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The Good, the Bad & the Ugly
of Trusts Investing in Partnerships
By David R. Nave

David Nave examines the unique tax considerations to a trust
investing in alternative investments through partnerships and
provides guidance to trustees and advisors.
generate and the risk that the actual return will fall
For many years, trusts followed the prudent-man
short of the anticipated return.
rule of investing. The prudent-man rule favors “safe”
An analysis of the risk that returns will fall short
investments such as government bonds, disfavors
focuses upon assets as integral parts of a whole portfo
“speculation” in stock and courts assess the prudence
lio, rather than upon each asset in isolation. This focus
of each investment in isolation rather than in the con
1
enhances the importance of the rate of total return
text of the portfolio as a whole. Needless to say, this
and leads to the conclusion that the determination
technique results in low returns in trusts. As a result, it
of whether a trustee has discharged its duties must
has been stated, “How do you make a small fortune?
focus upon the manner
Give a bank a large one to
2
in which the trustee has
manage in trust.”
If the trust is large enough, many
made investment deci
Most states have
advisors recommend to the
sions.5 The analysis leads
abandoned the old pru
dent-man rule in favor of
away from labeling any
trustee that a portion of the assets
the prudent-investor rule.
asset as inherently pru
include alternative investments...
Drawing on the teachings
dent or imprudent, per
These investments are generally
of modern portfolio theory,
se. The behavior of the
the new prudent-investor
trustee is judged in rela
structured as limited partnerships
rule directs the trustee to
tion to the circumstances
or limited liability companies.
invest based on risk and
of the situation.6 Because
return objectives reason
the prudent-investor rule
ably suited to the trust and instructs courts to review
is a rule of trustee conduct rather than a rule of
the prudence of individual investments in the context
portfolio performance, it purports to diminish the
of the trust portfolio as a whole. Thus, the new pru
importance of hindsight.7
dent-investor law abolishes all categorical restrictions
The ﬁrst step of the trustee, in conjunction with
on permissible types of investments.3
his or her professional advisors, is to develop an
investment policy statement based on the goals and
The prudent-investor rule is designed to accommo
objectives of the trust. The factors an advisor must
date modern portfolio theory.4 Prominent among the
consider when developing an investment plan should
principles of modern portfolio theory is the concept
include the appropriate market risk to be taken, the
that the value or price of an asset is a function of two
size of the trust and the purpose of the trust.8
factors: the rate of total return (ordinary income and
capital appreciation) that the asset is anticipated to
If the trust is large enough, many advisors recom
mend to the trustee that a portion of the assets include
alternative investments. Examples of alternative in
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capital and private equity.9 These investments are
generally structured as limited partnerships or limited
liability companies.
It would seem that there should be no reason,
under a prudent-investor rule, why a trustee can
not invest trust funds in a limited partnership if the
investment is otherwise prudent. If the liability of
the trustee and the trust is limited, the reasonable
ness of the proposed investment of trust funds in a
partnership enterprise may depend upon whether the
partnership business is new or untried, whether the
trustee can be in a position to periodically review
the soundness of the trust’s investment and whether
the trust’s interest in the partnership can be readily
marketable or convertible into cash at a price that
would not be sacriﬁcial.10
Although the trustee has control over his or her
limited partnership interest, by statute, he or she may
not participate in the management and control of the
partnership business. However, ﬁduciaries invest in
mutual funds or other investment trusts in which the
fund or trust advisors are being paid in large part for
the investment responsibilities that the ﬁduciary has,
in effect, delegated. Fiduciaries should likewise be
permitted to retain or invest in an interest as a limited
partner, even though management responsibilities are
the exclusive province of the general partners.11
The ownership of a partnership interest by a trust
often involves unique tax considerations. Historically, for this reason, ﬁduciaries traditionally have
been reluctant to make investments in partnerships.
However, in today’s investment environment it would
be imprudent not to consider alternative investments
for a larger trust.
This article will examine “The Good, The Bad &
The Ugly” of the unique tax considerations to a trust
investing in these alternative investments through
partnerships, and will provide guidance to its trustees
and advisors.

