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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 
without limitation, the tax treatment or tax structure, or both, of any transaction 
described in the associated materials we provide to you, including, but not limited to, 
any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 
subject to change.  Applicability of the information to specific situations should be 
determined through consultation with your tax adviser.



IDGT ADVANTAGES AND 
APPLICATIONS- UPDATED 2022

Donna J. Jackson, Attorney at Law 



What Is IDGT?

A grantor trust is a trust in which the grantor, sometimes called a settlor or 
trustor, retains an interest. One particular type of grantor trust, called an 
intentionally defective grantor trust (IDGT), leverages disparities in the federal 
income and estate taxes to provide opportunities for tax, Medicaid and asset 
protection planning:
*Irrevocable
*Not included in Estate
*Subject to income tax in Grantor’s return
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What Is IDGT? (Cont.)

• An IDGT can allow a grantor to freeze his/her federal estate and/or gift tax 
obligations associated with an appreciating asset and allow the IDGT to 
receive the income from the asset free of federal income tax. An IDGT can 
also enable a grantor to become eligible for Medicaid coverage while 
permitting the grantor to claim some federal income tax exclusions and/or 
deductions.

• For Medicaid purposes, the IDGT is drafted to be included in the grantor’s 
taxable estate.

• The federal estate and gift taxes are distinct taxes, but they are both 
concerned with the same thing: the taxation of wealth transfers
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Unified Credit

The law associated with both taxes effectively creates a lifetime unified credit 
against which a person can transfer assets without incurring federal estate or 
gift tax obligations, either while alive or at death. The credit is currently 
$12,060,000 per person or $24,120,000 per married couple. 
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What Is IDGT? (Cont.)

The reason an IDGT is often called “intentionally defective” stems from the 
federal income tax laws that disregard the existence of the trust for federal 
income tax purposes, thereby imposing the federal income tax obligations 
associated with the asset upon the grantor as opposed to the trust. Although 
this may seem undesirable, it can actually enable the asset owner to transfer 
significant wealth to beneficiaries, tax-free.
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IRS Code Sections 671-677 Grantor Trusts

• The interests that cause a trust to be defective are set forth in sections 
671 through 677 of the Internal Revenue Code (IRC).

• The following is a list of some interests that can cause a trust to be 
defective, that are often considered significant interests, and that often do 
not result in a substantial reduction in the value of the interest retained by 
the grantor outside of minority and/or marketability discounts:
– Power to revoke (IRC § 676)

– Power to vote or direct the voting of stock or other securities of a 
corporation in which the holdings of the grantor and the trust are 
significant from the viewpoint of voting control (IRC §674)
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IRS §675 & 674

– Power to control the investment of the trust funds, either by directing 
investments or reinvestments or by vetoing proposed investments or 
reinvestments, to the extent that the trust funds consist of stocks or 
securities of corporations in which the holdings of the grantor and the 
trust are significant from the viewpoint of voting control (IRC)

• The following is a list of some interest that can cause a trust to be 
defective, that are often considered less significant interests, and that 
often do result in a substantial reduction in the value of the interest 
retained by the grantor outside of minority and/or marketability 
discounts:
– Power to alter beneficial enjoyment (IRC §674)
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IRS §675

– Power to deal for less than adequate and full consideration (IRC §675)

– Power to borrow without adequate interest or security (IRC §675)

– Power to reacquire the trust corpus by substituting other property of 
an equivalent value (IRC §675)
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Lifetime Gifting

• A major incentive for making lifetime gifts is the ability to avoid including 
future appreciation of, and income from, the transferred property in the 
donor's estate. After the transfer, the recipient of the gift is generally 
responsible for paying taxes on the income and appreciation attributable 
to the transferred property. 

• It may be possible, however, to structure the gift so that the donor rather 
than the donee is responsible for paying the income taxes. Why would the 
donor want to pay taxes on income from property he or she no longer 
owns? Because, by relieving the donee of this responsibility, the donor in 
effect makes an additional gift, free of any gift tax. The use of  an 
intentionally defective grantor trust (IDGT) as the recipient of the transfer 
is a way to structure this transaction.
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Lifetime Gifting (Cont.)

• The use of IDGT provides for substantial saving. A transfer to a properly 
structured IDGT is considered a completed transfer for estate and gift tax 
purposes, but incomplete for income tax purposes. Therefore, an IDGT 
would not be included in the donor's estate upon his or her death, yet it 
would be considered a grantor trust for income tax purposes. As a grantor 
trust, the donor is taxed currently on the trust income. By paying the 
income taxes attributable to the income earned by the trust, the donor in 
effect is making additional transfers to the trust beneficiaries without 
being subject to gift tax. 
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Lifetime Gifting (Cont.)

• One of issues in establishing an IDGT is ensuring that the trust is not 
included in the grantor's estate. The Trust must be properly drafted so that 
the transfer does not run afoul of the estate tax inclusion rules on prior 
transfers (IRC Secs. 2036-2038). The trust must, at the same time, fall 
under the grantor trust income tax rules (IRC Secs. 671679). Therefore, the 
grantor needs to retain enough control for grantor trust status, but not 
enough to cause the trust assets to be included in the grantor's estate. 
There are various ways that the drafter of the trust instrument can 
accomplish this. 
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Lifetime Gifting (Cont.)

• Another issue is that the IRS will not treat the income taxes paid by the 
grantor as a taxable gift. Practitioners feel that since the income taxes are 
the obligation of the grantor under IRC Sect. 671, no gift tax will be 
imposed. By satisfying his own liability to pay taxes, the grantor should not 
be treated as making taxable gifts to those who have no legal obligation to 
pay such taxes. 
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Common Uses Of IDGT: Medicaid Planning

• Individuals can also leverage the same disparities between the federal 
income and federal estate tax laws during Medicaid planning, i.e. 
structuring ownership of assets to enable eligibility for coverage through 
Medicaid.  

• If a man transfers his house to trust and meets the lookback requirements 
and other requirements of his state, e.g. not retaining a significant interest 
in the trust, in addition to the requirements of Sect. 121 of the IRC, he 
may be able to claim the capital gain exclusion on the sale of the residence 
as set forth in IRC §121.
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Asset Protection

• If structured correctly, an IDGT can also shield a person’s assets from 
liabilities associated with the asset, thereby providing significant asset 
protection. Principally, this is because IDGTs are irrevocable trusts, and the 
trust assets generally cannot be attached to satisfy judgments against a 
grantor if the assets were not illegally transferred to the trust.
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VA & Medicaid Trust

• Veterans Asset Protection Trusts (VAPTs) and Medicaid Asset Protection 
Trusts (MAPTs) are generally drafted as irrevocable trusts with non-grantor 
trust provisions.  Often times, estate planning clients who need an 
irrevocable trust for Veterans' or Medicaid asset protection purposes also 
have a separate revocable trust drafted to hold "non-countable" assets.  
Traditional "pure" irrevocable trusts include non-grantor trust provisions 
while revocable trusts include grantor trust provisions. However, it is 
possible, and it's becoming more common, to draft a single irrevocable 
trust that has both non-grantor trust provisions and grantor trust 
provisions.
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Va Trusts

• Grantor trusts are classified as disregarded entities for tax purposes; 
therefore, any taxable income or deduction earned by the trust will be 
taxed on the grantor's personal tax return.  For Veterans' asset protection 
planning and Medicaid asset protection planning purposes, many estate 
planning professionals will draft irrevocable trusts with dual provisions.  In 
order to draft a trust with dual provisions, careful attention must be paid 
by the drafter to ensure that the grantor isn't treated as the owner of any 
portion of the non-grantor sub-trust in accordance with IRC §671.  As 
CPAs, how do we know what those provisions look like and how do we 
identify them?
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Following the Internal Revenue Code and 
the Regulations provide a great deal of 
guidance on this issue when the trust 
agreements aren't ambiguous.   
Unfortunately, more often than not, drafters 
inadvertently include provisions in their 
trust agreements that confuse the grantor 
or non-grantor status of the trust.  
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How do CPAs determine grantor and 
non-grantor trust status?
If you've been dealing with trust tax returns 
for any amount of time, I don't have to tell 
you that there is a vast difference between 
drafting styles with each trust.  A "good 
trust" will include a detailed table of 
contents, introduction, or provisions that 
will provide you some indication as to 
whether or not the trust is intended to be a 
grantor trust, non-grantor trust, or will have 
both types of sub-trusts.  Unfortunately, 
more commonly we are faced with trusts 
whose grantor/non-grantor status isn't so 
apparent.  Furthermore, even when the 
drafter does us the favor of making the 
trust's intended status apparent, the 
language used by the drafter can often 
undermine those objectives.
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As CPAs, how can we tell which type of 
trust we're dealing with?  Generally, in 
order for a trust to maintain non-grantor 
status, the provisions of the trust 
agreement must avoid granting the grantor 
or any other person one or more of the 
powers described in Sections 671-679 of 
the Internal Revenue Code.  More 
specifically, non-grantor trusts (or sub-
trusts) should include four general 
provisions: 
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Excluding transactions for less than 
adequate consideration;
Excluding any powers to borrow money 
from the trust without adequate interest or 
security;
Allowing only independent trustees to vote 
or direct the voting of any corporate shares 
or other securities of any trust created by 
said trust agreement; 
Allowing only independent trustees to 
control the investments or reinvestments of 
the trust by direction or by veto; 
Forbidding anyone from compelling the 
trustee to exchange trust property by 
substituting other property of equivalent 
value; and 
Excluding the trustee from using trust 
income to pay the premiums on any life 
insurance policies insuring the grantor's life 
or the life of the grantor's spouse.
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What’s the point of having an 
irrevocable trust with dual provisions?
You may be wondering why people go 
through the trouble of drafting "irrevocable" 
trusts with grantor, also commonly referred 
to as residence, sub-trust provisions.  From 
a practical standpoint, it makes 
homeowners nervous when you tell them 
they have to hand over control of their 
assets to the trustee of an irrevocable trust, 
particularly when one of their assets is their 
home.  Plus, transferring the principal 
residence isn't really necessary.
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The purpose of transferring most assets to 
an irrevocable trust with non-grantor status 
is so that those assets will not be 
countable for the purpose of calculating 
income and assets for public benefits.  
However, the principal residence isn't 
typically a countable asset for public 
benefits calculations.  Additionally, from a 
tax standpoint, transferring the principal 
residence can mean the loss of property 
tax exemptions for Veterans and their 
spouses.  Accordingly, it has become a 
popular method of estate planning for 
drafters to draft irrevocable trusts with a 
non-grantor sub-trust and a 
grantor/residence sub-trust.  The non-
grantor sub-trust holds all of the grantor's 
assets except for the principal residence, 
which is held in the grantor/residence sub-
trust.
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Tax Issues Surrounding MAPTs and VAPTs 
with Sub-Trusts
Here are a couple of tax issues I believe 
you should be aware of when preparing tax 
returns for irrevocable trusts with non-
grantor and grantor/residence sub-trusts:
1.  Does a Residence/Grantor Trust Qualify 
for Exemptions under IRC §121?  Just last 
week I had a trustee of one my VAPTs call 
in a panic because her parents' (the 
grantors') CPA had told her that her 
parents wouldn't qualify for any exclusions 
under section 121, which is FALSE! 
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If a residence is owned by a grantor trust 
or sub-trust, for the period that a taxpayer 
is treated under section 671 through 679 
as the owner of the trust or the portion of 
the trust that includes the residence, the 
taxpayer will be treated as owning the 
residence for purposes of satisfying the 2-
year ownership requirement of section 121, 
and the sale or exchange by the trust will 
be treated as if made by the taxpayer!
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Net Investment Income Tax (NIIT) of 3.8 
Percent.  The "new" NIIT applies to certain 
income retained by trusts and estates if 
taxable income exceeds $11,950.  Net 
investment income includes interest and 
dividend income and capital gains, but also 
includes passive income from rental and 
business activities, and from pass-through 
entities such as partnerships, limited 
liability companies (LLCs), and S 
Corporations.  As a result, many trusts and 
estates will be taxed in 2013 and future 
years at 43.4 percent (39.6 + 3.8) on 
ordinary income and 23.8 percent (20 + 
3.8) on qualified dividends and long-term 
capital gains, plus state income taxes.



