Charitable Strategies for Trust Beneficiaries
This Trust Topics presents the benefits of making distributions
of appreciated property for philanthropically-minded beneficiaries.
Certain trusts permit distributions to be made to trust beneficiaries at the
discretion of the trustee. There are benefits to making these distributions in the
form of appreciated property—also called a distribution in kind. A distribution in
kind is a distribution of property (for example, shares of stock), rather than cash,
from a trust. The technique of distributing appreciated property bears
investigating for the potential advantages to trust beneficiaries and charitable
organizations that receive gifts from trust distributions.
When a trustee distributes appreciated property to a beneficiary, the trustee can
determine the capital gains treatment of the distribution. The trustee does this in
accordance with an election granted under Section 643(e)(3) of the Internal
Revenue Code, commonly referred to as the 643(e) election.
Trustee may elect to recognize a capital gain
A trustee may elect to treat a distribution in kind as if the distributed property had
been sold to the beneficiary at its fair market value on the distribution date. If that
election is made, a capital gain is generated equal to the difference between the
adjusted cost basis of the property and the fair market value of the property.
(Adjusted cost basis is the original value of an asset adjusted for, among other
things, mergers, stock splits and reinvested dividends.) That capital gain is
taxable at the trust level. The beneficiary’s cost basis in the property will be the
fair market value of the property distributed. Such an election would not typically
be made unless the trust had offsetting losses.
Trustee may decide not to recognize a capital gain
If a trustee distributes appreciated property and does not elect to recognize a
capital gain, no gain is recognized by the trust. The beneficiary’s cost basis in the
property remains the adjusted cost basis of the trustee (not the fair market
value). The beneficiary would, therefore, realize a capital gain upon the sale of
the assets.
If, instead of selling the property and recognizing a capital gain, the beneficiary
contributes the appreciated property to charity, everyone may benefit. Scenarios
One and Two outline this strategy.
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Scenario one: When the trustee has the discretion to distribute both
income and principal
Consider a trust in which the trustee has the discretion to pay income and
principal to the beneficiary. Assume the trust has received dividend and interest
income of $50,000 for the year. The trustee decides to distribute securities from
the principal of the trust (a distribution in kind) and not the dividend and interest
income.
For example, assume the trustee chooses to distribute ABC stock purchased in
1970 that now has a fair market value of $50,000 and an adjusted cost basis of
$10,000. The stock distribution is made to a trust beneficiary.
The trustee in this scenario does not elect to recognize a capital gain, which
means that the trustee’s adjusted cost basis is passed on to the beneficiary. In
other words, no gain is recognized on the distribution to the beneficiary; it is
capital gains tax neutral.
The beneficiary, in turn, chooses to contribute the distributed property to a
charitable organization.
Scenario one: Win-win tax result


The amount of ordinary income the beneficiary has to report is limited to
$10,000. That is, the ordinary income reportable by the beneficiary is only
the value of the adjusted cost basis of the securities, not the $50,000 fair
market value of the securities;



Further, the beneficiary is able to claim a charitable income tax deduction
of $50,000 when the charitable gift is made (subject to certain limitations
based on the beneficiary’s overall income); and



No capital gain is recognized by either the beneficiary or the trust. In
addition, the charitable organization can sell the securities at any time
without incurring capital gains taxes. Thus, no capital gains taxes need to
be paid by any of the three parties: trust, beneficiary or charity.

As is the case with individuals, trusts are responsible for paying taxes on
dividend and interest income earned during the year. However, to the extent a
distribution is made to a trust beneficiary, the trust is entitled to a distribution
deduction to offset income.
In this scenario, the trust is entitled to a deduction equal to the value of the
adjusted cost basis of the securities distributed. Thus, the trust would potentially
be liable for taxes on only $40,000 of dividend and interest income (the $50,000
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of dividend and interest income earned by the trust, less the $10,000 distribution
deduction).
The trust must still pay taxes on $40,000 of income earned for the year, but the
trustee has the benefit of being able to reinvest the net income after taxes in any
manner the trustee likes. If all the income was distributed to the beneficiaries, the
trustee might be forced to sell some existing trust holdings to raise the cash to
make a new investment. And that sale might have capital gains tax
consequences of its own.
The trustee has, in effect, diversified a low basis stock position without incurring
any capital gains taxes. In accordance with the Prudent Investor Rule, which is
the law governing the investment of trust assets in most states, a trustee must
diversify trust assets, unless the trustee determines that it is in the interest of the
beneficiary not to diversify. Accordingly, for trusts with a large block of low-basis
stock, the strategy bears consideration as part of a tax-efficient diversification
program.
In addition, the beneficiary has made a contribution of appreciated securities to a
charitable organization without generating any capital gains for a charitable
deduction equal to the fair market value of the securities.

Scenario two: When the trustee is required to distribute income and has
the discretion to distribute principal
Consider use of this strategy for a trust that requires all of its income to be paid to
the beneficiary, and the trustee, in the trustee’s discretion, can make principal
payments to the beneficiary.
Assume the trust has dividend and interest income of $50,000 for the year, and
the trustee is required to distribute that $50,000 to the beneficiary. In addition, as
a principal distribution, the trustee chooses to distribute securities with a fair
market value of $50,000 and an adjusted cost basis of $10,000 to the
beneficiary. The trustee does not elect to recognize a capital gain. The
beneficiary contributes the distributed property to a charitable organization.
Scenario two: Win-win tax result


The amount of ordinary income the beneficiary has to report is limited to
$50,000 (the amount of the dividend and interest income distributed). The
distribution of the securities with a fair market value of $50,000 is in effect
a tax-free distribution of principal (assuming any capital gains taxes
payable as a result of the sale of other trust assets during the course of
the year are paid by the trust);
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Further, the beneficiary can claim a charitable income tax deduction of
$50,000 when the charitable gift is made (subject to certain limitations
based on the beneficiary’s overall income); and



No capital gain is recognized by either the beneficiary or the trust, and the
charity can sell the securities without the imposition of capital gains taxes.
Again, no capital gains taxes need to be paid by any of the three parties:
trust, beneficiary or charity.

From the trustee’s standpoint, since the trust is required to distribute all of its
income, no income tax is payable by the trust on that income, and no capital gain
is recognized on the principal distribution.
Trustee’s discretion is key
For philanthropically-minded trust beneficiaries, the benefits of distributing
appreciated property in kind for all involved can be very attractive. However, for
the strategy to work in either scenario, a distribution in kind must be made at the
trustee’s discretion from either income or principal. A distribution in kind would
not result in the same benefits if, for example, the distribution to the beneficiary is
made in satisfaction of an obligation to distribute a fixed amount. In that case, a
capital gain will be recognized at the trust level, and a capital gains tax will be
payable by the trustee. The trustee would not be able to distribute low-basis
securities to the beneficiary without capital gains tax consequences.
If the trustee has discretion, the technique of distributing appreciated property in
kind is well worth exploring.
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