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This Report covers the final Tuesday afternoon general sessions by Walsh on UFADAA, the Wednesday morning general session Lloyd Leva Plaine Distinguish Lecture Series on Crafting a 21st Century Estate and Gift Tax by Johnson and Aucutt, the Wednesday morning Question and Answer Panel featuring Belcher, Donaldson and McCaffrey, and the Wednesday afternoon Fundamentals Program #2 on the Fundamentals of Income Taxation of Estates and Trusts by Keebler and Doyle.

The next report will begin the coverage of the Wednesday afternoon Special Sessions 1 and 2.

==================================================================
Tuesday, January 13

4:45 - 5:35
Coping with Death and Incapacity: How the Uniform Fiduciary Access to Digital Assets Act will Help
Presenter: Suzanne B. Walsh 
Reporter: Tiffany L. Walker Esq. 

Our clients lead increasingly virtual lives. Unfortunately, both technology provider policies and federal and state laws lag far behind technology’s advances. The Uniform Fiduciary Access to Digital Assets Act (“UFADAA”), will give estate planners and fiduciaries the ability to plan for and manage digital assets, both before and after death. Here are some of the more interesting subjects that were discussed in this session.
 
            The discussion opened with an introduction of Ms. Walsh, highlighting the active role she played in the Uniform Fiduciary Access to Digital Assets Act (UFADAA) as chair of the Uniform Law Commission’s Committee on Fiduciary Powers and Access to Digital Assets.  A copy of the final act is included in the materials accompanying the presentation, and is also available on www.unifromlaws.org. Ms. Walsh commented that although the UFADAA proved difficult to draft, there is no doubt about the necessity for such an act.  Digital assets are growing exponentially; however, as of the date of the presentation, only nine states have enacted legislation dealing with fiduciary access to digital assets.  Ms. Walsh went on to comment that although nine states have enacted this legislation, only Delaware’s legislation is similar to UFADAA.  In comparison, Connecticut, Idaho, Indiana, Louisiana, Oklahoma, Rhode Island, Nevada, and Virginia enacted limited legislation.  Ms. Walsh also noted that most state probate codes do not mention digital assets, which are difficult to define.
 
            Ms. Walsh went on to provide some background information on the Uniform Law Commission, including that the drafting process involved commissioners, observers, and advisors.  Notably, Ms. Walsh provided that observers for the enactment of the UFADAA involved input from third parties in the business of digital assets, including representatives from Google.  
 
            Following the format of the printed materials, Ms. Walsh discussed the challenges involved in providing fiduciary access to digital assets.  Several challenges were outlined in the discussion, including encryption, which may be more difficult for fiduciaries to circumvent than passwords, and terms of service agreements.  However, Ms. Walsh commented that federal laws are the biggest impediment to providing fiduciaries with access to digital assets.  
 
          More specifically, the fourth amendment provides a strong expectation of privacy in a person’s home, and although networks accessed are not located in the home, there is still the same expectation of privacy.  In response, Congress enacted the Stored Communications Act, which includes an exception allowing public communications providers to voluntarily disclose communications with the lawful consent of the sender, recipient, or intended recipient.  Ms. Walsh stated that this exception does not expressly include fiduciaries, although there is evidence that senate may have intended for fiduciaries to be included.  A state law or court order for a fiduciary’s request for such information should expressly provide that the fiduciary has lawful consent.  Although, legislation enacted in Virginia provides parents of minors post-mortem access to electronic accounts.  Ms. Walsh further discussed that the disclosure of non-content information, such as sender information or a subject line, is not prohibited by the SCA. 
 
          The presentation then turned to the topic of the need for estate planning documents to address digital assets.  Ms. Walsh mentioned the potential for prosecutors to impose criminal liability against fiduciaries accessing digital accounts.  In addition to criminal prosecution, civil damages may result.  Ms. Walsh provided an example of a disagreement between two business partners that resulted in the aggrieved partner being awarded $450,000 as a result of the other business partner accessing an email account with a previously shared password.
 