Overview of Subchapter J
In some cases, Subchapter J treats an estate or
trust as a separate taxpaying entity. In other cases,
it treats an estate or trust as a conduit that passes
through its income and its deductions to the ben
eﬁciaries. In still other cases, Subchapter J treats an
estate or trust as both entity and conduit—it will be
an entity in one year and a conduit in a later year,
where the previously taxed income passes through
to the beneﬁciary.12
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The basic tax structure follows that of an indi
vidual. There is only one level of tax. Once the trust
determines its income, a tax is imposed on either the
trust (entity) or the ultimate beneﬁciary. Subchapter
J attempts to allocate the burden of tax between the
entity and the beneﬁciary.
A trust for income tax purposes may be classiﬁed as
“simple” or “complex.” A trust is considered simple if
(1) under the terms of the trust agreement all income
is required to be distributed currently, (2) the trust
makes no charitable contributions for the taxable
year that are deductible under Code Sec. 642( c)
and (3) no corpus is distributed in the current year.13
The ﬁrst test must be met for every year that the trust
may be in existence, while the second and third tests
must be met only for the current year. Any trust that
is not a simple trust is considered a complex trust
for that year.
The trust must calculate its income in two ways.
The ﬁrst computation is distributable net income
(DNI), which is a tax concept of the Internal Revenue
Code. Generally, DNI is the trust’s taxable income
with certain modiﬁcations. DNI is used to allocate
income between a trust and its beneﬁciaries, and
then to characterize that income. The general rule is
that capital gains do not enter into the computation
of DNI. The simple reason is that capital gains are
usually principal, not income.
The second computation is the ﬁduciary accounting
income (FAI). This is not a tax concept, but is deter
mined by looking to local law. FAI is the amount that
the trustee has available to distribute to the income
beneﬁciaries, as directed by the terms of the trust
agreement or other governing document. In general,
it is calculated by subtracting the total trust expendi
tures that are allocated to income from the total trust
receipts that are credited to income.14
A trust that is required to distribute all of its income
currently is entitled to a deduction for the income
that is required to be distributed currently. However,
if the amount of income required to be distributed
currently exceeds the DNI of the trust for the tax year,
the deduction is limited to the amount of the DNI.
In other words, the deduction and the amount to be
included in income by the beneﬁciary is the lesser
of FAI15 or DNI.
There is a general lack of clarity to the proper
treatment of a partnership investment held by a
ﬁduciary. Generally, current principal and income
acts are inadequate in deﬁning what is income
or principal from a partnership interest, and trust
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the $40,000 would be distributed to the beneﬁciary.
However, the deduction and the amount to be in
cluded in income by the beneﬁciary is the lesser of
FAI or DNI. Thus, the beneﬁciary would receive cash
of $40,000, but would only have taxable income of
$10,000. However, the trust paid tax on the $30,000
Fiduciary Accounting
of income in 2005.
Income and Partnerships—
A trustee has a duty to exercise impartiality to the
beneﬁciaries.18 Moreover, a trustee may make adjust
A State of Uncertainty
ments between principal and income to offset the
shifting of economic interests or tax beneﬁts between
Sometime after year-end (unfortunately, often not
income beneﬁciaries and remainder beneﬁciaries,
until July or August), the trustee receives the K-1
which arise from the ownership by the trust of an
information from the partnership. Schedule K-1 is
interest in an entity whose taxable income, whether
used to report a partner’s distributive share of part
or not distributed, is includable in the taxable income
nership items to the partner and to the IRS. The items
of the trust or a beneﬁciary.19 Therefore, it would
reported on the K-1 are used to compute the taxable
income and DNI of the trust. Capital gains that ﬂow
appear that an adjustment should be made to reim
through from the partnership are generally allocated
burse trust principal for the tax that was paid in 2005
to principal.
from principal.20 Assum
Under the Revised
ing the tax was $9,000 in
Not all cash received by a trust from 2005 (30% x $30,000),
Uniform Principal and
a partnership under the Revised
Income Act of 1997,
it would be appropriate
FAI from partnerships is
Uniform Principal and Income Act for the trustee to make an
based on distributions of
adjustment of the $9,000
of 1997 is allocated to income.
cash, not the entity’s book
between principal and
income (as determined
income. Consequently,
under generally accepted accounting principles)
only $31,000 should be distributed to the income
or taxable income.17
beneﬁciary in 2006.

instruments frequently fail to address this matter.16
This creates issues in determining FAI and DNI
within the trust. There are inherent conﬂicts be
tween Subchapters J and K.

