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Statutory recapture, i.e., a state 
income taxation scheme relative 
to a settlor, a trustee, or a ben-
eficiary that, in whole or in part, 
nullifies any tax benefits derived 
from the chosen situs of the trust 
in question, is too often over-
looked.

Choosing the situs for a trust 
generally involves many factors, 
including the charging order laws 
of the situs state for asset protec-
tion purposes, applicable estate 

and trust taxation rates and schemes, the costs of 
administration and litigation in the situs state (if 
necessary), the level of control that is retained over 
trust assets, and other factors.

Of all the applicable factors, one primary factor 
looms large for most settlors whose focus is to 
maximize their plan’s asset protection component 
while minimizing the tax liabilities resulting from use 
of a trust as a wealth preservation and tax mitiga-
tion tool.  That factor is:

Does the preferred situs tax the income of the trust 
being used?

The most commonly known trust tax havens are:  
Alaska, Florida, Nevada, South Dakota, Texas, Wash-
ington, and Wyoming.  Additionally, Florida, New 
Hampshire, Tennessee, the District of Columbia, and 

Louisiana have limited forms of taxation on various 
forms of income generated by a non-grantor trust.  
However, many states, despite not being the situs of 
the trust, will tax one or more of these various forms 
of trust income.

Of the states that do tax non-resident trusts, there 
are five common criterion for imposition of the taxa-
tion scheme:

1.	 The domicile status of a decedent (as of the 
date of death) who created a trust via testamen-
tary provisions.

2.	 The domicile status of a settlor who created an 
inter vivos trust.

3.	 The fact that the trust in question is adminis-
tered within the taxing state.

4.	The domicile of one or more of the fiduciaries 
of the trust, and/or minimal business contacts 
within the taxing state by the fiduciaries.

5.	 The domicile of one or more of the beneficiaries 
within the taxing state.

Other factors that impact whether the taxing state 
may impose its taxation scheme on the trust income 
are:  (1) Whether or not the controlling instrument 
designates the taxing state’s laws as the choice of 
law pertaining to the administration of the trust; 
(2) the domicile of the trust when it became irre-
vocable; and/or (3) other statutory or common law 
factors as may be applicable within the jurisdiction.
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Once it has been determined that the taxing state 
may impose its taxation scheme on part or all of the 
trust income, it must then be determined if such tax 
liability is constitutional under the Due Process and/
or the Commerce Clauses of the U.S.  Constitution.

While the existing case law varies in content and 
scope of authority, binding authority within the 
jurisdiction will determine if the exercise of the ju-
risdiction is appropriate and lawful.  In some states 
that do tax trust income, they do so throughout the 
trust’s existence even when all fiduciaries, benefi-
ciaries, and trust assets are located in foreign domi-
ciles.

Essentially, there is a two-step analysis that must be 
undertaken with respect to each applicable criteria 
as it is possible that more than one of these criteria 
may apply in any given situation.  For example, it is 
possible for one person to be both a fiduciary and 
a beneficiary, and if both criteria are used to justify 
lawful imposition of the taxing state’s authority to 
tax, then this analysis must be undertaken with re-
spect to each attribute of the person in question.

The primary inquiries are:

1.	 Does the state in question have jurisdiction over 
the trust for purposes of taxation?

2.	 Is the exercise of the claimed jurisdictional au-
thority constitutional?

It should be noted that the primary means of secur-
ing taxing authority over a particular non-resident 
trust is to re-characterize the trust as a “resident” 
trust for taxation purposes.  While the jurisdiction-
ally specific details as to how this is accomplished 
are beyond the scope of this article, some general 
points are worth noting:

•	 As a general rule, a revocable trust established 
via non-testamentary means whose situs is in 
a state other than the taxing state will have a 
lower probability of being subject to the taxing 
state’s authority.

•	 All interested parties should consider constitu-
tional challenges if a taxing state attempts to 
impose its authority over trust income based on 
state statutes.  This is especially true when there 
is minimal binding case law within the jurisdic-
tion and/or where applicable statutes and regu-
lations are vague or ambiguous.

•	 In some cases, undistributed income and capital 
gains may be subject to taxation prior to distri-
bution.

•	 The domicile, business activities, and powers 
given to fiduciaries should be carefully consid-
ered given the potential impact of these factors 
relative to taxation.

•	 The relationship between the extent of the ben-
efits and protections provided by a state for any 
particular trust, its fiduciaries or beneficiaries, 
and its scope of taxing authority based on these 
benefits and protections should be carefully ex-
amined.

•	 Choice of law provisions in the controlling instru-
ment may have a profound impact on the lawful-
ness of the imposition of a taxing state’s author-
ity.

•	 When in doubt due to statutory or common law 
ambiguities or vagueness, a ruling from the tax-
ing state’s authorities should be sought prior to 
execution of the trust agreement.
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•	 The impact of any applicable source income tax-
ation schemes (i.e., those that apply to income 
generated from assets found within the taxing 
state) should be considered prior to making a 
situs choice for the trust.

•	 The IRS has determined that some self-settled 
trusts are non-grantor trusts for purposes of fed-
eral taxation under certain circumstances.  Thus, 
if the facts are similar, these historical rulings 
may impact the classification of the particular 
trust by any given state.

•	 Any position taken by legal or financial coun-
sel relative to the applicability of such taxation 
schemes should be made in good faith based on 
existing law and clients should be fully informed 
as to the risks and potential outcomes of the 
position taken.

In summary, the income tax planning strategies for, 
and consequences of establishing a non-grantor 
trust are many and varied.  It should serve as suf-
ficient warning that negative and unintended conse-
quences have and continue to be the result when all 
applicable factors are NOT given appropriate weight 
in deciding upon the trust form and its situs selec-
tion relative to all interested parties.
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