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The Treasury Creates Good Vibrations: The Final Regulations

Under Code Sec. 643"

Scattered throughout the Code are archaic estate and
trust tax sections crying out for change because of
their inappropriate applications in a quickly evolving
investment and entity planning environment. Take a
close look at A. Strangi Est. Il and ask the follow-
ing question: Did Congress really consider the use
of partnerships in 1931 in its desired list of evils to
be curbed by Code Sec. 2036(a)? Unlikely. Code
Sec. 2036 has been in need of change, or complete
elimination, for the last 20 years. Whatever purpose
was originally intended by that section has long gone
by the wayside.?

Like Code Sec. 2036, the trust and estate income
tax rules under Code Sec. 643 long have been in
drastic need of an update to incorporate modern port-
folio concepts into the income taxation regime. That
section controls who is taxed on income—ordinary
income and capital gains—as between the trust (or
estate) or the beneficiaries.’ But the potential impact
of Code Sec. 643 is more extensive than just this
allocation concept. It also can affect the potential
qualification of marital unitrusts for the marital de-
duction and the continued grandfathering of certain
generation-skipping trusts. When originally enacted,
the application of Code Sec. 643 to such far-reach-
ing concepts was unintended and most certainly
unanticipated.

The original version of Code Sec. 643 could
not accommodate modern portfolio investment
theory, nor could it handle the irrelevance to the
investment world of distinctions between trust ac-
counting income and capital appreciation. The old
rules posed substantial problems to planners and
tax return preparers because they just did not reflect
modern reality.

The issuance by the Treasury on December 30,
2003, of new regulations under Code Sec. 643 was
a welcome change and will help planners conform

modern investment practices to tax planning. There
are many highlights to these regulations, adopted
after numerous thoughtful comments to the proposed
regulations by planners.

The regulations are applicable to trusts and estates
for tax years ending after January 2, 2004. That means
that even for older trusts, these rules will now apply
for the current and subsequent tax years.

In the past, capital gains typically were excluded
from distributable net income (DNI) and were thus
trapped at the trust or estate level except in the year of
termination.* Although possible, it was very difficult
to argue under the old regulations that a distribution
of principal to a beneficiary constituted a distribu-
tion of capital gain to that beneficiary (resulting in
that beneficiary being taxed on the capital gain).’
This posed substantial concerns to fiduciaries on
a practical level—the distribution of principal to a
beneficiary was on an after-tax basis. it also often
interfered with year-end tax planning. For example,
if it were possible to distribute capital gains to a ben-
eficiary in a given year, the trustee could prevent an
estimated tax payment penalty at the trust level that
would otherwise have occurred because the fiduciary
was not safe harbored and had not anticipated that
year’s capital gain for estimated tax purposes.

The regulations now provide substantial flexibility
to include capital gains in DNI and thus to allow the
allocation of capital gains from a trust or estate to the
beneficiary in a given year.® For example, to make
capital gains taxable to the beneficiary, the fiduciary
is now allowed to allocate those gains to income
in a more liberal fashion than was permitted under
the prior regulations.” Or, the capital gains can be
allocated to corpus but “treated consistently by the
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fiduciary on the trust’s books, records, and tax returns
as part of a distribution to a beneficiary.”® Or, those
capital gains can be allocated to corpus, but actually
distributed to the beneficiary.’

These standards allow substantial flexibility to the
trustee in determining whether capital gains are to
be taxed to the trust or to the beneficiaries, and es-
sentially open the door to trustee discretion in this
regard. When determining whether to make an allo-
cation of capital gain to a principal distribution to a
beneficiary, the fiduciary and advisor should review
carefully the examples and rules in the regulations
and, to the extent possible, should try to fit within
one of those fact patterns. The new regulations do
require that the trustee be authorized to allocate capi-
tal gains to DNI by state law or by the provisions of

be satisfied by the fiduciary allocating capital gains
to the income beneficiary to satisfy that beneficiary’s
income interest.

Similarly, when the trustee invests and manages the
trust assets under the state’s prudent investor standard
and adjusts between income and principal to ensure
impartiality regarding a trust investing for total return,
this allocation will be respected.™

Modern portfolio theory has acted as a catalyst
for states to amend their Principal and Income Acts
to allow “income-only” trusts to be changed to uni-
trusts. That type of conversion eliminates the inherent
tension between an income beneficiary’s desire to
invest in fixed income instruments and the remainder
beneficiaries clamoring for capital appreciating as-
sets. However, trustees have been concerned that this

the trust instrument, if not
prohibited by state law.
Further flexibility is cre-
ated in the new regulations
by an expanded definition
of income.'° The definition
of “income” is crucial in
complying with many es-
tate tax and other statutes
such as the marital deduc-

The original version of Code Sec. 643
could not accommodate modern portfolio
investment theory, nor could it handle
the irrelevance to the investment world
of distinctions between trust accounting
income and capital appreciation.

type of conversion would
be argued by the IRS, a /a
Cottage Savings,” to be a
triggering event for capital
gain purposes.'®

The final regulations sup-
port the conclusion that this
type of conversion will not
be a problem if the action is
provided for by state statute.

tion provisions under Code

Sec. 2056(b)(5) and (7), which require that a surviv-
ing spouse be entitled to all “income” from the trust
at least annually.

Before the issuance of these regulations, there was
certainly a question as to whether a unitrust interest
would have satisfied this income requirement.”” Now
the regulations specifically provide that a unitrust
amount can define trust accounting income.'? Specifi-
cally, a spouse who is entitled to a unitrust amount
of no less than three percent and no more than five
percent of trust fair market value each year (rather
than the ubiquitous right to all “income”) in accor-
dance with both a state statute and the governing
instrument would qualify for the marital deduction.”
Further, a trustee’s conversion of an income-only trust
into a total return trust or unitrust should not cause
the loss of the federal estate tax marital deduction and
will not trigger a taxable transfer for gift tax purposes
(provided, again, that the unitrust amounts are in the
range of three to five percent of fair market value).

This flexibility conforms to modern investment port-
folio theory that looks for total return. In other words,
instead of a four-percent income interest made up
of interest and dividends, the trust could provide for
total capital return, and the four-percent return could

The regulations specifically
provide that such a state-authorized conversion will
not constitute a recognition event for purposes of
Code Sec. 1001."” Similarly, the regulations make
clear that a conversion into a unitrust will not undo
GST grandfathering.'®

It should be noted that almost all of the flexibility
given to trustees under the new regulations depend
upon an authorizing state statute. Generally, it is not
sufficient merely to have provisions in the trust giving
the trustee authority to make the kinds of allocations
discussed in the regulations.

In conclusion, the new regulations under Code Sec.
643 accomplish several positive objectives for plan-
ners. They are a “must-read,” and the practitioner also
may want to focus on the provisions in these regula-
tions—not as favorable to the taxpayer but still fair in
their application—pertaining to charitable remainder
trusts and pooled income funds.

ENDNOTES

The final regulations are available at 69 FR 12, T.D. 9102, (Dept.
Treas.).
T A Strangi Est. I, 85 TCM 1331, Dec. 55,160(M), TC Memo. 2003-
145.
Code Sec. 2036, in a broad brush, was intended to capture transfers
with retained life estates or retained controls because such transfers
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