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Learning Objectives

= Multi-state fiduciary income taxation rules

= Estates & non-grantor trusts subject to California fiduciary
income taxation

e California fiduciary income tax rules
e California asset and income sourcing rules
e State residency-based rules for fiduciaries and beneficiaries

e Apportionment rules based on fiduciary and/or beneficiary
— Form 541 Schedule G

* Distinction between contingent and non-contingent
beneficiaries

 Potential throw-back tax issues




Multi-state Fiduciary Income
Taxation

= Statutory bases for income taxation of trusts
v’ “Situs” of Trust Administration/Fiduciary’s residency
v “Residence” of settlor/trustor/testator/grantor
v “Residence” of distributee/beneficiary
v “Source” of income

= See attached 9th Annual Non-Grantor Trust State Income Tax
Chart compiled by Steve Oshins



https://sfo2.digitaloceanspaces.com/ultimate-estate-planner/wp-content/uploads/2023/03/28143819/State-Income-Tax-2023chart-in-pdf.pdf
https://sfo2.digitaloceanspaces.com/ultimate-estate-planner/wp-content/uploads/2023/03/28143819/State-Income-Tax-2023chart-in-pdf.pdf

California Fiduciary Income Tax Complexity

e C(California filing requirements are both complex and unique

- The rule applies regardless of the residence of trust’s settlor

- May potentially cause multi-state filing requirements

* There is no such thing as a California “resident” trust, as taxation depends on:

1.

2.
3.
4

Trust assets’ situs and income sourcing
Fiduciary’s state of residency
Beneficiary’s current and history of residences in/out of California

Trust provisions as to beneficiary’s distribution rights and power of
appointment, as well as trustee’s income and principal distribution powers



Estates & Trusts Subject to
California Income Tax

e Estates and trusts are subject to the California personal
income tax on their Undistributed Net Income (“UNI”)
and pay tax at the individual personal income rates.
(Cal. Rev. & Tax. Code Section 17041(e))

* Any of the Distributable Net Income (“DNI”) that is
distributed to trust’s or estate’s beneficiaries is taxable
to them and deductible by the estate or trust

e C(California taxes the UNI of an estate if it is probated
within the state.




Trusts Subject to California
Income Tax on Their UNI

e CA taxes the UNI of a trust if it either

y < — Has income from California sources (Cal. Rev. & Tax. Code
§ 17951);*or

— Has California residency based on the California
residence of a fiduciary or non-contingent beneficiary of
the trust (Cal. Rev. & Tax. Code §§ 17742, 17743 and
17744

*Paula Trust vs CA FTB and NC Dept of Revenue vs Kaestner




Trusts Subject to California
Income Tax on Source

* California source income includes rental properties
and operating businesses located from within the
state

* Income from intangibles, such as interest and
dividends from marketable securities are sourced
in the taxpayer’s resident state



Apportioning Rules Based on Residence of
Fiduciary(s)

e If a trust has only one fiduciary, and that
fiduciary is a California resident, then the
entire taxable income of the trust, including
accounting income and income attributable to
corpus (e.g., capital gains), is taxable by
California.

 The residence of a corporate fiduciary is
determined based on where the majority of its
administrative functions are performed




Apportioning Rules Based on Residence of
Fiduciary(s)

 Where a trust has multiple fiduciaries, the '
income taxable to California is ®-
apportioned according to the number of
fiduciaries who are California residents.

 Example: 2 trustees — one resident and
one non-resident, California will tax one
half of the trust non-California source
income




Taxation Due to Beneficiary’s Residence

* A California resident beneficiary whose interest
in the UNI of a trust is non-contingent will
subject the trust to tax in California

* A non-contingent (vested) beneficiary is one
whose interest in the UNI of the trust is not
subject to a condition precedent
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Apportioning Rules Based on Residence of
Beneficiary(s)

* Where a trust has multiple non-contingent beneficiaries, the income is
apportioned according to the number and respective interests of beneficiaries

who are California residents. - R— — . -
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Examples of Trusts’ Having Non-
Contingent Beneficiaries

e Administrative trusts not treated as an estate

 Terminating trusts (e.g., following the death of the income
beneficiary

* Power of appointment marital deduction trusts — IRC
Section 2050(b)(5) or 2523(e)

 An IRC Section 2503(c) minors trust
* An IRC Section 2641(c) GST tax direct-skip trust
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Apportioning Rules & Ordering Rules

* Special ordering rules apply where a trust has multiple fiduciaries and multiple
beneficiaries, some of which are California residents.

- Example A:

o A Non-CA resident trustee, and

o 2 non-contingent beneficiaries — 1 non-CA and 1 CA resident, therefore

o Only 50% of non-CA source income is taxed in California due to beneficiary
— Example B:

o 2 trustees —1 CA and 1 non-CA resident AND

o 2 beneficiaries — 1 CA and 1 non-CA resident, therefore

o 75% of non-CA source income is taxed in California due to trustee and
beneficiary
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Example A: CA Form 541 Schedule G

Part I: 12 trest emer The namber of.