Example 1. A trust invests in an investment part
nership. In 2005, the partnership K-1 issued to
the trust reﬂects tax on $30,000 of dividends and
interest. The partnership makes no distributions of
cash or other property. Under the revised UPIA,
the trust has no FAI generated by its partnership
interest because no distributions were received
from the partnership. Therefore, if the only asset
of the trust is the partnership interest, it may have
taxable income from the K-1 but no cash with
which to pay the tax and no FAI to distribute to
the income beneﬁciary. In the case where the trust
does have other liquid assets, it may be forced to
use these assets to pay the tax.
To continue the example, assume in 2006, the
partnership K-1 reﬂects $10,000 of dividends and
interest. The partnership makes a distribution of
$40,000 in cash in 2006. Because FAI trust account
ing income is based on distributions of cash from the
partnership, it would have $40,000 of FAI. The trust
document requires the distribution of FAI. Therefore,
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All Cash Distributions are FAI,
Right?—Not So Fast
Not all cash received by a trust from a partnership
under the Revised Uniform Principal and Income
Act of 1997 is allocated to income. The revised act
provides that (1) money received in one distribu
tion, or a series of related distributions, in exchange
for part or all of a trust’s interest in the entity, and
(2) money received in total or partial liquidation of
the entity shall be allocated to principal.21 Money is
received in partial liquidation to the extent that the
entity, at or near the time of a distribution, indicates
that it is a distribution in partial liquidation, or if
the total amount of money and property received
in a distribution or series of related distributions is
greater than 20 percent of the entity’s gross assets,
as reﬂected on the entity’s year-end ﬁnancial state
ments immediately preceding the initial receipt.22 A
trustee may rely upon a statement made by an entity
about the source or character of a distribution if the
statement is made at or near the time of distribution
by the entity’s board of directors, or other person, or
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group of persons, authorized to exercise powers to
pay money or transfer property comparable to those
of a corporation’s board of directors.23
Example 2. A trust created under the will of Fran
cis Nave owns a 30-percent interest in the ABC
investment partnership. Audited ﬁnancial state
ments of the ABC investment partnership indicate
$6 million of gross assets at December 31, 2005.
During 2005, $1.5 million was distributed to the
Nave trust. Because the distribution of $1.5 mil
lion exceeds 20 percent of the partnership’s gross
assets, it would represent ﬁduciary accounting
principal, not income.24
Example 3. The Nave trust owns a 30-percent
interest in the Trump Real Estate partnership.
The Trump partnership owns multiple proper
ties. In 2006, it sells one of these properties for
$2 million, pays off the outstanding mortgage of
$500,000 and distributes the net cash proceeds
of $1.5 million to its partners. Trump’s ﬁnancial
statements for the year ended December 31,
2005, reﬂected gross assets of $10 million and
mortgage liabilities of $3 million. The $450,000
(30 percent of $1.5 million) received by Nave
trust is considered to be income for ﬁduciary
accounting purposes because Trump’s total dis
tribution of $1.5 million is less than 20 percent
of its gross assets of $10 million.25

Treatment of Distributions
from Partnerships to “Cover”
Income Tax Liabilities
Frequently, a partnership requires distributions of cash
just sufﬁcient in amount so that their partners will be
able to pay their federal and state income tax liabili
ties upon income deemed taxable to them on the
K-1. This distribution is especially important to trusts
where the sole or major asset is an ownership interest
in the entity, or whose other assets are illiquid and
provide little, if any, cash or income receipt potential.
However, as previously discussed, these distributions
may be included in FAI and, consequently, require
distribution to the income beneﬁciary. Under these
facts, the trust could be faced with a tax liability,
without the cash to make the payment.
Example 4. The Nave Family Trust’s sole asset is an
interest in the Nave FLP. The trust receives a K-1
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from the Nave FLP, reﬂecting reportable income
of $200,000. The Nave FLP distributes $76,000
to the trust to cover its federal and state income
tax liability.26 If the $76,000 is treated properly as
FAI, a beneﬁciary, who is required to receive all
FAI, will receive that entire amount and pay taxes
of $28,880 (assuming that the same 38-percent
rate represents the combined federal and state
income taxes). The trust has taxable income of
$124,000 ($200,000 less distribution deduction
of $76,000, ignoring the exemption). It owes tax
of $47,120 (38 percent of $124,000), but has no
cash left to discharge its tax liabilities.
“A tax required to be paid by a trustee on the trust’s
share of an entity’s taxable income must be paid ...
from income to the extent that receipts from the entity
are allocated to income. ...”27 Net income means28
“... the total receipts allocated to income during the
accounting period minus the disbursements made
from income during the period (plus or minus transfers under the UPIA to or from income during the
period) of receipt and tax payment.” Thus, the entire
$76,000 represents “tax required to be paid” by
the ﬁduciary. The gross receipts should be reduced
by the applicable tax at the trust level. Therefore, it
would appear that the FAI should be zero. (That is,
the $76,000 receipt, less the applicable taxes).
Under these facts, the trustee would be prudent not
to distribute anything to the income beneﬁciary. The
trustee should request written conﬁrmation from the
general partner that the distribution represents a tax
distribution. Moreover, it would be appropriate for the
trust document to state clearly that tax distributions
received from the partnership are to be classiﬁed as
principal, and not part of FAI.

