not all cases, an offsetting credit is available.
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Issue #1: Allocation of State-Sourced
Income Between Trusts and Beneficiaries
▪ Assume a Florida trust has income sourced to NY, IL, and NJ. A
nonresident return must be filed in each of those states to report
the income.
▪ Assume also that the trust distributes 50% of its income to an OH
resident. The income passes out to the OH resident on a federal
K-1.
▪ At the state level, which income passes out to the beneficiary on
the K-1? All of the NY income? Half of the NY income?
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Issue #1: Allocation of State-Sourced
Income Between Trusts and Beneficiaries
▪ In many states, there is little guidance. The return preparer
must come up with a defensible method.
▪ New York does offer some guidance:
▪ Generally, NY source income is allocated based on the percentage of DNI
distributed to the beneficiary versus what remains with the trust.
▪ If no federal DNI, NY source income is based on percentage of income
distributed (as income is determined under local law)
▪ Alternative methods may also be used, if the above method results in a
substantial inequity
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Issue #2: Determining Income From
State Sources
▪ Categories of State-Sourced Income
▪ Real or tangible personal property located in the state
▪ Some states include certain gains or losses from the sale or exchange
of an interest in an entity that owns real property in the state
▪ A business, trade, profession, or occupation carried on in the state
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Issue #2: Determining Income From
State Sources
▪ A taxpayer’s distributive share of New York State
partnership income or gain.
▪ Be wary of different apportionment regimes
▪ Ex: three-factor apportionment for partnerships vs. singlefactor apportionment for S corps
▪ Market-based vs. cost-of-performance

▪ New rules on source income from sales of partnership
interests
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Case Study - Marcus
▪ Marcus is a CT resident but also may be a NYC “statutory”
resident
▪ He owns 100% of an S corp, low allocation in both NY and CT.
But flow-through income is double-taxed because of dual
residency.
▪ Solution: transfer shares to ESBT that is a nongrantor,
incomplete gift trust.
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Case Study - Marcus
▪ ESBT will be nonresident NY trust, paying tax on source
income in NY only.
▪ ESBT is resident trust for CT purposes
▪ Trust will pay all tax on CT source income. But trust only pays portion
of tax on non-CT source income, to the extent there are CT
beneficiaries.

▪ Marcus decides to create a trust with many family member
beneficiaries, who all live outside of CT.

▪ No special incomplete gift rules in CT.
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Issue #3: Grantor Trusts
▪ Assume a NY resident creates an irrevocable trust, which is a
grantor trust federally, and in NY. All income is reportable on
the NY trust creator’s return. The trust makes no distributions
in a given year.
▪ The trust has PA source income.
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Issue #3: Grantor Trusts
▪ Because PA does not recognize grantor trusts, and because no
income was distributed from the trust, the trust must file a PA
return and pay tax on the PA source income.
▪ Two separate tax payers at the state level – the individual in NY,
and the trust in PA. What about a credit?
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Issue #4: Estimated Tax Payments
and Withholding Requirements
▪ Assume a NY resident trust has PA source income. The Trustee
pays estimated taxes in NY and in PA.

▪ Late in the year, the Trustee decides to make a distribution to a
beneficiary living in NJ, which carries out the PA source income.
▪ The beneficiary will not have made an estimated tax payment in
PA, and may be subject to penalties.
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Issue #4: Estimated Tax Payments
and Withholding Requirements
▪ Only a few states allow the trust’s estimated tax payment to be
credited to the nonresident beneficiary.

▪ Some states require withholding on distributions of source
income to nonresident beneficiaries.
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Issue #5: Credits for Taxes Paid to
Other States
▪ The issue: resident trust pays tax on ALL income and also on
income sourced in other states.

▪ Double taxation?
▪ Resident credits available to alleviate double taxation
▪ But……it’s not always so simple
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Issue #5: Credits for Taxes Paid to
Other States
▪ State income tax add-back issues
▪ Who paid the tax?
▪ Different sourcing rules
▪ Problems in dual resident situations
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Best Practices and
Planning Ideas
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Challenges for Clients and
Practitioners
▪ Mobile Beneficiaries
▪ When it’s a large pool of beneficiaries, how does a Trustee keep track
of a beneficiary’s change of residence?

▪ Assessing accountant’s acumen at multi-state trust taxation
▪ Will a NJ accountant preparing a return for a trust created under the
Will of a NY resident know that the existence of a CA Trustee requires
a CA return?
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Planning Ideas
▪ Use multiple trusts:
▪ Discourage individuals living in different states from making gifts to the
same trust
▪ If trust creator moves, consider creating a second inter vivos gifting
trust
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Planning Ideas
▪ Trust severance:
▪ Consider severing a trust to segregate source income from different
states into different buckets
▪ Consider severing a trust where beneficiaries live in different states
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Planning Ideas
▪ Loss of SALT deduction = more clients want to move assets
into states without income tax
▪ Increased appeal of DINGs
▪ Will more states stymy the effectiveness of DINGs, like NY did in
2014?

▪ Increased estate tax exemption means larger completed gifts
can be made to out-of-state trusts
▪ Will states attempt to rewrite rules for taxation of irrevocable trusts
where trust creator is still alive?
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Thank You

Catherine B. Eberl
ceberl@hodgsonruss.com
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