Notice of Proposed Rulemaking FOR FURTHER INFORMATION CON- earned by the trust assets. The dividenc

and Notice of Public Hearing TACT: Concerning the proposed regulareturn on equities as a percentage of thei
tions, Bradford Poston at (202) 622—3060alue traditionally has been substantially
Definition of Income for Trust (not a toll-free number); concerning subless than the interest return on bonds.

Purposes missions of comments, the hearing, To ensure that the income beneficiary
and/or to be placed on the building access not penalized if a trustee adopts a total
REG-106513-00 list to attend the hearing, Guy R. Traynofeturn investment strategy, many states
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AGENCY: Internal Revenue Service ( ) hgye made, or are c_o.nS|der|n'g making, re
(IRS), Treasury visions to the definitions of income and
’ ' SUPPLEMENTARY INFORMATION: principal. Some state statutes permit the
ACTION: Notice of proposed rulemak- trustee to make an equitable adjustmen

ing and notice of public hearing. between income and principal if neces-

SUMMARY: This document contains sary to ensure that poth the i”Cf?rT‘e bene
proposed regulations revising the defini- Section 643(b) provides a definition officiary and the remainder beneficiary are
tion of income under section 643(b) ofhe term income for purposes of subparféeated impartially, based on what is fair
the Internal Revenue Code to take inté: through D of part | of subchapter J of2nd reasonable to all of the beneficiaries.
account changes in the definition of trusthe Internal Revenue Code (Code) . Théhus, a receipt of capital gains that previ-
accounting income under state lawstermincome when not modified by any ously would have been allocated to prin-
The proposed regu'ations aISO C|arif)pther term, means the amount of incom%lpal may be allocated by the trustee t0.|n-
the situations in which capital gains ar@f the trust or estate determined under tH&®M€ If necessary to treat both parties
included in distributable net incometerms of the governing instrument and agtmpartially. Conversely, a receipt of divi-
under section 643(a)(3). Conformind’”cable local law. Section 1_643(b)_1dends or interest that prewously would
amendments are made to regulations afurther provides that trust provisions thaflave been allocated to income may be al
fecting ordinary trusts, pooled incomedepart fundamentally from the conceptiPcated by the trustee to principal if nec-
funds. charitable remainder trusts, trust@f local law in determining what consti-€SSary to treat both parties impartially.
that qualify for the gift and estate taxtutes income will not be recognized. Other states are proposing legislation
marital deduction, and trusts that are ex- These statutory and regulatory provithat would allow the trustee to pay a uni-
empt from generation-skipping transfesions date back to a time when, undéfust amount to the income beneficiary in
taxes. This document also provides ncstate statutes, dividends and interest wefdtisfaction of that beneficiary’s right to
tice of a public hearing on these proconsidered income and were allocated f$€ income from the trust. This unitrust
posed regulations. the income beneficiary while capital gain@mount will be a fixed percentage, some-

. , were allocated to the principal of the trustimes required to be within a range set by
DATES: Written and electronic COM-changes in the types of available investtate statute, of the fair market value of

ments must be received by May 18, 20036 nts and in investment philosophiedhe trust assets determined annually.

Outlines of topics to be discussed at theyye caused states to revise, or to con-Questions have arisen concerning how
public hearing scheduled for June 8, 200diyer revising, these traditional conceptthese state statutory changes affect the de
must be received by May 18, 2001. of income and principal. finition of income provided in section
ADDRESSES: Send submissions to: The prudent investor standard for man643(b) and the other Code provisions that
CC:M&SP:RU (REG-106513-00),aging trust assets has been enacted tgly on the section 643(b) definition of in-
room 5226, Internal Revenue Servicemany states and encourages fiduciaries @@me. This definition of income affects
POB 7604, Ben Franklin Station, Washadopt an investment strategy designed teusts including, but not limited to, ordi-
ington, DC 20044. Submissions may b&aximize the total return on trust assetfiary trusts, charitable remainder trusts,
hand delivered Monday through FridayJnder this investment strategy, trust agpooled income funds, and qualified sub-
between the hours of 8 a.m. and 5 p.nsets should be invested for total positivehapter S trusts.

to: CC:M&SP:RU (REG-106513-00),return, that is, ordinary income plus ap- In addition, trusts that qualify for the
Courier’s Desk, Internal Revenue Serpreciation, in order to maximize the valuyift or estate tax marital deduction must
vice, 1111 Constitution Avenue, NW, of the trust. Thus, under certain economigay to the spouse all the income from the
Washington, DC. Alternatively, taxpay-Circumstances, equities, rather thaproperty. All the income is considered
ers may submit comments electronicallfponds, would constitute a greater portiopaid to the spouse if the effect of the trust
via the Internet by selecting the “Taxof the trust assets than they would undés to give the spouse substantially that de-
Regs” option on the IRS Home Page, olraditional investment standards. gree of beneficial enjoyment of the trust
by submitting comments directly to the One of the concerns with shifting trustoroperty that the principles of trust law
IRS Internet site athttp://www.irs. investments toward equities and awagccord to a person who is unqualifiedly
ustreas.gov/tax_regs/regslist.htmiThe from bonds is the potential adverse imdesignated as the life beneficiary of a
public hearing will be held in the IRSpact on the income beneficiary. Based omust. Section 25.2523(e)-1(f) of the Gift
Auditorium, Internal Revenue Building, the traditional concepts of income andax Regulations and §20.2056(b)-5(f) of
1111 Constitution Avenue, NW, Wash- principal, the income beneficiary is enti-the Estate Tax Regulations. Questions
ington, DC. tled only to the dividends and intereshave arisen whether the spouse is entitlec
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to all the income from the property in a The proposed changes to the regulafy for the charitable deduction. Any net
state that permits equitable adjustments ¢ipns will permit trustees to implement aong-term capital gain not required to be
unitrust payments. total return investment strategy and to foldistributed during the current year would