Using the Power to Adjust
to Level the Playing Field
Whenever there are two or more beneﬁciaries, a
trustee is under a duty to deal impartially with them.29
This rule applies whether the beneﬁciaries’ interests
in the trust are concurrent or successive. If the terms
of the trust give the trustee discretion to favor one
beneﬁciary over another, a court will not control
the exercise of such discretion, except to prevent the
trustee from abusing it.
The trustee has a duty to treat income and remain
der beneﬁciaries fairly. In this regard, a trustee may
adjust between principal and income to the extent
the trustee considers necessary, if the trustee invests
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and manages trust assets as a prudent investor. The
There is a recent Tax Court case that may give the
terms of the trust describe the amount that may, or
trustee some ﬂexibility as to whether capital gains
must be distributed to a beneﬁciary, and that it is
that pass through from a partnership are includible
necessary to achieve impartiality.30
in DNI. In D.W. Crisp,32 the trustee of a trust was
authorized to distribute income to the beneﬁciary,
Under certain circumstances, the trustee may ex
Caroline, during her lifetime and to her heirs for 21
ercise the power to adjust to maintain impartiality
years after her death. The trust instrument allowed the
concerning the investment in the passthrough entity.
trustees to distribute “net earnings” and “net proﬁts,”
Assume the trust invests in a real estate partnership.
but did not speciﬁcally authorize distributions of cor
The real estate partnership reﬁnances one of its prop
pus. The trustee distributed $4.5 million to Caroline
erties due to large increase in value. It distributes
from gains distributed to the trust by a partnership, in
the excess reﬁnancing proceeds to its partners. This
which, the trust was a limited partner. The court held
distribution is less than 20 percent of the gross assets,
that the partnership gains were properly allocated to
so, generally, the distribution would be treated as
FAI and includable in DNI. According to the court,
income. However, if the trustee has the power to ad
Reg. §1.643(a)-3(a)(1) re
just, it would appear under
to gains “[a]llocated
these circumstances, that
Despite the fact that the governing fers
to income under the terms
the trustee should exercise
instrument of a trust may not
of the governing instru
this power and treat the
distribution as principal.
speciﬁcally mention the possibility ment or local law by the
ﬁduciary on its books.…”
Refer back to the prior
of charitable contributions, it
The phrase “net proﬁts”
Example 3, where the
seems entirely proper to allow a
may be properly con
Nave Trust received a disstrued as including capital
tribution that was less than
deduction for a trust’s share of the
gains, net of capital loss
20 percent of the gross
partnership’s contributions.
es. While the partnership
assets of the Trump Real
interest itself was corpus,
Estate partnership on the
the proﬁts distributed by it were “net proﬁts” that the
sale of one of its properties. Again, if the trustee has
trustees could distribute and deduct. Because the
the power to adjust, he or she should exercise this
trustees were authorized by the governing instrument
power and treat the distribution as principal. If the
and applicable state law to distribute capital gains,
trust had owned the property directly, the sale would
and because they did distribute those gains, the gains
have been treated as principal. The same result should
were included in DNI, increasing the trust’s distribu
apply to the passthrough entity.
tions deduction.33
Partnership Distribution of Capital
There may be times that the trustee would prefer to
Gains—Is It Principal or Income?
have the capital gains from the partnership included
in DNI. While the UPIA appears to make this difﬁ
The revised UPIA appears to give trustees the ability
cult, the Crisp case provides guidance on how a trust
to treat all partnership distributions that are less than
document and/or state law can be used to achieve
20 percent of the partnership’s gross assets as FAI. The
this result. This is particularly useful when the trustee
general rules under Subchapter J are that capital gains
has adopted a total return approach to investing. The
are principal. However, if capital gains are part of the
Crisp case reiterates that the language of the trust
partnership distribution that is less than 20 percent of
document will “trump” the UPIA for tax purposes.34
the partnership’s gross assets, are they possibly FAI?
Clearly, if these same gains were incurred inside the
trust, they would be treated as allocable to principal. It
Separately Stated
would appear that, absent a trust that has elected total
Partnership Items
return, the capital gains that pass through from the
partnership should be included in principal, and the
Charitable Contributions
tax should be paid by the trust. However, the Revised
Uniform Principal and Income Act makes no reference
Charitable contributions made by a partnership are
to receipts from capital gains, other than capital gains
normally allocated to partners based on their inter
31
that are distributed from RICs and REITs.
ests in the partnership. The issue is whether these
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passthrough contributions are deductible by the trust.
Despite the fact that the governing instrument of a
trust may not speciﬁcally mention the possibility of
charitable contributions, it seems entirely proper to
allow a deduction for a trust’s share of the partner
ship’s contributions.
In Lowenstein Est., 35 the court ruled that the
charitable contributions that passed through from a
partnership were not made by the decedent’s estate,
but by the partnership as a business unit. They were
deducted on the partnership’s return as an ordinary
business expense and were allowed to the other two
partners. It is not certain whether the deduction to
the other two partners was treated as an ordinary and
necessary business expense or as a charitable contri
bution. However, the court ruled that, in any event,
the entire amount of the charitable contribution al
located to the estate from the partnership should be
allowed as a deduction in computing DNI.
However, passthrough charitable contributions may
cause procedural complexities for the ﬁduciary. The
trustee of a complex trust36 that makes a charitable
contribution deductible under Code Sec. 642(c) is
required to ﬁle Form 1041-A, which details that trust’s
income for the year and a balance sheet of its assets,
liabilities and net worth, among other facts. Unlike the
fundamental trust income tax return, however, Form
1041-A is available to the general public. A trustee who
is deemed to have made a contribution actually made
by a partnership in which it holds an interest should
also be required to ﬁle Form 1041-A, even if the trust
provisions otherwise stress the need for conﬁdentiality.
Failure to ﬁle this return could make the trustee liable
for penalties under Code Sec. 6642(a).37
In Rev. Rul. 2004-5, a trust directed the trustee to
pay all income to A, an individual, during A’s life,
and upon A’s death, to distribute the remaining trust
assets to B, another individual.38 The trustee was not
authorized to accumulate income, and no charitable
contributions were authorized by the trust instru
ment. The trust owned an interest in a partnership.
The partnership, in the tax year in question, made a
cash contribution from gross income to a charitable
organization. The trust had no unrelated business
taxable income during that year under Code Sec.
681(a) (which reduces a trust’s income tax deduction
for charitable contributions, to the extent of trust un
related business taxable income). The trust was to take
into account its distributive share of the partnership’s
income, gain, loss, deductions and credits under the
general rules of partnership income taxation.39
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The IRS ruled that the trustee could deduct a
proportionate share of the charitable contribution
made by the partnership. The IRS noted that Code
Sec. 642(c)(1) allows a complex trust to deduct any
charitable contribution of income made pursuant to
the terms of the governing instrument. The partner
ship income tax rules, furthermore, require each
partner to take into account separately the partner’s
distributive share of the partnership’s charitable
contributions.40 The character of each item of in
come, deduction, gain, loss and credit, including
charitable contributions, in the hands of the partner,
is determined as if the item was realized directly by
the partner, in the same manner that it was realized
by the partnership.41
The IRS stated that the trust should be allowed an
income tax deduction for its share of the contribu
tion made by the partnership, even though the trust
instrument did not expressly authorize the trustee
to make charitable contributions. The IRS relied on
three cases that reached a similar conclusion under
the predecessor of Code Sec. 642(c).42

