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Portfolio Description Sheet

Tax Managenent Portfolio, Incone Taxation of Trusts and Estates, No. 852-
2nd, provides detailed coverage of the rules governing the incone taxation of
estates, trusts, and their beneficiaries.

The Portfolio discusses the types of entities covered by the rul es of
Subchapter J of the Code, including the practical problens which can occur if
an entity is classified as a business entity instead of a trust or the
adm ni stration of an estate is unduly prol onged.

The Detail ed Anal ysis provides conprehensive coverage of the rules
governing the gross incone and exclusions of an estate or trust, allowable
deductions, and credits. The Portfolio includes a detail ed discussion of the
rul es concerning the interrelationship of the taxation of estates and trusts
and their beneficiaries. The concept of distributable net incone and its
applicability in determning the taxation of sinple trusts, conplex trusts, and
estates and their respective beneficiaries are analyzed in depth. This analysis
i ncl udes the appropriate nethods to determine the distribution deduction
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resulting fromdistributions to beneficiaries of sinple trusts, conplex trusts,
and estates. The rules regarding the manner of determ ning the incone taxable
to beneficiaries, whether it be cash or distributions in kind, also are
explained. It al so addresses significant changes nade by the Taxpayer Reli ef
Act of 1997, including the repeal of the throwback rules, the election to treat
t he decedent's revocable trust as part of the decedent's estate, and the
sinplified taxation available for pre-need funeral trusts, as well as the

i mpact of related IRS regul ati ons.

Thr oughout the Portfolio, practical applications of these rules are
i ncl uded.

The Portfolio gives a conprehensive analysis of the tax issues that arise
in the application of Subchapter J to estates, trusts and their beneficiaries.
But, certain areas of Subchapter J have been considered in separate Tax
Managenent Portfolios. These Portfolios are 856 T. M, Subchapter J--Throwback
Rul es (which have been repeal ed for nost donmestic trusts); 858 T.M, G antor
Trusts: Sections 671-679; and 862 T.M, Incone in Respect of a Decedent.

This Portfolio may be cited as Acker, 852-2nd T.M, I|ncone Taxation of
Trusts and Estates.

DETAI LED ANALYSI S TABLE OF CONTENTS

| . SCOPE CF PORTFOLI O AND SUBCHAPTER J

A. Theory and Overvi ew

B. A Wrking Definition of Estates and Trusts
C. The General Taxation Rul es

D. Special Rules for Estates and Trusts

E. Definitions and Abbreviations

1. THECRY AND OVERVI EW

A. What Itens Shoul d Be Taxed:

B. Who Should Be Taxed -- Entity, Conduit, and Hybrid Theories
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of the beneficiary. [FN689]

Exanple : An estate uses a fiscal year ending June 30. The personal
representative nade a distribution of DN to B on June 30, 1999. B uses the
cal endar year. B wll report the gross incone fromthe distribution in 1999,
reflecting the trust's taxable DNI fromJuly 1, 1998, to June 30, 1999.
Therefore, taxation of the last six nonths of the trust's DNl in 1998 is
deferred until 1999.

Exanple : If the estate in the above exanple term nates on Novenber 30,
1999, and distributes five nonths of DNI to B, Bwll have DNI fromtwo taxable
years of the estate. In 1999, B wll include in gross incone (subject to

characterization) the estate's DNI fromJuly 1, 1998, to June 30, 1999, and
fromJuly 1, 1999, to Nov. 30, 1999 (17 nonths of taxable DN).

In another rare exception to the symretry of § 8 661 and 662, a trust
will be allowed a distribution deduction under Section 661, but the
beneficiary will report income not because of Section 662, but because of
anot her Code provision. For exanple, an enployees' trust established pursuant
to a nonqualified deferred conpensation plan is taxed as a trust and can take a
di stribution deduction, but the enployee/beneficiary will be taxed under the
rules relating to nonexenpt enployees' trusts. [FN690]

G D stributions in Kind

An estate or trust may make distributions in cash and in kind. If the
distribution is in kind, several issues arise:

(1) Does the estate or trust realize gain or loss as a result of the
di spostion, and if a loss is realized, is it deductible;

(2) If gain or loss is realized, but not recognized, nmay the estate or
trust elect to recognize such gain or |oss;

(3) Is any gain or loss is taken into account in conputing DN

(4) What is the value of the property that the estate or trust nust use to
conpute its distribution deduction; and

(5 What is the basis to the beneficiary who receives the distribution in
ki nd.

1. First Issue: Realization of Gain or Loss on Distribution in Kind
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| f a personal representative or trustee distributes property other than
cash to a beneficiary, the distribution nay be treated as a taxable
di sposition, depending upon the facts and the rights of the beneficiary.
Distributions in kind arise in various contexts. For exanple:

A beneficiary may be entitled to receive a distribution of inconme, but
instead may consent to a distribution of other property.

