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State Income Taxation of Trusts
By Patricia A Giarratano, CPA

Caler, Donten, Levine, Cohen, 
Porter & Veil, P.A

How far can a state reach to subject 
a trust to taxation?  The Kaestner 
Case highlights the issues relating to 
state taxation of trusts and the im-
portance to consider state taxation of 
trusts when drafting, decanting and/
or reviewing trusts. 

In 1992, Joseph Lee Rice created a 
trust for the benefit of his children, 
including his daughter Kimberley 
Rice Kaestner.  Mr. Rice and the 
trustee were both New York residents 
at the time the trust was created 
and none of the primary or contin-
gent beneficiaries were residents of 
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North Carolina and none of the 
trust assets were located in North 
Carolina.

In 2002, the original trust was 
divided into separate trusts for 
each of Mr. Rice’s children. At 
this time, Kimberley Kaestner 

was a resident of North Carolina. The 
assets of the trust were administered 
in Boston, the trustee was still a New 
York resident and the books and 
records were kept in New York City. 
Subsequently in 2005, the initial trustee 
was replaced with a trustee who was 
a resident of Connecticut. Pursuant 
to the trust document the trustee was 
given broad discretion to distribute 
trust assets and/or income to the 
beneficiary. The trust also required the 
trustee to distribute the trust assets to 
the beneficiary when she reached 40 
years old. Prior to Kimberley turning 
40, she had discussions with Mr. Rice 
and the trustee and expressed that she 
would prefer not to receive the assets 
of the trust. As a result of the conver-
sation, the trust assets were transferred 
to a new trust thereby extending the 
trust term. During the years in ques-
tion there were no distributions made 
to Kimberley. However, North Car-
olina taxed the Trust’s accumulated 
income based solely on the fact that the 
beneficiaries were residents of North 
Carolina, disregarding the fact that the 
beneficiary never received distributions 
from the trust. The Trust paid income 
tax to North Carolina totaling $1.3M 
from 2005 through 2008. In 2009, the 
Trust sought a refund from North Car-
olina but the North Carolina Depart-
ment of Revenue denied the refund. In 
2012, the trustee filed suit in the North 
Carolina Business Court, seeking a 
refund of the income taxes paid from 
2005 through 2008. The trustee argued 
that the tax violated the Due Process 
Clause of the U.S. Constitution because 
the trust did not have sufficient min-
imum contacts with North Carolina, 

and thus was unconstitutional. The 
trustee also argued that the tax 
on the Trust’s income violated the 
Commerce Clause since the tax 
was not applied to an activity with 
a substantial nexus to the State 
of North Carolina. The Business 
Court agreed with the Trustee, 
holding that taxation of the Trust 
based solely on the residence of the 
beneficiaries deprived the Trust of 
property without due process of 
law under both federal and North 
Carolina constitutions.

The Department of Revenue 
appealed to the North Carolina 
Court of Appeals and later to the 
North Carolina Supreme Court. 
The Department of Revenue lost 
their appeal and appealed to the 
U.S. Supreme Court. The Supreme 
Court analyzed the Due Process 
Clause in context of state taxa-
tion stating that Due Process only 
allows individual states to impose 
taxes that bear fiscal relation to 
protection, opportunities and 
benefits given by the state. Further-
more, the tax must meet two re-
quirements set forth in Quill Corp. 
There must be “some definite 
link, some minimum connection, 
between a state and the person, 
property or transaction it seeks 
to tax” and” the income attribut-
ed to the State for tax purposes 
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payments are treated as return of 
principal and as such are not subject 
to income tax.

As a result, Bob’s effective payout 
rate, the rate of return he would 
have to receive on an ordinary 
investment like a CD to match the 
CGA return, is over 14 percent!

When Bob passes, MorseLife 
will use the remaining dollars in 
the CGA to provide care to seniors 
living in poverty.

Bob also explained that if he lived 
to his life expectancy, his CGA 
would produce nearly $70,000 of 
income, while a CD at 3 percent 
would yield about $25,000. When 
you include the income tax savings, 

Bob receives more than three times 
what he would have received with 
the CD.

Joe learned that CGAs are an ex-
cellent option for people who want 
to earn significantly better returns 
than CDs, Treasury Notes and 
dividend-producing stocks current-
ly offer. They provide tax savings 
those other investments don’t and 
produce a meaningful charitable gift 
as well.

