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Editors’ Synopsis: This article examines the myr-
iad rules and standards that govern states’ imposition
of income tax on nongrantor irrevocable trusts. The
article also offers suggestions regarding how to mini-
mize such tax both for existing trusts and trusts to be
created. Following the article is a comprehensive
appendix summarizing each state’s maximum trust
income tax rate and the standard(s) that state uses when
determining whether a trust will be subject to its tax.

I. INTRODUCTION

A. The Problem

Suppose that Reno Ricky, a Nevada resident,
died in 2003 leaving $1,120,000 in trust to his sister,
L.A. Laura, a California resident, as trustee, to use his
GST exemption. Laura invested well and sold certain
trust assets in 2007, producing a $1 million long-term
capital gain. Having heard that state income tax is
deductible for federal income tax purposes, she paid
the California income tax by the end of 2007 with the
hope of minimizing the trust’s total tax. So, the trust
paid $90,805 of California income tax on December
31,2007, and $149,786 of federal income tax on April
15, 2008. If, instead of appointing Laura, Ricky had
named his other sister, Seattle Sue, trustee and if the
trust had no California resident beneficiaries, the trust
would have owed $0 of state tax and the same
$149,786 of federal income tax.

Or, suppose that Gotham Greta, a New York
City resident, died in 2004 leaving $1,500,000 of
stock in her family’s film business to her brother,
Yonkers Yorrick, as trustee, to use her GST exemption.
In 2007, the business was sold and the trust incurred a
$1 million long-term capital gain. Having spoken
with Laura, Yorrick paid the New York State and City
income tax on the gain by year end. Accordingly, the
trust paid $104,851 of New York State and City tax on
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December 31, 2007, and $149,786 of federal income
tax on April 15, 2008. But, if Greta had structured the
trust to avoid New York tax, including by appointing
her other brother, Philadelphia Phil, as trustee, the
trust would have owed $0 of state and city tax and
$149,786 of federal income tax.

State income tax is deductible for federal pur-
poses,' but the deduction is worthless in the above
examples due to the alternative minimum tax
(“AMT”). Even if the AMT did not apply, the state
income tax deduction would have been of limited
value because it is a deduction not a credit and
because, in 2007, the maximum tax rate on long-term
capital gains was 15%.?

B. Background

Most states impose a tax on the income of
trusts, ranging in 2007 from a rate of 3.00% for resi-
dent trusts in Illinois and 3.07% for such trusts in
Pennsylvania to a top rate of 10.30% for resident trusts
in California and 10.498% for such trusts in New York
City. With proper planning, this tax may be mini-
mized or avoided in many instances. Conversely,
without proper planning, the income of a trust might
be subject to tax by more than one state.

All income of a trust that is treated as a grantor
trust for federal income tax purposes generally is taxed
to the settlor, distributed ordinary income of a non-
grantor trust generally is taxed to the recipient, and
source income of a trust (e.g., income attributable to
business activity) generally is taxed by the state where
the activity occurs.” Thus, this article will focus on the
tax savings opportunities for accumulated nonsource
ordinary income and capital gains of nongrantor trusts.

In some instances, minimizing state fiduciary
income tax will not be important, but, as shown in the
above examples, in others, proper planning might pro-
duce large tax savings.

* Copyright 2008, Wilmington Trust Corporation. All rights
reserved.

' See Internal Revenue Code (“IRC”) §§ 164(a)(3), 641(b).

2 Seeid. § 1(h)(1).

3 See TSB-A-07(1)1, 2007 N.Y. Tax Lexis 11 (Feb. 7, 2007)
(sale of interest in Georgia partnership not New York source
income); In re Ittleson, N.Y. DTA 819283 (Aug. 25, 2005) (nonres-
idents’ gain from sale of painting was New York source income).
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C. Scope

This article will summarize:

1. The circumstances, if any, in which the
District of Columbia and each of the
states tax the nonsource accumulated
ordinary income and capital gains of a
nongrantor trust based on state statutes,
regulations, and 2007 fiduciary income
tax return instructions;*

2. Pertinent cases and rulings;

3. The taxation schemes of particular states;

4. Planning and other issues for new trusts;
and

5. Planning for existing trusts.

II. RULES FOR TAXATION OF TRUSTS

A. Introduction

Seven states—Alaska, Florida, Nevada, South
Dakota, Texas, Washington, and Wyoming—do not
tax the income of trusts. (Florida’s tax on intangible
personal property was repealed for 2007 and later
years.”) New Hampshire and Tennessee tax interest
and dividends only.

As noted above, if a trust is a grantor trust for
income tax purposes, all income (including accumulated
ordinary income and capital gains) is taxed to the settlor,
making planning difficult if not impossible while that
status continues. With the exception of Pennsylvania
and Tennessee, which do not follow the federal grantor
trust rules at all, and for the District of Columbia and
Louisiana, which tax the grantor only in limited circum-
stances,® all of the states that tax trusts essentially honor
the federal grantor trust rules. Nevertheless, it might be
possible to exploit differences between the federal and
the applicable state grantor trust rules in a particular
case. For instance, even though a trust might be a
grantor trust for federal purposes in a given situation, it
might be possible to structure it as a nongrantor trust for
state purposes and to arrange matters so that the trust is
not subject to that state’s tax.

B. Bases of Taxation
All of the 44 taxing states, including New
Hampshire and Tennessee, tax a nongrantor trust
based on one or more of the following five criteria:
1. If the trust was created by the Will of a
testator who lived in the state at death;
2. If the settlor of an inter vivos trust lived in
the state;

3. If the trust is administered in the state;

4. If one or more trustees live or do business

in the state; or

5. If one or more beneficiaries live in the state.

Louisiana taxes an inter vivos trust if the trust
specifically provides that Louisiana law governs, but it
does not tax such a trust if the trust specifies that the
law of another state applies. Idaho and North Dakota
consider the designation of its law as a factor in deter-
mining whether a trust is a resident trust. Otherwise,
the designation of a state’s law to govern a trust has no
bearing on its tax classification.

In some states, a trust might be a resident trust
under more than one category (e.g., because the trust
was created by the Will of a resident and because the
trust is administered in the state). In some other states,
one or more of the above criteria will lead to the clas-
sification of a trust as a resident trust only in combina-
tion with other factors.

Because statutes that tax trusts on the same
basis are not identical, it is imperative to analyze the
statute in question. A trust might be treated as a resident
trust by more than one state based on the residence of
the testator or settlor, the place of administration, the
residence of the trustees, and the residence of the benefi-
ciaries. When creating a new trust in or moving an exist-
ing trust to an unfamiliar jurisdiction, the attorney must
consider the income tax system of the intended situs.

The Appendix summarizes the criteria that the
44 taxing states employ in taxing trust income.

C. Trust Created by Will of Resident

Seventeen states—Connecticut, the District of
Columbia, Illinois, Louisiana, Maine, Maryland,
Michigan, Minnesota (trusts created or first adminis-
tered in state after 1995), Nebraska, Ohio, Oklahoma,
Pennsylvania, Utah, Vermont, Virginia, West Virginia,
and Wisconsin—tax a trust created by the Will of a
resident. New Jersey and New York tax on this basis
in certain circumstances, and Idaho, Iowa, and Mon-
tana tax if this is one of several factors. Although
Delaware, Missouri, and Rhode Island tax if the trust
has at least one resident beneficiary, Arkansas and
Massachusetts tax if the trust has at least one resident
trustee. Alabama taxes on this basis if a trust has a res-
ident fiduciary or current beneficiary.

D. Inter Vivos Trust Created by Resident
Twelve states—the District of Columbia, Illi-
nois, Maine, Maryland, Minnesota (trusts created or

* For convenience, the District of Columbia is sometimes
referred to as a state.
5 2006 Fla. Laws 312.

¢ D.C. CoDE §§ 47-1809.08-47-1809.09; LA. REV. STAT.
ANN. § 47:187.
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first administered in state after 1995), Nebraska, Okla-
homa, Pennsylvania, Vermont, Virginia, West Virginia,
and Wisconsin (trusts created or first administered in
state after October 28, 1999)—tax an irrevocable trust
created by a resident. New Jersey and New York tax
on this basis in certain circumstances, and Connecti-
cut, Delaware, Michigan, Missouri, Ohio, and Rhode
Island tax if the trust has at least one resident benefi-
ciary. Massachusetts taxes if the trust has at least one
resident trustee and at least one resident beneficiary,
but Arkansas taxes if the trust has at least one resident
trustee. Idaho and Montana tax if this is one of sever-
al factors; Alabama taxes on this basis if a trust has a
resident fiduciary or current beneficiary.

E. Trust Administered in State

Fifteen states—Colorado, Georgia, Indiana,
Kansas, Louisiana (inter vivos trusts unless trust des-
ignates law of another state), Maryland, Minnesota
(trusts created or first administered in state before
1996), Mississippi, New Mexico, North Dakota, Ore-
gon, South Carolina, Utah (inter vivos trusts only),
Virginia, and Wisconsin (inter vivos trusts created or
first administered in state before October 29, 1999)—
tax a trust if it is administered in the state. Idaho,
Towa, and Montana tax on this basis if it is combined
with other factors. Hawaii taxes if the trust has at least
one resident beneficiary. Oregon provides guidance
on whether a corporate trustee is administering a trust
in the state.