1 a Caomag resident tresioes .
b Noncesident trusiees
c!nﬂmmottrmumaphsna)
d Calforna resident beneficanes . . ...
e Nonresident beneficanes . ... ...
l‘ohlnunlmdbemtmnaﬂmdp\u“el

Part 11:  Income Allacation, ComumcomnAmmmmF em«umtsmmm 9. column F, on Form 541, Side 1, lines 1.9

(A) (8} {+] 0) (€) (F)
Apparticost Remaisieg Azportosed lecome
lacerrn Nea-Calidarma Inome Repotabie o
Calttarnia Source Noa-Callornia | _#CATnmiees X8| Sowcelscome #CABeosficiares X0 Cavronnia
Type of Income lageme Source lncome | # Total Teastens Col. BE~Col. C # Towl Beneficiaries (Cal. MLoE)
1 Imerest a .
2 W @ E) 250 b 250 000 125000 120000
3 Business iscome @ *
4 Captal gain > L) 500 000 500,000 250,000 | 250.000
S Reats royaltes eic o e ¢S0 00
& Farm income el ®
7 Qeginary gan . e 4 .
3 Omher income L .
9 Total mcome ° 23000 @ 750 000 F50 000 375 000 625,000




Example B: CA Form 541 Schedule G

Part Iz 11 2 trust, enter the sumber of

1 3 Calornia resident trusiees

» Nosresdent trastees

¢ Total number of trusiees (Noe 2 pius ine b)

¢ CaMormia resident beseficanies. .

¢ Noaresdent benedclanes
1 Toulmmwolm(ndumlnu)

.
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Part 11: Income Allocation. mmaouumAmmohcaumnF Emmmmuommﬂ?mwronfofmw Side 1, Ines 149

(A) (L]} (€) 0) E) 3]
Appertoned Renmanng Apparticnet ncace
Iscome Nae-Cadlomaly lacome Repoctadie 83
Calitoreia Soerce NonCaltornla | _SCATrusiees X8 Soerce ncome | CA Besefigiaries X0 Caliterna

Tyoe of lacome Income Source Wacsrme # Tota! Trustees Col. B-Col.C | ¢ Total Beseficiaries (Col. ACof)

1 Interest ® »

2 Divdends a o 125,000 125 000 62 500 187 500

3 Busingss nCome U L J

4 Capital gain o @ 500 000 250 000 260 000 125 000 375,000
SRens rovtes e | @ roox| @ 250 000

6_Farm incoma e °

T Ordmary gain *® o

8 Other ncome a °
9 Total ncome ® o0 @ 5 000 375,000 375 000 187,600 812 500 .




California Resident Beneficiary Contingent
Interest

* A California resident beneficiary whose interest in
the UNI of a trust is subject to (1) a condition
precedent, e.g., a HEMS standard, or (2) the
discretion of the trustee, is deemed to have a
contingent interest in the trust

* Contingent beneficiaries are not considered in the
count in the beneficiary apportionment.
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Distribution to a Contingent Beneficiary

* A contingent California resident beneficiary is treated as having a California
taxable interest in the trust at the time he or she receives a distribution, but only
to the extent of the value of that distribution.

* In this case, the trust will be taxable on the current distributable income. This
means that a distribution to a California resident beneficiary will trigger a filing

requirement in California for a trust that would otherwise be treated as a non-
California trust.

 However, the beneficiary will be taxable on that income if the trust does not pay
the tax when due, or the income is distributable to the beneficiary before the
taxes are due. R&TC Section 17745(a).



Distribution to a Contingent Beneficiary

e |If prior year California untaxed accumulated
income is distributed to a California contingent
resident beneficiary, that distribution is also
subject to the California’s throw-back rule which
taxes income to the beneficiary.
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California Throwback Rule

= Requires that a California resident beneficiary pay tax on a distribution of
accumulated income if the trust did not pay the tax on accumulated income while
the beneficiary was a resident (Section 17745 (b) — (d))

v’ For example, California beneficiary was contingent during accumulation phase and
later receive a distribution of accumulated income that was accumulated during years
that the beneficiary also was a California resident

v’ If the trust distribution exceeds the trust’s DNI, the excess is treated as an
“accumulation distribution” and throwback tax will apply at rates applicable to the
years of accumulation the beneficiary is deemed to receive that distribution.

= Trust files Form 541 Schedule J — Trust Allocation of an Accumulation Distribution
and provides detail to beneficiary

" Trust beneficiary may use Form FTB 5870A — Tax on Accumulation Distribution of
Trusts



Example A: Trust Allocation of an Accumulation
Distribution- CA Schedule J (541)

Name of trust FEIN
Examgie A - Assume Calomia resident beneficiary is comingent ;

Part | Accumeiastion Distribution

For definitions and special ndes, see the federal Treasury Reguiations under Infernal Revenue Code (IRC) Sections 665-668. See the instructions for lederal
Form 4970, Tax om Accumulation Distribution of Trusts, for certain mcome minors may exchude and for special rukes for muitiple trusts

1 Enter amount from 2022 Form 541, Schedule B, fne 10 1 "5_25-000
2 Emter amount from 2022 Form S41, Schadule B, tne 7 eyl e dre e it Fbidededadad it N G4 375000

3 Enter amount from 2022 Form 541, Schedule B, ine 9 , e 3

§ 2022 distributabie net mcome. Sublract line 3 from line 2. 1 Bne 3 &5 more Ban line 2, ender -0+ | 4 375.000
S 2022 accumnufation distribution. Subbteactlined drom lne 1 . ... ... ... .. it Ja's'Pa's 5 1,250,000
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California Taxation of Contingent
" Beneficiaries Distribution

* If the trust does not file a California return and/or does
not provide the beneficiaries with the Form 541
Schedule J, California will treat the entire trust
accumulation income distributed to the beneficiary as
fully taxable and is reported on the California personal
income tax return, California Adjustments.
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