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TAX INFORMATION RELEASE No. 93-7

RE: Taxability of Revocable Living Trusts Under the Hawaii General Excise
Tax Law, Transient Accommodations Tax Law, and Rental Mtor Vehicle and
Tour Vehicle Surcharge Tax Law

The use of a Revocable Living Trust (RLT) as an estate planning
tool for individuals has become increasingly popular in recent years. The
Departnment has |l earned that there is some confusion over the proper treatnent
of a RLT under the General Excise Tax Law when business is conducted by, or
busi ness assets are held by, a RLT.

Section 237-3(a), HRS, defines “gross incone” subject to tax under
the CGeneral Excise Tax Law. G oss incone includes, but is not |limted to:

(1) The gross receipts of the taxpayer derived from trade,
busi ness, commerce, or sales;

(2) The value proceeding or accruing from the sale of tangible
personal property, or service, or both; and

(3) Al receipts, actual or accrued, by reason of the investnent
of the capital of the business engaged in, including interest,
di scount, rentals, royalties, fees, or other enolunents.

Under the Incone Tax Law, sone entities are treated as passthrough
entities. Income earned by passthrough entities is attributed to the
partners, sharehol ders, or beneficiaries who then have to report and pay net
incone tax on the income received. The passthrough entity does not have to
pay incone tax on that incone because the partners, shareholders, or

beneficiaries are paying the tax. Mst RLT's fall into this category for
income tax purposes, so if an individual establishes a RLT the individua
will normally report all of the RLTs incone and deductions on the

i ndividual’s own incone tax return

Under the Ceneral Excise Tax Law, in contrast, every distinct |egal
entity is treated as a separate taxpayer. This is set forth is section 237-
1, HRS, which defines a “person” subject to the General Excise Tax Law. Wth
respect to RLT's, section 237-1, HRS, defines a person to include *“. :
every individual, . . . trustee, . . . trust estate, trust, . . . or other
entity.” The law therefore specifically says that a trust is distinct from
an individual grantor or a trustee, and it does not treat RLT's differently
from other kinds of trusts.

Accordingly, any RLT that receives or accrues (gross incone is
required to obtain its own general excise license, keep its own books and
records, and file periodic and annual returns in its own nane. It is not
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proper for an individual grantor of a RLT to report and pay the tax for the
RLT if it is the trust, rather than the individual, that is earning the gross

i ncone.

Once a RLT receives or accrues gross incone, it may distribute that
inconme to its beneficiary or beneficiaries under the terms of its governing
instrunent. That distribution is not taxable under the GCeneral Excise Tax

Law.

Example 1: G is the grantor of a RLT. The RLT s trust
instrument provides that G while living, may w thdraw any or al
of the income or principal of the RLT at any tine. The RLT holds
title to residential property which is rented to tenant T.

The RLT, if it has not already done so, nust apply for a
general excise license and nust report the gross incone and pay the
tax under its own nane and general excise |license nunber; it is not
proper for G to report and pay general excise tax on the rental
I ncome.

Exanple 2: The facts are the same as in Exanple 1. G
mai ntai ns separate trust and personal accounts. Business receipts,
including the nonthly rent checks from T, are deposited into the
trust account, and business expenses, such as the general excise
tax for which the RLT is liable, are paid out of the trust account.
Personal expenses are paid out of only the personal account. There
are no facts indicating that business and personal funds are
conmmngled. After one nonth G transfers $5,000 from the trust
account to the personal account, reasonably believing that it wll
not be necessary to retain that noney to pay expenses of the
busi ness.

The $5,000 is a distribution from the RT to G as a
beneficiary of the RLT. G is not subject to general excise tax on
t he $5, 000.

Finally, when a business, or business assets, is transferred from
an individual to a RLT, the transfer is treated as a change in ownership.
See section 18-237-30(i), Hawaii Admnistrative Rules. This neans:

(1) The RLT nust apply for a general excise tax |icense, and begin
reporting and paying tax on gross income received or accrued
after the date of the transfer.