Similarly, questions have arisen as t¢oW the applicable state statutes designdie added to principal. However, the
whether an otherwise exempt trust whickp treat the income and remainder benefamount of the gain would not be perma-
uses equitable adjustments or unitrugtiaries impartially. At the same time, thenently set aside for charitable purpose:
payments will be subject to the generdimitations imposed by the proposed regubecause this amount may be used in th
tion-skipping transfer tax provisions oflations ensure that the Code provisions réuture to make the unitrust payment to the

chapter 13 of the Code. lying on the definition of income underincome beneficiaries. A similar situation
section 643(b) are not undermined by aarises if the trustee is permitted undel
Explanation of provisions unlimited ability of the trustee to allocatestate law to make equitable adjustment:
between income and principal. with respect to unrealized appreciation in
Definition of Income the value of the trust assets. A portion of
Pooled Income Funds any subsequently realized capital gair

The proposed regulations will amend the a 2
- ; : . y already have been treated as distrik
definition of income under 81.643(b)-1 to A special rule Is proposed to be addealed to the income beneficiaries in accor-

take into account certain state statutorip the regulations covering pooled income,
changes to the concepts of income arféinds to address the problems arising
principal. Under the proposed regulationgfom the potential application of the new
trust provisions that depart fundamentallgtate statutes to these funds. A pooled i
from traditional concepts of income andcome fund as defined in section 642(c)(5f ' 'R0 o - TS RS S
principal (that is, allocating ordinary in-is a split-interest trust created and mai 5 ital o lifies for the ch .tg
come to income and capital gains to princtained by certain types of charitable org%elrm dcilp' a ga!]f‘ q“";' 'esh orthe c af” ﬁ'
pal) will generally continue to be disre-hizations. Noncharitable beneficiaries re- N e'uct'lon If, under the te'rms of the
garded, as they are under the curreseive the income from the commingle overning instrument and'appllcable state
regulations. However, amounts allocatettind during their lives and the charitabl aw, income may be a unitrust amount or
between income and principal pursuant torganization receives the remainder intef1&Y include an eqwtable adju.str'nen't with
applicable state law will be respected iests. The income that is to be paid to tH§SPECt 10 unrealized appreciation in the
state law provides for a reasonable apporoncharitable beneficiaries is income a\éalue of the trust assets.
tionment between the income and remairglefined in section 643(b). §1.642(c)-5())charitable Remainder Unitrusts
der beneficiaries of the total return of the A pooled income fund is a trust subject
trust for the year, taking into account ordito taxation under section 641. It is enti- A charitable remainder unitrust is a
nary income, capital gains, and, in some sitled to a distribution deduction under secsplit-interest trust that provides for a spec-
uations, unrealized appreciation. For exion 661 for income distributed to theified distribution to one or more nonchari-
ample, a state law that provides for theoncharitable beneficiaries. In additiontable beneficiaries for life or a term of
income beneficiary to receive each year i receives a charitable deduction undeyears, with an irrevocable remainder in-
unitrust amount of between 3% and 5% afection 642(c)(3) for any amount of neterest held for the benefit of a charitable
the annual fair market value of the trust adeng-term capital gain which pursuant tmrganization. Under section 664(d)(2),
sets is a reasonable apportionment of thbe terms of the governing instrument ishe amount distributed to the noncharita-
total return of the trust. Similarly, a statgpermanently set aside for charitable pumsle beneficiaries is a fixed percentage (no
law that permits the trustee to make equposes. A pooled income fund is taxed ofess than 5% and not more than 50%) o
table adjustments between income anahy net short-term capital gain that is nathe annual fair market value of the trust
principal to fulfill the trustee’s duty of im- required to be distributed to the incomassets. Alternatively, under section
partiality between the income and remainbeneficiaries pursuant to the terms of the64(d)(3), the unitrust amount may be the
der beneficiaries is a reasonable apportiogoverning instrument and applicable localesser of this fixed percentage amount ol
ment of the total return of the trust. law. trust income (with or without a make-up
In addition, an allocation of capital Under traditional principles of incomeamount). For this purpose, trust income
gains to income will be respected unde&nd principal, ordinary income would bemeans income as defined under sectiol
certain circumstances. Such an allocatigpaid to the income beneficiaries. Any ne643(b) and the applicable regulations.
will be respected if directed by the termdong-term capital gain would be allocated1.664—3(a)(1)(i)(b).
of the governing instrument and applicato principal to be held for the ultimate Under proposed state statutes, trust in
ble local law. Similarly, if a trustee, pur-benefit of the charitable remaindermamome could be a fixed percentage of the
suant to a discretionary power granted tand therefore would qualify for the chari-annual fair market value of the trust as-
the trustee by local law or by the governtable deduction under section 642(c)(3). sets, and the fixed percentage may be le:
ing instrument (if not inconsistent with If a pooled income fund were to pay thehan 5%. A netincome charitable remain-
local law), allocates capital gains to inincome beneficiaries a unitrust amount imler unitrust using such a state statuton
come, the allocation will be respectedsatisfaction of their right to income, agdefinition of income would in substance
provided the power is exercised in a regrovided by proposed state statutes, lonfpe a fixed percentage unitrust with a per-
sonable and consistent manner. term capital gains would no longer qualeentage less than the 5% required by se

ance with an equitable adjustment distri-
ution.