          Although terms of service agreements control the account holder and the custodian, Ms. Walsh pointed out that most people do not read these agreements carefully.  As an example, Ms. Walsh provided the results of a recent study where several people consented to giving their first-born child in exchange for free Internet under the terms of a service agreement.  Although terms of service agreements may prohibit the transfer of content, Section 8 of UFADAA renders boilerplate provisions in terms of service agreements void against public policy.  As such, an affirmative election to prohibit a fiduciary from the same authority as the account holder is required.  Ms. Walsh also commented that a similar affirmative election must be made for choice of law clauses into a jurisdiction prohibiting access under state law.
 
          As mentioned above, Ms. Walsh expressed that there was some difficulty in defining digital assets.  Although the committee began with a laundry list of items for the definition, the definition as drafted is short and all-inclusive.  However, the definition does not include ownership of the underlying asset. 
 
          The discussion continued on with an overview of the provisions of UFADAA.  Ms. Walsh began with Section 4, which grants a personal representative access to digital assets unless otherwise prohibited under the terms of service agreement, in a will, or by a court.  Section 5 grants a conservator or guardian access after the opportunity for a hearing, and Section 6 provides for agents acting under a Power of Attorney to access digital assets and catalogue of electronic communications.  However, Ms. Walsh pointed out that UFADAA requires express consent for an agent to access electronic communications content.  Section 6 is noted as a point of contention for many attorneys due to the fact that, similar to gifting, authority to grant access to electronic communications content must be expressly included in the power of attorney, which will require clients to sign an updated power of attorney document. 
 
          Following the discussion of the Sections 4 through 6 of UFADAA, Ms. Walsh pointed out that UFADAA confirms the authority of a trustee accessing accounts opened by trustee.  Although Ms. Walsh stated that the transfer of title should provide lawful consent, UFADAA distinguishes between electronic communications content and catalogues.  In addition, Section 8 of UFADAA specifies the nature, extent and limitation of the fiduciary’s authority over digital assets, omitting any provisions on the mechanics of transferring digital assets to trusts.  Ms. Walsh described that this Section further authorizes fiduciaries to access digital assets on devices. 
 
          In addition to providing for access to digital assets, Ms. Walsh pointed out that UFADAA also requires that custodians comply with a request for access within a specified time period.   Further, if a custodian complies, then the custodian is immune from liability.  Despite the grant of custodian immunity, Ms. Walsh noted that custodians are arguing for indemnity as well.
 
            Ms. Walsh closed the discussion mentioning the enactment of UFADAA in Delaware, and the expected eventual widespread enactment.  Further, Ms. Walsh provided that anyone interested in enactment in their state may contact Ben Orzeske at NCCUSL who will assist in enactment, provide a kit and lend support.
 
===========================================================================
Wednesday, January 14 
                              
9:50 - 10:40
Lloyd Leva Plaine Distinguished Lecture Series
Crafting a 21st Century Estate and Gift Tax
Presenters: David Cay Johnston and Ronald D. Aucutt
Reporter:Bruce A. Tannahill Esq.

The estate and gift tax are porous, ineffective and lack intellectual coherence. A rewrite of the code would give the system integrity, encourage strivers, discourage dynasties and strengthen the 2,500-year-old principle of progressive taxation that is fundamental to democracy.  This presentation is part of a broader project to devise a tax code for the 21st Century economy drawing on ancient principles of tax that David    Cay Johnston teaches at the Syracuse University College of Law, so only the significant highlights are presented here..                        

The Lloyd Leva Plaine Distinguished Lecture Series honors and remembers Lloyd Leva Plaine, a well-respected estate planning attorney and frequent presenter at Heckerling. In his introduction, Mr. Aucutt paid homage to Ms. Plaine. He observed that it is very fitting that these lectures focus on the tax policy issues she loved so much. 

Mr. Johnston won a Pulitzer Prize for his coverage of taxes in The New York Times in 2001 and was a finalist three other times. He is in his seventh year at Syracuse University College of Law, teaching the tax, property, and regulatory law of the ancient world.

This session featured a presentation by Mr. Johnston, followed by his responses to questions posed by Mr. Aucutt. Mr. Aucutt noted that some of his questions may be contrarian to stimulate the discussion that Ms. Plaine would have loved.