(2) If the individual transferring the business has no other
busi ness activity (actual or planned) for which a general
excise tax license is required, the individual should cance
the existing general excise tax license on the appropriate
form (Form GEWTA-RV-1), and the individual’s taxable year
ends for general excise tax purposes. The individual’s annual
reconciliation return should be filed on or before the
twentieth day of the fourth nonth following the nonth in which
the transfer took place.
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(3) If the individual transferring the business has other taxable
busi ness activity (actual or planned), the individual nust
notify the Departnent of the change on the appropriate form
(Form GEW TA- RV-5)

Under the GCeneral Excise Tax Law, RLT's are separate taxpayers from
their grantors. Nevertheless, the Departnent wll not assess additional
general excise tax, penalties, or interest against any RLT to the extent that
it underreported its gross incone solely because the grantor of the RLT

reported that gross incone and paid the proper tax on it. In order to
mnimze the corrective action required of persons who have been inproperly
reporting an RLT s incone, these persons wll be allowed to continue

reporting as they have been for their current taxable year, and to treat
their business as transferred to the RLT as of the first day of their next
taxable year, as illustrated in the following exanple. This safe harbor
shall not apply to any taxable year that begins after June 30, 1994.
Furthernore, the Departnent reserves the right to assess and collect any
del i nquent general excise license fees from any grantor or RLT that has been
conducting business w thout a proper |icense.

Exampl e 3: G is the grantor of a RLT. The RLT s trust
instrument provides that G while living, may w thdraw any or all
of the inconme or principal of the RLT at any tinme. The RLT hol ds
title to residential property which is rented to tenant T. Neither
g nor the RLT engage in, or plan to engage in, any other business
or activity taxable under the General Excise Tax Law. G is a
cal endar year taxpayer. During the cal endar year 1993, G has been
reporting the RLT's gross inconme on Gs individual general excise
tax returns and paying the general excise tax on that gross incone.
Then:

(1) G may continue to report the RLT s gross incone earned
through the nonth of Decenber, 1993, on the periodic
(monthly, quarterly, or semannual) return due before
February 1, 1994, and on the annual reconciliation return
due on April 20, 1994.

(2) G should cancel Gs individual general excise tax
license, listing the cancellation date as Decenber 31,
1993.

(3) The RLT nust obtain a new general excise tax |icense and
pay the applicable license fee. On the RLT slicense
application form (Form GEWTA-RV-3), the business
commencenent date shall be listed as January 1, 1994.

(4 Noadditional general excise tax, penalties, or interest
shall be assessed against the RLT for failing to report
the gross income that G inproperly reported, and paid tax
on, prior to January 1, 1994. If, however, G clains a
refund of the tax G paid on the RLT s incone, the
Departnment may assess the RLT for the proper tax,
penalties and interest.
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The Departnment wi shes to enphasize that the principles stated in
this Tax Information Release apply to all trusts, not just RLT s. The safe
har bor descri bed above and illustrated in Exanple 2, however, applies only to
RLT s.

Section 18-237D1-03(a), Hawaii Admnistrative Rules, defines an
operator subject to the transient acconmobdations tax as synonynous with the
person who is or should be licensed and required to pay the general excise
tax inmposed wupon gross inconme derived from furnishing transient
acconodations. Section 18-251-1-01, Hawaii Admnistrative Rules, defines a
person subject to the rental notor vehicle and tour vehicle surcharge tax
with the sane neaning as in section 237-1, HRS. Accordingly, the principles
of this Tax Information Release also apply to the transient accommodati ons
tax and the rental notor vehicle and tour vehicle surcharge tax. Any RLT or
other trust that is engaged in the business of furnishing transient
acconodations, renting notor vehicles, or operating tour vehicles nust
obtain a proper certificate of registration

This Tax Information Rel ease does not apply to net incone tax.
Specifically, the Departnent is expressing no opinion in this Tax |Information

Rel ease about when a RLT or other trust that is engaging in business will be
treated as an association taxable under the Incone Tax Law as a corporation.

IACHEARD‘F./' HLE, JR./

Director of Taxation

HRS Sections Expl ai ned: HRS 8§8237-1, 237-3(a)

Rul es Sections Expl ai ned: §818-237-30(i), 18-237D 1-03(a),
18- 251-1-01
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