Sample Provision

• While I am alive, I intend that this trust be a grantor trust for federal 
income tax purposes. A grantor trust means the income of my trust will be 
taxed to me under IRC §§672 – 677. To carry out this intent, the following 
provisions shall apply in the administration of my trust.

• 1. Power of substitution: During my lifetime, the Trust Protector has the 
right to direct that the Trustee transfer trust property to me in exchange 
for property of equivalent value.
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Sample Provision (Cont.)

• 2. Power to add charities as beneficiaries: During my lifetime, the Trust 
Protector shall have the power to add charitable organizations described 
in IRC §170 as an additional beneficiary of the net income of the trust. My 
Trustee may, but is not required to, distribute the net income to the 
additional charitable beneficiary, in such amounts and proportions as my 
Trustee may determine.
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Sample Provision (Cont.)

• 3. Power to enable grantor to borrow: During my lifetime, the Trust 
Protector shall have the power to grant me the power to borrow income 
or principal of my trust without adequate interest and/or without 
adequate security.

• The power to borrow shall be granted me by the Trust Protector in 
writing which will also specify the terms under and the amount that I may 
borrow.
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Sample Provision (Cont.)

• 4. Powers granted herein are exercisable solely in a non-fiduciary 
capacity without approval of any person acting in a fiduciary capacity. No 
claim for breach of fiduciary duty may be imposed upon my Trust 
Protector, my Trustee or any other person as a result of the exercise or 
non-exercise of the powers granted herein.
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Sample Provision (Cont.)

• The powers described in this Section shall not be exercisable to the extent 
that their exercise would reasonably be expected to cause the assets of 
the trust or any portion thereof to be included in my gross estate for 
federal estate tax purposes or subject to my creditors for asset protection 
purposes.
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Crummey Powers
• Allows gifts to irrevocable trusts (including 

IDGTs) to qualify for annual exclusion
– Beneficiary has right to withdraw gifts to trusts for 

a specified period (30 days)
– After that time period, the right lapses and the gift 

is completed and vests in the trust 

For internal use only.  Not for distribution.
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Crummey Powers
• 5 x 5 Rule

– Beneficiary’s lapse could result in taxable 
consequences

• Release of power of appointment is considered a 
transfer of property 

• Taxable to the extent lapse exceeds the greater of 
$5,000 or 5% of the aggregate trust assets

For internal use only.  Not for distribution.
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We represent what’s next.

TRANSACTIONS WITH 
INTENTIONALLY DEFECTIVE GRANTOR TRUSTS (“IDGTs”)
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Benjamin represents emerging growth companies throughout their lifecycles, with a practice that currently
focuses on general corporate counseling, venture capital financings, and mergers and acquisitions. He
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Benjamin obtained hands-on accounting and finance experience while working with global (Big 4) accounting
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David Jones of the US Bankruptcy Court for the Southern District of Texas.
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BNA, Tax Notes, Nature Reviews Clinical Oncology, The American Bar Association, and The Houston Law
Review, and he has been a frequent speaker for The American Bar Association and Strafford (a national CLE
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The Backbone of Most Estate Planning
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PROBATE

Assets typically pass outside of probate

INCOME TAX

Non-recognition status of grantor-IDGT transactions

No independent filing obligation (disregarded entity)

Grantor responsibility for income taxes

ADMINISTRATION

Flexibility on administration and dispositive provisions

Ability to modify/reform/decant the “irrevocable“ 
trust 

Creditor/asset protection is possible

GIFT AND ESTATE TAX

Vehicle for using annual and lifetime gift tax exclusion 

Allocation of GST tax exemption

Trust assets typically are not subject to estate tax

IDGT



Major Categories of Transfers with 
IDGTs
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GIFTS SALES
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Gifting to IDGTs

• Transfers by a grantor (or other person) to an IDGT generally are treated as completed gifts for gift tax purposes, provided
that the transferor has “so parted with dominion and control as to leave in him no power to change its disposition.”

• It is helpful to read and understand Treas. Reg. § 25.2512-1, Cessation of Dominion and Control, since it outlines
significant rules and components to the completed gift doctrine.

• The transfer of property by a grantor to a grantor-trustee of an IDGT does not necessarily cause there to be an
incomplete gift for gift tax purpose. (See Treas. Reg. 25.2512-(g)).

• Although the transferor is primarily responsible for the payment of gift taxes owed with respect to the transfer of property
for less than adequate and full consideration, transferee liability is possible and can create a cloud on the title of transferred
property.

• For 2022, the annual gift tax exclusion is $16,000 (it was $15,000 in 2021), and the basic exclusion amount (also known as the
unified credit) is $12,060,000 (it was $11,700,000 in 2021).

• Use of Crummey provisions (e.g., lapsing annual withdrawal right to withdraw 5% or $5,000 of trust assets) can avoid
limitations imposed by the present-interest rule (i.e., to qualify for the annual exclusion).

• That might cause the beneficiaries to be deemed owners of (a portion) of the IDGT. (See Rev. Rul. 81-6, 1981-1 C.B.
620).

• On 04/27/22, Treasury proposed the anti-clawback regulations, which addressed certain situation in which an estate
could be taxed on gifts made by a donor during TCJA period. (See Reg-118913-21). ACTEC provided comments
recently.

• One or more gifts to an IDGT is often the basis for subsequent planning opportunities.

TRANSACTIONS WITH IDGTS 43



“

”

Sales to IDGTs
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Rev. Rul. 85-13, 1985-1 C.B. 184 (citing Dobson v. Comm’r, 1 B.T.A. 1082 
(1925); Rothstein v. United States, 735 F.2d 704 (2d Cir. 1984)). 

A transaction cannot be recognized as a sale for federal income tax purposes
if the same person is treated as owning the purported consideration both
before and after the transaction. . . . It is anomalous to suggest that
Congress, in enacting the grantor trust provisions of the Code, intended that
the existence of a trust would be ignored for purposes of attribution of
income, deduction, and credit, and yet, retain its vitality as a separate entity
capable of entering into a sales transaction with the grantor.



Sales to IDGT (Cont’d)

• Typical Structure – Often the Base for Other Planning
• An IDGT is established and funded via seed gift(s) by the grantor or other family members.

• Significant consideration goes into designing the administrative and dispositive terms of the trust given that it is
irrevocable (but potentially eligible for judicial modification).

• Who will serve as the trustee, and what powers will they have?
• What distribution will be permitted (e.g., HEMS), and over what term?
• Grantor status often is obtained through a borrowing power, substitution power, or power to add a charitable beneficiary

(although beware of § 2036/§ 2038 exposure).
• Cash/marketable securities are often used to fund the grantor trust, but it is possible to use other assets, such as closely

held entity interests (appraisal needed) or promissory notes.

• The IDGT purchases appreciated, high-growth, and/or high-yield assets from the grantor for a promissory
note bearing interest at the applicable Federal rate (AFR) under § 7872 (an estate freeze transaction).

• The 10% Rule – A “rule” suggesting a minimum debt-to-equity ratio for the purchase.
• It is possible to use guarantees to support the purchase, but consider other complications.

• Payment of Income Tax (See Rev. Rul. 2004-64, 2004-2 C.B. 7)
• The grantor’s payment of income taxes arising from assets held by the grantor trust is not treated as an 

additional gift to the beneficiaries of the IDGT. 
• Tax reimbursement clauses may trigger § 2036 (e.g., if it is a mandatory reimbursement clause).
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Valuation of Purchased Property 

• Fair market value for gift tax purposes generally is “the price at which such property would change hands between
a willing buyer and a willing seller, neither being under any compulsion to buy or to sell and both having
reasonable knowledge of relevant facts.” (See Treas. Reg. § 25.2512-1).

• For gift tax purposes, the general rule is that each transfer is separately valued (i.e., there is a non-aggregation
rule). (See, e.g., Rev. Rul. 93-12, 1993-1 C.B. 202).

• Depending on the nature of the transferred property, there may be nuances to applying the general rule, such as,
for example, in the following situations:

• Stocks/Bonds (See Treas. Reg. § 25.2512-2)
• Business Interests (See Treas. Reg. § 25.2512-3)
• Notes (See Treas. Reg. § 25.2512-4)
• Annuities, Unitrust Infests, Life Estate or Term of Years, Remainder/Reversionary Interests (See Treas. Reg. § 25.2512-

5)
• Certain Life Insurance/Annuity Contract and Open-End Investment Companies (See Treas. Reg. § 25.2512-6)

• Be aware of the potential for Chapter 14 (Special Valuation Rules) to override the traditional test.
• Private Equity Transactions – Carried Interests (e.g., § 2701)
• GRATs/GRUTs (e.g., § 2702)
• Buy-Sell Agreements or Non-Market Transfer Restrictions (e.g., § 2703)
• Lapsing Rights/Restrictions (e.g., § 2704)

TRANSACTIONS WITH IDGTS 46



Use of Formula Clauses in Transactions

• Formula clauses may provide a mechanism for obtaining tax certainty when transferring hard-to-value assets.
• Types of Clauses

• Defined-value clauses based on values “as finally determined for estate/gift tax purposes” – See Christiansen, Petter, Wandry.
• Defined-value clauses – See McCord, Hendrix
• Purchase-price adjustment clauses – See King
• Savings/reversion clauses – See Procter

• Reporting Considerations – May be needed to prevent the clause from being illusory.
• Non-Gift Transactions: Follow the adequate disclosure rules (Treas. Reg. § 301.6501(c)-1).
• All Transfers: Reflect the formula clause in the gift tax return tables.

• Words and conduct matter, so respect and follow the terms of the clause!
• Nelson, T.C. Memo. 2020-81 (aff’d 5th Cir. 2021)

• Memorandums of gift and sale stated that the taxpayer desired to make gift/sell “her right, title, and interest in a limited partnership
interest having a fair market value of [$] as of [Date], as determined by a qualified appraiser within ninety (90) days of the effective
date of this Assignment.”

• Although the sale was not reported in the gift tax return, the gift was as a transfer “having a fair market value of [$] as determined by an
independent appraiser to be a [%] limited partner interest.”

