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AGENDA

• State income taxes
• Strategies for avoiding state income taxes
• State taxation of trusts
• Hypotheticals
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COMPARISON OF STATE INCOME TAX TRUST RATES
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High Tax States No Income Tax States Other States

US population living in 
states with an income 
tax rate for trusts of 

more than 10%

US population living in 
states with an income 
tax rate for trusts of 

less than 10%

US population living 
in states with no 

income tax for trusts 
(including Tennessee 
and New Hampshire)

56% 

23% 

21% 
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IMPACT OF 2017 TAX REFORM ON STATE TAXATION

• Tax reform became effective on January 1, 2018
• Previously, trusts and estates could deduct all state income taxes they paid 

on their federal income tax returns
– Subject to the “Pease limitation” on itemized deductions

• From 2018 through 2025, the deduction for state taxes 
is limited to $10,000
– The $10,000 limitation increased the effective state 

income tax rate by up to 41%
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2017 TAX REFORM EXAMPLE
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Before Tax Reform After Tax Reform Difference
Gross Income $1 million $1 million $0
State Income Rate 10% 10% 0%
State Income Taxes $100,000 $100,000 $0
Federal Deduction* $94,000 $10,000 ($84,000)
Federal Tax Savings $38,000 $4,000 ($34,000)
Net State Income Taxes $62,000 $96,000 $34,000
Effective State Tax Rate 6.2% 9.6% 3.4%

*Includes “Pease” limitation of 3% assuming an applicable amount of $315,000 
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STRATEGIES TO AVOID STATE INCOME TAXES
• Pass-through entity tax elections 

– Avoids $10,000 federal tax limitation
– Requires a pass-through entity
– Not available in all states
– Does not completely avoid state income tax
– Pass-through income may be subject to state taxation 
– Potential fiduciary issues for grantor trusts
– Complexity, especially if multiple states are involved

• Trusts
– Incomplete Non-Grantor trusts (INGs)
– Other irrevocable trusts
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STATE TAXATION OF TRUST INCOME , CONTINUED 

• Business income (apportionment)
– Related to the operation of “trade or business” (definitions vary state-to-state)

– Constitutional limitations (external consistency and internal consistency)

– Apportionment formulas vary from state-to-state

• Real property and tangible property (location of property)
• Other income (state of residency)

– Generally, includes gain on the sale of intangibles, dividends and distributions (but always 
check local rules)
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BASES OF STATE TAXATION OF TRUSTS
• Most states follow the federal grantor trust rules
• States tax non-grantor trusts based on different factors:

1. Residence of the grantor at the time the trust was created or became irrevocable
2. Residence of the beneficiaries
3. Residence/domicile of the trustee (or another fiduciary)
4. Where the trust is administered 
5. Terms of the trust (e.g., governing law and distribution standards)
6. Combination of these (and sometimes other) factors

• The third and fourth factors need to be considered in the context of a 
corporate trustee (or entity providing services to a private trust company) 
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RESIDENCE OF THE GRANTOR

• A slight majority of the states (20 in total) that tax trusts do so solely on the 
basis of the grantor’s residency
– Testamentary Trusts – subject to income tax if the grantor died a resident of the state
– Inter Vivos Trusts – subject to tax if the grantor was a resident of the state at the time the 

trust became irrevocable

• Statutes adopting this approach have been successfully challenged on 
constitutional grounds
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RESIDENCE OF THE BENEFICIARIES
• Only three states tax trusts, in whole or in part, tax trusts based on the residency of the 

beneficiaries
– California (proportionally based on interests of non-contingent beneficiaries)
– North Carolina (all income subject to tax if any beneficiary resides there)
– Delaware (only if the trustee is also a resident) 

• In 2019, the US Supreme Court held that North Carolina’s attempt to tax the income of a trust 
solely based on the residence of a discretionary beneficiary was unconstitutional
– Narrow holding and implication unclear  
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RESIDENCE OF CORPORATE TRUSTEE

• Five states tax trusts based solely on the location of the trustee (Arizona, 
California, Hawaii, Kentucky and Oregon)

• Many other states consider or utilize this factor (e.g., Delaware)
• No uniform test for determining where a corporate trustee resides

– Location of the trustee’s office (Delaware)
– State of incorporation or organization (Hawaii)
– Location of trust administration (Arizona and California)
– Other states (e.g., Michigan) will likely apply a facts and circumstances test to determine 

commercial domicile
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RESIDENCE OF CORPORATE TRUSTEE, CONTINUED

• State law form of entity may be a helpful factor 
• Look through to corporate trustee decision-makers?

– In corporate context, no look through
– How to analyze PTC decision-makers:

§ Board level
§ Committee level
§ Officers

– Majority vote; weighted vote; tie-breakers?
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LOCATION OF TRUST ADMINISTRATION

• A significant majority of the states (18 in total) that tax trusts do so based on 
the location of the trust’s administration

• A state may tax a trust if the trustee resides there
– “A tax based on a trustee’s in-state residence” is valid (Kaestner)

• A state may also tax a trust if the trust is administered there
– “The Court’s cases also suggest that a tax based on the site of trust administration is 

constitutional” (Kaestner)
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LOCATION OF TRUST ADMINISTRATION , CONTINUED

• Most states do not define what constitutes “trust administration” for the purposes of 
imposing income taxes

• Limited guidance
– Indiana – where the trust’s records are kept, and trustee is located
– Minnesota – at least two of three factors must be satisfied: (1) majority of investment 

decisions made in-state, (2) majority of distribution decisions made in-state and (3) trust 
records located in-state
§ Actions by agents of the trustee are not deemed to be made in-state