F. Resident Trustee

Eight states—Arizona, California, Georgia,
Kentucky, New Mexico, North Dakota, Oregon, and
Virginia—tax if one or more trustees reside in the state.
Idaho, Iowa (inter vivos trusts only), and Montana tax
on this basis when combined with other factors.
Delaware, Hawaii, and New Hampshire tax on this
basis only if the trust has one or more resident benefi-
ciaries. Arizona, California, and Oregon provide guid-
ance on whether a corporate trustee is a resident. If
some, but not all, of the trustees of a trust are California
residents, California taxes only a portion of the income.

G. Resident Beneficiary
Five states—California, Georgia, North Car-
olina, North Dakota, and Tennessee—tax a trust if it
has one or more resident beneficiaries. If a trust is
taxed on this basis, California and Tennessee tax only
income attributable to resident beneficiaries.

III. DETERMINING WHETHER IMPOSITION
OF TAX IS CONSTITUTIONAL

A. Introduction
Notwithstanding the rules described above, a
state may tax the income of a trust only if doing so will
not violate either the Due Process Clause’ or the Com-
merce Clause® of the United States Constitution. The
Due Process Clause provides that:

No State shall make or enforce any
law which shall...deprive any person
of life, liberty, or property, without
due process of law....

The Commerce Clause provides that:

The Congress shall have Power...[t]o
regulate Commerce...among the sev-
eral States....

B. Trust Created by Will of Resident

Although they did not involve the income tax-
ation of trusts, two United States Supreme Court cases
are relevant to this discussion.

1. In Safe Deposit and Trust Company v. Vir-
ginia,’ the Court held that a Virginia tax on the value of
an inter vivos trust, which had Virginia beneficiaries
but a Maryland trustee, violated the Due Process
Clause. The Court said:"

Here we must decide whether intangi-
bles—stocks, bonds—in the hands of
the holder of the legal title with definite
taxable situs at its residence, not sub-
ject to change by the equitable owner,
may be taxed at the latter’s domicile in
another State. We think not.

2. In Quill Corporation v. North Dakota,"
the Court considered the constitutionality of North
Dakota’s use tax on an out-of-state mail order business
that had no outlets or sales representatives in the state.
At the time, about $1 million of the business’s $200
million of annual sales were made to about 3,000
North Dakota residents.”” Regarding the Due Process
Clause, the Court held that:"

In this case, there is no question that
Quill has purposefully directed its

7 U.S. CoNST. AMEND. XIV, § 1.

8 U.S. CONST. ART. I, § 8, cl. 3.

? Safe Deposit & Trust Co. v. Virginia, 280 U.S. 83 (1929).
1 Id. at 93.

" Quill Corp. v. North Dakota, 504 U.S. 298 (1992).
2 Id. at 302.
3 Id. at 308.
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activities at North Dakota residents,
that the magnitude of those contacts is
more than sufficient for due process
purposes, and that the use tax is related
to the benefits Quill receives from
access to the State. We therefore agree
with the North Dakota Supreme Court’s
conclusion that the Due Process Clause
does not bar enforcement of that State’s
use tax against Quill.

Regarding the Commerce Clause, however,
the Court reaffirmed prior decisions that a business
must have a physical presence in a state to justify the

imposition of a use tax."

The following state court decisions involve
the constitutionality of taxing trusts on this basis.

1. In Harrison v. Commissioner of Corpora-
tions and Taxation,” the trustees of two trusts created
by the Wills of New York residents sought abatements
of Massachusetts income tax on realized capital gains.
The trustees already had paid New York income tax on
the gains because the testators were New York resi-
dents,' but it appeared that the gains also were subject
to Massachusetts income tax because the trusts had

Massachusetts trustees and beneficiaries."’

cluding that Massachusetts could not tax in the cir-
cumstances, the Supreme Judicial Court of Massachu-

setts held that:'®

When a situs for taxation is estab-
lished for purposes of taxation in New
York in the circumstances here dis-
closed, there seems to us to be no
room for a situs of the same property
for taxation within this Common-
wealth. The principle, that the situs of
intangible property held in trust, in
the absence of other controlling fac-
tors follows the person of the trustee,
becomes inapplicable because by a
dominating law its situs is fixed in the
place where the testamentary trust
was created and established and is
being administered under direction of
its court. For all purposes incident to
the cases at bar, its situs is immovably

established within the State where the
testamentary trust of which it is a part
is being administered.

2. In First National Bank v. Harvey,"” the
Supreme Court of Vermont considered a request for a
refund of Vermont income tax by the trustees of a
Massachusetts trust created by the Will of a Vermont
decedent. In sustaining Vermont’s power to tax, the
court observed:*

We approve the reasoning in Harrison
v. Commissioner of Corporations and
Taxation, to the effect that a state has
the power to establish a situs for pur-
poses of taxation over testamentary
trust funds, created by its deceased
residents in intangible personal prop-
erty being administered by appointees
of its own court, under its own laws,
and thus to continue for practical pur-
poses within its jurisdiction all control
over the trusts, and especially control
for purposes of taxation; and hold that
under our statutes the Legislature has
established such a situs here for the
purpose of taxing such trust funds, and
whether the trustee is named in the
will or appointed by the court makes
no difference in this respect.

3. In Taylor v. State Tax Commissioner,” a
New York intermediate appellate court reviewed a
determination by the New York State Tax Commission
that New York income tax was payable on gain
incurred upon the sale of Florida real property held in
a trust created by the Will of a New York decedent.
Although the Will appointed two nonresident individ-
ual trustees and a New York corporate trustee, Florida
law prohibited the corporate trustee from serving so
that only the nonresident trustees served with respect
to the Florida real estate. The court held that New
York could not tax the gain as follows:*

New York’s only substantive contact
with the property was that New York
was the domicile of the settlor of the
trust, thus creating a resident trust.

14

15

Id. at 318-19.
Harrison v. Comr. of Corps. & Taxation, 272 Mass. 422

¥ First Nat’l Bank v. Harvey, 111 Vt. 281 (1940).
2 Id. at 297 (citation omitted).

(1930). 2 Taylor v. State Tax Comr., 445 N.Y.S.2d 648 (3d Dept.
1 Id. at 424. 1981).
7 Id. at 425. 2 Id. at 649 (citations omitted).
' Id. at 428.

34 ACTEC Journal 134 (2008)



The fact that the former owner of the
property in question died while being
domiciled in New York, making the
trust a resident trust under New York
tax law, is insufficient to establish a
basis for jurisdiction.

Taylor suggests that a state may not tax
income simply because a trust was created by the Will
of a resident.

4. In Pennoyer v. Taxation Division Direc-
tor,” the New Jersey Tax Court framed the question as
follows:*

Taxpayer trustee contests a deficiency
tax assessment of $100.68 for the fis-
cal year ended February 29, 1980,
imposed by the Director of the Divi-
sion of Taxation under the New Jersey
Gross Income Tax Act. The assess-
ment was imposed on the undistrib-
uted income of a testamentary trust
created by the will of a New Jersey
domiciliary. The trustee, beneficia-
ries and assets of the trust are all
located outside New Jersey.

The court held:®

Based on the facts of this case, I con-
clude that the creation of the subject
trust in New Jersey in 1970, the pro-
bate proceeding in a New Jersey court
and the jurisdiction and availability of
the New Jersey courts are not suffi-
cient contacts with the State of New
Jersey to support taxation of the
1979-1980 undistributed income of
the trust, and therefore, N.J.S.A.
54A:1-2(0)(2) may not constitutional-
ly be applied in the subject case.

Thus, Pennoyer agreed with Taylor.

5. In In re Swift,* the Supreme Court of Mis-
souri addressed the challenge to a Missouri tax assess-
ment made by the trustees of an Illinois trust created
by the Will of a Missouri testator. The court described
the pertinent facts and legal principles as follows:”

In this case, the trustees, the beneficia-
ries, the trust property, and the admin-
istration of the trust are in Illinois; the
income earned by the trusts which the
Director seeks to tax is the product of
llinois administration. The only con-
nections with Missouri are Swift’s
domicile and death in this state and the
creation and funding of the testamen-
tary trusts through the probate admin-
istration of Swift’s estate.

The Director argues that the adminis-
tration of Swift’s estate by a Missouri
probate court, together with Swift’s
Missouri domicile at death and the
creation of the subject trusts by a
“Missouri” will, provide a sufficient
nexus to justify the imposition of
income tax.

We disagree. An income tax is justi-
fied only when contemporary benefits
and protections are provided the sub-
ject property or entity during the rele-
vant taxing period. In determining
whether this state has a sufficient
nexus to support the imposition of an
income tax on trust income, we con-
sider six points of contact: (1) the
domicile of the settlor, (2) the state in
which the trust is created, (3) the loca-
tion of trust property, (4) the domicile
of the beneficiaries, (5) the domicile
of the trustees, and (6) the location of
the administration of the trust. For
purposes of supporting an income
tax, the first two of these factors
require the ongoing protection or
benefit of state law only to the extent
that one or more of the other four fac-
tors is present.

Applying the above standard, the court
held that Missouri could not tax the income in ques-
tion.”

6. In Westfall v. Director of Revenue,” the
Missouri Supreme Court applied the Swift factors to a
different fact pattern and upheld Missouri’s right to tax

» Pennoyer v. Taxation Div. Dir., 5 N.J. Tax 386 (1983).
% Id. at 388 (citation omitted).