• Court held that the clause was not based on values as finally determined, noting that, although the taxpayers may have intended for that
language to apply, they did not write it.

• Knight, 115 T.C. 506 (2000) – Gift tax reporting and conduct resulted in the Tax Court disregarding the dollar-value formula clauses
used by the taxpayers.
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Promissory Notes as Consideration 

• A “Plain Vanilla” Structure for the Promissory Note
• Term: Mid-Term or Long-Term
• Interest: Applicable Federal Rate
• Periodic Payments: Traditional Amortization; Interest-Only; Balloon Payment at Maturity
• Security: It Depends

• Adding Flavor – A Self-Cancelling Installment Note (i.e., a Promissory Note that Extinguishes at Death)
• A “mortality premium” either as an additive to the principal owed or to the interest rate changed is needed

for a SCIN to serve as adequate and full consideration for transferred property.
• There is some uncertainty as to the appropriate way to calculate the mortality-risk premium.

• Gift Tax Considerations When Using Promissory Notes
• Whether the promissory note is a bona fide debt or a disguised gift

• The test is whether, at issuance, the parties intended for a loan to exit and had a reasonable expectation of repayment at
that time. A multi-factor analysis is often used here.

• Subjective intent matters, and intrafamily transactions are subject to heightened scrutiny.
• Whether the promissory note is valued at face, plus accrued interest, or at some other value

• The answer depends on whether the valuation is at issuance (i.e., § 7872/Frazee/True) or afterwards (§ 2512/§ 2031/§
25.2512-4/§ 20.2031-4).

• The application of these valuation rules when it comes to intrafamily promissory notes is a hot topic for the IRS.
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Gift Tax Reporting 

• Generally, a taxpayer who made gifts in excess of the annual exclusion to an IDGT is required to file a timely gift tax
return (on April 15 or October 15 if extended) reporting the gifts made during that year and requited to make a
timely payment of any gift taxes that are owed.

• The failure to file a timely gift tax return could result in failure-to-file and failure-to-pay penalties, plus
interest on any tax and penalty balances owed.

• Section 9100 relief may be available to make certain elections on a late-filed return.
• Statute of Limitations Considerations

• Under § 6501 (and its regulations), the general rule is that limitations runs three years after the later of when
the return was filed or when the return was due., although there are notable exceptions.

• First, there is a six-year statute of limitations applicable if the taxpayer omits more than 25% of the gross estate or total
taxable gifts for the period covered by the return.

• Second, limitations does not close as to transfers that are not “shown” (i.e., adequately disclosed, see Treas. Reg.
301.6501(c)-1 for those rules) on a gift tax return.

• Consider reviewing the adequate disclosure regulations (Treas. Reg. § 301.6501(c)-1) when preparing a gift
tax return that reports any non-gift transactions.

• In the case of an examination, taxpayers may extent the gift tax limitations period by agreement using a Form 872
or Form 872-A, and sometimes it can be advantageous to do so (e.g., to have adequate time (at least 360 days for
limitations closes) to work through IRS Appeals in a pre-petition phase.
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Potential Planning Pitfalls and Risks

• Gift Tax Risks
• Incomplete Gift
• Indirect Gift
• Step-Transaction Doctrine / Substance-over-Form Doctrine / Economic Substance Doctrine
• Bona Fide Debt Risk
• Valuation Risk
• Limitations Risk
• Penalties

• Estate Tax Risks
• § 2036 / § 2038
• Valuation Risk
• Other Risk (Depending on the Assets Transferred)
• Penalties

• Administration / Fiduciary Risks
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The BDIT – A Variation on the Theme

• The beneficiary defective inheritor’s trust (“BDIT”) is a cousin to the IDGT from a tax perspective, except it is
designed so that a beneficiary (rather than the grantor) is the deemed owner under Subchapter J.

• Typical Structure
• A BDIT is established by a third party (e.g., another family member) for the benefit of the client and funded

with a seed gift(s), such as cash or marketable securities.
• Like the IDGT, significant consideration goes into designing the administrative and dispositive terms of the BDIT since it

also is an irrevocable trust for purposes of state law.
• Distributions – HEMS Standard During Client’s Lifetime
• Trustee – Individual Trustee v. Corporate Trustee (Maybe Bifurcate the Role/Powers)

• To obtain grantor-trust status, the beneficiary often has a (testamentary) special power of appointment, which satisfies the
requirements of § 678(a).

• The BDIT purchases from the client (beneficiary) assets for a promissory note.
• Tax Matters

• Income Tax – Same as the IDGT (e.g., no gain/loss recognition upon the installment sale).
• Gift Tax – None, because the special power of appointment makes the gift incomplete.
• Estate Tax – Theoretically, the same as the BDIT (although, there may be significant § 2036 exposure).

• Non-Tax Purposes – Creditor protection for client (beneficiary) and potential for wealth preservation (in trust).
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FY 2023 “Greenbook” & Congress

• The Greenbook details the various tax proposals to fund the Biden administration’s proposed 2023 fiscal year
budget.

• The budget’s investments will be “more than fully paid for through tax code reforms requiring corporations and
the wealthiest Americans to pay their fair share, closing loopholes, and improving tax administration.”

• Among other thins, the Administration proposed modification to gift and estate taxation by:
• The Administration proposed modifying gift and estate taxation by:

1. Modifying income, gift, and estate tax rules for certain grantor trusts;
2. Requiring consistent valuation of promissory notes (applies from date of introduction);
3. Improving the tax administration for trusts and decedents’ estates; and
4. Limiting the duration of the generation-skipping transfer tax exemption.

• In 2021, there were more than half a dozen proposals affecting the taxation of high-net-worth individuals,
including several aimed at gift and estate taxation and enforcement.

• In June 2022, Secretary Yellen reported to the House Ways and Means Committee that grantor trust regulations
were “very soon,” after repeated urging to closed perceived loopholes caused by such trusts.
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FY 2023 “Greenbook” (Cont’d)

• Note Valuation Proposal – Limiting the discount rate when valuing a note “on the date of death” to the greater of the following if
the § 7872 safe harborwas used at issuance:

• the note’sactual interest rateor
• “the applicableminimuminterest rate for the remainingterm.”

• Trust Reporting – Requiring information on the value of trust assets for each trust whose estimated total value on
the last day of the taxable year exceeds $300,000 or whose gross income for the taxable year exceeds $10,000.
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GRAT Proposal Effective Date
1. Treating the grantor of the trust as having made a taxable gift to the trust every time a grantor pays
the income tax on trust income

Date of Enactment
(Not Retroactive / Can Grandfather)

2. Generally eliminating the ability in most transactions to sell assets to a grantor trust (unless revocable)
without recognizing gain/loss

Date of Enactment
(Not Retroactive)

3. Imposing (a) a required time of at least 10 years and no more than the annuitant’s life expectancy,
plus 10 years, and (b) a minimum value for gift tax purposes equal to the greater of 25% of the value of
the assets transferred to the GRAT or $500,000 (but not more than the value of the assets transferred)

Date of Enactment
(Not Retroactive / Can Grandfather)

4. Prohibiting (x) any decrease in the annuity during the GRAT term and (y) the grantor from acquiring in
an exchange an asset held by the trust without recognizing gain / loss for income tax purposes

Date of Enactment
(Not Retroactive / Can Grandfather)
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§6039F Notice of large gifts received from foreign persons
(a) In general.
If the value of the aggregate foreign gifts received by a United States person (other than an
organization described in section 501(c) and exempt from tax under section 501(a)) during any
taxable year exceeds $10,000, such United States person shall furnish (at such time and in such
manner as the Secretary shall prescribe) such information as the Secretary may prescribe
regarding each foreign gift received during such year.

(b) Foreign gift.
For purposes of this section, the term "foreign gift" means any amount received from a person
other than a United States person which the recipient treats as a gift or bequest. Such term shall
not include any qualified transfer (within the meaning of section 2503(e)(2)) or any distribution
properly disclosed in a return under section 6048(c).

(c) Penalty for failure to file information.
(1) In general.
If a United States person fails to furnish the information required by subsection (a) with respect
to any foreign gift within the time prescribed therefor (including extensions)-
(A)the tax consequences of the receipt of such gift shall be determined by the Secretary, and
(B)such United States person shall pay (upon notice and demand by the Secretary and in the
same manner as tax) an amount equal to 5 percent of the amount of such foreign gift for each
month for which the failure continues (not to exceed 25 percent of such amount in the
aggregate).
(2) Reasonable cause exception.
Paragraph (1) shall not apply to any failure to report a foreign gift if the United States person
shows that the failure is due to reasonable cause and not due to willful neglect.

(d) Cost-of-living adjustment.
In the case of any taxable year beginning after December 31, 1996, the $10,000 amount under
subsection (a) shall be increased by an amount equal to the product of such amount and the
cost-of-living adjustment for such taxable year under section 1(f)(3), except that subparagraph
(A)(ii) thereof shall be applied by substituting "1995" for "2016".

(e) Regulations.
The Secretary shall prescribe such regulations as may be necessary or appropriate to carry out
the purposes of this section.
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§6048 Information with respect to certain foreign trusts
(a) Notice of certain events.
(1) General rule.
On or before the 90th day (or such later day as the Secretary may prescribe) after any reportable
event, the responsible party shall provide written notice of such event to the Secretary in
accordance with paragraph (2).
(2) Contents of notice.
The notice required by paragraph (1) shall contain such information as the Secretary may  
prescribe, including-
(A)the amount of money or other property (if any) transferred to the trust in connection with the
reportable event, and
(B)the identity of the trust and of each trustee and beneficiary (or class of beneficiaries) of the  
trust.
(3) Reportable event.
For purposes of this subsection -
(A) In general. The term "reportable event" means-
(i)the creation of any foreign trust by a United States person,
(ii)the transfer of any money or property (directly or indirectly) to a foreign trust by a United  
States person, including a transfer by reason of death, and
(iii) the death of a citizen or resident of the United States if-
(I)the decedent was treated as the owner of any portion of a foreign trust under the rules of  
subpart E of part I of subchapter J of chapter 1, or
(II) any portion of a foreign trust was included in the gross estate of the decedent.
(B) Exceptions.
(i)Fair market value sales. Subparagraph (A)(ii) shall not apply to any transfer of property to a
trust in exchange for consideration of at least the fair market value of the transferred property.
For purposes of the preceding sentence, consideration other than cash shall be taken into
account at its fair market value and the rules of section 679(a)(3) shall apply.
(ii)Deferred compensation and charitable trusts. Subparagraph (A) shall not apply with respect  to 
a trust which is-
(I) described in section 402(b), 404(a)(4), or 404A, or
(II) determined by the Secretary to be described in section 501(c)(3).
(4) Responsible party.
For purposes of this subsection, the term "responsible party" means-
(A)the grantor in the case of the creation of an inter vivos trust,
(B)the transferor in the case of a reportable event described in paragraph (3)(A)(ii) other than a  
transfer by reason of death, and
(C) the executor of the decedent's estate in any other case.