A beneficiary may be entitled to receive a distribution of specific
property and receive a distribution of that specific property.

A specific devisee may agree to receive different property in lieu of the
specifically devised property.

A beneficiary may be entitled to receive a certain anount of cash, payable
out of income or principal, and may receive a distribution in kind.

A beneficiary may be entitled to receive a distribution of a percentage of
the trust assets and may receive a distribution in kind.

A trustee may have discretion to distribute principal and may exercise the
di scretion and make a distribution in kind.

Not all of these distributions result in gain or loss to the estate or
trust. One nust ask: is a beneficiary who is entitled to a pecuni ary anount
instead receiving property in kind; is a beneficiary who is entitled to one
type of property, such as inconme or specific property, instead receiving other
property? In other words, is the fiduciary using appreciated or depreciated
property to satisfy an obligation to distribute noney, income, or other
specific property? [ FN691] These issues and their answers originate fromtwo
trust cases: Suisnman v. Eaton [FN692] and Kenan v. Conr. [FN693]

In Suisman, a father created a testanentary trust for the benefit of his
children and wife. The trustee was required to "pay to each of ny children at
their arriving at the age of twenty-five years, the sumof Fifty Thousand
Dol | ars ($50,000)." The court construed this as granting each child the
"equitable right to receive the sumof $50,000 in cash fromthe general assets
of the trust principal, upon attaining the age of 25 years.” No child had the
right to receive any specific trust property. In 1924, when the eldest child
reached 25, the trustee, with the consent of the other beneficiaries,
transferred 92 shares of life insurance conpany stock in satisfaction of her
right to receive $50,000. The court held that the trustee's transfer of stock
was a sale or other disposition, resulting in gain to the trust.

I n Kenan, an aunt created a residuary trust for her niece and provided

t hat when the niece reached 40 "or as soon thereafter as conpatible with the
interests of ny estate [the trustees] shall pay to her the sumof Five MIIlion
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($5, 000, 000. 00) Dollars." The trustees also had the right "to substitute for

t he paynent in noney, paynent in marketable securities of a value equal to the
sumto be paid, the selection of the securities to be substituted in any

i nstance, and the valuation of such securities to be done by the Trustees and
their sel ection and valuation to be final." The Second G rcuit held that the
niece had no right to any specific trust assets; she was entitled to $5, 000, 000
in cash or other property, no nore, no |less. Thus, she was not affected by the
appreci ati on or depreciation of any specific trust assets. In 1935, when the

ni ece reached 40, the trustee decided to pay her $5,000,000, partly in cash and
partly in securities. The court held that the trust realized a gain when it
transferred appreci ated securities to the niece, even though it did so at the
trustee's discretion.

In Suisman, the trust nade the distribution in kind with the
beneficiaries' consent. In Kenan, the fact that the trustees could do so
wi t hout the consent of the beneficiary was considered irrelevant. In addition,
the distribution qualified as "a sale or exchange" for purposes of obtaining
capital gains treatnment for the trust.

These two cases have been applied to distributions in kind when made to
satisfy a beneficiary's right to receive incone in cash, [FN694] to satisfy a
beneficiary's right to receive an annuity; [FN695] to satisfy a beneficiary's
right to receive a pecuniary |egacy of noney; [FN696] and to satisfy amarital
deduction pecuniary anmount fornula clause. [FN697] Gain is recogni zed whet her
the distribution to the beneficiary qualifies as a "specific sum of noney"
under Section 663(a)(1) or results in a distribution deduction to the estate
or trust. [FN698]

The IRS al so has applied the principle of these cases to an equalization
provi sion of a residuary clause. In Rev. Rul. 82-4, [FN699] a father gave stock
to one of his sons. H's will provided for his residuary estate to be
distributed equally between his two sons, except that the executor was required
to take into account the date of death value of the stock transferred to the
first son. This equalization provision required the executor to pay out of the
residue a specific sumof noney to the second son based on the date of death
value of the gifted stock. Thus, any appreciated property transferred to
satisfy that amount resulted in gain to the estate.

By contrast, the IRS ruled in Rev. Rul. 72-295 that a bequest of $8x worth
of Y stock, valued at the date of distribution, was not a bequest of a specific
dol l ar ampunt. [FN700] Under the facts, 64 shares of Y stock were distributed
to satisfy the executor's obligation to distribute $8x worth of stock. Because
t he nunber of shares to be distributed was not ascertainable at the date of
death, it was not a a bequest of specific property under Section 663(a).
Furthernore, the distribution did not result in gain or loss to the estate. The
difference between the rulings is that in Rev. Rul. 82-4, a specific sum of
noney, neasured by the value of stock at the date of death, was bequeathed to
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the beneficiary, while in Rev. Rul. 72-295, the beneficiary, though entitled to
specific property (stock), was not entitled to a specific nunber of shares
determ ned as of the date of death.