Portfolio Expenses Incurred
Through a Partnership—
The Two-Percent Limitation
It is common in investment partnerships for the K1 to state separately certain expenses as “portfolio
expenses.” For individual partners, this will result
in such amounts being subject to the two-percent
nondeductible base. However, does this two-percent
limitation apply to trusts?
It is generally acknowledged that administrative and
advisory fees are appropriate deductions for purposes
of the ﬁduciary income tax. However, due to a split
among the circuit courts, there is some uncertainty
as to whether a trust may fully deduct fees paid for
investment advice, or whether such fees are miscel
laneous itemized deductions subject to the ﬂoor of
two percent of adjusted gross income.43
Code Sec. 67(e) generally provides that “miscel
laneous itemized deductions for any taxable year”
are deducted only to the extent “that the aggregate of
such deductions exceeds 2 percent of adjusted gross
income” of the estate. However, the statutory text of
Code Sec. 67(e) also creates an exception allowing
for deduction of trust expenditures without regard to
the two-percent ﬂoor, where two requirements are
satisﬁed: (1) the costs are paid or incurred in con
nection with administration of the trust and (2) the
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costs would not have been incurred if the property
were not held in trust.44 Otherwise, deductibility is
limited to the same extent as it would be for indi
vidual taxpayers.
In O’Neill, Jr. Est.,45 the Sixth Circuit held that the
investment advisory fees were deductible above-the
line (i.e., not subject to the two-percent ﬂoor). The
court acknowledged that the exception applies only
to expenses that are unique to the administration of a
trust. The court then reasoned that a trustee—unlike
an individual investor—is responsible for meeting a
“prudent investor” standard in managing trust assets.
Although individual investors routinely pay for invest
ment advice, they are not required to consult advisors
in order to avoid potential liability for negligence.
Thus, the Sixth Circuit concluded that trustees, as
ﬁduciaries, occupy a unique position on account of
which the fees are incurred. The court indicated that
the trustees lacked experience in investment matters,
and thus, sought the assistance of an investment
advisor. Without the investment advice, the trustees
would have put the assets of the trust at risk.
In Mellon Bank,46 the Court of Federal Claims disagreed with the Sixth Circuit in O’Neill. It said that
trust administration costs aren’t excluded from the
two-percent-of-AGI ﬂoor if an individual investor
would reasonably be expected to incur the same
costs, even if the trustee incurred the costs to meet
its legal obligation to exercise proper skill and care.
Thus, investment advisory fees are subject to the
two-percent-of-AGI ﬂoor if the fees would have been
incurred in the absence of a trust. Similarly, fees for
accounting, tax preparation and management ser
vices are subject to the two-percent-of-AGI ﬂoor if the
services are of a type that would have been provided
in a nontrust situation.47
In W.L. Rudkin Trust,48 the Tax Court found that
because investment advisory fees are commonly
incurred by individual investors outside the context
of trust administration, the taxpayer could not show
that they “would not have been incurred if the as
sets were not held in trust.” However, in an amicus
brief for the Second Circuit, the American Bankers
Association and the New York Bankers Association
have urged the court to reverse the Tax Court and al
low trusts to deduct investment advisory fees in full
because trustees have a duty to protect trust assets.49
The American Bankers Association and the New York
Bankers Association in their brief contends that the
proper standard for determining whether such fees
are to be accorded an “above-the-line” deduction
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under the statute is not whether investment advisory
fees in question are commonly incurred by individual
investors, but rather whether the fees were incurred
because the prudent execution of the duties imposed
upon a trustee rendered it necessary to obtain invest
ment advisory services.50 While both trustees and
individual investors often rely upon professional
investment advice, a trustee has an afﬁrmative duty
to handle the investment of trust assets in a prudent
fashion—a duty that is not imposed upon individual
investors—and the fulﬁllment of that duty may require
the retention of expert investment help. The brief
reaches the opinion that the Court should conclude
that because this duty arises out of the trust relation
ship, and because a prudent trustee is required to
incur such expenses in fulﬁlling that duty, investment
advisory fees are fully deductible because the cost
“would not have been incurred if the property were
not held in trust.”51
The brief goes on to argue:
The fact that individual investors may also incur
costs associated with seeking investment advice
is irrelevant to the analysis, and it should not
guide the Court’s decision. Unlike a trustee, individuals investing on their own behalf are not
subject to any of the duties to which trustees are
subjected. While an individual may engage an
investment advisor or manager, he or she will be
doing so to enhance their personal net worth, not
to avoid a surcharge for mishandling ﬁduciary as
sets. Moreover, such an individual can choose to
establish the parameters she wishes to guide the
investment advisor and measure its performance.
Simply put, an individual investor’s investment or
asset management choices are not subject to any
standards but his or her own.52
The UPIA “prudent investor” standards do not apply
to individual investors and, as recognized by the Sixth
Circuit in O’Neill,53 unlike a trustee, individual inves
tors face “no penalties or potential liability if they act
negligently for themselves.” In light of the adoption
of the UPIA across most of the United States, the
American Bankers Association and New York Bankers
Association urge the court to recognize that the rules
governing the investment of trust assets differ from
those governing an individual’s investments.54
Therefore, it is quite possible to argue, consistent
with the O’Neil55 decision and the arguments set
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forth by the American Bankers Association and the
New York Bankers Association, discussed above,
that a trust appropriately should treat these amounts
as “above-the-line” deductions on Form 1041, not
subject to the two-percent limitation. It would appear
that this argument has even greater validity when
passed through from a partnership.
It is not uncommon in the partnership agreement
of both hedge funds and private equity partnerships
to allocate a ‘promote” or percentage of partnership
income to the managing or general partner as a way to
obtain the beneﬁt of the managing or general partner’s
investment expertise without having a separately
stated fee.56 The trustee may consider investing in
partnerships with these provisions to avoid the twopercent limitation described above.