» Id. at 399.

% In re Swift, 727 S.W.2d 880 (Mo. 1987).

7 Id. at 882.

® Id.

» Westfall v. Director of Revenue, 812 S.W.2d 513 (Mo.
1991).
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trust income. The court reasoned:*

Missouri was connected to the trust in
Swift only by the settlor’s domicile,
point (1), and the situs of the trust’s
creation, point (2). Because of those
limitations this Court properly deter-
mined Missouri lacked sufficient con-
nection with the trust to impose Mis-
souri income tax. The Rollins trust
differs, however, from the trusts in
Swift because the Rollins trust also
satisfies point (3) of the test by its
ownership of real estate in Columbia,
Missouri. In addition, the trust instru-
ment shows that under certain contin-
gencies charities in Columbia will
receive distributions; it specifies the
Board of Trustees of the Columbia
[Missouri] Public Library as a contin-
gent beneficiary and the Boone Coun-
ty National Bank as a possible succes-
sor trustee. These considerations
taken together with points (1), (2) and
(3) provide a sufficient nexus to sup-
port the imposition of an income tax
on trust income.

7. 1In District of Columbia v. Chase Manhat-
tan Bank,’' the first relevant case decided after the
Supreme Court’s Quill decision (summarized above),
the District of Columbia Court of Appeals denied a
$324,315 District of Columbia income tax refund to
the trustee under the Will of a resident of the District.
At the outset, the court summarized the facts and its
conclusion as follows:*

This case presents an issue of first
impression in this court: can the Dis-
trict of Columbia, consistent with the
Due Process Clause, tax the annual
net income of a testamentary trust
created by the will of an individual
who died while domiciled in the Dis-
trict, when the trustee, trust assets,
and trust beneficiaries are all present-
ly located outside the District. We

hold that the Due Process Clause does
not prevent the District from impos-
ing such a tax, given the continuing
supervisory relationship which the
District’s courts have with respect to
administration of such a trust, and in
so doing we reject several decisions in
other states holding that due process
requires a greater connection between
the trust and the taxing jurisdiction
than the residence of the settlor.

Departing from Taylor and Pennoyer, this
case indicates that a state may tax solely because the
trust arises under the Will of a resident.

8. In Chase Manhattan Bank v. Gavin,” the
Supreme Court of Connecticut denied the trustees’
request on constitutional grounds for Connecticut
income tax refunds in four testamentary trusts. The court
summarized its analysis and conclusions as follows:*

[T]he taxability of the income of the
resident testamentary trusts in this case
is based on the fact that the testators
were Connecticut domiciliaries at the
time of their deaths.... The plaintiff
claims that this taxation scheme, as
applied to it, violates the due process
clause and the commerce clause of the
federal constitution. We consider the
plaintiff’s contentions in turn. We con-
clude that none of them is persuasive.

Here, the Supreme Court of Connecticut
agreed with the District of Columbia decision.

C. Inter Vivos Trust Created by Resident

The two United States Supreme Court cases
cited in B, above, are relevant here as well. The fol-
lowing state court decisions involve the constitutional-
ity of taxing trusts on this basis.

1. In Mercantile-Safe Deposit and Trust
Company v. Murphy,” a New York intermediate appel-
late court addressed whether New York could tax the
accumulated income of an inter vivos trust that had a
resident current discretionary beneficiary. In holding
that it could not, the court said:*

% Id. at 514 (citations and internal quotation marks omitted).

3t District of Columbia v. Chase Manhattan Bank, 689 A.2d
539 (D.C. 1997).

2 Id. at 540.

% Chase Manhattan Bank v. Gavin, 249 Conn. 172 (1999).

* Id. at 183.

* Mercantile-Safe Deposit & Trust Co. v. Murphy, 19 A.D.
2d 765 (3d Dep’t 1963), aff’d, 15 N.Y.2d 579 (1964).

¢ Jd. at 765-66 (citations omitted).
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It is conceded that the trustee is domi-
ciled in the State of Maryland, that the
trust is administered there and that the
intangibles constituting its corpus have
been at all times in its exclusive pos-
session and control in that State.
Although this trust must be deemed a
resident trust by statutory definition
the related statutes which impose a tax
upon its accrued income undertake in
the circumstances disclosed here to
extend the taxing power of the State to
property wholly beyond its jurisdiction
and thus conflict with the due process
clause of the Fourteenth Amendment
of the Federal Constitution. We find
no merit either in the continuing juris-
diction theory advanced by defendants
or in their thesis that since the resident
beneficiaries of the trust could be taxed
on income distributed the nonresident
trustee can be taxed on income accu-
mulated.

Mercantile stands for the proposition that
a state may not tax an inter vivos trust created by a res-
ident simply because the trust has a resident current
contingent beneficiary.
2. In Potter v. Taxation Division Director,” the
New Jersey Tax Court described its task as follows:*

Taxpayer trustee contests a deficiency
tax assessment for the fiscal year
ended February 29, 1980, imposed by
the Director of the Division of Taxa-
tion under the New Jersey Gross
Income Tax Act. The assessment was
imposed on the undistributed income
of an irrevocable inter vivos trust cre-
ated by a New Jersey domiciliary.
The trustee, beneficiaries and assets
are all located outside New Jersey.

The court rejected New Jersey’s ability to
tax the trust for the following reasons:*

Any benefit to the trust from the laws
of the State of New Jersey relative to
the distribution of assets from the
estate to the trust can be accounted for

in terms of the inheritance tax paid to
the State of New Jersey on the assets
distributed and transferred to the trust.
The facts of this case indicate that the
irrevocable inter vivos trust has a situs
in New York, not New Jersey. The
fact that contingent beneficiaries
reside in New Jersey does not alter
this conclusion. These beneficiaries
are taxable on trust income distrib-
uted to them or on undistributed
income over which they have control.
The state in which a beneficiary is
domiciled may tax trust income dis-
tributed to the beneficiary. The fact
that contingent beneficiaries are
domiciled in New Jersey does not
constitute a contact sufficient to
empower New Jersey to tax undistrib-
uted trust income where the contin-
gent beneficiaries have no right to the
undistributed trust income.

Hence, Potter stands for the same proposi-
tion as Mercantile.

3. In Blue v. Department of Treasury,” the
Michigan Court of Appeals considered whether
Michigan could tax the income of an inter vivos trust
created by a resident. In concluding that imposition of
Michigan tax in the circumstances would violate the
Due Process Clause of the Fourteenth Amendment, the
court said:*

We hold that there are insufficient
connections between the trust and the
State of Michigan to justify the impo-
sition of an income tax. We choose to
follow the cases in Missouri and New
York restricting the state’s power to
impose tax on resident trusts where
neither the trustee nor the trust proper-
ty are within the state. We conclude
that there is no ongoing protection or
benefit to the trust. All of the income-
producing trust property is located in
Florida while the only trust property in
Michigan is non-income producing.
Both the income beneficiary of the
trust and the trustee are domiciled in
Florida. Most importantly, the trust is

7 Potter v. Taxation Div. Dir., 5 N.J. Tax 399 (1983).
¥ Id. at 401 (citation omitted).
¥ Id. at 405 (citation omitted).

“ Blue v. Department of Treasury, 185 Mich. App. 406
(1990).
" Id. at 410-11.

34 ACTEC Journal 137 (2008)



administered and registered in Florida.
We are unpersuaded by defendant’s
arguments that the fact that the trust is
defined as a resident trust imparts
legal protections and jurisdiction. We
find that these protections are illusory
considering that the trust is registered
and administered in Florida. The state
cannot create hypothetical legal pro-
tections through a classification
scheme whose validity is constitution-
ally suspect and attempt to support the
constitutionality of the statute by these
hypothetical legal protections.

Notably, the court held that Michigan
could not tax the trust even though the trust held
Michigan real property.

4. District of Columbia v. Chase Manhattan
Bank,” summarized in B, above, dealt exclusively
with the income taxation of a trust, which was created
by the Will of a District of Columbia decedent, that
had no trustees, beneficiaries, or assets in the District.
Nevertheless, the case sometimes is cited erroneously
to support the taxation of an inter vivos trust in the
same circumstances. But, the court was careful to note
that it might not have upheld the District’s right to tax
an inter vivos trust as follows:*®

We express no opinion as to the con-
stitutionality of taxing the entire net
income of inter vivos trusts based
solely on the fact that the settlor was
domiciled in the District when she
died and the trust therefore became
irrevocable. In such cases, the nexus
between the trust and the District is
arguably more attenuated, since the
trust was not created by probate of the
decedent’s will in the District’s courts.
An irrevocable inter vivos trust does
not owe its existence to the laws and
courts of the District in the same way
that the testamentary trust at issue in
the present case does, and thus it does
not have the same permanent tie to the
District. In some cases the District
courts may not even have principal

supervisory authority over such an
inter vivos trust. The idea of funda-
mental fairness, which undergirds our
due process analysis, therefore may or
may not compel a different result in an
inter vivos trust context.