(b) United States owner of foreign trust.
(1) In general.
If, at any time during any taxable year of a United States person, such person is treated as the
owner of any portion of a foreign trust under the rules of subpart E of part I of subchapter J of
chapter 1, such person shall submit such information as the Secretary may prescribe with
respect to such trust for such year and shall be responsible to ensure that-
(A)such trust makes a return for such year which sets forth a full and complete accounting of  all 
trust activities and operations for the year, the name of the United States agent for such trust,
and such other information as the Secretary may prescribe, and
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(B) such trust furnishes such information as the Secretary may prescribe to each United States
person (i) who is treated as the owner of any portion of such trust or (ii) who receives (directly or
indirectly) any distribution from the trust.

(2) Trusts not having United States agent.
(A)In general. If the rules of this paragraph apply to any foreign trust, the determination of
amounts required to be taken into account with respect to such trust by a United States person
under the rules of subpart E of part I of subchapter J of chapter 1 shall be determined by the
Secretary.
(B) United States agent required. The rules of this paragraph shall apply to any foreign trust to
which paragraph (1) applies unless such trust agrees (in such manner, subject to such
conditions, and at such time as the Secretary shall prescribe) to authorize a United States
person to act as such trust's limited agent solely for purposes of applying sections 7602, 7603,
and 7604 with respect to-
(i) any request by the Secretary to examine records or produce testimony related to the proper
treatment of amounts required to be taken into account under the rules referred to in
subparagraph (A), or
(ii) any summons by the Secretary for such records or testimony.
The appearance of persons or production of records by reason of a United States person being
such an agent shall not subject such persons or records to legal process for any purpose other
than determining the correct treatment under this title of the amounts required to be taken into
account under the rules referred to in subparagraph (A). A foreign trust which appoints an agent
described in this subparagraph shall not be considered to have an office or a permanent
establishment in the United States, or to be engaged in a trade or business in the United States,
solely because of the activities of such agent pursuant to this subsection.
(C) Other rules to apply. Rules similar to the rules of paragraphs (2) and (4) of section 6038A(e)
shall apply for purposes of this paragraph.

(c) Reporting by United States beneficiaries of foreign trusts.
(1) In general.
If any United States person receives (directly or indirectly) during any taxable year of such
person any distribution from a foreign trust, such person shall make a return with respect to such
trust for such year which includes-
(A)the name of such trust,
(B)the aggregate amount of the distributions so received from such trust during such taxable
year, and
(C) such other information as the Secretary may prescribe.

(2) Inclusion in income if records not provided.
(A)In general. If adequate records are not provided to the Secretary to determine the proper
treatment of any distribution from a foreign trust, such distribution shall be treated as an
accumulation distribution includible in the gross income of the distributee under chapter 1. To the
extent provided in regulations, the preceding sentence shall not apply if the foreign trust elects to
be subject to rules similar to the rules of subsection (b)(2)(B).
(B)Application of accumulation distribution rules. For purposes of applying section 668 in a case
to which subparagraph (A) applies, the applicable number of years for purposes of section
668(a) shall be ½ of the number of years the trust has been in existence.

(d) Special rules.
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(1)Determination of whether United States person makes transfer or receives distribution.
For purposes of this section, in determining whether a United States person makes a transfer to,
or receives a distribution from, a foreign trust, the fact that a portion of such trust is treated as
owned by another person under the rules of subpart E of part I of subchapter J of chapter 1 shall
be disregarded.
(2) Domestic trusts with foreign activities.
To the extent provided in regulations, a trust which is a United States person shall be treated as
a foreign trust for purposes of this section and section 6677 if such trust has substantial
activities, or holds substantial property, outside the United States.
(3) Time and manner of filing information.
Any notice or return required under this section shall be made at such time and in such manner
as the Secretary shall prescribe.
(4) Modification of return requirements.
The Secretary is authorized to suspend or modify any requirement of this section if the Secretary
determines that the United States has no significant tax interest in obtaining the required
information.
(5)United States person's return must be consistent with trust return or Secretary notified of
inconsistency.
Rules similar to the rules of section 6034A(c) shall apply to items reported by a trust under
subsection (b)(1)(B) and to United States persons referred to in such subsection.

Treasury Regulation §404.6048-1. Annual returns for foreign trusts with a United States
beneficiary
[Reserved]
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§6662(j) Undisclosed foreign financial asset understatement

(1) In general.
For purposes of this section, the term "undisclosed foreign financial asset understatement"
means, for any taxable year, the portion of the understatement for such taxable year which is
attributable to any transaction involving an undisclosed foreign financial asset.

(2) Undisclosed foreign financial asset.
For purposes of this subsection, the term "undisclosed foreign financial asset" means, with
respect to any taxable year, any asset with respect to which information was required to be
provided under section 6038, 6038B, 6038D, 6046A, or 6048 for such taxable year but was not
provided by the taxpayer as required under the provisions of those sections.

(3) Increase in penalty for undisclosed foreign financial asset understatements.
In the case of any portion of an underpayment which is attributable to any undisclosed foreign
financial asset understatement, subsection (a) shall be applied with respect to such portion by
substituting "40 percent" for "20 percent".
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§6677 Failure to file information with respect to certain foreign trusts.
(a) Civil penalty.
In addition to any criminal penalty provided by law, if any notice or return required to be filed by  
section 6048 -
(1)is not filed on or before the time provided in such section, or
(2)does not include all the information required pursuant to such section or includes incorrect  
information,
the person required to file such notice or return shall pay a penalty equal to the greater of
$10,000 or 35 percent of the gross reportable amount. If any failure described in the preceding
sentence continues for more than 90 days after the day on which the Secretary mails notice of
such failure to the person required to pay such penalty, such person shall pay a penalty (in
addition to the amount determined under the preceding sentence) of $10,000 for each 30-day
period (or fraction thereof) during which such failure continues after the expiration of such 90-
day period. At such time as the gross reportable amount with respect to any failure can be
determined by the Secretary, any subsequent penalty imposed under this subsection with
respect to such failure shall be reduced as necessary to assure that the aggregate amount of
such penalties do not exceed the gross reportable amount (and to the extent that such
aggregate amount already exceeds the gross reportable amount the Secretary shall refund such
excess to the taxpayer).

(b) Special rules for returns under section 6048(b).
In the case of a return required under section 6048(b) -
(1)the United States person referred to in such section shall be liable for the penalty imposed  by 
subsection (a), and
(2) subsection (a) shall be applied by substituting "5 percent" for "35 percent".

(c) Gross reportable amount.
For purposes of subsection (a), the term "gross reportable amount" means-
(1)the gross value of the property involved in the event (determined as of the date of the event)  
in the case of a failure relating to section 6048(a),
(2) the gross value of the portion of the trust's assets at the close of the year treated as owned
by the United States person in the case of a failure relating to section 6048(b)(1), and
(3) the gross amount of the distributions in the case of a failure relating to section 6048(c).

(d) Reasonable cause exception.
No penalty shall be imposed by this section on any failure which is shown to be due to
reasonable cause and not due to willful neglect. The fact that a foreign jurisdiction would impose
a civil or criminal penalty on the taxpayer (or any other person) for disclosing the required
information is not reasonable cause.

(e) Deficiency procedures not to apply.
Subchapter B of chapter 63 (relating to deficiency procedures for income, estate, gift, and certain
excise taxes) shall not apply in respect of the assessment or collection of any penalty imposed
by subsection (a).
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Revenue Ruling 91-6
Treatment of accumulation distributions by a domestic trust that was previously a foreign trust.

ISSUE

If a foreign trust accumulates income, changes its situs so as to become a domestic trust, and
then makes a distribution to its beneficiary that under the accumulation distribution rules of
section 666 of the Internal Revenue Code is deemed to have been made in a year when the trust
was a foreign trust, is the distribution treated as a distribution from a foreign trust for purposes of
the accumulation distribution rules of sections 665 through 668?

FACTS

G, a nonresident alien, died in 1977, leaving a will that bequeathed a portion of G's estate to FT,
a foreign trust. The income beneficiary of FT is B, a United States citizen and resident. The
terms of the trust permit the trustee to distribute the income annually to B, or, in the trustee's
discretion, to accumulate the income for future distribution to B at such time as the trustee
determines.

Until 1987 the trustee accumulated and reinvested the trust income. In 1987 the trustee changed
the situs of the trust to the United States in a manner that did not cause a termination of the trust
or the constructive distribution of trust assets to B. The trustee then distributed the accumulated
income of the trust to B.

LAW

Sections 665 through 668 of the Code (subpart D) provide rules for the treatment of distributions
by trusts of accumulated income.

Section 665 defines the terms used in subpart D, including the term "accumulation distribution."
Section 666 provides that an accumulation distribution is deemed distributed in preceding
taxable years. Section 667 provides for the treatment of the amounts deemed distributed by the
trust in the preceding taxable years. Section 668 provides rules for computation of an interest
charge that section 667 imposes on accumulation distributions from a foreign trust to a United
States beneficiary.

More specifically, section 665(b) of the Code provides that the term "accumulation distribution"
means, for any taxable year of the trust, the amount by which the amounts specified in section
661(a)(2) for that taxable year exceed distributable net income for that year reduced (but not
below zero) by the amounts specified in section 661(a)(1).

Section 666(a) of the Code provides, in part, that the amount of the accumulation distribution of
the trust for a taxable year shall be deemed to be an amount within the meaning of section
661(a)(2) distributed on the last day of each of the preceding taxable years, commencing with
the earliest of those years, to the extent that amount exceeds the total of any undistributed net
income for all earlier preceding years. The amount deemed distributed in a preceding year under
section 666(a) shall not exceed the undistributed net income of that preceding year.
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Section 667(a) of the Code provides, in part, that the total of the amounts that are treated under
section 666 as having been distributed by a trust in a preceding taxable year shall be included in
the income of a beneficiary of the trust when paid, credited, or required to be distributed to the
extent that the total would have been included in the income of the beneficiary under section
662(a)(2) if the total had been paid to the beneficiary on the last day of that preceding taxable
year. Section 667(a) further provides that the tax to be imposed on a beneficiary whose income
includes such an amount shall consist of the sum of (1) a partial tax computed on the taxable
income reduced by an amount equal to the total of such amounts, at the rate and in the manner
as if section 667 had not been enacted, (2) a partial tax determined as provided in section
667(b), and (3) in the case of a foreign trust, the interest charge determined as provided in
section 668. Section 667(d) provides special rules for the computation of the partial tax by
foreign trusts.

ANALYSIS

In 1976, Congress amended subpart D by adopting new rules regarding foreign trusts with
United States beneficiaries. Congress was concerned that a foreign trust accumulating income
subject to a low foreign tax rate was at an advantage compared to a United States trust
accumulating income subject to a higher United States tax rate. Congress sought to minimize
this advantage by enacting the foreign trust provisions of subpart D. See S. Rep. No. 938, 94th

Cong., 2d Sess. 215-217 (1976); 1976-3 (Vol. 3) C.B. 253-255; H.R. Rep. No. 658, 94th Cong.,
1st Sess. 206-208 (1975), 1976-3 (Vol. 3) C.B. 898-900. These provisions include an additional
tax burden under section 668 on distributions from an accumulating foreign trust to a United
States beneficiary.

The question is whether the accumulation distribution by a trust in a year when it is a domestic
trust, which distribution is "deemed" to have been made in a preceding year when the trust was a
foreign trust, should be treated as a distribution from a foreign trust for purposes of the subpart D
rules.