the partnership during the tax year of the distribution.
The effect of this special rule is to treat debt-ﬁnanced
distributions as being ﬁnanced instead by partnership
working capital, and to treat other expenditures as be
ing ﬁnanced by the debt. There is no formal election
statement required of partnerships using the special
rule. Presumably, the special rule is elected when the
partnership fails to separately report interest expense
traced to debt-ﬁnanced distributions (if there are
enough other expenditures of the partnership).
If the partnership does not use the special rule, all
interest expense relating to debt-ﬁnanced distributions
should be separately reported to partners on line 13 of
Schedule K-l (other deductions), and an explanatory
statement should accompany Schedule K-1.

Example 5. The Trump Real Estate partnership
borrows money to make a distribution to its
partners. A partner, the ABC Trust, receives a dis
tribution from these debt proceeds of $100,000.
Under the general rule, the proceeds distributed
to any partner, and the associated interest must
A partnership that borrows money must trace the use
be allocated in accordance with that owner’s use
of its debt proceeds to determine the nature of the
of the proceeds. For ex
related interest expense
ample, assume the ABC
deduction. If the debt
[P]artnerships must separately
Trust uses the proceeds
proceeds are traced to dis
tributions to partners, the
report the amount of debt-ﬁnanced to purchase marketable
securities; the interest
partners must then trace
distributions to each partner, and
expense on the distri
the use of their distribution
must also report the partner’s
bution indebtedness is
proceeds to determine the
deductibility of the interest
share of interest expense related to allocated to investment
interest expense by
expense passed through
the distributions.
the trust.
from the partnership. If,
for example, a partner
Query: Assume the trustees of the ABC Trust have
uses money received in a debt-ﬁnanced distribution
discretion to make distributions to the beneﬁciary,
for personal expenditures, that partner’s share of the
and they exercise this discretion and distribute the
partnership’s interest expense on the debt is nonde
distribution from the Trump Real Estate Partnership
ductible personal interest under Code Sec. 163(h)(l).
to its income beneﬁciary. Because the trust is not a
Thus, partnerships must separately report the amount
pure conduit, should the interest be a nondeductible
of debt-ﬁnanced distributions to each partner, and
personal expense by the trust? Or, because the trust is
must also report the partner’s share of interest expense
a hybrid entity/conduit does the interest expense as
related to the distributions.57
sociated with this distribution also pass through, and
A special rule allows partnerships to avoid the
is it necessary to examine the use of the distribution
special reporting of debt-ﬁnanced distributions by
by the beneﬁciary for deductibility purposes?
treating the debt proceeds traced to distributions as
being used to make other expenditures of the part
nership during the same tax year, to the extent that
Passive Activity Losses—Will
the other expenditures do not already have debt al
Trusts Ever Receive Guidance?
located to them.58 Note that the term “expenditures”
includes not only deductible expenses, but also
Code Sec. 469 contains a complex set of rules de
capital expenditures and all other cash outﬂows of
signed to limit the use of losses and credits from