5. In Chase Manhattan Bank v. Gavin,*
mentioned in B, above, the Connecticut Supreme
Court also denied the trustees’ request on constitution-
al grounds for Connecticut income tax refunds in an
inter vivos trust that had a current resident non-contin-
gent beneficiary. The court held as follows:*

The taxability of the income of the
inter vivos trust in this case is based
on the fact that the settlor of the trust
was a Connecticut domiciliary when
the trust was established and the ben-
eficiary is a Connecticut domiciliary.
The plaintiff claims that this taxation
scheme, as applied to it, violates the
due process clause and the commerce
clause of the federal constitution. We
consider the plaintiff’s contentions in
turn. We conclude that none of them
is persuasive.

6. In Frances M. Rosen Irrevocable Trust v.
State ex rel. Oklahoma Tax Commission,* the Court
of Civil Appeals affirmed a decision of the Tax Com-
mission that denied the trustee of an irrevocable trust
refunds of Oklahoma fiduciary income taxes for
1994, 1995, and 1996. Although the settlor lived in
Oklahoma when she created the trust in 1990, she
and the trustee had moved to Nevada by 1994. The
court did not consider the constitutional aspects of
the matter.

D. Trust Administered in State

There are no relevant United States Supreme
Court cases. The following Wisconsin cases consid-
ered this issue.

1. In Wisconsin Department of Taxation v.
Pabst,* the Supreme Court of Wisconsin held that
Wisconsin could not tax a trust because the adminis-
tration did not occur in the state. The court justified
its conclusion as follows:*

“ District of Columbia v. Chase Manhattan Bank, 689 A.2d
539 (D.C. 1997).

® Id. at 547 n.11.

* Chase Manhattan Bank v. Gavin, 249 Conn. 172 (1999).

“ Id. at 183.

“ Frances M. Rosen Irrevocable Trust v. State ex rel. Okla.
Tax Comm’n, 2001 OK Civ. App. 114 (2001).

“ Wisconsin Dep’t of Taxation v. Pabst, 15 Wis. 2d 195
(1961).

“ Id. at 202.
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To administer the trusts involved
would be to manage, direct, or super-
intend the affairs of these trusts.
Weber [a Wisconsin resident] did not
perform these functions. The policy
decisions were made by the nonresi-
dent trustees. Weber implemented
those policy determinations. The
trustees decided whether to distribute
the income, whether to seek invest-
ment advice, and whether ministerial
duties should be delegated to someone
other than themselves. Ministerial
acts performed in Wisconsin included
an annual audit made by a Milwaukee
certified public accountant and the fil-
ing of federal tax returns in the Mil-
waukee office of the internal revenue
department. The activities carried on
in Wisconsin were only incidental to
the duties of the trustees.

determining whether such a trust is
administered in Wisconsin may be
made more difficult when the busi-
ness of the trust is partly conducted in
other states as well as in Wisconsin.
In such a situation, a proper applica-
tion of the statute would appear to
require the conclusion that the trust is
being administered in Wisconsin
within the meaning of the statute if
the major portion of the trust business
is conducted in Wisconsin.

The court concluded:*!

In the instant case Wisconsin has
extended the protection of its laws to
the activities of Weber in carrying on
the business of the trust at the office
of Pabst Farms, Inc. Although no rent
was paid by the trust for the use of
such office, we deem this an entirely

2. In Pabst v. Wisconsin Department of Tax-
ation,” the same court held that Wisconsin could tax a
different Pabst family trust because administration
did occur in the state. At the outset, the court indicat-
ed a change of approach regarding income taxation in
Wisconsin:*

fortuitous circumstance. The only
office that the trust had was main-
tained in Wisconsin and the major
portion of the trust’s business was
transacted here during the period in
question. We are satisfied there was a

The key word of the statute, insofar
as this appeal is concerned, is
‘administered.” In Wisconsin Depart-
ment of Taxation v. Pabst, we had
before us the application of this same
statute to two other trusts created by
the settlor Ida C. Pabst. The decision
cited the definition of ‘administer’ in
Webster’s Third New International
Dictionary which stressed the ele-
ment of managing, directing, or
superintending affairs.

Nevertheless, upon further considera-
tion we now conclude that the statuto-
ry word ‘administered’ as applied to
an inter vivos trust of intangibles
means simply conducting the busi-
ness of the trust. The problem of

sufficient nexus with Wisconsin to
permit it to impose the income taxes
which it did, and we so hold.

E. Resident Trustee

In Greenough v. Tax Assessor of Newport,”
the United States Supreme Court held that Rhode
Island’s ad valorem tax on an out-of-state trust with a
Rhode Island cotrustee did not violate the Due
Process Clause.

The following state cases addressed this issue.

1. In Harrison v. Commissioner of Cor-
porations and Taxation,” discussed in B above,
the Supreme Judicial Court of Massachusetts also
considered the trustees’ request for an abatement
of Massachusetts income tax on gains incurred by
a trust created by the Will of a resident of the Dis-
trict of Columbia. In holding that the Common-
wealth could not tax the entire gain, the court
observed that:*

* Pabst v. Wisconsin Dep’t of Taxation, 19 Wis. 2d 313

(1963).

%0 JId. at 321 (citation omitted).
U Id. at 329.

2 Greenough v. Tax Assessor of Newport, 331 U.S. 486

(1947).

> Harrison v. Comr. of Corps. & Taxation, 272 Mass. 422
(1930).

> Id. at 430.
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The jurisdiction to tax rests solely on
the fact that one of three trustees was
resident in this Commonwealth. We
are of opinion that this fact will not
support a tax upon the entire gain to
the trust.

The court then rejected the Common-
wealth’s contention that a proportionate amount of the
gain was taxable as follows:”

The defendant argues upon this aspect
of the case that if the tax is bad to the
extent that the nonresident trustees
had an undivided part interest, then it
is valid upon the proportion of the
income attributable to the resident
trustee. This contention cannot be
supported. Manifestly that situation
was not before the mind of the Legis-
lature in enacting § 10.

2. In McCulloch v. Franchise Tax Board,®
the Supreme Court of California held that California
could tax a beneficiary on accumulated income dis-
tributed to him from a Missouri trust because a
cotrustee was a California resident. The court said:”

We conclude that California could
constitutionally tax plaintiff as the
resident beneficiary upon the accu-
mulated income when it was distrib-
uted to him. But plaintiff in the
instant case was simultaneously bene-
ficiary and a trustee. No possible
doubt attaches to California’s consti-
tutional power to tax plaintiff as a
trustee. His secondary role as a
trustee reinforces the independent
basis of taxing plaintiff as beneficiary.

F. Resident Beneficiary
There are no pertinent United States Supreme
Court cases. The following California cases consid-
ered this issue.

1. In McCulloch v. Franchise Tax Board,”*
the Supreme Court of California held that California
could tax a California resident beneficiary on accu-
mulated income distributed to him from a Missouri
trust for the reason just quoted.”

2. In In the Matter of the Appeal of The First
National Bank of Chicago, Trustee for Virginia Kirk
Cord Trust, et al.,”° the California State Board of
Equalization ruled that California could tax six trusts
being administered in Illinois because all beneficia-
ries were California residents. It said:*

Appellant also urges that section
17742 (formerly 18102) is unconsti-
tutional if it purports to tax the non-
California income of a foreign trust
which is administered by a nonresi-
dent trustee. This argument has been
fully answered by the California
Supreme Court in McCulloch v.
Franchise Tax Board wherein the
court held that California could con-
stitutionally tax a Missouri trust on
income which was payable in the
future to a beneficiary residing in this
state, although such income was
actually retained by the trust. The
fact that the resident beneficiary was
also one of the trust’s three trustees
was not relied upon by the court in
holding that the residence of the ben-
eficiary afforded a constitutionally
sufficient connection to bring the
trust’s income within California’s tax
jurisdiction.

3. In In the Matter of the Appeal of C.
Pardee Erdman,”* the California State Board of
Equalization, following McCulloch and Cord, ruled
that California could require California resident
remainder beneficiaries to pay California tax on
accumulated income and capital gains that had not
previously been paid by the trustee of two trusts
being administered in Illinois.

» Id. at 431.
¢ McCulloch v. Franchise Tax Board, 61 Cal. 2d 186 (1964).
7 Id. at 198.
% Id. at 186.
* Id. at 198.
% In the Matter of the Appeal of The First National Bank of

Chicago, Trustee for Virginia Kirk Cord Trust, et al., 1964 CAL.
Tax Lexis 39 (1964).

' Id. at 67 (citation omitted).

% In the Matter of the Appeal of C. Pardee Erdman, 1970
CaL. Tax Lexis 50 (1970).
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IV. SPECIFIC STATE CONSIDERATIONS

A. New York

In 2007, the top rate for a nongrantor trust that
was a resident of New York State but not of New York
City was 6.85% on income over $20,000.% If a trust
also resided in New York City, it also was subject to
New York City tax at a rate of up to 3.648% on income
over $50,000.% Hence, a New York City resident trust
was taxable at a rate of up to 10.498%.

The New York tax law defines a resident trust
as:®

(B) a trust, or a portion of a trust, con-
sisting of property transferred by will
of a decedent who at his death was
domiciled in this state, or

(C) a trust, or portion of a trust, con-
sisting of the property of:

(i) a person domiciled in this
state at the time such property
was transferred to the trust, if
such trust or portion of a trust
was then irrevocable, or if it
was then revocable and has
not subsequently become
irrevocable; or

(i1) a person domiciled in this
state at the time such trust, or
portion of a trust, became
irrevocable, if it was revoca-
ble when such property was
transferred to the trust but has
subsequently become irrevo-
cable.