The circunstances in which gain (or loss) may occur are described further
in the follow ng paragraphs and exanpl es.

A disposition may occur if a beneficiary of an estate or trust has the
right to receive a dollar or pecuniary anount -- a general |egacy or bequest
under state law. |If the executor is authorized to satisfy the pecuniary anount
with property in kind and elects to do so, the estate is treated as selling the
property, and will realize a gain or |oss, depending on the adjusted basis of
the property distributed. [FN701]

Exanpl e : D bequeaths $100,000 to B. The personal representative has the
right to satisfy this bequest by distributing cash or property in kind. The
personal representative distributes real estate with a fair market val ue of
$100, 000. The adjusted basis of the real estate is $75,000. The estate realizes
a gain of $25,000 on the transfer ($100,000 - $75,000). [FNr02]

A di sposition may occur when a marital deduction devise is funded, whether
outright or in trust. If the will uses a pecuniary anmount fornula cl ause, the
surviving spouse or the marital trust will be entitled to receive a pecuniary
anmopunt. If the personal representative satisfies that anmount by naki ng
di stributions of non-cash property, the personal representative will be treated
as having disposed of the property in a taxable transaction. [FN703] Thus, gain
or loss will be realized, depending upon the fair market val ue and the adjusted
basis of the property distributed.

Exanple : Ds will used a pecuniary forrmula marital deduction clause. H's
wife is to receive "an anount equal to the smallest amount which will result in
the | east possible federal estate tax." The personal representative may satisfy
the devise in cash or in kind, or both. The marital devise is calculated to be
$250, 000. The personal representative distributes to the wife $200, 000 cash
pl us $50, 000 worth of stock. The adjusted basis of the stock is $35,000. The
estate realizes $15,000 of gain on the transfer ($50,000 - $35,000). If the
adj usted basis of the property had been $60, 000, the estate woul d have realized
a loss of $10,000 ($60,000 - $50,000). If the adjusted basis had been $50, 000,
no gain or loss would have ben realized.

Exanple : Gs will also used a simlar pecuniary fornula marital deduction
clause. At G s death, he had $500, 000 of accounts receivable which are IRD. G s
personal representative assigns these accounts to the marital deduction trust
in partial satisfaction of the anbunt due the trust. The distribution triggers
recognition of the IRDto the estate. [FN704] Because the gain is ordinary
income, it is included in DNI, and the distribution will give rise to a tier
two distribution deduction. Thus, the distribution should carry out DN to the
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marital deduction trust, which will have inconme for tax purposes, but no noney
with which to pay the tax.

By contrast, the pro rata funding of a fractional share marital deduction
clause will not result in gain or loss to an estate because a fractional share
is not a pecuniary anount. [FN705] In addition, if a residuary devise to a
surviving spouse qualifies for the marital deduction, the distribution of the
residue in kind to the surviving spouse should not result in any gain or |oss
to the estate.

A disposition may occur when a beneficiary has a right to receive incone,
but agrees to receive other property instead. A beneficiary who is entitled to
receive all of the current incone of a trust expects and has a right to receive
a distribution of that inconme. If that incone is in the formof cash, but the
beneficiary receives other property, the trust is treated as having sold the
property to the income beneficiary. [FN706] If the trust received inconme in a
formother than cash, then it is unclear whether a distribution of that
speci fic non-cash income would be treated as a sale or exchange. It should not;
but if it were, the trust's basis in the asset should equal the anount of the
i ncone received. Thus, any gain or loss would result only fromshort-term
appreci ation or depreciation.

Exanple : B has the right to receive all of the incone of a trust created
by his grandfather. The incone for 1998 is $50,000. Instead of distributing
$50,000 to B, the trustee and B agree to distribute to B $40,000 in cash plus a
bond worth $10, 000. The bond was purchased by the trustee for $8,000, which is
its adjusted basis. The trust realizes a $2,000 gain on the distribution
($10, 000 - $8,000), [FN707] the sane gain the trust would have if it had
di stributed $8,000 to B and then sold the bond to B. [FN708] The trust is
entitled to a distribution deduction. But if the gain recognized on the
di sposition of the bond is capital gain and is not a part of DNI, the gain wll
be taxed to the trust.