Overview

Mr. Johnston acknowledged his proposal is a work in progress and requested that the audience send him comments on it. During the discussion with Mr. Aucutt, he stated that the plan needs further thought and development. He sprinkled his presentation with quotations from Plutarch, Edmund Burke, and Teddy Roosevelt, among others.

Mr. Johnston began by observing that “the American transfer tax system is economically, intellectually, and legally incoherent. It double taxes, under taxes, and far too often fails to levy economic gains. It has become so porous that a gift worth $100 million can be passed through a $1.2 million tax-free hole.” 

He stated that our current tax system was well designed for the 20th century. Our current economy has progressed beyond the 20th  century economy while our tax system has not. Our tax system needs to be updated to reflect our 21st  century economy. 

Mr. Johnston referred back to ancient principles of government and taxation. Those principles are that tax is the foundation of civilization. It is not our master or enemy, it is our servant. Without that foundation, there can be no liberty, no private wealth creation  or government that sets rules, defines property rights and protects them. If tax is the foundation of everything we hold dear, he said we should oppose chipping away at its granite base until it turns to sand, making everything built on it unstable.

He traced the theory of progressive taxation back to Athens. It has been supported by people as diverse as Plato, Adam Smith, Karl Marx, John Maynard Keynes, Milton Friedman, and George W. Bush. He said we shouldn't ignore such classic, conservative virtues. 

Founders of country wrote at length about what they feared would destroy America. Their focus was on inequality. Plutarch said imbalance between rich and poor would cause the downfall of a democracy. Several founders feared that if most were wage workers or sharecroppers, wealth owners will convince the wage workers/sharecroppers of voting against their interests.

He stated we actually live in the second American republic. The first, governed by the Articles of Confederation, didn’t have power to tax or power to regulate trade. Our Constitution lists six purposes of our country, including promoting the general welfare. He believes that the dead have no need of welfare nor do billionaires but we are taking from the many to give to the very rich few and it will destroy the country if we don’t stop it. 

Mr. Johnston believes we need to focus on underlying principles. Our tax system should motivate, encourage, and reward productive investment and discourage unproductive investment. 

Discounts came in for a great deal of criticism. They can allow people to escape tax on hard to value or fractionalized assets while earnings and readily marketable securities are subject to full tax. He thinks estate planners are aiders and abettors in fraud and cheating through promoting discounts.

In the Constitution, we have given Congress essentially an unlimited power to tax. We didn’t want oppression by those in power of those out of power so it requires taxes to be imposed uniformly. An export tax was banned to get the southern states to ratify the Constitution.

The Modern Optimal Savings Tax (MOST)

Mr. Johnston proposes a new system that will reflect today’s economy. Mr. Johnston stated that his proposal is a work in process and welcomes comments on it. He calls it the” honest tax.” Many of his ideas run contrary to current conservative thoughts on taxation.

His proposal uses an account he calls a Lifetime Investment Account (LIA). The purpose of the plan is to encourage investment in productive assets, not unproductive assets. Only productive assets can be held in a LIA. In return, you get total freedom to move economic assets from one to another without tax. 

The features of LIAs would include:
·         Trusteed investment accounts;
·         Rigorous set of fiduciary obligations on the trustee;
·         An absolute prohibition on loans from LIAs;
·         Unlimited deposits and withdrawals, with withdrawals subject to tax to the extent of gains; 
·         Full protection from creditors; and 
·         Deposits and withdrawals must be made in cash.

The fiduciary would be responsible for ensuring that transactions in any investment other than publicly traded securities is done at arms-length prices. Personal use property, including personal homes, could not be owned in a LIA, nor could collectibles. The fiduciary would be trained, licensed, and bonded. A condition of fiduciary service would be agreeing that they will be subject to severe civil and criminal penalties for misconduct.

At an individual’s death, his/her LIA would be liquidated and any gain subject to tax, unless there was a surviving spouse. A surviving spouse would become the temporary owner of the deceased spouse’s LIA. At the surviving spouse’s death, both LIAs would be liquidated and taxes paid on the gains, even if the surviving spouse had remarried.  