But, the following provision was added in
2003 to read in relevant part as follows:*

(D)(1) Provided, however, a resident
trust is not subject to tax

under this article if all of the
following conditions are sat-
isfied:

(I) all the trustees are domiciled
in a state other than New
York;

(IT) the entire corpus of the trusts,
including real and tangible
property, is located outside
the state of New York; and

(III) all income and gains of the
trust are derived from or con-
nected with sources outside
of the state of New York,
determined as if the trust
were a non-resident trust.

(i) For purposes of item (II) of clause (i)
of this subparagraph, intangible prop-
erty shall be located in this state if one
or more of the trustees are domiciled
in the state of New York.

The above provision codifies the holdings of
the Taylor and Murphy cases cited above, which later
were implemented by administrative regulations.

Commentators succinctly summarize the
reach of the New York fiduciary income tax as fol-
lows:*

Essentially, New York will not tax a
trust that has no New York trustees, no
New York assets, and no New York
source income.

The Technical Services Division of the Office
of Tax Policy Analysis of the New York State Depart-
ment of Taxation provided guidance in 2003 on
whether or not the donee of a power of appointment is
the “transferor” to the appointive trust for New York
income tax purposes.® It concluded that:*

% N.Y. Tax Law § 601(c)(1).

¢ 2007 NY IT-205-1 at 20.

% N.Y. Tax Law § 605(b)(3)(B)—(C).

% Id. § 605(b)(3).

 Philip J. Michaels & Laura M. Twomey, How, Why, and
When to Transfer the Situs of a Trust, 31 EsT. PLAN. 28, 29 (Jan.
2004).

% TSB-A-03(6)I, 2003 N.Y. Tax LExis 313 (Nov. 21, 2003).
See Richard B. Covey & Dan T. Hastings, State Taxation of Trust

Income, Effect of Exercise of Power of Appointment, PRAC. DRAFT-
ING 7549 (Jan. 2004). Accord Conn. Dep’t of Revenue Servs. Rul-
ing 2005-2 (Jan. 14, 2005), available at www.ct. gov/drs/cwp/
view.asp?a=1513&q=289024 (last visited Oct. 14, 2008). See
Richard B. Covey & Dan T. Hastings, State Taxation of Trust
Income; Effect of Exercise of Power of Appointment; Connecticut
Law, PRAC. DRAFTING 9100 (Oct. 2007).
% Id. (citation omitted).
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[T]he residency of an appointive trust
created by the exercise of a power of
appointment is determined based on
the domicile of the donor of the prop-
erty who transferred the property to
the trust. A person who transfers
property held in trust to an appointive
trust by the exercise of a general
power of appointment over the trust
property is considered the donor of
the trust property for purposes of
determining the residency of the
appointive trust. Conversely, a person
who transfers property held in trust to
an appointive trust by the exercise of a
special power of appointment over the
trust property is not considered the
donor of the trust property for purpos-
es of determining the residency of the
appointive trust. The donor of the
special power of appointment is con-
sidered the donor of the trust property
for purposes of determining the resi-
dency of the appointive trust.

In 2004, that agency issued guidance that indi-
cated that an adviser or committee that directs the
trustee on investment, distribution, or other matters or
that has a veto power over the trustees actions will be
treated as a cotrustee.” Accordingly, a trust will be
subject to New York tax if such an adviser or commit-
tee member lives in New York even if the trustee and
all trust property are outside the state.

B. New Jersey
New Jersey follows New York’s approach.
Thus, New Jersey defines a resident trust as follows:”

A resident ...trust means:...

(2) A trust, or a portion of a trust, con-
sisting of property transferred by will
of a decedent who at his death was
domiciled in this State, or

(3) A trust, or portion of a trust, con-
sisting of the property of:

(a) A person domiciled in this State
at the time such property was
transferred to the trust, if such
trust or portion of a trust was then
irrevocable, or if it was then revo-
cable and has not subsequently
become irrevocable; or

(b) A person domiciled in this State
at the time such trust, or portion
of a trust, became irrevocable, if
it was revocable when such prop-
erty was transferred to the trust
but has subsequently become
irrevocable.

The top rate for a New Jersey resident trust in

2007 was 8.97% on income over $500,000.

The instructions for the 2007 New Jersey
Gross Income Tax Fiduciary Return provide in rele-

vant part as follows:”

C.

If a resident trust...does not have any
assets in New Jersey or income from
New Jersey sources, and does not
have any trustees...in New Jersey, it
is not subject to New Jersey tax.
However, a New Jersey Gross Income
Tax Fiduciary Return should be filed
with a statement attached certifying
the trust’s...exempt status.

California

Under California’s sui generis system, a resi-
dent trust was taxed in 2007 at a rate of up to 10.30%

on income over $1 million™ on two bases:”

poses.”

The tax applies to the entire taxable
income...of a trust, if the fiduciary or
beneficiary (other than a beneficiary
whose interest in such trust is contin-
gent) is a resident, regardless of the
residence of the settlor.

Rules are provided for determining the resi-
dence of a corporate fiduciary™ and for other pur-

" TSB-A-04(7)I, 2004 N.Y. Tax Lexis 259 (Nov. 12, 2004).
See Richard B. Covey & Dan T. Hastings, State Income Taxation of
Trusts, New York Law, PRAC. DRAFTING 8228 (July 2005).

7 NJSA § 54A:1-2(0).

7 Id. §54A:2-1(b)(5).

3 2007 Form NJ-1041 at 1.

" CAL. REv. & Tax CopE §§ 17041(a), (e), (h), 17043(a).
» Id.
" Id.
7 Id.

§ 17742(a). See id. §§ 1774317744,
§ 17742(b).
§ 17745.
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Even if a Californian is receiving current
income distributions from a trust that has a non-Cali-
fornia trustee, the trustee should be able to defer or
avoid California taxation of accumulated ordinary
income and capital gains if distribution of such income
and gains is within the trustee’s discretion. In this
connection, in a 2006 Technical Advice Memoran-
dum,” the California Franchise Tax Board ruled that:

1. A resident beneficiary of a discretionary

trust has a noncontingent interest in the
trust only as of the time, and to the extent
of the amount of income, that the trustee
actually decides to distribute;

2. Accumulated income is taxable to a trust

when it is distributed or distributable to a
resident beneficiary; and

3. The conclusion in 1 above is unaffected if

the trustee may or does distribute principal
(capital gains) to the current beneficiary.”

The California Franchise Tax Board may enter
into voluntary disclosure agreements with certain trusts
and nonresident beneficiaries.* A trustee or beneficia-
ry might want to take advantage of this procedure, for
example, because a trust that had not been subject to
California income tax now must pay such tax due to the
move of a trustee or beneficiary to California.

D. Idaho and Virginia

Some states tax a trust only if it satisfies sever-
al requirements. For example, Idaho taxed a trust in
2007 at a rate of up to 7.80% only if it met at least
three of the following five conditions: the grantor
lived in Idaho, the trust was governed by Idaho law,
trust property was located in Idaho, a trustee lived in
Idaho, or the trust was administered in Idaho.®* Simi-
larly, in 2007, Virginia taxed a trust (the top rate was
5.75%) created by a Virginia resident only if a trustee,
a beneficiary, or trust property was located there.® A
resident of such a state should design a trust to be
exempt from such state’s fiduciary income tax.

E. Delaware
A trust is a resident trust in Delaware if it was
created by the Will of a Delaware resident or by an
inter vivos instrument created by such a resident or if
the trust has a resident trustee.¥ In 2007, the top rate

was 5.95% on income over $60,000.* The trustee of a
Delaware resident trust may deduct income (including
capital gains) set aside for future distribution to nonres-
ident beneficiaries.* In calculating comparable deduc-
tions, some states treat all unknown or unascertained
beneficiaries as residents,* but Delaware treats them as
residents or nonresidents based on the current resi-
dence of their known or putative parents or other iden-
tifying persons.” Because Delaware has a small popu-
lation, few Delaware trusts pay Delaware income tax.

V. PLANNING, ETHICAL, AND OTHER
ISSUES FOR NEW TRUSTS

A. Introduction
The state fiduciary income tax implications of
a trust should be considered in the planning stage
because it is much easier not to pay a tax in the first
place than to obtain a refund. In planning to avoid one
state’s tax, the attorney must make sure that the trust
will not be taxed in one or more other states.

B. Trust Created by Will of Resident

As a general rule, a client will have a better
chance of avoiding state income tax by creating and
funding a revocable trust in another jurisdiction during
life than by creating trusts in his or her Will. This is
because the cases summarized in III, B, and III, C,
above, show that courts are less likely to tax inter
vivos trusts than testamentary trusts. Even in New
York and New Jersey, where a testamentary trust can
avoid tax by having no fiduciary, assets, or source
income in the state, the inter vivos trust might be the
preferred vehicle because it will escape the income tax
that otherwise would be payable by the probate estate.

Regardless of the above, clients will create
testamentary trusts. In II, C, above, seventeen states
are listed that tax a trust solely because the testator
lived in the state at death. Although the highest courts
in two of these jurisdictions—the District of Colum-
bia and Connecticut—have upheld the jurisdiction’s
ability to tax on this basis, the constitutionality of the
imposition of the tax might be subject to attack in
another state.

In New York and New Jersey, the rules for
avoiding tax are clear and should be followed strictly.