Under section 666 of the Code, an accumulation distribution is determined as if it had been
made by the trust in earlier taxable years. The beneficiary is taxed on amounts deemed
distributed in prior taxable years under the provisions of section 667(a). The legislative history of
the foreign trust provisions of subpart D indicates a desire to curb a perceived abuse, the
accumulation of income by means of a foreign trust at more favorable tax rates for later
distribution to a United States beneficiary. Both the statutory framework of subpart D and the
expressed congressional intent with respect to foreign trusts justify looking to the status of the
trust as foreign or domestic in each taxable year in which a distribution is deemed to have
occurred under section 666. Otherwise, a trust could avoid the subpart D foreign trust rules by
changing its situs from foreign to domestic before distributing its accumulated income.

Accordingly, the distribution by FT is treated as a distribution by a foreign trust for purposes of
the accumulation distribution rules of sections 665 through 668 of the Code.

HOLDING

If a foreign trust accumulates income, changes its situs so as to become a domestic trust, and
then makes a distribution that under the accumulation distribution rules of section 666 of the
Code is deemed to have been made in a year in which the trust was a foreign trust, the
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distribution is treated as a distribution from a foreign trust for purposes of the accumulation  
distribution rules of sections 665 through 668.
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§645 Certain revocable trusts treated as part of estate.
(a) General rule.
For purposes of this subtitle, if both the executor (if any) of an estate and the trustee of a
qualified revocable trust elect the treatment provided in this section, such trust shall be treated
and taxed as part of such estate (and not as a separate trust) for all taxable years of the estate
ending after the date of the decedent's death and before the applicable date.

(b) Definitions.
For purposes of subsection (a) -
(1) Qualified revocable trust.
The term "qualified revocable trust" means any trust (or portion thereof) which was treated under
section 676 as owned by the decedent of the estate referred to in subsection (a) by reason of a
power in the grantor (determined without regard to section 672(e)).

(2) Applicable date.
The term "applicable date" means-
(A)if no return of tax imposed by chapter 11 is required to be filed, the date which is 2 years after
the date of the decedent's death, and

(B)if such a return is required to be filed, the date which is 6 months after the date of the final
determination of the liability for tax imposed by chapter 11.

(c) Election.
The election under subsection (a) shall be made not later than the time prescribed for filing the
return of tax imposed by this chapter for the first taxable year of the estate (determined with
regard to extensions) and, once made, shall be irrevocable.

Treasury Regulations §1.645-1. Election by certain revocable trusts to be treated as part of
estate.

(a) In general. If an election is filed for a qualified revocable trust, as defined in paragraph (b)(1)
of this section, in accordance with the rules set forth in paragraph (c) of this section, the qualified
revocable trust is treated and taxed for purposes of subtitle A of the Internal Revenue Code as
part of its related estate, as defined in paragraph (b)(5) of this section (and not as a separate
trust) during the election period, as defined in paragraph (b)(6) of this section. Rules regarding
the use of taxpayer identification numbers (TINs) and the filing of a Form 1041, "U.S. Income
Tax Return for Estates and Trusts," for a qualified revocable trust are in paragraph (d) of this
section. Rules regarding the tax treatment of an electing trust and related estate and the general
filing requirements for the combined entity during the election period are in paragraph (e)(2) of
this section. Rules regarding the tax treatment of an electing trust and its filing requirements
during the election period if no executor, as defined in paragraph (b)(4) of this section, is
appointed for a related estate are in paragraph (e)(3) of this section. Rules for determining the
duration of the section 645 election period are in paragraph (f) of this section. Rules regarding
the tax effects of the termination of the election are in paragraph (h) of this section. Rules
regarding the tax consequences of the appointment of an executor after a trustee has made a
section 645 election believing that an executor would not be appointed for a related estate are in
paragraph (g) of this section.
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(b) Definitions. For purposes of this section:
(1)Qualified revocable trust. A qualified revocable trust (QRT) is any trust (or portion thereof) that
on the date of death of the decedent was treated as owned by the decedent under section 676
by reason of a power held by the decedent (determined without regard to section 672(e)). A trust
that was treated as owned by the decedent under section 676 by reason of a power that was
exercisable by the decedent only with the approval or consent of a nonadverse party or with the
approval or consent of the decedent's spouse is a QRT. A trust that was treated as owned by the
decedent under section 676 solely by reason of a power held by a nonadverse party or by
reason of a power held by the decedent's spouse is not a QRT.

(2)Electing trust. An electing trust is a QRT for which a valid section 645 election has been
made. Once a section 645 election has been made for the trust, the trust shall be treated as an
electing trust throughout the entire election period.

(3)Decedent. The decedent is the individual who was treated as the owner of the QRT under
section 676 on the date of that individual's death.

(4)Executor. An executor is an executor, personal representative, or administrator that has
obtained letters of appointment to administer the decedent's estate through formal or informal
appointment procedures. Solely for purposes of this paragraph (b)(4), an executor does not
include a person that has actual or constructive possession of property of the decedent unless
that person is also appointed or qualified as an executor, administrator, or personal
representative of the decedent's estate. If more than one jurisdiction has appointed an executor,
the executor appointed in the domiciliary or primary proceeding is the executor of the related
estate for purposes of this paragraph (b)(4).

(5)Related estate. A related estate is the estate of the decedent who was treated as the owner of
the QRT on the date of the decedent's death.

(6)Election period. The election period is the period of time during which an electing trust is
treated and taxed as part of its related estate. The rules for determining the duration of the
election period are in paragraph (f) of this section.

(c) The election.
(1) Filing the election if there is an executor.
(i)Time and manner for filing the election. If there is an executor of the related estate, the
trustees of each QRT joining in the election and the executor of the related estate make an
election under section 645 and this section to treat each QRT joining in the election as part of the
related estate for purposes of subtitle A of the Internal Revenue Code by filing a form provided
by the IRS for making the election (election form) properly completed and signed under penalties
of perjury, or in any other manner prescribed after December 24, 2002 by forms provided by the
Internal Revenue Service (IRS), or by other published guidance for making the election. For the
election to be valid, the election form must be filed not later than the time prescribed under
section 6072 for filing the Form 1041 for the first taxable year of the related estate (regardless of
whether there is sufficient income to require the filing of that return). If an extension is granted for
the filing of the Form 1041 for the first taxable year of the related estate, the election form will be
timely filed if it is filed by the time prescribed for filing the Form 1041 including the extension
granted with respect to the Form 1041.
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(ii)Conditions to election. In addition to providing the information required by the election form, as
a condition to a valid section 645 election, the trustee of each QRT joining in the election and the
executor of the related estate agree, by signing the election form under penalties of perjury, that:
(A) With respect to a trustee-
(1)The trustee agrees to the election;

(2)The trustee is responsible for timely providing the executor of the related estate with all the
trust information necessary to permit the executor to file a complete, accurate, and timely Form
1041 for the combined electing trust(s) and related estate for each taxable year during the
election period;

(3)The trustee of each QRT joining the election and the executor of the related estate have
agreed to allocate the tax burden of the combined electing trust(s) and related estate for each
taxable year during the election period in a manner that reasonably reflects the tax obligations of
each electing trust and the related estate; and

(4)The trustee is responsible for insuring that the electing trust's share of the tax obligations of
the combined electing trust(s) and related estate is timely paid to the Secretary.

(B) With respect to the executor-
(1)The executor agrees to the election;

(2)The executor is responsible for filing a complete, accurate, and timely Form 1041 for the
combined electing trust(s) and related estate for each taxable year during the election period;

(3)The executor and the trustee of each QRT joining in the election have agreed to allocate the
tax burden of the combined electing trust(s) and related estate for each taxable year during the
election period in a manner that reasonably reflects the tax obligations of each electing trust and
the related estate;

(4)The executor is responsible for insuring that the related estate's share of the tax obligations of
the combined electing trust(s) and related estate is timely paid to the Secretary.

(2) Filing the election if there is no executor.
(i)Time and manner for filing the election. If there is no executor for a related estate, an election
to treat one or more QRTs of the decedent as an estate for purposes of subtitle A of the Internal
Revenue Code is made by the trustees of each QRT joining in the election, by filing a properly
completed election form, or in any other manner prescribed after December 24, 2002 by forms
provided by the IRS, or by other published guidance for making the election. For the election to
be valid, the election form must be filed not later than the time prescribed under section 6072 for
filing the Form 1041 for the first taxable year of the trust, taking into account the trustee's
election to treat the trust as an estate under section 645 (regardless of whether there is sufficient
income to require the filing of that return). If an extension is granted for the filing of the Form
1041 for the first taxable year of the electing trust, the election form will be timely filed if it is filed
by the time prescribed for filing the Form 1041 including the extension granted with respect to
the filing of the Form 1041.

(ii) Conditions to election. In addition to providing the information required by the election form,
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as a condition to a valid section 645 election, the trustee of each QRT joining in the election
agrees, by signing the election form under penalties of perjury, that-
(A)The trustee agrees to the election;

(B)If there is more than one QRT joining in the election, the trustees of each QRT joining in the
election have appointed one trustee to be responsible for filing the Form 1041 for the combined
electing trusts for each taxable year during the election period (filing trustee) and the filing
trustee has agreed to accept that responsibility;

(C)If there is more than one QRT, the trustees of each QRT joining in the election have agreed
to allocate the tax liability of the combined electing trusts for each taxable year during the
election period in a manner that reasonably reflects the tax obligations of each electing trust;

(D) The trustee agrees to:
(1)Timely file a Form 1041 for the electing trust(s) for each taxable year during the election
period; or

(2)If there is more than one QRT and the trustee is not the filing trustee, timely provide the filing
trustee with all of the electing trust's information necessary to permit the filing trustee to file a
complete, accurate, and timely Form 1041 for the combined electing trusts for each taxable year
during the election period;

(3) Insure that the electing trust's share of the tax burden is timely paid to the Secretary;

(E)There is no executor and, to the knowledge and belief of the trustee, one will not be
appointed; and

(F)If an executor is appointed after the filing of the election form and the executor agrees to the
section 645 election, the trustee will complete and file a revised election form with the executor.

(3) Election for more than one QRT. If there is more than one QRT, the election may be made
for some or all of the QRTs. If there is no executor, one trustee must be appointed by the
trustees of the electing trusts to file Forms 1041 for the combined electing trusts filing as an
estate during the election period.

(d) TIN and filing requirements for a QRT.
(1)Obtaining a TIN. Regardless of whether there is an executor for a related estate and
regardless of whether a section 645 election will be made for the QRT, a TIN must be obtained
for the QRT following the death of the decedent. See §301.6109-1(a)(3) of this chapter. The
trustee must furnish this TIN to the payors of the QRT. See §301.6109-1(a)(5) of this chapter for
the definition of payor.

(2) Filing a Form 1041 for a QRT.
(i)Option not to file a Form 1041 for a QRT for which a section 645 election will be made. If a
section 645 election will be made for a QRT, the executor of the related estate, if any, and the
trustee of the QRT may treat the QRT as an electing trust from the decedent's date of death until
the due date for the section 645 election. Accordingly, the trustee of the QRT is not required to
file a Form 1041 for the QRT for the short taxable year beginning with the decedent's date of
death and ending December 31 of that year. However, if a QRT is treated as
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an electing trust under this paragraph from the decedent's date of death until the due date for the
section 645 election but a valid section 645 election is not made for the QRT, the QRT will be
subject to penalties and interest for failing to timely file a Form 1041 and pay the tax due
thereon.