Mr. Johnston admitted it looks like a big tax break for the rich. In return for giving up their lifetime exemption, except for withdrawals, no longer have to worry about tax impact of economic decisions. One of the big benefits is that it eliminates the lock-in effect. 

He concluded by saying that he doesn’t want any of his descendants to pick up history textbook that begins “the U.S. was . . .” and goes on to describe the downfall of the U.S.

Comments for Mr. Johnston about the MOST plan may be sent to him at dcjohn01@syr.edu. 


=========================================================================== 
10:55 - 12:35
Question and Answer Panel
Presenters: Dennis I. Belcher, Samuel A. Donaldson and Carlyn S. McCaffrey
Reporter: Kimon Karas Esq.

This session included the panelists addressing a number of questions presented by Institute attendees including some follow up on the topics addressed by the same panel in the Recent Developments Session on Monday afternoon (Report #1).   Here are the significant highlights.

The presenters commenced their presentation responding to a question from young practitioners asking what sources or materials should one refer to in order to keep current with updates and developments.  Sources cited included among other, Tax Notes, Leimberg List Serv, Checkpoint, BNA Daily Tax Report, Trusts and Estates and Estate Planning periodicals, ABA RPTE Section, state bar associations, Tax Prof and Trust Prof Blogs, as well as participating in or forming study groups within local community of attorneys, accountants, financial planners, and trust officers.

The panelists addressed a question regarding a QTIP trust with marketable securities creating a FLP to be funded with marketable securities.  The considerations to be considered include:
1.        Does the governing document/state law grant fiduciary authority to do so,
2.        Reason-business purpose.
3.        Fiduciary duties owed to beneficiaries restricting beneficiaries’ ultimate access to funds by reason of agreement’s restrictions.
4.        Section 2519 should not be a concern citing FSA 199920016.

Next the panelists discussed a QTIP with an FLP that as a result of tax law changes wants to position the trust for a basis step up.  Consider amending governing document to remove restrictions that depress value.

A question related on the obligation/duty to file a portability election in a second spouse situation where child (not child of surviving spouse) is fiduciary and estate otherwise has no filing obligation, where estate value is under filing threshold.  Panelists concurred there is no duty to file an estate tax return to elect portability; however if spouse offers to pay costs, expenses may want to consider.  Does filing return expose estate to issues that it would not otherwise be subject to if there is otherwise no obligation to file by filing, i.e. prior gifts?  Executor must weigh duties and who the beneficiaries are.

A question was posed does not addressing asset protection planning in an estate planning matter expose professional to professional liability.  Probably not but it depends upon the custom in the community; may have an obligation at least to address asset protection with a client who may be a high risk occupation, endeavor, and if the practioner does not engage in asset protection planning to at least refer or co-counsel with one who does.  Best practice is to address in engagement letter.

A question was posed regarding allocation of trustee’s fees in a QSST, where general rule is trustee’s fees allocated ½ to income and ½ to principal when all distribution to QSST is income.  Consider power to adjust.

In response to a question on gift tax adequate disclosure, disclosing a transaction on Form 1040, i.e. sale to grantor trust is not adequate disclosure for gift tax purposes.  Adequate disclosure must be made on Form 709.

Next the panelists discussed a recent New York Times article regarding families creating private art museums for art collection in facilities on family compound.  Questions arise what is charitable purpose-what extent is it open and available to the public-a fact question and must be aware of self-dealing issues.

Next a question was posed where child has right to acquire father’s 50% interest in partnership for $50K with a value of $4M.  Section 2703 would not respect the $50K value for estate tax purposes although son has a state contract right to purchase for $50K.   Further question is what is value for spouse’s elective share right.   Not clear although elective share statutes do not reference federal estate tax values.

Next panelists discussed Section 67(e) unbundling.  Corporate fiduciaries are studying issue based on an informal survey conducted by the panelists of corporate fiduciaries attending the Institute.  One suggested in a trust situation 40% of fees would not be subject to limitation and in an estate situation 80% of fee would not be subject to the limitation.