" Cal. Franchise Tax Board Technical Advice Memorandum
2006-0002 (Feb. 17, 2006).

" Id.

% CAL. REV. & Tax CopE §§ 19191-19192.

" IpAHO ADMIN. CODE Regs. 35.01.01.035. See Richard B.
Covey & Dan T. Hastings, Income Taxation of Trust Income, Idaho
Law, PRAC. DRAFTING 6618, 6618—-19 (Oct. 2001).

2 PD. 93-189, 1993 VA. Tax Lexis 187 (1993).
# 30 DEL. C. § 1601(8).

% Id. § 1102(a)(11).

s Id. § 1636.

% See, e.g., MAss. GEN. Laws ch. 62, § 10(a).

¥ 30 DEL. C. § 1636(b).
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In Idaho, Iowa, and Montana, where the testator’s res-
idence is one of several factors that determine taxabil-
ity, the attorney should arrange other factors to avoid
tax. Delaware, Missouri, and Rhode Island tax a testa-
mentary trust that has at least one resident beneficiary.
If the applicable tax law does not apportion tax based
on the number of resident and nonresident beneficia-
ries, the client might create multiple trusts to free the
income attributable to assets held for nonresident ben-
eficiaries from tax.

Because Alabama, Arkansas, and Massachu-
setts might tax a testamentary trust that has a resident
fiduciary, tax may easily be avoided by appointing a
nonresident fiduciary. In this connection, it is common
practice for attorneys in Boston law firms to serve as
trustees of trusts created by Massachusetts residents.
In such a case, the attorney should discuss the appoint-
ment and its implications with the client because such
an appointment often will cause the trust’s accumulat-
ed income and capital gains to be subject to Massachu-
setts income tax (usually at 5.30%)* that could be
avoided by appointing a non-Massachusetts trustee.*

The courts that sustained a jurisdiction’s right
to tax a testamentary trust solely because of the testa-
tor’s residence did so because of ongoing benefits
available to the trust through that state’s judicial sys-
tem. In the District of Columbia, Connecticut, and
other states, a trust might escape taxation if the Will
designates the law of another state to govern the trust
and gives the courts of that other state exclusive juris-
diction over the trust. The Will also might direct the
trustee to initiate a proceeding to have the court of the
other state accept jurisdiction.

A state that taxes on this basis is a good place
for a resident of another state to create a trust.

C. Inter Vivos Trust Created by Resident

In II, D, above, twelve states are listed that tax
a trust solely because the settlor lived in the state.
None of the cases summarized in III, C, above, held
that a state could tax solely on this basis. Although the
Gavin case in Connecticut held that taxation was con-
stitutional if a trust has a resident noncontingent bene-
ficiary, the Mercantile case in New York held that the
state could not tax a trust that had a resident current
discretionary beneficiary and the Blue case in Michi-
gan held that the state could not tax a trust that held
unproductive Michigan real estate.

With proper planning, the attorney easily can
avoid taxation by New York and New Jersey in many

situations. In Idaho and Montana, the attorney often
may manipulate other factors to avoid taxation. In
Alabama, Connecticut, Delaware, Massachusetts,
Michigan, Missouri, Ohio, and Rhode Island, the
attorney should make sure that portions of trusts attrib-
utable to nonresident beneficiaries are not taxed need-
lessly. The attorney should avoid appointing resident
fiduciaries in Alabama, Arkansas, and Massachusetts.

As with a testamentary trust, the attorney
might increase a trust’s ability to escape tax by desig-
nating in the governing instrument that the law of
another state will govern the trust and that the courts
of that state will have exclusive jurisdiction over it.

Residents of other states should consider cre-
ating trusts in states that tax on the basis of the settlor’s
residence.

D. Trust Administered in State

An attorney should think long and hard before
having a client create a trust in one of the fifteen states
(other than Minnesota and Wisconsin) listed in II, E,
above, that tax a trust solely because it is administered
in the state. This is a factor that can be managed to
avoid taxation by Idaho, Iowa, and Montana, which
tax based on several factors. Taxation can be avoided
in Hawaii even if the trust has a resident beneficiary.
In any event, the attorney should ensure that all admin-
istration occurs outside the state in question.

E. Resident Trustee
A trust can avoid taxation by the eight states
listed in II, F, above, if it does not have a resident fidu-
ciary. This factor may be managed to avoid taxation
by Idaho, Iowa, and Montana. The attorney must be
mindful of this factor if a trust has resident beneficia-
ries in Delaware, Hawaii, and New Hampshire.

F. Resident Beneficiary

The five states listed in II, G, above, tax a trust
solely because it has resident beneficiaries. The attor-
ney should ensure that income on assets attributable to
nonresident beneficiaries won’t be taxed unnecessari-
ly. He or she also should make sure that tax on accu-
mulated income and capital gains that might ultimate-
ly be distributed to nonresident beneficiaries won’t be
taxed prematurely.

G. Filing Position
In some cases, it will be entirely clear whether
a trust must pay a state’s fiduciary income tax, while,

8 MASS. GEN. Laws ch. 62, § 4. On November 4, 2008,
Massachusetts voters will decide whether to repeal the Common-
wealth’s income tax, but repeal is not expected to pass (see Tom

Herman, A Tax Revolt is Quietly Brewing In Some States, WALL ST.
J., Aug. 20, 2008, at D1, D2).
% Id. § 10(c).
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in others, taxability will not be so evident. In uncer-
tain cases, the attorney might request a ruling from the
state’s taxation department if it has a procedure for
issuing rulings. To minimize penalties and interest in
unclear situations, the attorney might advise the
trustee to file a timely return reporting that no tax is
due and citing comparable cases from other jurisdic-
tions. The attorney might also counsel the trustee to
segregate funds to pay taxes, penalties, and interest if
the filing position is unsuccessful. In any event, the
attorney and trustee should take a no-tax position in an
uncertain case only after advising the settlor and bene-
ficiaries in writing of the proposed action.

This author is unaware of any case in which the
taxation department of one state has sued a trustee in a
court in another state to collect tax allegedly due the
first state. Nor is this author aware of a reported case in
which a trustee has been surcharged for failing to mini-
mize income tax. However, this author has heard that
such cases are pending in New York State and believes
that a successful surcharge case is inevitable.

H. Self-Settled Trust Option

In several instances,” the Internal Revenue
Service (“IRS”) has ruled that irrevocable self-settled
trusts were nongrantor trusts. On the basis of these
rulings, settlors are avoiding California, Massachu-
setts, New Jersey, and New York income tax on accu-
mulated income and capital gains. Such settlors might
later be able to receive discretionary distributions of
the untaxed income. Although the IRS announced in
July of 2007 that it is studying one aspect of the struc-
ture approved in the rulings (i.e., whether a member of
a distribution committee has a general power of
appointment),” clients may continue to use this strate-
gy while that study is ongoing by employing different
approaches (e.g., by appointing a three-member distri-
bution committee in which a member who ceases to
act is not replaced).

I. Source Income
The attorney should make sure that a small
amount of source income will not taint an entire trust.”
For example, it appears from the statute quoted in IV,
A, above, that this is the case in New York.

J. Ethical Concerns

In some instances, it will be clear to the attor-
ney that a trust will not be subject to state fiduciary
income tax. In other situations, however, it will not be
clear whether the tax of a given state applies to the
trust or, if it does, whether imposition of the tax is
constitutional in the circumstances. The ABA Com-
mittee on Ethics and Professional Responsibility has
advised that:*

[A] lawyer may advise reporting a
position on a return even where the
lawyer believes the position probably
will not prevail, there is no “substan-
tial authority” in support of the posi-
tion, and there will be no disclosure of
the position in the return. However,
the position to be asserted must be
one which the lawyer in good faith
believes is warranted in existing law
or can be supported by a good faith
argument for an extension, modifica-
tion or reversal of existing law. This
requires that there is some realistic
possibility of success if the matter is
litigated. In addition, in his role as
advisor, the lawyer should refer to
potential penalties and other legal
consequences should the client take
the position advised.

VI. PLANNING FOR EXISTING TRUSTS

A. Introduction

Every trustee should review all trusts that he,
she, or it administers to identify all trusts that are pay-
ing state income tax. With the assistance of counsel,
the trustee should determine whether that tax can be
reduced or eliminated. If tax has been paid erroneous-
ly, the trustee should request refunds for open years. If
the trustee discovers that tax can be escaped, the
trustee should consider filing a “final” return in the
year before the occurrence of a major transaction (e.g.,
the sale of a large block of low-basis stock). At the
same time, the trustee and the advising attorney must

“ PLRs 200731019 (May 1, 2007), 200729025 (Apr. 10,
2007), 200715005 (Jan. 3, 2007), 200647001 (Aug. 7, 2006),
200637025 (June 5, 2006), 200612002 (Nov. 23, 2005),
200502014 (Sept. 17, 2004), 200247013 (Aug. 14, 2002),
200148028 (Aug. 27, 2001). See Thomas R. Pulsifer & Todd A.
Flubacher, Eliminate a Trust’s State Income Tax, 145 TR. & EST. 30
(May 2006); Bruce D. Steiner, The Accidentally Perfect Non-
Grantor Trust, 144 Tr. & EsT. 28 (Sept. 2005).

' L.R. 2007-127, 2007 I.R.B. LEx1s 589 (July 9, 2007).