(ii)Requirement to file a Form 1041 for a QRT if paragraph (d)(2)(i) of this section does not apply.
(A) Requirement to file Form 1041. If the trustee of the QRT and the executor of the related
estate, if any, do not treat the QRT as an electing trust as provided under paragraph (d)(2)(i) of
this section, or if the trustee of the electing trust and the executor, if any, are uncertain whether a
section 645 election will be made for a QRT, the trustee of the QRT must file a Form 1041 for
the short taxable year beginning with the decedent's death and ending December 31 of that year
(unless the QRT is not required to file a Form 1041 under section 6012 for this period).

(B) Requirement to amend Form 1041 if a section 645 election is made.
(1)If there is an executor. If there is an executor and a valid section 645 election is made for a
QRT after a Form 1041 has been filed for the QRT as a trust (see paragraph (d)(2)(ii)(A) of this
section), the trustee must amend the Form 1041. The QRT's items of income, deduction, and
credit must be excluded from the amended Form 1041 filed under this paragraph and must be
included on the Form 1041 filed for the first taxable year of the combined electing trust and
related estate under paragraph (e)(2)(ii)(A) of this section.

(2)If there is no executor. If there is no executor and a valid section 645 election is made for a
QRT after a Form 1041 has been filed for the QRT as a trust (see paragraph (d)(2)(ii)(A) of this
section) for the short taxable year beginning with the decedent's death and ending December 31
of that year, the trustee must file an amended return for the QRT. The amended return must be
filed consistent with paragraph (e)(3) of this section and must be filed by the due date of the
Form 1041 for the QRT, taking into account the trustee's election under section 645.

(e)Tax treatment and general filing requirements of electing trust and related estate during the
election period.
(1) Effect of election. The section 645 election once made is irrevocable.

(2) If there is an executor.
(i)Tax treatment of the combined electing trust and related estate. If there is an executor, the
electing trust is treated, during the election period, as part of the related estate for all purposes of
subtitle A of the Internal Revenue Code. Thus, for example, the electing trust is treated as part of
the related estate for purposes of the set-aside deduction under section 642(c)(2), the
subchapter S shareholder requirements of section 1361(b)(1), and the special offset for rental
real estate activities in section 469(i)(4).

(ii) Filing requirements.
(A)Filing the Form 1041 for the combined electing trust and related estate during the election
period. If there is an executor, the executor files a single income tax return annually (assuming a
return is required under section 6012) under the name and TIN of the related estate for the
combined electing trust and the related estate. Information regarding the name and TIN of each
electing trust must be provided on the Form 1041 as required by the instructions to that form.
The period of limitations provided in section 6501 for assessments with respect to an electing
trust and the related estate starts with the filing of the return required under this paragraph.
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Except as required under the separate share rules of section 663(c), for purposes of filing the
Form 1041 under this paragraph and computing the tax, the items of income, deduction, and
credit of the electing trust and related estate are combined. One personal exemption in the
amount of $600 is permitted under section 642(b), and the tax is computed under section 1(e),
taking into account section 1(h), for the combined taxable income.

(B) Filing a Form 1041 for the electing trust is not required. Except for any final Form 1041
required to be filed under paragraph (h)(2)(i)(B) of this section, if there is an executor, the trustee
of the electing trust does not file a Form 1041 for the electing trust during the election period.
Although the trustee is not required to file a Form 1041 for the electing trust, the trustee of the
electing trust must timely provide the executor of the related estate with all the trust information
necessary to permit the executor to file a complete, accurate and timely Form 1041 for the
combined electing trust and related estate. The trustee must also insure that the electing trust's
share of the tax obligations of the combined electing trust and related estate is timely paid to the
Secretary. In certain situations, the trustee of a QRT may be required to file a Form 1041 for the
QRT's short taxable year beginning with the date of the decedent's death and ending December
31 of that year. See paragraph (d)(2) of this section.

(iii) Application of the separate share rules.
(A)Distributions to beneficiaries (other than to a share (or shares) of the combined electing trust
and related estate). Under the separate share rules of section 663(c), the electing trust and
related estate are treated as separate shares for purposes of computing distributable net income
(DNI) and applying the distribution provisions of sections 661 and 662. Further, the electing trust
share or the related estate share may each contain two or more shares. Thus, if during the
taxable year, a distribution is made by the electing trust or the related estate, the DNI of the
share making the distribution must be determined and the distribution provisions of sections 661
and 662 must be applied using the separately determined DNI applicable to the distributing
share.

(B)Adjustments to the DNI of the separate shares for distributions between shares to which
sections 661 and 662 would apply. A distribution from one share to another share to which
sections 661 and 662 would apply if made to a beneficiary other than another share of the
combined electing trust and related estate affects the computation of the DNI of the share
making the distribution and the share receiving the distribution. The share making the distribution
reduces its DNI by the amount of the distribution deduction that it would be entitled to under
section 661 (determined without regard to section 661(c)), had the distribution been made to
another beneficiary, and, solely for purposes of calculating DNI, the share receiving the
distribution increases its gross income by the same amount. The distribution has the same
character in the hands of the recipient share as in the hands of the distributing share. The
following example illustrates the provisions of this paragraph (e)(2)(iii)(B):
Example.
(i)A's will provides that, after the payment of debts, expenses, and taxes, the residue of A's
estate is to be distributed to Trust, an electing trust. The sole beneficiary of Trust is C. The
estate share has $15,000 of gross income, $5,000 of deductions, and $10,000 of taxable income
and DNI for the taxable year based on the assets held in A's estate. During the taxable year, A's
estate distributes $15,000 to Trust. The distribution reduces the DNI of the estate share by
$10,000.
(ii)For the same taxable year, the trust share has $25,000 of gross income and $5,000 of
deductions. None of the modifications provided for under section 643(a) apply. In calculating the
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DNI for the trust share, the gross income of the trust share is increased by $10,000, the amount
of the reduction in the DNI of the estate share as a result of the distribution to Trust. Thus, solely
for purposes of calculating DNI, the trust share has gross income of $35,000, and taxable
income of $30,000. Therefore, the trust share has $30,000 of DNI for the taxable year.
(iii)During the same taxable year, Trust distributes $35,000 to C. The distribution deduction
reported on the Form 1041 filed for A's estate and Trust is $30,000. As a result of the distribution
by Trust to C, C must include $30,000 in gross income for the taxable year. The gross income
reported on the Form 1041 filed for A's estate and Trust is $40,000.

(iv)Application of the governing instrument requirement of section 642(c). A deduction is allowed
in computing the taxable income of the combined electing trust and related estate to the extent
permitted under section 642(c) for-
(A)Any amount of the gross income of the related estate that is paid or set aside during the
taxable year pursuant to the terms of the governing instrument of the related estate for a
purpose specified in section 170(c); and

(B)Any amount of gross income of the electing trust that is paid or set aside during the taxable
year pursuant to the terms of the governing instrument of the electing trust for a purpose
specified in section 170(c).

(3) If there is no executor.
(i)Tax treatment of the electing trust. If there is no executor, the trustee treats the electing trust,
during the election period, as an estate for all purposes of subtitle A of the Internal Revenue
Code. Thus, for example, an electing trust is treated as an estate for purposes of the set-aside
deduction under section 642(c)(2), the subchapter S shareholder requirements of section
1361(b)(1), and the special offset for rental real estate activities under section 469(i)(4). The
trustee may also adopt a taxable year other than a calendar year.

(ii)Filing the Form 1041 for the electing trust. If there is no executor, the trustee of the electing
trust must, during the election period, file a Form 1041, under the TIN obtained by the trustee
under §301.6109-1(a)(3) of this chapter upon the death of the decedent, treating the trust as an
estate. If there is more than one electing trust, the Form 1041 must be filed by the filing trustee
(see paragraph (c)(2)(ii)(B) of this section) under the name and TIN of the electing trust of the
filing trustee. Information regarding the names and TINs of the other electing trusts must be
provided on the Form 1041 as required by the instructions to that form. Any return filed in
accordance with this paragraph shall be treated as a return filed for the electing trust (or trusts, if
there is more than one electing trust) and not as a return filed for any subsequently discovered
related estate. Accordingly, the period of limitations provided in section 6501 for assessments
with respect to a subsequently discovered related estate does not start until a return is filed with
respect to the related estate. See paragraph (g) of this section.

(4) Application of the section 6654(l)(2) to the electing trust. Each electing trust and related
estate (if any) is treated as a separate taxpayer for all purposes of subtitle F of the Internal
Revenue Code, including, without limitation, the application of section 6654. The provisions of
section 6654(l)(2)(A) relating to the two year exception to an estate's obligation to make
estimated tax payments, however, will apply to each electing trust for which a section 645
election has been made.

(f) Duration of election period.
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(1)In general. The election period begins on the date of the decedent's death and terminates on
the earlier of the day on which both the electing trust and related estate, if any, have distributed
all of their assets, or the day before the applicable date. The election does not apply to
successor trusts (trusts that are distributees under the trust instrument).

(2) Definition of applicable date.
(i)Applicable date if no Form 706 "United States Estate (and Generation Skipping Transfer) Tax
Return" is required to be filed. If a Form 706 is not required to be filed as a result of the
decedent's death, the applicable date is the day which is 2 years after the date of the decedent's
death.

(ii)Applicable date if a Form 706 is required to be filed. If a Form 706 is required to be filed as a
result of the decedent's death, the applicable date is the later of the day that is 2 years after the
date of the decedent's death, or the day that is 6 months after the date of final determination of
liability for estate tax. Solely for purposes of determining the applicable date under section 645,
the date of final determination of liability is the earliest of the following-
(A)The date that is six months after the issuance by the Internal Revenue Service of an estate
tax closing letter, unless a claim for refund with respect to the estate tax is filed within twelve
months after the issuance of the letter;

(B)The date of a final disposition of a claim for refund, as defined in paragraph (f)(2)(iii) of this
section, that resolves the liability for the estate tax, unless suit is instituted within six months after
a final disposition of the claim;

(C)The date of execution of a settlement agreement with the Internal Revenue Service that
determines the liability for the estate tax;

(D)The date of issuance of a decision, judgment, decree, or other order by a court of competent
jurisdiction resolving the liability for the estate tax unless a notice of appeal or a petition for
certiorari is filed within 90 days after the issuance of a decision, judgment, decree, or other order
of a court; or

(E)The date of expiration of the period of limitations for assessment of the estate tax provided in
section 6501.

(iii)Definition of final disposition of claim for refund. For purposes of paragraph (f)(2)(ii)(B) of this
section, a claim for refund shall be deemed finally disposed of by the Secretary when all items
have been either allowed or disallowed. If a waiver of notification with respect to disallowance is
filed with respect to a claim for refund prior to disallowance of the claim, the claim for refund will
be treated as disallowed on the date the waiver is filed.