In addressing a question regarding a late filed 706 to elect portability 706 at second spouse’s death when 706 not filed in first spouse’s estate, panelists agreed based on Section 2056 regulations as long as this return was first filed return it should be acceptable.

A question was raised regarding a QTIP trust that has exploded in value between time of spouse’s first death where surviving spouse and remainder beneficiaries want funds to pass to charity and trust does not grant surviving spouse a power of appointment.   Consider state law modification, children can give remainder interest to charity, or decant into a trust where surviving spouse is granted a power of appointment.

The panelists addressed two situations regarding late elections.  One related to portability if person failed to satisfy 12/31/14 relief provision under the Rev. Proc.  Consider Section 9100 relief if facts fit within requirements.   An additional fact situation was posited where husband and wife file 709 and elect split gift.  Based on an oversight there was a failure to allocated GST on a GST transfer made by transferor spouse.  Now husband unknowingly has used part of GST exemption because of the automatic allocation rules.  A proper situation to request 9100 relief.  


===========================================================================
2:00 - 5:20 
FUNDAMENTALS PROGRAM #2
(Runs concurrently with Special Sessions I and II) 
You’ve Ignored Me Long Enough – The Fundamentals of the Income Taxation of Estates and Trusts (Focus Series)                                                    
Presenters: Robert S. Keebler and Jeremiah W. Doyle, IV
Reporter: Carol A. Sobczak  
          
This easy to understand session discussed the core concepts of the income taxation of estates and trusts including planning ideas and the “dirty dozen” things estate planners need to know. It was advertised as “A lifetime of knowledge taught in three hours” and it delivered!  Here are the more significant highlights.

This reporter requested this Fundamental Session for her own edification, but entered the session with trepidation, having glanced at the nearly 200 pages of materials.  Her fears soon subsided, however, as the session was presented in an organized, logical manner, covering the fundamentals in an interesting and comprehensive way.

The materials included three well-written outlines:  (i) Income Taxation of Trusts and Estates; (ii) The ABCs of IRD; and (iii) Grantor Trusts.  The presentation, while it could not cover all of the materials, focused on the basics.

Mr. Keebler began by stating that the world of fiduciary taxation is becoming more important to estate planning professionals as fewer taxpayers need to be worried about the estate tax, while fiduciary income tax rates can be as high as 39.6% (at only $12,300 of income) plus the 3.8% tax on net investment income.  When you add state income taxes, you could have a 50% rate.  The basic concern is not to have a trust or estate pay income tax, but rather to have it flow through to the beneficiaries, whose rates and tax thresholds are lower.

Both presenters shared the stage for the remainder of the presentation, and this reporter will not differentiate between them in this summary.

General Rules.  The income taxation of trusts and estates is governed by Subchapter J of the Code (§ 641 et seq.).  An estate or trust is a separate taxable entity.  Generally, the taxable income is computed in the same manner as for individuals (§ 641(b)) with some exceptions.  ,

A fiduciary may elect a fiscal year for an estate.  A trust may use a fiscal year if it elects §645 treatment.  The income of a trust or estate is taxed either to the entity or to the beneficiary.  The exemptions are different ($600/$300/$100); there are different rules for charitable deductions; and depreciation deductions are allocated between the entity and the beneficiary.

Administrative expenses may be deducted on either the estate tax return (706) or fiduciary income tax return (1041).  An executor fee may be split between the 706 and the 1041.  

Administration expenses include attorney and accountant fees, executor commissions, filing fees, surety bonds premiums, appraisals, etc.  The fiduciary may elect to take the expenses on the 706 or the 1041, and the expenses are generally not subject to the 2% floor.  The general rule is to claim expenses on the return with the highest tax rate, which more often these days is the income tax return.  

Any deductions attributable to tax exempt income are non-deductible.  If a trust or estate has tax exempt income, a portion of the trustee or executor fee will be non-deductible.  

Types of Trusts.  There are three types of trusts for income tax purposes:  (i) simple trusts; (ii) complex trusts; and (iii) grantor trusts, and the rules are different for each.