%2 See Philip J. Michaels & Laura M. Twomey, How, Why, and
When to Transfer the Situs of a Trust, 31 EST. PLAN. 28, 29 (Jan.
2004).

% ABA Comm. on Ethics and Prof’l Responsibility, Formal
Op. 352 (1985). See Dennis J. Ventry, Jr., Lowering The Bar: ABA
Formal Opinion 85-352, 112 Tax NoOTES 69 (July 3, 2006).
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make sure that steps taken to avoid one state’s tax
won’t subject the trust to tax elsewhere.

B. Trust Created by Will of Resident

If a state imposes its tax on a testamentary
trust if the testator lived there at death, whether or not
tax will continue to apply raises complex constitution-
al issues that were discussed in III, above. The consti-
tutional issues involve the question of whether the
state statute creating the basis on which the income tax
is imposed violates various federal and state constitu-
tional mandates, including the Commerce Clause and
the Due Process Clause of the United States Constitu-
tion, and therefore can be safely ignored in the
absence of any continuing nexus between the trust and
the original state.

As discussed in IV, above, New York, New
Jersey, and other states offer clear guidance on how to
avoid tax. To escape tax in these states or to improve
prospects for avoiding tax in states where the rules are
not as clear, the trustee might explore transferring the
trust's situs to another state, which might be accom-
plished by a provision in the governing instrument or
by a state statute or court procedure. Wisconsin recog-
nizes that a change of situs will end a testamentary
trust’s liability for tax,” and a Pennsylvania ruling
came to this result.”

C. Inter Vivos Trust Created by Resident
To determine whether a state’s income tax on
an inter vivos trust created by a resident can be avoid-
ed, the trustee and attorney should go through a
process comparable to that described in B, above.

D. Trust Administered in State
Here, it might be possible to escape tax simply
by changing the place where the trust is administered,
with or without court involvement.

E. Resident Trustee
In states that tax on this basis, it should be
possible to escape tax simply by replacing the resident
fiduciaries with nonresident fiduciaries.

F. Resident Beneficiary
Short of having the beneficiary move, it is dif-
ficult if not impossible to prevent a resident beneficia-
ry from being taxed on current distributions. Nonethe-
less, the attorney and trustee should make sure that tax
is not paid prematurely on accumulated income and
capital gains.

G. Federal Transfer Tax Consequences

Taking action (e.g., changing the trustee or
place of administration) to avoid state income tax will
not cause a trust that is grandfathered for federal gen-
eration-skipping transfer tax purposes (because it was
irrevocable on September 25, 1985) to lose that sta-
tus.” Because the IRS says that it is safe to modify a
trust to which GST exemption has been allocated if the
change would have been acceptable for a grandfa-
thered trust,” the trustee and attorney may take steps
to avoid state income tax in an exempt trust without
adverse tax consequences.

VII. CONCLUSION

Managing state income tax liability is a critical
aspect of planning and administering a trust. If done
properly, the attorney and trustee may provide sub-
stantial benefits to the beneficiaries. If done poorly, it
may subject the trust to significant needless cost. As
far as this author is aware, no court has yet held an
attorney or trustee liable for failing to minimize or
avoid state income tax, but such a case probably is not
far off. Accordingly, attorneys and trustees ignore this
crucial issue at their peril.

% See 2007 Wis. Form 2 at 1.
% No. PIT-01-040 (July 27, 2001).

% See Reg. § 26.2601-1(b)(4)(i)(D)(2).
77 See, e.g., PLR 200841027 (May 30, 2008).
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BASES OF STATE INCOME TAXATION OF NONGRANTOR TRUSTS

Appendix

State Citations Top 2007 Trust Inter Vivos Trust Resident Resident
Rate Created by (Trust Created| Administered | Trustee Non-
Will of by Resident in State contingent
Resident Beneficiary
Alabama Ala. Code §§ 40-18-1, 40-18-2, | 5.00% on X X
40-18-5, 40-18-25; Ala. Admin. |inc. over
Code r. 810-3-25-.10-810-3- $3,000
25-.12, 810-3-25-.14; Pp. 2-3
of instructions to 2007 Ala.
Form 41.
Alaska No income tax imposed on trusts.
Arizona Ariz. Rev. Stat. 4.54% on X
§§ 43-1001(2), 43-1011, 43- inc. over
1301(5), 43-1311; P. 1 of instruc-| $150,000
tions to 2007 Ariz. Form 141AZ.
Arkansas Ark. Code Ann. 7.00% on X2 Xz
§8 26-51-201, 26-51-203, 26-51- | inc. over
406; Ark. Inc. Tax. Reg. §§ 4.26- | $49,999
51-102,9.26-51-102; Pp. 1, 3
of instructions to 2007 Ark.
AR1002.
California Cal. Rev. & Tax. Code 10.30% on X X
§§ 17041(a), (e), (h), 17043(a), |inc. over
17731, 17742-17745; Cal. Code | $1 million
Regs. tit. 18, §§ 17743-17744;
P. 14 of instructions to 2007
Cal. Form 541.
Colorado Colo. Reyv. Stat. 4.63% X
§8§ 39-22-103(10), 39-22-104,
39-22-401; P. 3 of instructions
to 2007 Colo. Form 105.
Connecticut | Conn. Gen. Stat. 5.00% X )€
§§ 12-700(a)(6)(D), (a)(7),
12-701(a)(4)(C), (D), (a)(19);
Conn. Agencies Regs. §§
12-701(a)(4)-1, 12-701(a)(9)-1;
Pp. 5, 7 of instructions to 2007
Form CT-1041.
Delaware 30 Del. C. §§ 1102(a), 1105, 5.95% on X+ X X+
1601(8), 1605(b), 1631, inc. over
1635-1636; $60,000
P. 1 of instructions to 2007
Del. Form 400-1.
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Bases of State Income Taxation of Nongrantor Trusts

89.3(422); P. 1 of instructions
to 2007 Iowa Form IA 1041

State Citations Top 2007 Trust Inter Vivos Trust Resident Resident
Rate Created by |Trust Created| Administered| Trustee Non-
Will of by Resident in State contingent
Resident Beneficiary
District of D.C. Code 8.50% on X X
Columbia §§ 47-1806.03, 47-1809.01, inc. over
47-1809.03, 47-1809.08—47- $40,000
1809.09;
P. 6 of instructions to 2007
D.C. D-41.
Florida No income tax imposed on trusts; Florida intangible personal property tax repealed for 2007 and later years.
Georgia Ga. Code Ann. 6.00% on X X X
§§ 48-7-20(b), (d), 48-7-22, inc. over
48-7-27, Ga. Comp. R. & Regs. | $7,000
r. 560-7-3-.07;
P. 2 of instructions to 2007
Ga. Form 501.
Hawaii Haw. Reyv. Stat. 8.25% on X+ X+
§§ 235-1, 235-2.3, 235-4, 235- |inc. over
4.5, 235-51; Haw. Admin. Rules| $40,000
§ 18-235-1.17; P. 1 of instruc-
tions to 2007 Haw. Form N-40.
Idaho Idaho Code §§ 63-3011B, 63- |[7.80% on X X5 X5 X
3011C, 63-3024; Idaho Admin. |inc. over
Code Regs. 35.01.01.035, $24,736
35.01.01.075, 35.01.01.261;
P. 1 of instructions to 2007
Idaho Form 66.
llinois 35 Il. Comp. Stat. 3.00% X X
5/201(a), (b)(3), 5/1501(20);
I11. Admin. Code tit. 86,
§ 100.3020(a);
P. 4 of instructions to 2007
1L-1041.
Indiana Ind. Code 3.40% X
§§ 6-3-1-3.5, 6-3-1-12(d),
6-3-1-14, 6-3-2-1;
Ind. Admin. Code tit. 45,
r. 3.1-1-21(d), r. 3.1-1-12;
P. 1 of instructions to 2007
Ind. Form IT-41.
Towa Towa Code §§ 422.4-422.7, 8.98% on X5 )€ X5
422.9; inc. over
Iowa Admin. Code r. 701- $60,435
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Bases of State Income Taxation of Nongrantor Trusts