Debt-Financed Distributions and
the Issues Relative to Interest
Deductions
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passive investments to offset compensation, active
business income and portfolio investment income.
Congress may have been concerned that individuals
would evade these rules by having trusts hold their in
terests in a passive activity, but the extension of these
rules to trusts and estates creates several important
problems through the interaction of Code Sec. 469
and the ordinary rules of Subchapter J.
The term “passive activity” means any activity that
involves the conduct of any trade or business, and
in which, the taxpayer does not materially partici
pate.59 In addition, any rental activity is deemed to
be passive, unless the taxpayer qualiﬁes as a real
estate professional.60
A taxpayer materially participates in an activity if
the taxpayer is involved in its operations on a regular,
continuous and substantial basis.61 There are seven
tests for determining “material participation” in con
nection with nonrental activities.62 Most of these tests
examine the amount of time a taxpayer devotes to
the activity.
Rental activities are generally deemed to be passive.
However, a real estate professional can avoid this default rule when two tests are satisﬁed. First, more than
one-half of the personal services performed in trades
or businesses by the taxpayer during the tax year must
be performed in real property trades or businesses, in
which the taxpayer materially participates. Second,
the taxpayer must perform more than 750 hours of
services during the tax year in real property trades or
businesses, in which the taxpayer materially partici
pates. If this pair of standards is met, the real estate
rental activity ceases to be passive per se.63

Who Materially Participates in a Trust
When a trust invests in a partnership, should the
material participation rules be applied based on the
actions of the trustee or the beneﬁciary? Neither the
Code nor the regulations provide any clear guidance.
The Senate Finance Committee suggested that the
trustee’s participation should determine whether the
passive activity rules apply to a trust.64 However, a
footnote in the 1986 TRA Blue Book65 casts doubt on
the Senate Finance Committee statement by declaring
that it is unlikely that a trust treated as such for federal
income tax purposes will be materially participating
in a trade or business activity. The Joint Committee’s
rationale for this position is that, if a trust materially
participates in a trade or business, it may be treated
as an association taxable as a corporation. The AICPA
has suggested that material participation should be
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measured by the activities of the trustee (viewed as
though the trustee were an individual), not the ben
eﬁciary.66 Moreover, they recommend that when there
are multiple trustees, material participation by one
should be sufﬁcient to establish an “active” activity;
it should not be necessary for all, or a majority of
the trustees to be material participants. It would ap
pear that if we ever get guidance, it will most likely
follow the Senate Finance Committee statement and
the AICPA recommendation.
Example 6. Assume a trust owns a 30-percent
interest in a real estate LLC. Assume there are two
trustees. One is a corporate trustee, and other is
“The Donald” Donald Trump. In year one, the
trust has $300,000 of dividends and interest and
a $200,000 loss from the LLC. Is the loss from
the LLC active or passive? For purposes of the
passive loss rules, rental real estate activities
are automatically treated as passive activities,
even if the owner “materially participates” in
their management, operations, etc. As a result,
tax losses from rental realty can’t be deducted
against nonpassive income. However, what about
the real estate professional exception described
above? Do one, and only one, of the trustees
have to qualify for the real estate professional
qualiﬁcation to make the loss active?
Assume “The Donald” has made an election to treat
all of his real estate activities as a single activity.67 This
election would include the rental real estate interests
held through passthrough entities as a single rental
real estate activity. Therefore, “The Donald” would
clearly meet the real estate professional qualiﬁca
tion. It would appear, following the Senate Finance
Committee and the suggestions of the AICPA in de
termining material participation, potentially, the loss
should be an active loss to the trust due to the activi
ties of one of the trustees. As a result, the loss would
enter into the DNI calculation, directly offsetting
dollar-for-dollar, otherwise taxable interest and divi
dend income from the trust’s portfolio investments.
Consequently, the DNI should be $100,000 (portfolio
income of $300,000, less the $200,000 loss).
Example 7. Change the facts of Example 6, above,
slightly. There is one corporate trustee, Trust Com
pany X. However, the beneﬁciary qualiﬁes as a
real estate professional. Moreover, the beneﬁciary
has made an election to treat all of his real estate
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activities as a single activity. Because it appears
that material participation is measured at the
trustee level, the loss would be a passive loss to
the trust. The DNI of the trust would be $300,000.
But how is the $200,000 to be treated in the
trust? It would appear the passive loss should be
suspended and trapped in the trust to be used
against future passive income generated by the
trust. Moreover, even if the trust were terminated,
these suspended losses are not available to the
beneﬁciary,68 but must be added to the basis of
the property distributed to the beneﬁciary.69