A simple trust is required to distribute its accounting income annually, cannot make any principal distributions or distributions to charity.  

A grantor trust is one where the grantor or beneficiary has one or more “powers” described in §§ 673-678, resulting in all income, expenses, and credits “flowing through” and taxed to the grantor or beneficiary regardless of whether any distributions are made.  The rules of Subchapter J do not apply to grantor trusts, and they were not discussed in this presentation.  

A complex trust is any trust other than a simple or grantor trust.

Definitions of Income.  There are several very important concepts when dealing with the income taxation of trusts and estates that differ from income taxation of individuals.  The first is “trust accounting income” (TAI), defined by the governing instrument or, if silent, state law (such as the Uniform Principal and Income Act or unitrust provisions).  TAI governs the amount of distributions to beneficiaries and the allocation of receipts and disbursement between accounting income and principal.  TAI does not include capital gains, subject to several exceptions.

“Taxable income” (TI) of an estate or trust is computed the same as for an individual, except the exemptions are different ($600 for an estate, $300 for a simple trust, and $100 for all others); there are different rules for charitable deductions; depreciation deductions are allocated between the entity and the beneficiary; and administration expenses are generally not subject to the 2% floor.

If income is accumulated in the trust or estate and not “deemed” distributed, it is taxed to the trust or estate rather than the beneficiary.  If income is distributed, the trust or estate gets a deduction for the amount of the distribution, but it is limited to “distributable net income” (DNI) (discussed below).  The beneficiary accounts for income actually distributed (or deemed distributed) to the beneficiary, limited to DNI.  

“Distributable net income (DNI) is the heart of the income taxation of trusts and estates.  It governs the amount of an estate’s or trust’s distribution deduction and the amount a beneficiary accounts for on his own return, and the character of that income.

To calculate DNI, start with TI and then 
•         Add back the distribution deduction and the personal exemption;
•         Subtract out capital gains (but add back capital losses allocable to principal [except in the year of termination]);
•         Subtract out extraordinary dividends and taxable stock dividends allocated to corpus for simple trusts; and
•         Add back net tax-exempt income.

Capital gains are generally taxed to the trust or estate, thus are TI but not TAI.  There are exceptions, such as in the year of termination of the trust or estate, and some others (under Reg. 1.643(a)-3.  

The rules of DNI and the distribution deduction apply differently to simple trusts versus complex trusts and estates.  

Simple Trusts:  In a simple trust, the income distributable is a deduction for the trust or estate, and is income to the beneficiary, whether or not actually received by the beneficiary.  The character of income remains the same for the beneficiary as in the estate or trust.  If there are multiple beneficiaries, DNI is apportioned among them in proportion to the TAI received by each.  

Complex Trust:  In a complex trust or an estate, the beneficiary is taxed on distributions, but only up to the amount of DNI.  Gains are taxed to the trust or estate, and its distribution deduction is limited to DNI.  Trust income retains its character in the beneficiary’s hands.  DNI is allocated among multiple beneficiaries proportionately, based on distributions to each beneficiary.  

There are several important concepts when dealing with complex trusts and estates:  (i) the tier system; (ii) the separate share rule; (iii) the 65-day rule; (iv) specific bequests; and (v) distributions in kind.

      Tiers.  The first tier is beneficiaries to whom income is required to be distributed, and the second tier is all others.  DNI is taxed first to the first tier beneficiary and any balance is taxed to the second tier. 

      Separate Share.  This rule allocates DNI among beneficiaries based on distributions of their “share” of DNI.  This applies when substantially separate and independent shares of different beneficiaries of a trust are treated as separate trusts.  An example from the materials follows:

Trust has $20,000 of DNI.  Trustee distributes $30,000 to A and $10,000 to B.  Under pro rata rules, A would include $15,000 of DNI ($30,000 distribution/$40,000 total distribution x $20,000 DNI), and B would include $5,000 of DNI ($10,000 distribution/$40,000 total distribution x $20,000 DNI).  If the separate share rule applies, A’s separate share earns $10,000 of DNI and B’s separate share earns $10,000 of DNI.  Note that this rule is solely for computing DNI, and its effect is to treat multiple beneficiaries of a single trust or estate as if each were the sole beneficiary of a single trust.  

