Fiduciary

TRUST TOPICS ——

NEW YORK
WASHINGTON, DC
MIAMI

LOS ANGELES
SAN MATEO
WILMINGTON
LONDON

HONG KONG

GRAND CAYMAN

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.

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.
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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

e 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 benefi-
ciary, the trust is entitled to a distribu-

tion 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 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 invest-
ment. 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

e 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 princi-
pal (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);

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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FIDUCIARY TRUST COMPANY INTERNATIONAL was founded in
1931 to specialize in investment management and administration of assets for individuals
and families. A bank charter permits Fiduciary Trust to act as executor and trustee,

providing continuity of wealth management through multiple generations.

Fiduciary Trust’s investment management services extended to foundations and
endowments during the 1930s. In the early 1960s, Fiduciary Trust began investing
internationally, making it one of the first American firms to develop global investment

capabilities. Fiduciary Trust offers the following services to clients throughout the world:

* Investment Management e Master Custody

e Trust and Estate Administration e Private Banking
e Strategic Wealth Planning e Tax Reporting and Services
e Manager Selection and Oversight

If you would like more information regarding Fiduciary Trust’s services,

please contact your portfolio manager or one of our representatives:

NEW YORK Luke L. Fowler (877) 384-1111
WASHINGTON, DC Stephen C. Thormahlen  (888) 621-3464
MIAMI Teresa V-F Weintraub (800) 618-1260
LOS ANGELES William R. Barrett, Jr. (800) 421-9683
SAN MATEO H. Penny Knuff (877) 284-2697
COLORADO William A. Douglas (303) 819-6256

Fiduciary Trust Company International is a member of the Franklin Templeton Investments

family of companies.

Fiduciary Trust Company International
600 Fifth Avenue

New York, New York 10020

tel (212) 632-3000

tel (877) 384-1111
www.fiduciarytrust.com
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website at www.ftci.com.

This communication is intended to provide
general information. It is not intended to provide
specific advice. Please consult your personal
adviser to determine whether information in
this newsletter may be appropriate for you.

IRS Circular 230 Notice: Pursuant to relevant
U.S. Treasury regulations, we inform you that
any tax advice contained in this communication
is not intended or written to be used, and
cannot be used, for the purpose of (i) avoiding
penalties under the Internal Revenue Code or
(ii) promoting, marketing or recommending
to another party any transaction or matter
addressed herein.
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