_The proposed regulations will amend
1.642(c)—2(c) to address these issues ft



tion 664(d)(2). Therefore, the proposeéccordance with a power granted to theonsistently allocated to income by the
regulations will amend 81.664—3(a)fiduciary by the governing instrument orfiduciary pursuant to a discretionary
(1)(i)(b) to provide that income under thdocal law): allocated to income; allocatecpower. In any other situation, capital
terms of the governing instrument and apgo corpus but treated by the fiduciary omgains will be excluded from distributable
plicable local law may not be determinedhe trust’s books, records, and tax returnget income and will be taxed to the trust.
by reference to a fixed percentage of thas part of a distribution to a beneficiary; = = | o
annual fair market value of the trust proper allocated to corpus but utilized by thePistributions in Kind

erty. If the applicable state law definediduciary in determining the amount 1,4 proposed regulations will clarify
income as a unitrust amount, the goverrwhich is distributed or required to be disyq consequences of certain distributions
ing instrument of a net income charitabléributed to a beneficiary. As is the casgy property in kind for purposes of the
remainder unitrust must provide its owrunder the current regulations, capitaljistripution deductions under sections
definition of trust income. In ad_dltlon, gains that are paid, permanently set_ §S|<j_§51 and 661. Thus, if property is distrib-
the proposed regulations will provide thaor to be used for the purposes specified if}oq 1o a beneficiary in satisfaction of the
capital gains attributable to appreciatiorsection 642(c) are included in the diStribbeneficiary’s right to income, the trust
in the value of assets after the date comtable net income. Capital losses are nef| pe treated as having sold the property
tributed to the trust or purchased by theed at the trust level against any capitgly; its fair market value on the date of dis-
trust may be allocated to income undegains, except for a capital gain that is Utigipytion.

the terms of the governing instrument antized in determining the amount that is

applicable local law. Such an allocationdistributed or required to be distributed tdrusts Qualifying for Gift and Estate Tax
however, may not be discretionary witha particular beneficiary. Marital Deduction

the trustee. The section 664 regulations Under the proposed regulations, capital ) .

already prohibit the allocation of pre-congains will be included in distributable net C€rtain transfers of property in trust for

tribution gains to income. income under certain circumstances thip€ benefit of the spouse qualify for the
_ , o are directed by the terms of the governingiarital deduction for gift and estate tax
Capital Gains and Distributable Net instrument and applicable local lawPU'POSes. These transfers include a life

Income Thus, any capital gain that is included iestate with a general power of appoint-

Section 643(a)(3) provides that gaindne section 643(b) definition of income jgnent described in sections 2523(e) and

from the sale or exchange of capital assefdc!uded in distributable net income.2056(b)(z) anqbqléql|f|ed tgrmn;lggterestd
are excluded from distributable net in-SiMilarly, any capital gain that is used t@roperty describe |fn iectlons. °23(1) anf
come to the extent that these gains are &€t€rmine the amount or the timing of %h056(b)(7)_- One Cihttlt?hreqwrements tob
located to corpus and they are not eith&listribution to a beneficiary is included in e;le gr]?w?fons 'S” ‘:]‘ ne spou?e mu; ‘
aid, credited, or required to be distripdistributable netincome. entitied for e to afl the income from the
paid, ' q trust property. The rules for determining

L ; Capital gains are also included in dis
uted, to a beneficiary during the year, or ~aPTd’ whether the spouse is entitled to all the in-

aid, permanently set aside, or to be usélabutable net income if the fiduciary, pur- > ) ]
?or a F():haritable)::)urpose. The circumSuant to a discretionary power granted b§om® from either a life estate with a gen-

stances in which capital gains are considoc@l [aw or by the governing i”Str“me”ﬁ-ra(Ij [iowgr olf;);elp.p(tnlntmte:t trtust or atqfuazlr;
ered paid or credited to a beneficiary durdif Not inconsistent with local law), treats' 'e§28”2ng‘5% s |n5efresf :‘rjls Eret ste _Ic_)r
ing the year, and therefore included i€ capital gains as distributed to a benefi! " ( )d_§(2)5 3523e Sl? ef {ahx
distributable net income, are not entirel'a"y; Provided the power is exercised in giglfra IO,QS ar|1 ions. Th (&) (|) o! e
clear. In addition, the revisions to stat&&@sonable and consistent manner. Thﬁét tﬁxt 'fegu a}tltc>ns. ti ?se “fj es Srp-
law definitions of income have precipi-1f @ {rustee exercises a discretionarY' et tha ITan in 'erest'tlls dr‘?nsl_‘?”f Ilrll
tated additional questions in this area?@Wer by consistently treating any distrib-L“S : e sp?use ;‘; en It-e .otr e to a
The question arises, for example, whethétlion in excess of ordinary in_come_aé © |.r]1.comet. romf the entllre_lr; ere? -fci;] a
realized capital gains are included in th@€iNg made from realized capital gams??fec't'cfpor: ion of the entire in Eres if the
unitrust amount distributed to the incom@nY capital gain so distributed is included gc ° .t”e EUSLIS o gl\flit ef.s'p?use
beneficiary under local law, if the unitrust™ distributable netincome. Su stanttlaf %:ht it eigree © " e(rjle e tﬁn_
amount exceeds the trust's ordinary in- The provisions of sections 643(b) and‘oymen’ ol'f ehrus Erope_r Y Iurln% he
come. 643(a)(3) are further intertwined WheHSpOUSfeS Ite whic dt € princip eﬁ of the
The proposed regulations will amendOnsideration is given t the new stat@l & TUSE ZEOR B PArCOR A0 5
§1.643(a)-3(a) to clarify the circum-Statutory provisions defining income. If’giar o aytrust 9