A di sposition may occur when a trustee is required to distribute an
annuity to a beneficiary and distributes property in kind to the annuity
beneficiary. To the extent the annuity was paid out of income, no taxable
di sposition should occur. To the extent the annuity was paid out of principal,
a taxabl e disposition will occur. In Rev. Rul. 83-75 [FN709] the trustee of an
irrevocable trust was required to pay qualified charities an annuity equal to
8% of the initial fair market value of the stock transferred to the trust. The
annuity was to be paid out of incone, then capital gains, then principal. In
1983, there was insufficient incone and capital gains, so the trustee
di stributed $48x worth of stock. The basis of the stock was $38x. The IRS rul ed
that the trust had gain of $10x ($48 - $38x) because it transferred appreciated
stock to satisfy its obligation to pay a fixed annuity anount.
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2. Subsidiary Issue: Disallowance of Losses Between Related Parties -- Section
267

Section 267 prevents the recognition of |osses that arise from
transacti ons between certain parties. Section 267 is intended to prevent
related parties fromagreeing to create | osses for incone tax purposes. For
pur poses of Section 267, related parties include a fiduciary of a trust and a
beneficiary of the sanme trust; [FN710] a fiduciary of a trust and a beneficiary
of another trust, if the same person is a grantor of both trusts; [FN711] and,
for tax years beginning after August 5, 1997, an executor of an estate and a
beneficiary of the estate, except in the case of a sale or exchange in
satisfaction of a pecuniary bequest. [FN712]

The | egislative history of Section 267(b)(13) states that the Section 267
| oss disallowance rule should apply to estates and their beneficiaries for the
sanme reasons it applies to trusts and their beneficiaries. [FN713] Section
267(b) (13), however, does not totally conformthe treatnment of estates to the
treatnment of trusts because it continues to allow | osses to be deducted for in-
kind distributions made to satisfy a pecuniary bequest.

If a trust realizes a |loss on the distribution of depreciated property to
a beneficiary in satisfaction of a pecuniary anmount or other specific property,
Section 267 prevents the trust from deducting the | oss. The deduction is not
| ost forever -- it is nerely suspended until further disposition. If the
beneficiary sells or exchanges the property thereafter, any gain realized on
the sale will be offset by the disallowed | oss.

Exanple : Bis entitled to receive a distribution of $10,000 fromthe
trust on her 21st birthday. The trustee distributes a bond worth $10, 000, with
an adj usted basis of $13,000, to satisfy her right to the $10, 000 distribution.
The trust realizes a |oss of $3,000 but is not entitled to deduct the loss. B's
basis in the bond is $10,000. If she sells the bond for $11, 000, she will
realize a gain of $1,000. The gain, however, will not be recognized because of
the $3,000 | oss disallowed to the trust. The renmi nder of the $2,000 | oss does
not benefit her, because she sold the bond for less than a $3,000 gain. |If she
sold the bond for $15,000, she would realize a gain of $5,000, but she would
only have to recogni ze $2,000 of the gain.

3. Second Issue: Election to Recognize Gain or Loss

When an estate or trust distributes property other than cash to a second-
tier beneficiary, the estate or trust can elect to treat the distribution as a
sale to the beneficiary and recogni ze gain or loss on the distribution. [FN714]
Section 643(e)(3) inplies that a fiduciary nay elect to recognize a loss froma
distribution to a beneficiary; however, if the election is nade, the |loss wll
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be disall owed under Section 267. [FN715]

General |y, as shown above, beneficiaries are taxed on anmpunts distributed
froma trust or estate to the extent of the taxable portion of DNI, and the
trust or estate is allowed a deduction for anmounts taxed to its beneficiaries.
Prior to the enactnent of Section 643(e), if property (instead of cash) was
di stributed, the regul ations under Section 661 allowed a possible tax-free
step up in basis in the assets distributed. The regul ati ons provi de that:

* no gain or loss is realized by the trust, estate or beneficiaries;

e the fair market value of the property at the tine of distribution
determ nes the anount deductible by the trust or estate and includible in the
gross incone of the beneficiary; and

« the basis of the property in the hands of the beneficiary is its fair
mar ket value at the tinme it was distributed, to the extent that value is
included in the gross incone of the beneficiary. [FN716]

Therefore, if a trust or estate has DNI, a distribution of appreciated
property to a beneficiary would result in a step-up in the basis of the
property, and the gain that otherw se would have been recogni zed upon a sale or
exchange of the property is avoided.