(iv)Examples. The application of this paragraph (f)(2) is illustrated by the following examples:  
Example (1). A died on October 20, 2002. The executor of A's estate and the trustee of Trust,  an 
electing trust, made a section 645 election. A Form 706 is not required to be filed as a result  of 
A's death. The applicable date is October 20, 2004, the day that is two years after A's date of  
death. The last day of the election period is October 19, 2004. Beginning October 20, 2004,  
Trust will no longer be treated and taxed as part of A's estate.
Example (2). Assume the same facts as Example 1, except that a Form 706 is required to be
filed as the result of A's death. The Internal Revenue Service issues an estate tax closing letter
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accepting the Form 706 as filed on March 15, 2005. The estate does not file a claim for refund
by March 15, 2006, the day that is twelve months after the date of issuance of the estate tax
closing letter. The date of final determination of liability is September 15, 2005, and the
applicable date is March 15, 2006. The last day of the election period is March 14, 2006.
Beginning March 15, 2006, Trust will no longer be treated and taxed as part of A's estate.
Example (3). Assume the same facts as Example 1, except that a Form 706 is required to be
filed as the result of A's death. The Form 706 is audited, and a notice of deficiency authorized
under section 6212 is mailed to the executor of A's estate as a result of the audit. The executor
files a petition in Tax Court. The Tax Court issues a decision resolving the liability for estate tax
on December 14, 2005, and neither party appeals within 90 days after the issuance of the
decision. The date of final determination of liability is December 14, 2005. The applicable date is
June 14, 2006, the day that is six months after the date of final determination of liability. The last
day of the election period is June 13, 2006. Beginning June 14, 2006, Trust will no longer be
treated and taxed as part of A's estate.

(g) Executor appointed after the section 645 election is made.
(1)Effect on the election. If an executor for the related estate is not appointed until after the
trustee has made a valid section 645 election, the executor must agree to the trustee's election,
and the IRS must be notified of that agreement by the filing of a revised election form (completed
as required by the instructions to that form) within 90 days of the appointment of the executor, for
the election period to continue past the date of appointment of the executor. If the executor does
not agree to the election or a revised election form is not timely filed as required by this
paragraph, the election period terminates the day before the appointment of the executor. If the
IRS issues other guidance after December 24, 2002 for notifying the IRS of the executor's
agreement to the election, the IRS must be notified in the manner provided in that guidance for
the election period to continue.

(2) Continuation of election period.
(i)Correction of returns filed before executor appointed. If the election period continues under
paragraph (g)(1) of this section, the executor of the related estate and the trustee of each
electing trust must file amended Forms 1041 to correct the Forms 1041 filed by the trustee
before the executor was appointed. The amended Forms 1041 must be filed under the name
and TIN of the electing trust and must reflect the items of income, deduction, and credit of the
related estate and the electing trust. The name and TIN of the related estate must be provided
on the amended Forms 1041 as required in the instructions to that Form. The amended return
for the taxable year ending immediately before the executor was appointed must indicate that
this Form 1041 is a final return. If the period of limitations for making assessments has expired
with respect to the electing trust for any of the Forms 1041 filed by the trustee, the executor must
file Forms 1041 for any items of income, deduction, and credit of the related estate that cannot
be properly included on amended forms for the electing trust. The personal exemption under
section 642(b) is not permitted to be taken on these Forms 1041 filed by the executor.

(ii)Returns filed after the appointment of the executor. All returns filed by the combined electing
trust and related estate after the appointment of the executor are to be filed under the name and
TIN of the related estate in accordance with paragraph (e)(2) of this section. Regardless of the
change in the name and TIN under which the Forms 1041 for the combined electing trust and
related estate are filed, the combined electing trust and related estate will be treated as the same
entity before and after the executor is appointed.
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(3) Termination of the election period. If the election period terminates under paragraph (g)(1) of
this section, the executor must file Forms 1041 under the name and TIN of the estate for all
taxable years of the related estate ending after the death of the decedent. The trustee of the
electing trust is not required to amend any returns filed for the electing trust during the election
period. Following termination of the election period, the trustee of the electing trust must obtain a
new TIN. See §301.6109-1(a)(4) of this chapter.

(h) Treatment of an electing trust and related estate following termination of the election.
(1)The share (or shares) comprising the electing trust is deemed to be distributed upon
termination of the election period. On the close of the last day of the election period, the
combined electing trust and related estate, if there is an executor, or the electing trust, if there is
no executor, is deemed to distribute the share (or shares, as determined under section 663(c))
comprising the electing trust to a new trust in a distribution to which sections 661 and 662 apply.
All items of income, including net capital gains, that are attributable to the share (or shares)
comprising the electing trust are included in the calculation of the distributable net income of the
electing trust and treated as distributed by the combined electing trust and related estate, if there
is an executor, or by the electing trust, if there is no executor, to the new trust. The combined
electing trust and related estate, if there is an executor, or the electing trust, if there is no
executor, is entitled to a distribution deduction to the extent permitted under section 661 in the
taxable year in which the election period terminates as a result of the deemed distribution. The
new trust shall include the amount of the deemed distribution in gross income to the extent
required under section 662.

(2) Filing of the Form 1041 upon the termination of the section 645 election.
(i) If there is an executor.
(A)Filing the Form 1041 for the year of termination. If there is an executor, the Form 1041 filed
under the name and TIN of the related estate for the taxable year in which the election
terminates includes-
(1)The items of income, deduction, and credit of the electing trust attributable to the period
beginning with the first day of the taxable year of the combined electing trust and related estate
and ending with the last day of the election period;

(2)The items of income, deduction, and credit, if any, of the related estate for the entire taxable
year; and

(3)A deduction for the deemed distribution of the share (or shares) comprising the electing trust
to the new trust as provided for under paragraph (h)(1) of this section.

(B) Requirement to file a final Form 1041 under the name and TIN of the electing trust. If the
electing trust terminates during the election period, the trustee of the electing trust must file a
Form 1041 under the name and TIN of the electing trust and indicate that the return is a final
return to notify the IRS that the electing trust is no longer in existence. The items of income,
deduction, and credit of the trust are not reported on this final Form 1041 but on the appropriate
Form 1041 filed for the combined electing trust and related estate.

(ii) If there is no executor. If there is no executor, the taxable year of the electing trust closes on
the last day of the election period. A Form 1041 is filed in the manner prescribed under
paragraph (e)(3)(ii) of this section reporting the items of income, deduction, and credit of the
electing trust for the short period ending with the last day of the election period. The Form 1041
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filed under this paragraph includes a distribution deduction for the deemed distribution provided
for under paragraph (h)(1) of this section. The Form 1041 must indicate that it is a final return.

(3) Use of TINs following termination of the election.
(i)If there is an executor. Upon termination of the section 645 election, a former electing trust
may need to obtain a new TIN. See §301.6109-1(a)(4) of this chapter. If the related estate
continues after the termination of the election period, the related estate must continue to use the
TIN assigned to the estate during the election period.

(ii)If there is no executor. If there is no executor, the former electing trust must obtain a new TIN
if the trust will continue after the termination of the election period. See §301.6109-1(a)(4) of this
chapter.

(4) Taxable year of estate and trust upon termination of the election.
(i)Estate. Upon termination of the section 645 election period, the taxable year of the estate is
the same taxable year used during the election period.

(j)Trust. Upon termination of the section 645 election, the taxable year of the new trust is the
calendar year. See section 644.

(i) Reserved.

(k)Effective date. Paragraphs (a), (b), (c), (d), (f), and (g) of this section apply to trusts and es-
tates of decedents dying on or after December 24, 2002. Paragraphs (e) and (h) of this section
apply to taxable years ending on or after December 24, 2002.
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§665 Definitions applicable to subpart D.

(a) Undistributed net income.
For purposes of this subpart, the term "undistributed net income" for any taxable year means the
amount by which the distributable net income of the trust for such taxable year exceeds the sum
of-
(1) the amounts for such taxable year specified in paragraphs (1) and (2) of section 661(a), and
(2) the amount of taxes imposed on the trust attributable to such distributable net income.

(b)Accumulation distribution.
For purposes of this subpart, except as provided in subsection (c), the term "accumulation  
distribution" means, for any taxable year of the trust, the amount by which-
(1)
the amounts specified in paragraph (2) of section 661(a) for such taxable year, exceed

(2)
distributable net income for such year reduced (but not below zero) by the amounts specified in  
paragraph (1) of section 661(a).

For purposes of section 667 (other than subsection (c) thereof, relating to multiple trusts), the
amounts specified in paragraph (2) of section 661(a) shall not include amounts properly paid,
credited, or required to be distributed to a beneficiary from a trust (other than a foreign trust) as
income accumulated before the birth of such beneficiary or before such beneficiary attains the
age of 21. If the amounts properly paid, credited, or required to be distributed by the trust for the
taxable year do not exceed the income of the trust for such year, there shall be no accumulation
distribution for such year.

(c)Exception for accumulation distributions from certain domestic trusts.  
For purposes of this subpart-
(1) In general.
In the case of a qualified trust, any distribution in any taxable year beginning after the date of the
enactment of this subsection shall be computed without regard to any undistributed net income.

(2) Qualified trust.
For purposes of this subsection, the term "qualified trust" means any trust other than-
(A)a foreign trust (or, except as provided in regulations, a domestic trust which at any time was  a 
foreign trust), or

(B)a trust created before March 1, 1984, unless it is established that the trust would not be  
aggregated with other trusts under section 643(f) if such section applied to such trust.

(d)Taxes imposed on the trust.  
For purposes of this subpart-
(1) In general.
The term "taxes imposed on the trust" means the amount of the taxes which are imposed for any
taxable year of the trust under this chapter (without regard to this subpart or part IV of
subchapter A) and which, under regulations prescribed by the Secretary, are properly allocable
to the undistributed portions of distributable net income and gains in excess of losses from sales
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or exchanges of capital assets. The amount determined in the preceding sentence shall be
reduced by any amount of such taxes deemed distributed under section 666(b) and (c) to any
beneficiary.

(2) Foreign trusts.
In the case of any foreign trust, the term "taxes imposed on the trust" includes the amount,
reduced as provided in the last sentence of paragraph (1), of any income, war profits, and
excess profits taxes imposed by any foreign country or possession of the United States on such
foreign trust which, as determined under paragraph (1), are so properly allocable. Under rules or
regulations prescribed by the Secretary, in the case of any foreign trust of which the settlor or
another person would be treated as owner of any portion of the trust under subpart E but for
section 672(f), the term "taxes imposed on the trust" includes the allocable amount of any
income, war profits, and excess profits taxes imposed by any foreign country or possession of
the United States on the settlor or such other person in respect of trust income.

(e) Preceding taxable year.  
For purposes of this subpart-
(1)
In the case of a foreign trust created by a United States person, the term "preceding taxable
year" does not include any taxable year of the trust to which this part does not apply.

(2)
In the case of a preceding taxable year with respect to which a trust qualified, without regard to
this subpart, under the provisions of subpart B, for purposes of the application of this subpart to
such trust for such taxable year, such trust shall, in accordance with regulations prescribed by
the Secretary, be treated as a trust to which subpart C applies.

Treasury Regulations §1.665(a)-0A. Excess distributions by trusts; scope of subpart D.