stances in which capital gains are inclugidnder the terms of the governing instru- y '

ble in distributable net income for theMent or applicable local law, realized cap- The proposed regulations will provide

year. In general, capital gains are i-ital gains are treated as income to the ofhat a spouse’s interes't satisfies the income
cluded in distributable net income to thdent the unitrust amount or the equitapi§tandard set forth in $520.2056(b)-
>(f) and 25.2523(e)-1(f) if the spouse is en-

extent they are, pursuant to the terms &diustment amount exceeds ordinary i - -
the goverrﬁng insFt)rument or local law, of9Mé; gapifcal _gains SO ”e‘?“ed are "‘g:;ﬂtgﬁgfogadaess ?;fgfgaggr?;&s;tafr
pursuant to a reasonable and consistefi'ded in distributable net income. -Aionment be?ween the income and rerr?;n-
exercise of discretion by the fiduciar (in3|m|lar result is achieved for capital gamé b

y y der beneficiaries of the total return of the



trust and that meets the requirements a@fint regulatory action as defined in Exegpassed. Copies of the agenda will be
81.643(b)-1(a). As the examples undautive Order 12866. Therefore, a regulaavailable free of charge at the hearing.
81.643(b)-1(a) make clear, reasonable afpry assessment is not required. It also . .

portionment can be accomplished throughlaas been determined that section 553(Brafting Information

unitrust definition of income or by giving of the Administrative Procedure Act (5 \/arious personnel from offices of the
the trustee the power to make equitable atl.S.C. chapter 5) does not apply to thesgyg 5nd the Treasury Department partici-
justments between income and principal. Iregulations, and, because these regu'ﬁéted in the development of these pro-

addition, a conforming amendment is madi&ons do not impose a collection of 'nfor'posed regulations.

to 820.2056A-5(c)(2) providing rules re-mation on small entities, the Regulatory * x % % %
garding distributions of income from a quallexibility Act (5 U.S.C. chapter 6) does
ified domestic trust. not apply. Therefore, a Regulatory FlexiProposed Amendments to the

) ~ bility Analysis is not required. PursuantRegulations
Trusts Exempt From Generation-Skippingo section 7805(f) of the Code, this notice .
Transfer Tax of proposed rulemaking will be submitted Accordingly, 26 CFR parts 1, 20, 25,
to the Chief Counsel for Advocacy of the2d 26 are proposed to be amended as fc

In general, under the effective date; 1 g isiness Administration for com-IOWS:
rules accompanying the generation-skip-

ping transfer (GST) tax statutory provi—mem on its impact on small business. PART 1——INCOME TAXES

sions, a trust that was irrevocable on Segomments and Public Hearing .
. ) Paragraph 1. The authority citation for
tember 25, 1985, is not subject to the GST art 1 continues to read in part as follows:

tax provisions, unless a GST transfer is Before these proposed regulations ard Lo . x

made out of corpus added to the trust aftadopted as final regulations, consideration é::hgnt?/r.‘ gf 5128 (.8;3882ragraph (©) is

that date. Section 1433(b)(2)(A) of thewill be given to any written comments mendea by adding a s7entence after tk;

Tax Reform Act of 1986 (TRA), Public (preferably a signed original and eight (8 irst sentence to read as follows:

Law 99-514 (100 Stat. 2085, 2731)¢opies) and comments sent via the Intern&t '

1986-3 (Vol. 1) C.B. 1, 634. The regulathat are submitted timely to the IRS. The&1.642(c)-2 Unlimited deduction for

tions provide guidance on when certaifiRS and Treasury request comments on thgnounts permanently set aside for a

changes made to the terms of an exemglarity of the proposed regulations and howharitable purpose.

trust will not be treated as causing théhey may be made easier to understand. All

trust to lose its exempt or grandfatheredomments will be available for public in-*****

status. One safe-harbor in §26.2601spection and copying. A public hearing has (€) * * * No amount of net long-term

1(b)(4)(i)(D) is for modifications that will been scheduled for June 8, 2001, in the IR®pital gain shall be considered perma

not shift a beneficial interest in the trust tdAuditorium, Internal Revenue Servicenently set aside for charitable purposes i

a lower generation beneficiary or increas#111 Constitution Avenue, NW, Washing-it is possible, under the terms of the

the amount of a GST transfer. ton, DC. Owing to building security proce-fund’s governing instrument or applicable
Under the proposed regulations, the adlures, visitors must enter at thé"Street chal Ia\_/v, that the income peneficiarie;’

ministration of a pre-September 25, 198%:ntrance, located between Constitution arftght to income may, at any time, be satis-

trust in conformance with a state law thaPennsylvania Avenues, NW. Because dfed by the payment of either an amount

defines income as a unitrust amount, Gkccess restrictions, visitors will not be adequal to a fixed percentage of the annua

permits equitable adjustments between iritted beyond the immediate entrance ardair market value of the trust property or

come and principal to ensure impartialitymore than 15 minutes before the hearingny .amoum based on unrealized apprecic

and that meets the requirements oftarts. For information about having yoution in the value of the trust property. *

§1.643(b)-1(a) will not be treated as #ame placed on the building access list to

modification that shifts a beneficial inter-attend the hearing, see the “FOR FUR-**** _ o

est to a lower generation beneficiary, ofHER INFORMATION CONTACT" sec- ~ Par. 3. Section 1.643(a)-3 is revised tc

increases the amount of a generatioriion of this preamble. read as follows:
skipping transfer. The rules of 26 CFR 601.601(a)(3)s) g43(a)3 Ccapital gains and losses.
. apply to the hearing. Persons who wish to
Proposed Effective Date present oral comments at the hearing must(a) In general Except as provided in