      The 65-Day Rule.  This rule allows a fiduciary to treat a distribution to a beneficiary made within 65 days of a new year as being made on Dec 31 of the preceding year.  The election must be made by the due date of the tax return and is irrevocable.  This is a year-by-year election.  

Specific Bequests.  Bequests of specific sums of money or specific property do not carry out DNI.  For this rule to take effect, the bequest must be paid all at once or in not more than three installments, and the amount of the bequest must be ascertainable at the date of death.  It is not deductible by the trust or estate or taxable to the beneficiary.

Distributions in Kind (§643(e) election).  For residuary bequests, an estate or trust may elect, but is not required, to recognize gains or losses.  A distribution carries out DNI, but the amount of DNI depends on whether the § 643(e) election was made.  If not made, then the DNI carried out is the lesser of basis or FMV of the distributed property.  If the election is made, then the DNI carried out is the FMV of the distributed property.  The basis of property to the beneficiary is the basis of property to the estate or trust plus or minus any gain or loss the estate or trust elects to recognize on the distribution.

Charitable Deductions.  For a charitable deduction to be valid, a charitable bequest must be paid from gross income and pursuant to the governing document.  If valid, it is unlimited in amount.  There is no distribution deduction if the charitable deduction is not valid.  Generally, the bequest must be actually paid in current year or preceding year.  Estates and pre-1969 trusts can get a charitable deduction if the amount is “permanently set aside” for charitable purposes.

Depreciation.  For trusts, depreciation is apportioned between the income beneficiary and the trust by the terms of the trust document or, if none, then on the basis of trust income allocable between the beneficiary and the trust.  For estates, depreciation is allocable on the basis of income allocable to the beneficiary and the estate.  

The § 645 Election.  When made, this election treats a “qualified revocable trust” as part of the decedent’s estate for federal fiduciary income tax purposes.  The election is made on Form 8855 and must be filed by the due date of the fiduciary income tax return for the first taxable year of the estate, including extensions.

The benefits of making the election include filing one return instead of two; using a fiscal year-end; eligibility for holding sub-S stock for the duration of the election; and not being obligated to make estimated tax payments for any taxable year ending within two years of the decedent’s death.

Termination of Trust or Estate.  Upon the termination of a trust or estate, any excess deductions and unused loss carryovers can be passed on to the beneficiaries.  

AND NOW, WHAT YOU’VE ALL BEEN WAITING FOR. . .

Taking all of the above into consideration, here are the “Dirty (Baker’s) Dozen” -- Drafting and Planning Ideas:

 
1.      Select a fiscal year-end for estates to take advantage of income tax savings.
2.      Administration expenses should be elected where they will save the most taxes.
3.      Draft documents with flexibility to include gains in DNI.
4.      Include boilerplate language to allow non-pro-rata distributions.
5.      Use specific bequests to avoid DNI carryout.
6.      Avoid the separate share rule, if desired, by drafting as a spray trust or having a trust divide into separate subtrusts.
7.      Take advantage of the §643(e) election to control taxation of capital gains and DNI carryout.
8.      Consider §645 election to take advantage of estate’s more favorable rules.
9.      Draft carefully to qualify for §642(c) fiduciary income tax charitable deduction.
10.  Avoid excess deductions in year prior to termination.
11.  Remember the 3.8% surtax when drafting trusts.
12.  Consider “Kenan” gain when drafting formula clauses – pecuniary versus fractional (pecuniary bequests carry out income).
13.  “Extra Credit”
•         Separate share rule has special rule that applies to IRD.
•         IRD is allocated to any share that could “potentially” be funded with IRD, whether or not actually funded with IRD.
•         If intent is for IRD to go to a particular share (e.g. marital trust), draftsperson must so state in the trust instrument.
•         If IRD is not specifically allocated, surprises could result.

For an example of a 2014 fiduciary income tax return for a complex trust and a resource list for this topic, see the materials on the Heckerling web site at www.law.miami.edu/heckerling and go to “Supplemental Materials.”