(a) In general.
(1)Subpart D (section 665 and following), part I, subchapter J, chapter 1 of the Code as
amended by the Tax Reform Act of 1969, is designed to tax the beneficiary of a trust that
accumulates, rather than distributes, all or part of its income currently (i.e., an accumulation
trust), in most cases, as if the income had been currently distributed to the beneficiary instead of
accumulated by the trusts. Accordingly, subpart D provides special rules for the treatment of
amounts paid, credited, or required to be distributed by a complex trust (one that is subject to
subpart C (section 661 and following) of such part I) in any year in excess of "distributable net
income" (as defined in section 643 (a)) for that year. Such an excess distribution is an
"accumulation distribution" (as defined in section 665(b)). The special rules of subpart D are
generally inapplicable to amounts paid, credited, or required to be distributed by a trust in a
taxable year in which it qualifies as a simple trust (one this is subject to subpart B (section 651
and following) of such part I). However, see §1.665(e)-1A(b) for rules relating to the treatment of
a simple trust as a complex trust.

(2)An accumulation distribution is deemed to consist of, first, "undistributed net income" (as
defined in section 665(a)) of the trust from preceding taxable years, and, after all the
undistributed net income for all preceding taxable years has been deemed distributed,
"undistributed capital gain" (as defined in section 665(f)) of the trust for all preceding taxable
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years commencing with the first year such amounts were accumulated. An accumulation
distribution of undistributed capital gain is a "capital gain distribution" (as defined in section
665(g)). To the extent an accumulation distribution exceeds the "undistributed net income" and
"undistributed capital gain" so determined, it is deemed to consist of corpus.

(3)The accumulation distribution is "thrown back" to the earliest "preceding taxable year" of the
trust, which, in the case of distributions made for a taxable year beginning after December 31,
1973, from a trust (other than a foreign trust created by a U.S. person), is any taxable year
beginning after December 31, 1968. Special transitional rules apply for distributions made in
taxable years beginning before January 1, 1974. In the case of a foreign trust created by a U.S.
person, a "preceding taxable year" is any year of the trust to which the Code applies.

(4)A distribution of undistributed net income (included in an accumulation distribution) and a
capital gain distribution will be included in the income of the beneficiary in the year they are
actually paid, credited, or required to be distributed to him. The tax on the distribution will be
approximately the amount of tax the beneficiary would have paid with respect to the distribution
had the income and capital gain been distributed to the beneficiary in the year earned by the
trust. An additional amount equal to the "taxes imposed on the trust" for the preceding year is
also deemed distributed. To prevent double taxation, however, the beneficiary receives a credit
for such taxes.

(b)Effective dates. All regulations sections under subpart D (sections 665 through 669) which
have an "A" suffix (such as §§1.665(a)A and 1.666(b)-1A) are applicable to taxable years
beginning on or after January 1, 1969, and all references therein to sections 665 through 669 are
references to such sections as amended by the Tax Reform Act of 1969. Sections without the
"A" suffix (such as §§1.665(a) and 1.666(b)-1) are applicable only to taxable years beginning
before January 1, 1969, and all references therein to sections 665 through 669 are references to
such sections before amendment by the Tax Reform Act of 1969.

(c)Examples. Where examples contained in the regulations under subpart D refer to tax rates for
years after 1968, such tax rates are not necessarily the actual rates for such years, but are only
used for example purposes.

(d) Applicability to estates. Subpart D does not apply to any estate.

Treasury Regulation §1.665(a)-1A. Undistributed net income.

(a)Domestic trusts. The term "undistributed net income", in the case of a trust (other than a
foreign trust created by a U.S. person) means, for any taxable year beginning after December
31, 1968, the distributable net income of the trust for that year (as determined under section
643(a)), less
(1)The amount of income required to be distributed currently and any other amounts properly
paid or credited or required to be distributed to beneficiaries in the taxable year as specified in
section 661(a), and

(2)The amount of taxes imposed on the trust attributable to such distributable net income, as
defined in §1.665(d)-1A. The application of the rule in this paragraph to a taxable year of a trust
in which income is accumulated may be illustrated by the following example.
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Example. Under the terms of the trust, $10,000 of income is required to be distributed currently
to A and the trustee has discretion to make additional distributions to A. During the taxable year
1971 the trust had distributable net income of $30,100 derived from royalties and the trustee
made distributions of $20,000 to A. The taxable income of the trust is $10,000 on which a tax of
$2,190 is paid. The undistributed net income of the trust for the taxable year 1971 is $7,910,
computed as follows:

Distributable net income $30,100

Less:

Income currently

distributable to A $10,000

Other amounts

distributable to A 10,000

Taxes imposed on the trust
attributable to the  

undistributed net 

income  (see

§1.665(d)-1(A)
2,190

Total 22,190

Undistributed net

income 7,910

(b)Foreign trusts. The undistributed net income of a foreign trust created by a U.S. person for
any taxable year is the distributable net income of such trust (see §1.643(a)-6 and the examples
set forth in paragraph (b) thereof), less:
(1) The amount of income required to be distributed currently and any other amounts properly
paid or credited or required to be distributed to beneficiaries in the taxable year as specified in
section 661(a), and
(2) The amount of taxes imposed on such trust by chapter 1 of the Internal Revenue Code,
which are attributable to items of income which are required to be included in such distributable
net income.

For purposes of subparagraph (2) of this paragraph, the amount of taxes imposed on the trust
for any taxable year by chapter 1 of the Internal Revenue Code is the amount of taxes imposed
pursuant to section 871 (relating to tax on non-resident alien individuals) which is properly
allocable to the undistributed portion of the distributable net income. See §1.665(d)-1A. The
amount of taxes imposed pursuant to section 871 is the difference between the total tax imposed
pursuant to that section on the foreign trust created by a U.S. person for the year and the
amount which would have been imposed on such trust had all the distributable net income,
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as determined under section 643(a), been distributed. The application of the rule is this
paragraph may be illustrated by the following example:

Example (1). A trust was created in 1952 under the laws of Country X by the transfer to a trustee
in Country X of property by a U.S. person. The entire trust constitutes a foreign trust created by
a U.S. person. The governing instrument of the trust provides that $7,000 of income is required
to be distributed currently to a U.S. beneficiary and gives the trustee discretion to make
additional distributions to the beneficiary. During the taxable year 1973 the trust had income of
$10,000 from dividends of a U.S. corporation (on which Federal income taxes of
$3,000 were imposed pursuant to section 871 and withheld under section 1441, resulting in the
receipt by the trust of cash in the amount of $7,000), $20,000 in capital gains from the sale of
stock of a Country Y corporation and $30,000 from dividends of a Country X corporation, none of
the gross income of which was derived from sources within the United States. No income taxes
were required to be paid to Country X or Country Y in 1973. The trustee did not file a U.S.
income tax return for the taxable year 1973. The distributable net income of the trust before
distributions to the beneficiary for 1973 is $60,000 ($57,000 of which is cash). During 1973 the
trustee made distributions to the U.S. beneficiary equaling one-half of the trust's distributable net
income. Thus, the U.S. beneficiary is treated as having had distributed to him $5,000 (composed
of $3,500 as a cash distribution and $1,500 as the tax imposed pursuant to section 871 and
withheld under section 1441), representing one-half of the income from U.S. sources;
$10,000 in cash, representing one-half of the capital gains from the sale of stock of the Country
Y corporation; and $15,000 in cash, representing one-half of the income from Country X sources
for a total of $30,000. The undistributed net income of the trust at the close of taxable year 1973
is $28,500 computed as follows:

Distributable net income $60,000

Less:

(1) Amounts distributed to

the beneficiary:

Income currently
distributed to 

the  

beneficiary
$ 7,000

Other amounts distributed

to the beneficiary 21,500

Taxes under sec. 871
deemed distributed to the  

beneficiary 1,500

Total amounts distributed 30,000
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to the beneficiary

(2) Amount of taxes
imposed on the trust  

under chapter 1 of the  

Code attributable to the  

undistributed net 

income  (See

§1.665(d)-1A)

$3,000 less $1,500)
1,500

Total 31,500

Undistributed net income 28,500

Example (2). The facts are the same as in example (1) except that property has been transferred
to the trust by a person other than a U.S. person, and during 1973 the foreign trust created by a
U.S. person was 60 percent of the entire foreign trust. The trustee paid no income taxes to
Country X or Country Y in 1973.

(1) The undistributed net income of the portion of the entire trust which is a foreign trust created
by a U.S. person for 1973 is $17,100, computed as follows:

Distributable net income (60% of each item of gross income of

entire trust)

60% of $10,000 U.S. dividends $6,000

60% of $20,000 Country X capital gains 12,000

60% of $30,000 Country X dividends 18,000

Total 36,000

Less:

(i) Amounts distributed to

the beneficiary-

Income currently
distributed to the  

beneficiary (60% 

of $7,000)
$ 4,200
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Other amounts distributed

to the beneficiary (60% of

$21,500)
12,900

Taxes under sec. 871

deemed distributed to the  

beneficiary (60% of $1,500)
900

Total amounts
distributed 

to the  

beneficiary
18,000

(ii) Amount of taxes
imposed on the trust under  

chapter 1 of the Code  

attributable to the  

undistributed net income  

(see §1.665(d)-1A) (60% of

$1,500)
900

Total 18,900

Undistributed net
income

17,100

(2) The undistributed net income of the portion of the entire trust which is not a foreign trust  
created by a U.S. person for 1973 is $11,400, computed as follows:

Distributable net income (40% of each item of gross income of

entire trust)

40% of $10,000 U.S. dividends $4,000

40% of $20,000 Country X capital gains 8,000

40% of $30,000 Country X dividends 12,000

Total 24,000

Less:
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(i) Amounts distributed to

the beneficiary-

Income currently
distributed to the  beneficiary 

(40% of $7,000) $2,800

Other amounts distributed

to the beneficiary (40% of

$21,500) 8,600

Taxes under sec. 871
deemed distributed to the  

beneficiary (40% of $1,500) 600

Total amounts
distributed 

to the  

beneficiary
12,000

(ii) Amount of taxes

imposed on the trust under  

chapter 1 of the Code  

attributable to the  

undistributed net income  

(see §1.665(d)-1A) (40% of

$1,500)

600

Total 12,600

Undistributed net
income

11,400

(c) Effect of prior distributions. The undistributed net income for any year to which an
accumulation distribution for a later year may be thrown back will be reduced by accumulation
distributions in intervening years that are required to be thrown back to such year. For example,
if a trust has undistributed net income for 1975, and an accumulation distribution is made in
1980, there must be taken into account the effect on undistributed net income for 1975 of any
accumulation distribution made in 1976, 1977, 1978, or 1979. However, undistributed net income
for any year will not be reduced by any distributions in any intervening years that are
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excluded under section 663(a)(1), relating to gifts, bequests, etc. See paragraph (d) of
§1.666(a)-1A for an illustration of the reduction of undistributed net income for any year by a
subsequent accumulation distribution.

(d) Distributions made in taxable years beginning before January 1, 1974. For special rules re-
lating to accumulation distributions of undistributed net income made in taxable years of the trust
beginning before January 1, 1974, see §1.665(b)-2A.
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