. submit written or electronic commentsg1.643(a)-6 and in paragraph (b) of this
t Ihetregutljam?st o p;()pozled to apfr:)-f\nd an outline of the topics to be dissection, gains from the sale or exchang
boe ri%soi z;r: af?esratlhees dgtre ?r)](:t ﬁengllerzrsul c‘:fﬁssed and the time to be devoted to eagh capital assets are ordinarily excluded
tior?s are oublished in tHeederal Re g_ Hopic (preferably a signed original androm distributable net income and are nof
ter P 9 eight (8) copies) by May 18, 2001. A peordinarily considered as paid, credited, or

: riod of 10 minutes will be allotted to eachrequired to be distributed to any benefi-
Special Analyses person making comments. . ciary. . o S

An agenda showing the scheduling of (b) Capital gains included in distrib-

t has been determined that this notiche speakers will be prepared after thetable net incomeGains from the sale or

It has b d ined that thi iceh k ill b d af hetabl i Gains f h I
of proposed rulemaking is not a signifi-deadline for receiving outlines hasexchange of capital assets are included i



distributable net income to the extent theyractice of treating discretionary distributions aseneficiary’s right to income. State law provides
are, pursuant to the terms of the goVerrz_einTg patlitzj fir_st frtc|>’]m any neTt cafital ggl'ns realizt(;%hattfthis un(ijirust amount f:allfbe contsidheretdt paid
. . . rust durin e year. Trustee evidences thifirst from ordinary income, then from net short-term
ing instrument and applicable local law.” ng the y \ences thisrst rom ordinary ort=ter

. treatment by including the $10,000 capital gain ircapital gain, then from net long-term capital gain,
or pur_suant t(_) a re_asonable and C_Ons's_tqmtributable net income on Trust's federal incomend finally from return of principal. Trust's govern-
exercise of discretion by the fiduciary (intax return so that it is taxed £ This treatment of ing instrument provides thak is to receive each
accordance with a power granted to thie capital gains is a reasonable exercise of Trusteg'sar income as defined under State law. Trustee
fiduciary by local law or by the govemingdiscretion. In future years Trustee must treat all dighakes the unitrust election under State law. At the

. . . . . cretionary distributions as being made first from anypeginning of the taxable year, Trust assets are valuec
instrument, if not inconsistent with local y 9 peg 9 Y

realized capital gains. at $500,000. During the year, Trust receives $5,000
law)— ) Example 3 The facts are the same a&xample of dividend income and realizes $80,000 of net long-
(1) Allocated to income; 1, except that pursuant to the terms of the governirigrm gain from the sale of capital assets. Trustee

(2) Allocated to corpus but treated bynstrument (in a provision not inconsistent with apdistributes toA $20,000 (4% of $500,000) in satis-
the fiduciary on the trust's books, reCordso'licatille Iotcacl: tIavi/), capitaIBgains reftarl]ized b)t/ ;I'rus_ifagtiqn ;Jr:A's right tto i](né:]c-)gﬁgc.)ol\iet Iltljng—IeLn; cfapital
and tax returns as part of a distribution t@re allocated to income. Because the capital gaigsin in the amount o , is allocated to income

L ) are allocated to income pursuant to the terms of thmursuant to the State law ordering rule and is in-
a beneficiary; or N governing instrument, the $10,000 capital gain is ineluded in distributable net income for the taxable

(3) Allocated to corpus but utilized bycluded in Trust's distributable net income for theyear.
the fiduciary in determining the amountaxable year. Example 10 The facts are the same asExam-
which is distributed or required to be dis_l Examtplﬁ 4t $he Iactz ar‘edthetﬁatm(;aT asEb:iampIe d‘plela e‘xc?pt thatt r;]either St:;te _IaW n:)r ]:I'rutst:’s gt?v—
tributed to a beneficiary. , except that Trustee decides that discretionary distning instrument has an ordering rule for the char-

. ’ . . tributions will be made only to the extent Trust hascter of the unitrust amount, but leaves such a
_ (C) C_ha”table con'_[rlbutlons 'nClL_‘ded realized capital gains during the year and thus thgecision to the discretion of Trustee. Trustee intends
in distributable net income If capital discretionary distribution té is $10,000, rather to follow a regular practice of treating principal as
gains are paid, permanently set aside, tran $12,000. Because Trustee will consistently uséstributed to the beneficiary to the extent that the
to be used for the purposes specified ﬁEe amounttoffatrr]]y rsglize? capita:jg?inbt(:‘det?rr?ri]n$nitrtjst amgunt extt:ﬁedts Trtust’stotr)dinarty‘inlco(;T_]e.
section 642(c), so that a charitable dedu 1e amount of the discretionary distribution to therustee evidences this treatment by not including
. . . . eneficiary, the $10,000 capital gain is included irany capital gains in distributable net income on
tion is allowed _Under that SeCt'On N T€ryst's distributable net income for the taxable yearTrust's Federal income tax return so that the entire
spect of the gains, they must be included Example 5 Trust's assets consist of Blackacre$80,000 capital gain is taxed to Trust. This treat-
in the computation of distributable net in-and other property. Under the terms of Trust's gownent of the capital gains is a reasonable exercise o
come. erning instrument, Trustee is directed to hold BlackTrustee’s discretion. In future years Trustee must

(d) Capital losses Losses from the saledcre for ten years and then sell it and distribute aﬂon_sistently _follow_this treatment with respect to all