To end this unwarranted benefit, the Tax Reform Act of 1984 added Section
643(e), which provides that whenever property (other than cash) is distributed

» the estate or the trust may elect to recognize gain or loss in the sane
manner as if the property had been sold to the distributee at its fair market
val ue;

* if the election is nmade, the anmount treated as a distribution deduction
under Section 661(a)(2) and as distributed to the beneficiary under Section
662(a)(2) is equal to the fair nmarket value of the property distributed;

e if no election is nmade, the anmount used for purposes of 8 § 661(a)(2)
and 662(a)(2) is either (i) the adjusted basis of the property to the estate or
trust imedi ately before the distribution, or (ii) the fair market value of the
property, whichever is |ess;

e the basis of any property received by a beneficiary will be the adjusted
basis of the property to the estate or trust i mediately before the
distribution (that is, a carryover basis), adjusted for any gain or |oss
recogni zed by the estate or trust.

Note : If property has declined in value, the anmount taken into account
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under 8 8§ 661(a)(2) and 662(a)(2) will be the property's fair market val ue,
whet her or not an election is nade.

Whet her an el ection should be made requires careful analysis by the
fiduciary, because the decision to recognize or not to recognize gain or |oss
shifts tax consequences between the estate or trust and the beneficiaries. This
is especially true when the fiduciary contenplates a distribution of
appreci ated property.

When appreci ated property is distributed to a beneficiary and no el ection
is made under Section 643(e), the beneficiary takes the property with the sane
basis that the estate or trust had in the property. The recognition of any
unrealized gain will either be deferred until the property is sold or exchanged
in a taxable transaction, or will be elimnated if the property is held by the
beneficiary until his death and the general basis rules of Section 1014 apply.
Therefore, this ability to defer, and possibly elimnate, recognition of gain
is a reason for the fiduciary not to elect to recognize the gain in the estate
or trust when distributing appreciated property, unless the estate or trust has
| osses or deductions that can be used to significantly reduce or elimnate the
gai n.

Potential recognition of gain is not the only concern of the fiduciary;
t he ambunt and character of the incone taxable to the estate or trust and the
beneficiaries may be affected by the fiduciary's decision whether or not to
el ect to recognize gain.

Exampl e : Trust X has DNI of $3,000 and the trustee distributes
appreci ated capital gain property that has an adjusted basis of $1,000 and a
fair market value of $2,500 to its beneficiary. If a Section 643(e) election
is made, the beneficiary will have a basis of $2,500 in the property and,
pursuant to Section 662(a)(2), will recognize ordinary incone of $2,500. But
if no election is nade, the beneficiary will have a basis of $1,000 in the
property and will recognize ordinary inconme of $1,000. Therefore, if no
el ection is made, the beneficiary benefits by having $1,500 of ordinary incone
converted into potential capital gain. On the other hand, if the Section 643(e)
election is not nmade, the trust suffers by converting $1,500 of capital gain
into $1,500 of ordinary incone, the cost of which nmay be borne by the
r emai nder nmen.

Simlarly, the inpact of the Section 643(e) election nust be anal yzed
when there are nultiple beneficiaries.

Exampl e : Trust Y has DNI of $3,000 and the trustee, exercising its
di scretion, distributes $5,000 in cash to beneficiary C and property with a
basis of $2,500 and a fair narket value of $5,000 to beneficiary D. If no
el ection is nade, then, for purposes of Section 662(a)(2), Dis treated as
receiving $2,500 and, therefore, will recognize only $1,000 of ordinary incone,
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while C will recognize $2,000 of ordinary incone. If an election is made to
recognize gain in the trust, both C and D are treated as receiving equal
amounts under Section 662 and, hence, both will recognize ordinary inconme of
$1,500. Note : If the fiduciary elects to recognize the capital gain, but
distributes the capital gain property (as would occur in the final year of the
estate or trust), any capital gain thus recognized by the estate or trust would
be distributed anong and taxable to the beneficiaries.

Exanple : A trustee distributes property with a basis of $10,000 and a
fair market value of $15,000, and the trust has DNl of $12,000. If no el ection
to recognize gain is made, the trust will have $2,000 of ordinary incone. I|f
the trustee elects to recognize gain, the trust will have $5,000 of capita
gain. [FN717]

If a trustee distributes appreciated property to a beneficiary and the
property is depreciable by the beneficiary, any gain recognized by the trustee
will be ordinary inconme. [FN718] The sane is true for estates, for tax years
begi nni ng after August 5, 1997, except in the case of a sale or exchange in
satisfaction of a pecuniary bequest. [FN719]

Where property has declined in value, the analysis for the fiduciary is
simpler. In the case of a trust and, after 1997, an estate, regardl ess of
whet her the fiduciary elects to recognize |oss upon a distribution of property,
the tax results under Section 643(e) to the trust or estate and to
beneficiaries will be the sane. Al though gain or loss is recogni zed as though
the property had been sold to the distributee at its fair market value, Section
267 disallows the deduction for |osses froma sale or exchange of property
between a fiduciary and a beneficiary of the sane trust or estate. Therefore,
whet her or not the election is made, no loss will be recognized by the trust or
estate. [ FN720]

Furt her, under either event, the anount taken into account under 8§ 8§
661(a)(2) and 662(a)(2) will be the fair market value of the property, and the
basis of the property in the hands of the beneficiary will be the sane as the
trust's or estate's basis in the property inmediately before the distribution.