– Utah – any of the following: (1) “major portion” of administration occurs in-state, (2) the 
trustee’s usual place of business is in-state or (3) the trust instrument states that Utah is 
the place of administration and any aspect of administration occurs in-state
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LOCATION OF TRUST ADMINISTRATION , CONTINUED 

• Oregon: where the majority of fiduciary decisions are made
– Incidental functions, such as “preparing tax returns, executing investment trades as directed by 

account officers and portfolio managers, preparing and mailing trust accountings, and issuing 
disbursements from trust accounts as directed by account officers,” are not considered aspects of 
trust administration
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LOCATION OF TRUST ADMINISTRATION, CONTINUED 

• Administrative functions (California Code of Regulations (CA CCR)) 
– Management of trust assets 
– The decision to buy or sell trust assets
– Contact with the beneficiaries 
– The decision to authorize distributions to the beneficiaries

• Clerical or ministerial functions (CA CCR)
– Processing of sales and purchases of securities for the trusts 
– Generating account statements for the trusts
– Collecting and posting income from the trusts
– Generating and mailing disbursement checks to the beneficiaries of the trusts
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LOCATION OF TRUST ADMINISTRATION, CONTINUED 

• Affiliate activity (Appeal of the Ronald Family Trust)
– Investigating investments
– Tax advice
– Tax return preparation
– Consultation with respect to specific investment portfolios
– General auditing services

• Potential strategies
– Reduce in-state functions to the extent possible
– Hire local employees or service providers
– Judicially register trusts in-state
– Decant trusts to change terms as necessary (consider issues related to 

shifting perpetuities periods, grantor trust tax reimbursement statutes)
– Follow state “exit” procedures
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REMOTE OR TELEWORK

• Remote attendance at PTC board and committee meetings increased 
significantly during the COVID-19 pandemic

• Continuing trend
• State-by-state analysis is necessary to determine if remote attendance 

creates issues
– Many states have not issued guidance
– Some states (e.g., California and Michigan) issued temporary guidance suggesting 

remote attendance/work may create taxable nexus
– Conducting trust company business while physically present in taxing state creates risk
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SUMMARY OF STATE TAXATION OF TRUSTS

* For illustration purposes only.  
** Pre-1999 trusts in Wisconsin and pre-1995 trusts in Utah are taxed based on place of administration; subsequent trusts 
are taxed based on residency.
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ANALYSIS FOR STATE TRUST TAXATION ISSUES
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Does the trust have substantial business income?

Is the trust a grantor trust?

Is the trustee or administration in a state that imposes an 
income tax based on these factors?

No

Was the grantor, or is a beneficiary, a resident of a state 
that imposes an income tax based on their residency?

No
Non-business income will generally be 
taxable only by the state of the grantor’s 
residenceYes

All business income will be apportioned 
based on factors unrelated to the trustYes

No
Non-business income will generally be 
taxable by the state in which the trustee 
or trust administration is locatedYes

No Analyze constitutional basis for taxation

Yes

The trust is probably not subject to state income tax but review to confirm

Is the trustee or 
administration located in that 

state?
No

Yes

No
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CONSTITUTIONAL CHALLENGES

• Taxpayers have challenged a state’s power to tax the income of a trust 
in at least 11 cases
– Except for Kaestner, all of these cases involved tax statutes based on the 

residency of the grantor
– The taxpayer prevailed in 8 of these cases

• Before filing tax returns based on the view that a tax statute is 
unconstitutional, the trustee should carefully review all relevant factors
– Nonresident income tax returns may continue to be filed
– Final resident income tax return may need to disclose position to avoid 

penalties
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FIDUCIARY DUTY TO AVOID TAXATION

• Some commentators have argued that a trustee has a fiduciary duty to 
minimize taxes incurred by the trust

• Under this theory
– Not strictly liable; trustee must only act reasonably
– The duty is owned to the trust itself (not the beneficiaries)

• Application to private trust companies vis-à-vis the location of their 
operations is unclear
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REGULATORY HURDLES
• Separate regulatory considerations for corporate trustees with multi-jurisdictional activities

– Requires analysis of “trust business” in states with touch points
– Regulatory considerations are typically triggered by employees in state
– Is there a policy in the policies and procedures manual?

• Registering to do business because of regulatory necessity may create undesirable tax nexus (for a 
private trust company and/or trusts)

• Some states (e.g., California) severely restrict foreign trust company activity in the state; review 
reciprocity laws

• Some types of activities require regulatory approval based on the location of the customer (e.g., money 
transmission)

• Court filings may require qualification to do business (personal representative/executor considerations)
• Other taxes and filings – workers comp, local licensing, employment taxes 
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HYPOTHETICAL
• A Nevada PTC is the sole trustee
• The PTC has two employees – One employees lives in Nevada; the other employee lives in 

Arizona and works remotely
• The family office, which provides services to the PTC, is based in Delaware
• An employee of the family office who is responsible for investment decisions lives in New 

York
• John and Jane are the sole current discretionary beneficiaries of the trust
• The trust is governed by Idaho law
• The settlor was a resident of Illinois when the trust became irrevocable
• John resides in Florida and Jane resides in California
• Which state, if any, will tax the trust income? 
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This material is for general information purposes only and should not be construed as legal advice or any other advice on any specific facts or circumstances. 
No one should act or refrain from acting based upon any information herein without seeking professional legal advice. McDermott Will & Emery* (McDermott) 
makes no warranties, representations, or claims of any kind concerning the content herein. McDermott and the contributing presenters or authors expressly 
disclaim all liability to any person in respect of the consequences of anything done or not done in reliance upon the use of contents included herein. 
*For a complete list of McDermott entities visit mwe.com/legalnotices.

©2024 McDermott Will & Emery. All rights reserved. Any use of these materials including reproduction, modification, distribution or republication, without the 
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THANK YOU
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