. . the sales proceeds fo Because Trustee uses therealized capital gains.

or exchange of capital asset_s shall first _boﬁnount of the sales proceeds that includes any real- Example 11. The facts are the same as in Exam:
netted at the trust level against any gainged capital gain to determine the amount required fole 9 except that neither State law nor Trust's gov-
from the sale or exchange of capital assets; distributed toA, any capital gain realized from erning instrument has an ordering rule for the char-
except for a capital gain that is utinzedr;ebslale ct)f Blackafcreﬂif itnclugled in Trust's distribzct(_er_ ofttht(-:1 ugitrustt_ am?#nt, tbut I?avies gutchda
under paragraph (b)(3) of this section in gditable net income for the taxa eyear.’ ~ decision to the discretion of Trustee. Trustee intends

o) . L Example 6 Under the terms of Trust’s governingto follow a regular practice of treating net capital
terml_nlng the amF)un_t that is d|5t”bUt_ed Ofnstrument, all income is to be paidAcduring the gains as distributed to the beneficiary to the extent
required to be distributed to a particularrust's term. Wher reaches 35, Trust is to termi- the unitrust amount exceeds Trust's ordinary in-
beneficiary. See §1.642(h)-1 with respectate and all the principal is to be distributedAto come. Trustee evidences this treatment by including
to capital loss carryovers in the year of fina!! cfapital gaing ree_llizgd in the year ‘of termination$15,000 of the capital gain in distributable net in_—
are included in distributable net income. Seeome on Trust's Federal income tax return. This
. 81.641(b)-3 for the determination of the year ofreatment of the capital gains is a reasonable exer:
(e) Examples The following examples fina| termination and the taxability of capital gainscise of Trustee’s discretion. In future years Trustee

termination of an estate or trust.

illustrate the rules of this section: realized after the terminating event and before finahust consistently treat realized capital gain, if any,
Example 1 Under the terms of Trust's governingdistribution. as distributed to the beneficiary to the extent that the
instrument, all income is to be paid Aofor life. Example 7.The facts are the sameBsample 6  unitrust amount exceeds ordinary income.

Trustee is given discretionary powers to invade prinexcept Trustee is directed to distribute only one-half Pgr. 4. Section 1.643(b)-1 is revised to

cipal for A’'s benefit and to deem discretionary distri-of the principal toA whenA reaches 35. Trust assetSyagd as follows:

butions to be made from capital gains realized duonsist entirely of stock in corporation M. If Trustee

ing the year. During Trust's first taxable year, Trustells one-half of the stock and distributes the sale§].643(b)—1 Definition of income.

has $5,000 of dividend income and $10,000 of capproceeds t@, all the capital gain attributable to that

tal gain from the sale of securities. Pursuant to theale is included in distributable net income. If For purposes of subparts A through D,

terms of the governing instrument and applicabl&rustee sells all the stock and distributes one-half @art 1, subchapter J, chapter 1 of the Inter-

local law, Trustee allocates the $10,000 capital gaithe sales proceeds £ one-half of the capital gain nal Revenue Cod@come when not pre-

to principal. During the year, Trustee distributes tattributable to that sale is included in distributable " b

A $5,000, representing’s right to trust income. In net income. ceded by the WOt’d_S tf'ixab|e, distrib-

addition, Trustee distributes #$12,000, pursuant  Example 8 The facts are the samefaample 6 Utable net,” “undistributed net,” or

to the discretionary power to distribute principal.except Trustee is directed to pBy$10,000 before “gross,” means the amount of income of

Trustee does not exercise the discretionary power tfistributing the remainder of Trust assetsAtoNo  gn estate or trust for the taxable year de-

deem the discretionary distributions of principal agortion of the capital gains is allocableBdecause termined under the terms of the governing

being paid from capital gains realized during thehe distribution toB is a gift of a specific sum of . .

year. Therefore, the capital gains realized during th@oney within the meaning of section 663(a)(1). mStrumen_t _and applicable local law.

year are not included in distributable net income and Example 9 State law provides that a trustee mayl 'USt provisions that depart fundamen-

the $10,000 of capital gain is taxed to the trust. ~ make an election to pay an income beneficiary atally from traditional principles of income
Example 2 The facts are the same asxample amount equal to four percent of the annual fair maind principal, that is, allocating ordinary

1, except that Trustee intends to follow a regulaket value of the trust assets in full satisfaction of tha}hcome to income and capital gains to



principal, will generally not be recog-kind was distributed as part of a distribution Authority: 26 U.S.C. 7805 * * *

nized. However, amounts allocated besf all such income. Par. 9. Section 20.2056(b)-5 is
tween income and principal pursuant to Par. 6. In §1.661(a)-2, paragraph (f) iamended by adding a new sentence to th
applicable local law will be respected ifrevised to read as follows: end of paragraph (f)(1) to read as fol-
local law provides for a reasonable appor- lows:

tionment between the income and remairg1-661(a)—2 Deduction for distributions

der beneficiaries of the total return of thd0 beneficiaries. §20.2056(b)-5 Marital deduction; life
trust for the year, including ordinary in-, , , , , estate with power of appointment in
come, capital gains, and appreciation. Surviving spouse.