An el ection under Section 643(e) should be nmade by the estate or trust on
its return for the taxable year for which the distribution was nade. The
el ection applies to all distributions nmade during the year, other than
di stributions described in Section 663(a). [FN721] Once nade, the el ection may
be revoked only with the consent of the Secretary. [FN722] The el ection can,
however, be nade on a year-by-year basis.

The election will not affect the recognition of gain or |oss on
di stributions that satisfy pecuniary anounts, or on distributions of property
ot her than the specific property required to be distributed, because
recognition of such gains and deductible |osses is mandatory. Thus, the gains
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or | osses nandated by Kenan and discussed in V, G 1, above, are nandatory and
not subject to this election.

4. Third Issue: |Is the Gain or Loss Included in DN ?

If an estate or trust recognizes gain or loss on a distribution, by

el ection or otherwise, the gain or loss may or may not be included in DNI. If
the gain or loss is ordinary (not fromthe sale of a capital asset), it should
be included in DNI. If the gain or loss is fromthe sale or exchange of a

capital asset in the year of termnation, the resulting gains (and | osses up to
gains) also wll be in DNI. [FN723]

|f an estate or trust recognizes a capital gain or loss on a distribution
by el ection or by satisfaction of an obligation, one issue is whether the gain
or loss would be included in DNI if the fiduciary had sold the asset and
di stributed the proceeds. Inclusion of the capital gains (and | osses) in DN
will affect the character of distributions to beneficiaries. In addition, it
will increase the distribution deduction and gross inconme of the beneficiaries
if distributions exceed the amount of DN conputed wi thout including the gain
so that the gain is effectively taxed to the beneficiaries rather than the
estate or trust.

The test under Section 643(a)(3) is whether the capital gains are
all ocated to inconme, or are allocated to principal and actually paid, credited,
or required to be distributed. The test under the regul ati ons when capital
gains are allocated to principal is whether they are actually distributed to
beneficiaries, used in determ ning the amount distributed, or required to be
di stributed. [FN724] Under the exanples in the regulations, this turns on
whet her capital gains that are allocated to principal also are allocated by the
fiduciary under the governing instrunment or state law to a beneficiary
receiving a distribution. This is shown in the exanples when the fiduciary has
sold an asset for a gain, and has established a regular practice of
di stributing the exact net proceeds. [FN725]

It also is shown when the fiduciary is required to distribute a percentage
of principal, sells assets, distributes the proceeds, and allocates the gain to
such beneficiary under the governing instrunent and state |aw. [FN726] One
exanpl e provides that if the trustee is required to distribute one-half of the
principal, sells one-half of the principal, distributes all of the proceeds,
and allocates all of the gain to a beneficiary, it will be included in DN
Alternatively, if the trustee sells all of the assets, distributes one-half of
t he proceeds, and allocates one-half of the gain to the beneficiary, then only
half of the gain will be in DNI. [FN727] It is difficult to predict how these
tests and exanples relate to capital gains resulting fromdistributions, but
some generalizations are possible.
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Tax Managenent Portfolio, Estate and Trust Adm nistration -- Tax Pl anning,
No. 855, discusses aspects of tax planning in connection with the
adm ni stration of an estate or trust. This Portfolio includes, but is not
limted to, the subject of after-death tax planning.

In adm nistering an estate or trust, the fiduciary has nunerous options
avai lable to mnim ze taxes. These options are anal yzed fromthe standpoint of
the incone, estate, gift, and generation-skipping tax |aws. Options that nust
be considered by a fiduciary include: (1) splitting gifts, (2) claimng
adm ni strati on expenses as i ncone expenses, (3) using the entity as a separate
t axpayer, (4) disclainers, and (5) options relating to interests in
part nershi ps and corporations.

The timng and type of distributions froman estate or trust can affect
the incone tax consequences of both the estate or trust and its beneficiaries.
The fiduciary can distribute incone currently or retain it, thereby using the
estate or trust as a separate taxpayer. The fiduciary can also tine
di stributions to nake use of deductions. In distributing property in kind, the
estate or trust can elect to recognize the gain or | oss.

Many of the post-nortem estate planning options discussed in this
Portfolio cannot be utilized by unilateral action of the executor; the
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cooperation (or at |east the consent) of others is required. In addition, the
executor must often take tinely action to take advantage of a given option. On
t he ot her hand, many el ections, once nade, are irrevocable or difficult to
revoke. Thus, the task of post-nmortemtax planning is one of the nost

chal I engi ng areas of tax practice.