State Citations Top 2007 Trust Inter Vivos Trust Resident Resident
Rate Created by |Trust Created| Administered| Trustee Non-
Will of by Resident in State contingent
Resident Beneficiary
Kansas Kan. Stat. Ann. 6.45% on X
§§ 79-32,109, 79-32,110(a)(2), |inc. over
(d), 79-32,134; P. 3 of instruc- | $30,000
tions to 2007 Kan. Form K-41.
Kentucky Ky. Rev. Stat. Ann. 6.00% on X
§§ 141.010(9)—(11), 141.020, |inc. over
141.030(1); 103 Ky. Admin. $75,000
Regs. 19:010; Pp. 1, 5 of instruc-
tions to 2007 Ky. Form 741.
Louisiana La. Rev. Stat. Ann. 6.00% on X Xe
§§ 47:181-47:182, 47:187, inc. over
47:300.1-47:300.3, 47:300.6, | $50,000
47:300.10(3);
P. 5 of instructions to 2007
La. Form IT-541.
Maine Me. Rev. Stat. Ann. tit. 36, §§ [8.50% on X X
5102(1-C), (A), (4), 5111, 5121,|inc. over
5160, 5403; P. 11 of instructions | $18,950
to 2007 Form 1041ME.
Maryland Md. Code Ann., Tax—Gen. 4.75% on X X X
§ 10-101(e), (g), (k)(1), 10-102, | inc. over
10-105; $3,000
P. 1 of instructions to 2007
Md. Form 504.
Massachusetts| Mass. Gen. Laws ch. 62, 5.30% X X7
§§ 4, 10(a), (¢), (e); Mass. (12.00%
Regs. Code tit. 830, § 62.10.1; |for short-
P. 4 of instructions to 2007 term gains
Mass. Form 2. & gains
on sales
of collect-
ibles)
Michigan Mich. Comp. Laws 4.01% X X8
§§ 206.16, 206.18(1)(c),
206.51(1)(6), (2),
(6); P. 2 of instructions to
2007 MI-1041.
Minnesota Minn. Stat. §§ 290.01 Subd. 7b, | 7.85% on X X° Xo
290.03(3), 290.06 Subd. 2c; inc. over
P. 1 of instructions to 2007 $75,000
Minn. Form M2.
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State Citations Top 2007 Trust Inter Vivos Trust Resident Resident
Rate Created by |Trust Created| Administered| Trustee Non-
Will of by Resident in State contingent
Resident Beneficiary
Mississippi | Miss. Code Ann. §§ 27-7-5(1), |5.00% on X
27-7-27; CMSR 48-030-001, inc. over
Regs. 101, 1001; P. 1 of instruc- | $10,000
tions to 2007 Miss. Form
81-110.
Missouri RSMo §§ 143.011, 143.061, 6.00% on X Xt
143.111, 143.121, 143.311, inc. over
143.331, 143.341; P. 1 of instruc-| $9,000
tions to 2007 Form MO-1041.
Montana Mont. Code Ann. §§ 15-30- 6.90% on X5 X5 X5 X5
101(32), 15-30-103, 15-30-111, | inc. over
15-30-135, 15-30-137; P. 1 of | $14,900
instructions to 2007 Mont.
Form FID-3.
Nebraska Neb. Rev. Stat. 6.84% on X X
§§ 77-2714.01(6), 77-2715, 77- | inc. over
2715.02, 77-2716, 77-2717, $15,150
Neb. Admin. Code REG-23-001,
REG-23-004;
P. 2 of instructions to 2007
Neb. Form 1041N.
Nevada No income tax imposed on trusts.
New N.H. Rev. Stat. Ann. 5.00% X+
Hampshire §§77:1,77:10-77:11;
N.H. Code Admin. R. Ann.
902.07;
P. 10 of instructions to 2007
N.H. Form DP-10.
New Jersey | NIJSA §§ 54A:1-2(0), 54A:2-1, |8.97% on X X2
54A:5-1, 54A:5-3; inc. over
P. 1 of instructions to 2007 $500,000
Form NJ-1041.
New Mexico |N.M. Stat. Ann. §§ 7-2-2-7-2-3,|5.30% on X X
7-2-7(C); P. 1 of instructions to |inc. over
2007 N.M. Form F1D-1. $16,000
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Bases of State Income Taxation of Nongrantor Trusts

State Citations Top 2007 Trust Inter Vivos Trust Resident Resident
Rate Created by |Trust Created| Administered| Trustee Non-
Will of by Resident in State contingent
Resident Beneficiary
New York N.Y. Tax Law 6.85% on X2 X2
§§ 601(c)(1), 605(b)(3)(B), inc. over
611-612, 618; $20,000
N.Y. Comp. Codes R. & Regs. |(10.498%
tit. 20, §§ 105.23, 118.1; for NYC
P. 2 of instructions to 2007 resident on
N.Y. Form IT-205. inc. over
$50,000)
North N.C. Gen. Stat. 8.00% on X
Carolina §§ 105-134.1, 105-134.2(a)(3), |inc. over
105-134.5, 105-160.1-105- 120,000
160.2, 105-228.90; N.C. Admin.
Code tit. 17, r. 06B.3716;
P. 1 of instructions to 2007
N.C. Form D-407.
North Dakota | N.D. Cent. Code §§ 57-38- 5.54% on X X X
01(12), 57-38-02, 57-38-07, inc. over
57-38-29; N.D. Admin. Code $10,450
§ 81-03-02.1-04;
P. 2 of instructions to 2007
N.D. Form 38.
Ohio Ohio Rev. Code Ann. 6.555% on X X
§§ 5747.01(A), (D(3), (S), inc. over
5747.02(A)(5), (D), (E); P. 1 $200,000
of instructions to 2007 Ohio
Form IT 1041.
Oklahoma Okla. Stat. tit. 68, 5.65% on X X
§§ 2353(6), (12), 2355(B), (F); |inc. over
Okla. Admin. Code $90,000
§ 710:50-23-1(c);
P. 2 of instructions to 2007
Okla. Form 513.
Oregon Or. Rev. Stat. 9.00% on X X
§§ 316.022(6), 316.037(1)(a), |inc. over
316.267, 316. 282(1)(d), (2); $7,150
Or. Admin. R.
150-316.282(3);
P. 1 of instructions to 2007
Or. Form 41.
Pennsylvania |72 P.S. §§ 7301(s), 7302, 7305; |3.07% X X
61 Pa. Code §§ 101.1, 105.4;
P. 5 of instructions to 2007
Form PA-41.
34 ACTEC Journal 151 (2008)



Bases of State Income Taxation of Nongrantor Trusts

State Citations Top 2007 Trust Inter Vivos Trust Resident Resident
Rate Created by |Trust Created| Administered| Trustee Non-
Will of by Resident in State contingent
Resident Beneficiary
Rhode Island |R. I. Gen. Laws 9.90% on X X
§§ 44-30-1(a), (e), 44-30-2(a)(1),| inc. over
(b), 44-30-2.6(a), (b), $10,450
(©)(2)(A)(S), 44-30-5(c);
R.I. Code R. PIT. 90-13;
Pp. 1-1, 1-3 of instructions to
2007 Form RI-1041.
South S.C. Code Ann. 7.00% on X
Carolina §§ 12-6-30(5), 12-6-510-12-6- |inc. over
520, 12-6-560, 12-6-610; $13,150
P. 1 of instructions to 2007
Form SC1041.
South Dakota | No income tax imposed on trusts.
Tennessee Tenn. Code Ann. 6.00% X
§§ 67-2-102, 67-2-110(a);
P. 1 of instructions to 2007
Tenn. Form Inc. 250.
Texas No income tax imposed on trusts.
Utah Utah Code Ann. 6.98% on X X3
§§ 59-10-103(1)(a), (r), (W), inc. over
59-10-104, 59-10-201, $5,500
75-7-103(1)();
Pp. 1-2 of instructions to
2007 UT Form TC-41.
Vermont Vt. Stat. Ann. tit. 32, 9.50% on X X
§§ 5811(11)(B), 5822(a), (a)(5); |inc. over
P. 1 of instructions to 2007 Vt. |$10,450
Form FI-161.
Virginia Va. Code Ann. 5.75% on X X X X
§§ 58.1-302, 58.1-320, inc. over
58.1-322, 58.1-360-58.1-361; | $17,000
23 Va. Admin. Code
§ 10-115-10;
P. 1 of instructions to
2007 Va. Form 770.
Washington |No income tax imposed on trusts.

34

ACTEC Journal 152

(2008)




Bases of State Income Taxation of Nongrantor Trusts

§§ 11-21-3, 11-21-4e, 11-21- inc. over
7(c), 11-21-11-11-21-12, 11-214 $60,000
18; W. Va. Code St. R. § 110-21-
7(7.3);

P. 2 of instructions to 2007 W.
Va. Form IT-141.

State Citations Top 2007 Trust Inter Vivos Trust Resident Resident
Rate Created by |Trust Created| Administered| Trustee Non-
Will of by Resident in State contingent
Resident Beneficiary
West Virginia | W. Va. Code 6.50% on X X

Wisconsin Wis. Stat. §§ 71.01(4), (11), (13),6.75% on X X Xs
(16), 71.02(1), 71.06(1p), inc. over
71.14(2), (3), 71.17(4), 71.122, | $142,650
71.125(1);
P. 1 of instructions to 2007 Wis.
Form 2.
Wyoming No income tax imposed on trusts.

Provided that trust has resident fiduciary or current beneficiary.

Provided that trust has resident trustee.

Provided that trust has resident noncontingent beneficiary.

Provided that trust has resident beneficiary.

Provided that other requirements are met.

Unless trust designates governing law other than Louisiana.

Provided that trust has Massachusetts trustee.

Unless trustees, beneficiaries, and administration are outside Michigan.
Post-1995 trusts only.

' Pre-1996 trusts only.

" Provided that trust has resident income beneficiary on last day of year.

2 Unless trustees and trust assets are outside state and no source income.

% Inter vivos trusts only.

' Trusts created or first administered in Wisconsin after October 28, 1999, only.
" Trrevocable inter vivos trusts administered in Wisconsin before October 29, 1999, only.
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This article is not designed or intended to provide financial, tax, legal,
accounting, or other professional advice because such advice always requires
consideration of individual circumstances. If professional advice is needed,
the services of a professional advisor should be sought. This article is for
informational purposes only; it is not intended as a recommendation, offer,
or solicitation with respect to the purchase or sale of any security. (c)
2009 Wilmington Trust Corporation. All rights reserved. Reprinted with
permission.
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