For example, a state law that provides for (f) Gain or loss s realized py'th.e trust R

the income beneficiary to receive eacfl’ estate (or the pthgr beneficiaries) .by .

year a unitrust amount of between 3% ang 259N of a d.|Strl.bUt.'0n of propgrty n- (.f) L * In addition, the sur-
5% of the annual fair market value of th |nq if the d|str_|but|on isin sa}tlsfactlon ofvwm_g' spouse’s |n.terest shall meet the
trust assets is a reasonable apportionme%#'ght to receive a dlstrlbut!qn of a speeqndltloq set' forth in para.graph. @)(1) pf
of the total return of the trust. Similarly, citic dollar amour_1t, pf specific prppertythls section, |f the spouse is entitled to in-
state law that permits the trustee to mak ther t.han that dlstrlbgted, or of incomeome as defined by a state stat_ute the
equitable adjustments between incomas dgflned under §ectlop §43(b) a_nd therovides for a reasonable app.ortlonmen‘
and principal to fulfill the trustee’s duty Ofap_pllcable regulgtlons, if income is reJo.e.twleen the income and remainder bene
impartiality between the income and regyl_red to pe dlstrlbuteq curre.ntly. .In ad{iciaries of the total return qf the trust and
mainder beneficiaries is generally a re dition, gain or loss is realized if thethat meets the requirements of

sonable apportionment of the total retumustee or exegutor rrakes thde electlotp %.gfi(b)—l of the this chapter.
of the trust. These adjustments are per(_ecognlze gain or 10ss under sectio ) )
43(e). Par. 10. Section 20.2056(b)-7 is

mitted when the trustee invests and man- P 7 1.664-3 i
ages the trust assets under the state’s pru? ar. 7. In 81. -3, paragraplamended by adding a new sentence to th

dent investor standard, the trust describ g)(l)(i)(b)(3) is revised to read as fol-end of paragraph (d)(1) to read as follows

<t JOWS:
the amount that shall or must be distrib- §20.2056(b)~7 Election with respect to

uted to a beneficiary by referring to thegy gg4-3 Charitable remainder unitrust. life estate for surviving spouse.
trust’s income, and the trustee after apply-

ing the state statutory rules regarding allo- (a) * * * * ok ok kK

cation of income and principal is unable (1) *** (d)*** (1) *** Apower under applic-
to administer the trust impartially. In ad- (j) * * * able state law that permits the trustee to ac
dition, an allocation of capital gains to in-  (p) * * just between income and principal to fulffill

come will be respected if the allocation is (3) For purposes of this paragraptihe trustee’s duty of impartiality between
made either pursuant to the terms of thgy)1)(i)(), trust income generally meanghe income and remainder beneficiaries tha
governing instrument and local law, Ofincome as defined under section 643(iyeets the requirements of §1.643(b)-1 o
pursuant to a reasonable and consistegfq the applicable regulations. Howevethis chapter will not be considered a powel
exercise of a discretionary power grantegst income may not be determined byo appoint trust property to a person othe
to the fiduciary by local law or by the reference to a fixed percentage of the aithan the surviving spouse.

governing instrument, if not inconsistentyya| fair market value of the trust prop* * * * *

with local law. erty. If applicable state law provides that Par. 11. Section 20.2056(b)-10 is
Par. 5. In 81.651(a)-2, paragraph (d) ijicome is a unitrust amount, the trust'smended by adding a new sentence at tr
added to read as follows: governing instrument must contain iteend of the section to read as follows:
) own definition of trust income. In addi-
§1.651(a)-2 Income required to be tion, capital gain attributable to apprecia820-2056(b)-10 Effective dates.

distributed currently. tion in the value of a trust asset after the . . « |\ Jqdition. the rule in the last

ok ok ok ok date it was contributed to the trust or purz, . o §20.2056(b)—5(f)(1) and the
chased by the trust may be allocated to i%le in  the .Iast sentence of

(d) If a trust distributes property in kindCome ursuant to apolicable local law an
as part of its requirement to distribute cur: P pp 20.2056(b)-7(d)(1) regarding the
pouse’s right to income if the state

the terms of the governing instrument bu
tatute provides for the reasonable appor

rently all the income as defined under sec- . .
not pursuant to a discretionary poweg
tionment between the income and remain

tion 643(b) and the applicable rggulatlons ranted the trustee.
the trust shall be treated as having sold the, ", ",

property for its fair market value on the der beneficiaries of the total return of the
date of distribution. If no amount in excespaRT 20— ESTATE TAX: ESTATES OF trust are applicable with respect to trusts
of the amount of income as defined undghECEDENTS DYING AFTER for taxable years that begin on or after the
section 643(b) and the applicable regulaaycusT 16, 1954 date that final regulations are published ir
tions is distributed by the trust during the the Federal Register

year, the trust will qualify for treatment Par. 8. The authority citation for part Par. 12. Section 20.2056A-5 is
under section 651 even though property iB0 continues to read in part as follows: amended by adding a new sentence i



paragraph (c)(2) after the third sentence (f) * * * (1) * * * In addition, the adjust between principal and income to
to read as follows: spouse’s interest shall meet the conditiofulfill the trustee’s duty of impartiality be-

. ) set forth in paragraph (a)(1) of this sectween income and principal beneficiaries,

§20.2056A~5 Imposition of section tion, if the spouse is entitled to income awill not be considered to shift a beneficial
2056A estate tax. defined by a state statute that provides fanterest in the trust, if the state statute pro-
Kok ok ok % a reasonable apportionment between thedes for a reasonable apportionment be-
(€)*** income and remainder beneficiaries of theveen the income and remainder benefi-
total return of the trust and that meets theiaries of the total return of the trust and

R o
to (tzrze survl—il\?ivr\:gvsez)’o?:glgitl?r?s mgg;(raequirements of 81.643(b)—-1(a) of thismeets the requirements of §1.643(b)-1 of

beneficiary in conformance with applica—fgip:ir‘ th'SECthtfr'
ble state law that defines the term income (E)