This Portfolio may be cited as Acker, 855 T.M, Estate and Trust
Adm ni stration -- Tax Pl anni ng.
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represent nost of the estate inconme, that 50% of the receivables will be
coll ected by Cctober 31, and the bal ance coll ected over the subsequent six
nmonths. As a result, the executor may wish to elect October 31 as the fisca
year to spread roughly equal amounts of income over two tax years. [FN256]

B. Distributions of Property in Kind

Cenerally, beneficiaries are taxed on anounts distributed froma trust or
estate to the extent of the trust's or estate's distributable net income (DN),
and the trust or estate is allowed a deduction for amounts distributed to its
beneficiaries. If property, other than cash is distributed, and if Section
643(e) applies, the amount of DNl deemed distributed to the beneficiaries and
the distribution deduction allowed to the estate or trust will depend on
whet her or not the fiduciary has nade a Section 643(e) election.

1. When Section 643(e) Election Is Avail able

Section 643(e) will apply whenever a distribution would carry out
di stributable net income (DNI) pursuant to Section 661. O, to state it in the
negati ve, Section 643(e) will not apply to any distribution covered by Section

663(a). [FN257]

Exanpl e: John's will bequeaths $50,000 to Mary. John's executor
di stributes property to Mary in satisfaction of the bequest. Satisfying the
bequest with property is treated as a taxable exchange and there is no el ection
on this point because Section 643(e) does not apply. [FN258]

2. Effect of Section 643(e) Election

Whenever property, instead of cash, is distributed and Section 643(e)
applies to the distribution, the estate or trust nmay el ect to recognize gain or
| oss in the sane manner as if such property had been sold to the distributee at
its fair market val ue

If the election is made, the anobunt treated as a distribution deduction
under Section 661(a)(2) and as distributed to the beneficiary under Section
662(a)(2) is equal to the fair market value of the property distributed.

[ FN259]

If no election is made, then the amobunt to be used for purposes of § §

661(a)(2) and 662(a)(2) is the |lesser of (1) the adjusted basis of the property
distributed in the hands of the estate or trust imredi ately before the
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distribution, or (2) the fair market val ue of such property. [FN260] Note: If
distributed property has a fair market value less than its adjusted basis, the
anount to be used under 8 8§ 661(a)(2) and 662(a)(2) will be the property's
fair market val ue whether or not the election is nade.

The basis of any property received by a beneficiary will be the adjusted
basi s of such property in the hands of the estate or trust inmediately before
the distribution, adjusted for any gain or |oss recognized by the estate or
trust. [FN261]

3. Planni ng Consi derations

Whet her or not a Section 643(e) election should be nmade requires anal ysis
by the fiduciary because the decision to recognize or not to recogni ze gain or
| oss can shift tax consequences anong the estate or trust and its
beneficiaries.

When appreciated property is distributed to a beneficiary and no Section
643(e) election is made, the beneficiary takes the property with the sane basi s
that the estate or trust had in such property and the recognition by the
beneficiary of any unrealized gain will either be deferred until such property
is sold or exchanged in a taxable transaction, or elimnated if the beneficiary
dies with such property and the general basis step-up rules of Section 1014

apply.

Exanpl e: A trust distributes securities worth $10,000 but with a basis of
$6,000 to a beneficiary. No Section 643(e) election is made and, as a result,
t he beneficiary takes the sane basis as the trust, that is, $6,000. The
potential $4,000 of gain remains unrecognized. The beneficiary holds such
securities until his death when the securities are worth $20, 000, and, because
of Section 1014, the beneficiary's estate gets a step-up in basis in the
securities to $20,000. The potential gain of $4,000 existing when the
beneficiary received the securities is never recogni zed.

This ability to defer, and possibly elimnate, recognition of gain is one
reason for the fiduciary not to make a Section 643(e) election, unless the
estate or trust has | osses or deductions that can be used to significantly
reduce or elimnate such gains.

Potential recognition of gain is not the only concern of the fiduciary;
t he anount and character of the inconme taxable to the estate or trust and the
beneficiaries may be affected by the fiduciary' s decision whether or not to
el ect to recogni ze gai n under Section 643(e).

Exanpl e: A trust has DNl of $3,000, conprised of ordinary incone. The
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trustee distributes to a beneficiary appreciated capital property that has an
adj usted basis of $1,000 and a fair narket value of $2,500. If a Section 643(e)
el ection is nade, the beneficiary will have a basis of $2,500 in the property
and, pursuant to Section 662(a)(2), will be treated as receiving $2,500 of
DNI, thereby recognizing ordinary incone of $2,500. The trust will have a

di stribution deduction of $2,500, but will now recognize $1,500 of capital

gai n.