Charitable Gift Annuities are 
viable options for those seeking the 
peace of mind that safe and secure 
income streams can provide. The 
generous, guaranteed income, tax 
savings and charitable gift make 
the CGA an attractive vehicle for 
seniors and those living on fixed 
incomes.

Charitable Gift Annuities are 
legally binding contracts between 
the donor and the charity. There 
are no fees for establishing a CGA. 
They can be created for one or two 
lives. The payout amount is set at 
the establishment of the CGA and is 
determined by the age of the do-
nor(s). The older the donor(s), the 
higher the rates.

The MorseLife Foundation 
supports the charitable work of the 
MorseLife Health System, which 
provides comprehensive living 
and healthcare solutions for 3,600 
seniors every day. MorseLife is the 
only organization to be designated 
by the Florida legislature as a Teach-
ing Nursing Home and a Teaching 
Hospice.

Its 50-acre campus is home to 

exceptional all-inclusive indepen-
dent and assisted living, state-of-
the-art short-term rehabilitation, 
award-winning long-term care and 
innovative memory care. Morse-
Life’s community-based services of-
fer private and skilled home health 
care and compassionate end-of-life 
support through its hospice. 

MorseLife delivers more than 
$10 million worth of free or subsi-
dized services annually for the poor 
elderly living in our community, 
including many Holocaust Survi-
vors. Contributions to the Morse-
Life Foundation, like those through 
Charitable Gift Annuities, are used 
to support services for the poor and 
to enhance the lives of all seniors in 
MorseLife’s care.
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and Successor Trustees) does not 
adequately address the needs of 
an incapacitated person, Judges 
are often called in to settle family 
disputes over control of a person’s 
life, including their finances some-
times including where they should 
live and with whom. Often, there is 
an element of financial exploitation 
to the cases, sometimes involving 
spouses, sometimes children and 

occasionally strangers who have 
insinuated themselves into a vul-
nerable person’s life. Sadly, but by 
no means surprising, the toughest 
fought cases usually involve those 
with significant wealth and the bat-
tle is really over the person’s mon-
ey. Evidence will include medical, 
financial and historical testimony 
and documents in order to provide 
the Judge with a clear picture of 
what has led to the need for court 
intervention. 

An Incapacity and Guardianship 

proceeding should not be under-
taken lightly. It is demeaning to 
the individual and results in the 
removal of many of the rights of 
citizenship. The law considers it to 
be an extreme solution, only to be 
implemented when no other alter-
native is available. 

It is important as advisors that 
we work together to educate our 
clients and make them aware of 
the potential dangers and compli-
cations which they may face when 
families struggle with diminish-

ment of capacity and control over 
assets and inheritance. Careful 
pre-planning and the implemen-
tation of an estate plan, along with 
a strong team of trusted advisors 
around a client before his or her 
capacity begins to diminish can 
help to avoid many of the most 
egregious outcomes. A client needs 
to take steps now to protect them-
selves and their wealth so their 
needs and their intentions as to 
legacy are preserved.

GIARRATANO
From Page 16

must be rationally related to values 
connected with the taxing State.”  A 
state must meet both of the elements 
above in order for the proposed 
tax to pass the due process stan-
dard. The Supreme Court held that 

North Carolina had no minimum 
connection with the Trust citing 
that the Trust’s only connection to 
North Carolina was that the Trust’s 
beneficiaries were residents of North 
Carolina, there were no distribu-
tions made to the beneficiaries, the 
beneficiaries did not have a right 
of withdrawal and the trustee had 

absolute discretion when making 
distributions to the beneficiaries.   

What might have happened if one 
of the above mentioned factors was 
slightly different?  Apparently it is 
not enough of a “minimum con-
nection” merely if the beneficiary 
is a resident of the taxing state, is it 
enough if the resident beneficiary 

has some right of withdrawal?  Is 
it enough if all of the trustees are 
residents of the taxing state (as Cal-
ifornia seems to be claiming)?  The 
Kaestner case highlights the impor-
tance of understanding individual 
state trust taxation and the issues 
that may arise which could subject a 
trust unknowingly to state taxation.