Statute of Limitations
and Audit Considerations—
Trust Considerations

Under the provisions of Code Secs. 6221 through
6232, all partnerships,73 except certain partnerships
with 10 or fewer partners, are subject to audit, ad
ministrative and judicial handling of partnership
items at the partnership level that could result in
all partners being bound.74 Unless a partner treats a
partnership item inconsistently with its treatment on
the partnership return, there can be no adjustment of
the partnership item on the partner’s return, except
in conformity with these provisions.
Example 8. Dave and his son, Mike, both own an
Code Secs. 6221 through 6232 give to a
LLC interest in a family business. They are both
partnership’s “tax matters partner” certain du
active in the business. Dave is approaching retire
ties and responsibilities
ment. Dave transfers his
in connection with the
LLC to an irrevocable
As
trusts
trend
more
and
more
tax proceedings that
trust as part of his es
may directly affect the
tate planning. There is a
to the modern portfolio theory of
liability of the trust
single corporate trustee
investing under the prudent investor tax
and the period of time
who is not active in the
rule, the trustee will be faced with
during which it may be
family business. Other
exposed to liability as a
marketable securities are
numerous alternative investments.
result of adjustments to
also transferred to the
partnership items. Spetrust. Mike is the income
cifically, the tax matters partner may (1) extend
beneﬁciary, and his children are the remainder
the statute of limitations for the partnership, (2)
beneﬁciaries. In year one, the trust’s share of the
determine the forum for judicial review of adjust
LLC’s taxable income is $200,000. Following the
ments proposed by the IRS after a partnership
Senate Finance Committee and the AICPA ap
audit or after denial of a refund claim by the
proach, the income would appear to be classiﬁed
IRS and (3) enter into a settlement agreement
as passive to the trust because the trustee is not a
that binds certain partners who have not taken
material participant. The DNI of the trust would
specific actions to be separately notified of audit
include the $200,000, and taxable to Mike as
and administrative developments.
passive income. Assume Mike also has substantial
As a result of these rules, the fiduciary of a
suspended losses from other activities. If Dave had
trust should consider whether the partnership
made an outright gift of the LLC interest to Mike,
agreement contains provisions that are adequate
the income would be active. Has the family been
to protect its interest. These provisions should
able to convert what otherwise would have been
include special notice, consultation and consent
active income into passive income by the use of
provisions with respect to the actions of the tax
the trust?70 Without guidance, this could be a very
matters partner and his communication with the
risky, but sometimes beneﬁcial, strategy where the
71
IRS, and with respect to the various acts noted
beneﬁciary is active in the business.
above, authorized to be taken by the tax matters
partner. The partnership agreement should also
Although an extensive discussion of the passive loss
include provisions concerning the appointment of
rules is beyond the scope of this article, the trustee
counsel to be employed by the tax matters partner
must be very alert to the potential consequences of
and the remedies available to the partnership and
Code Sec. 469 and the related sections thereof.72 The
other partners if the tax matters partner breaches
uncertainty due to the lack of regulations and case
any of these special provisions.75
law provides a real challenge to the trustee.
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State Income Tax Issues
to the Trust
The ﬁduciary should also take into account the impli
cations under state tax laws of retaining or purchasing
a partnership interest. Most states follow federal tax
law, and treat a partnership as a nontaxable entity.76
Nevertheless, to ensure the collection of taxes from
nonresident partners for partnership activities having a
taxable situs in the state, some states require the partner
ship to collect the income tax payable by a nonresident
partner by deducting the same from that partner’s share
of distributions and remitting it to the state. Under such
a statute, the failure of the partnership to collect the
tax may subject the partnership to liability for the tax
and may cause the partnership to become involved in
garnishment proceedings.77
In order to lessen the ﬁling burden that could
otherwise be imposed upon nonresident individual
partners, some states permit the ﬁling of composite
returns. A composite return is a single ﬁling on
behalf of the nonresident partners. The partnership
remits tax with the composite return, usually at the
top individual tax rate, for the nonresident partners’
shares of partnership income. In addition to reducing the ﬁling burden, the composite return has the
potential advantage of creating a partnership-level
tax that may be deductible (as a business expense)

in other states. The same tax paid by individual part
ners may be nondeductible in other states, or even
nondeductible for federal purposes (if the partner
does not itemize deductions). In order to deduct
the tax at the partnership level, the payment must
be treated as an expense, instead of as a distribution
to the partners on whose behalf the tax was paid. If,
instead, a partnership pays tax on a partner’s behalf
with a composite return and treats the payment as
a distribution, the partners should be able to claim
any credit allowed in their state of residence for taxes
paid to another state.
For these reasons, the ﬁduciary should seek as
surances from the general partners that proper
procedures are being followed to preclude liability
of the partnership for the payment of tax on income
distributed to nonresident partners.78

Conclusion
As trusts trend more and more to the modern portfolio
theory of investing under the prudent investor rule,
the trustee will be faced with numerous alternative
investments. The structure of these investments, gen
erally partnerships, tends to create numerous issues
under Subchapter J. Therefore, it is imperative that the
trustee understand the good, the bad and the ugly of
investing in partnerships.
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