If no Section 643(e) election is nmade, the beneficiary will have a basis
of $1,000 in the property, but will recognize ordinary incone of only $1, 000
(the DNI deened distributed to him. Due to the trustee's not naking the
el ection, the beneficiary benefits by having $1,500 of ordinary incone
converted into potential capital gain. On the other hand, the trust wll have a
di stribution deduction of only $1,000, thereby converting the $1,500 of capital
gai n whi ch woul d have been recogni zed if the el ection had been nmade into $1, 500
of ordinary inconme, the cost of which may be borne by the renmi ndernen.

The inmpact of a Section 643(e) election also nust be anal yzed when there
are multiple distributees.

Exanpl e: Trust Y has DNl of $3,000 conprised of ordinary incone. The
trustee, exercising its discretion, distributes $5,000 in cash to beneficiary J
and distributes property with a basis of $2,500 and a fair market val ue of
$5,000 to beneficiary B. If no Section 643(e) election is nade, then, for
purposes of 8 § 661(a)(2) and 662(a)(2), Bis treated as receiving $2,500, the
basis of the property distributed to him As a result, Bis treated as
receiving one-third of the DNI, or $1,000, while J is treated as receiving two-
thirds of the DNI, or $2,000.

If a Section 643(e) election is made to recognize gain in the trust, both
J and B are treated as receiving equal anounts under Section 662(a)(2) and,
hence, both will recognize ordinary incone of $1,500. Note: If the fiduciary
el ects to recogni ze the capital gain but distributes such capital gain (as
woul d occur in the final year of the estate or trust), any capital gain so
recogni zed woul d be distributed anmong and taxable to the beneficiaries.

Further, in the case of a trust, the trustee's decision can affect whether
or not the trust will have undistributed net i ncone or an accunul ati on
distribution in the year the property is distributed.

Exanpl e: A trustee distributes property with a basis of $10,000 and a fair
mar ket val ue of $15,000. The trust has DNI of $12,000 conprised of ordinary
incone. |If no Section 643(e) election to recognize gain is nade by the
trustee, the trust will have undistributed net income of $2,000 (less the
anount of taxes inposed on the trust). If the trustee elects to recognize gain,
the trust will have nmade an accunul ation distribution and, to the extent the
trust has undistributed net incone from preceding taxable years, the throwback
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rules found in 8 8 665-667 will apply to such distribution. Note: The

t hrowback rul es have been repeal ed for donestic trusts created after February
29, 1984 for distributions in trust in taxable years beginning after August 5,
1997.

If a trustee distributes appreciated property to a beneficiary and such
property in the hands of the beneficiary will be subject to depreciation, any
gain recogni zed by the trustee will be treated as ordinary inconme under Section
1239.

Where property has declined in value, the analysis for the fiduciary may
be sinpler. In the case of an estate or trust, whether or not the fiduciary
el ects to recogni ze | oss upon a distribution of property, the tax results under
Section 643(e) to the trust and beneficiaries will be the same. This is
because gain or loss is recognized in the same nanner as if such property had
been sold to the distributee at its fair market value, and Section 267
provides that no deduction is allowed for | osses fromsal es or exchanges of
property between a fiduciary and a beneficiary of the estate or trust. [FN262]
Therefore, whether or not the election is made, no loss will be recogni zed by
the trustee. Further, under either event, the anmount under 8§ § 661(a)(2) and
662(a)(2) wll be the fair market value of the property, and the basis of the
property in the hands of the beneficiary will be the same as the trust's basis
in the property imrediately before the distribution.

Any el ection made under Section 643(e) is to be nade by the estate or
trust on its return for the taxable year for which the distribution was nade,
and applies to all distributions nmade during the year other than distributions
descri bed under Section 663(a). Once nmade, the el ection may be revoked only
with the consent of the IRS

C. 65 Day Election -- Section 663(b)

If within the first 65 days of the taxable year of a trust or an estate
[ FN263] an ampunt is properly paid or credited, and if the trustee nmakes a
proper election, the distribution is treated as having been made on the | ast
day of the preceding taxable year for all purposes. [FN264] The election is
made on the back page of Form 1041. If no return is required, a statenent
maki ng the election nust be filed with the Internal Revenue office where a
return woul d have been filed. The trustee need not nake the 65 day el ection for
all distributions made in the first 65 days, but may designate particul ar
di stri butions.

Regs. Section 1.663(b)-1(a)(2), although not the statute, restrict the

anount that may be el ected under the 65 day rule. The anpbunt cannot exceed the
accounting incone for the prior year, or DNI, if greater, reduced by paynents
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