. . Par. 16. Section 25.2523(h)-2 is Example 11. Conversion of income interest to
as a unitrust amount, or permits the gitrust interest under state statutdn 1980,

trustee to adjust between principal and iramden?ehd by a(_jdlng a nzw se:cnhencg o t@rantor, a resident of State X, established an irrevo-
come to fulfill the trustee’s duty of impar—en of the section to read as follows: cable trust for the benefit of Grantor's chifd,and
tiality between income and principal ben§25_2523(h)_2 Effective dates. A’s issue. The trust provides that trust income is

eficiaries, will be considered distributions payable toA for life and uponA's death the remain-
der is to pass t&’s issue, per stirpes. In 2002, State

of trust income, if the state statute pro- ***In addition, the rule in the fourth x amends its income and principal statute to define
vides for a reasonable apportionment b&entence of §25.2523(e)—-1(f)(1) regardincome” as a unitrust amount of 4% of the fair mar-
tween the income and remainder benefing the spouse’s right to income if theket value of the trust assets valued annually. For &

ciaries of the total return of the trust andtate statute provides for reasonable ap‘ﬁt established prior to 2002, the statute provides

meets the requirements of §1.643(b)—1 gfortionment between the income and re . the new definition of income will apply only if
Il the beneficiaries who have an interest in the trust

this chapter* * * mainder beneficiaries of the total return ofnsent to the change within two years after the ef-

*ok kK ok the trust is applicable with respect tGective date of the statute. The statute provides spe
Par. 13. Section 20.2056A-13 is retrusts and estates for taxable years theific procedures to establish the consent of the bene-

vised to read as follows: begin on or after the date the final reguldiciaries. A andAs issue consent to the change in

oM e lSheh 1 Hairl R o0y ey 0 et s
: : ter. state statute. The administration of the trust, in ac-

cordance with the state statute defining income to be

Except as provided in this section, theART 26— GENERATION-SKIPPING a 4% unitrust amount, will not be considered to shift

provisions of §§20.2056A~1 throughTRANSFER TAX REGULATIONS any beneficial interest in the trust. Therefore, the
20.2056A-12 are applicable with respeqyNDER THE TAX REFORM ACT OF  trust will not be subject to the provisions of chapter
to estates of decedents dying after Augugiygg 13 of the Internal Revenue Code.

22, 1995. The rule in the fourth sentence Example 12. Equitable adjustments under state

of §20.2056A-5(c) regarding unitrusts Par. 17. The authority citation for parfitatute The facts are the same a&kample 1lex-

nd distributions of income to the surviv-26 continues to read in part as follows: core 1 11 2002, State 7 amends 1t income and
a stributions of income 1o the su co ues to rea part as follows. principal statute to permit the trustee to make equi-

ing spouse in conformance with applica- Authority: 26 U.S.C. 7805 * * * table adjustments between income and principal
ble state law that provides for the reason- Par. 18. Section 26.2601-1 is amendeghen the trustee invests and manages the trust asse
able apportionment between the incomas follows: under the state’s prudent investor standard, the trus

and remainder beneficiaries of the total 1. Paragraph (b)(4)(|)(D20 is describes the amount that shall or must be distrib-

. . . . uted to a beneficiary by referring to the trust's in-
return of the trust is applicable with re-amended by adding a new sentence to thme, and the trustee after applying the state statu

spect to trusts for taxable years that begind of the paragraph. tory rules regarding allocation of income and
on or after the date that final regulations 2. Paragraph (b)(4)(i)(E) is amendedrincipal is unable to administer the trust impar-
are pub“shed in theederal Register_ by addingExampIeS 1And12. tially. The provision permitting the trustees to make

3 p h (b)(4)(ii) i ised these equitable adjustments is effective in 2002 for
PART 25—GIFT TAX: GIFTS MADE ) aragraph (b)(4)(ii) is revise Ousts created at any time. The trustee invests anc
AFTER DECEMBER 31. 1954 read as follows. manages the trust assets under the state’s prudent ir
’ The additions and revisions read as folestor standard, and pursuant to authorization in the
Par. 14. The authority citation for part'OWSi state statute, the trustee allocates receipts betwee
o . Y the income and principal accounts in a manner to en-

25 continues to read in part as follows:

. 26.2601—1 Effecti . sure the impartial administration of the trust. The
Authority: 26 U.S.C. 7805 * * * §26.260 ective dates administration of the trust in accordance with the
Par. 15. Section 25.2523(e)—1 ig **xx state statute will not be considered to shift any bene-

amended by adding a new sentence to (p) * » * fiCita'bi”tefsSt n thtﬁ trust. TheVEf?feh' thte trlusst \fN:lrll
Nnot be subject to the provisions of chapter O e

;hﬁ en(_j of paragraph (f)(1) to read as (4) ** * Internal Revenue Code.

orows: (i) * ** (i) Effective dates The rules in this

§25.2523(e)-1 Marital deduction; life ~~ (B)**” paragraph (b)(4) are applicable on and

estate with power of appointment in (2) * * * In addition, administration of after December 20, 2000. However, the

donee spouse. a trust in conformance with applicablerule in the last sentence of paragraph

state law that defines the term income as(&)(4)(i)(D)(2) of this section regarding
*okok ok x unitrust amount, or permits the trustee tthe administration of a trust in confor-



mance with applicable state law providing
for a reasonable apportionment betweel
the income and remainder beneficiaries o
the total return of the trust is applicable
with respect to trusts for taxable years tha
begin on or after the date that final regula-
tions are published in thHeederal Regis-
ter.

* k k k%
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