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OPI NI1oN

This appeal is nade pursuant to section 18593%/
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protest of Estate of Carma
| srael, Deceased, Security Pacific National Bank,
Executor, against a proposed assessment of additional
personal incone tax In the anount of $51,352.96 for the

year ended May 31, 1980.

17 Onfess otnerw se specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for the year in issue. In addition, all refer-
ences to regulations are to the California Adm nistrative

Code as in effect for the year in issue.
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The sole issue presented is whether respondent
correctly determned that appellant was precluded from
including certain capital gains in the conputation of its
di stributable net incone for the taxable year in issue,.

The estate was created on Decenber 7, 1978,
upon the death of carma Israel. By court order dated
February 16, 1979, Letters Testanentary were issued to
Security Pacific National Bank as Executor of the WII.
A%pellant operates on a tax year endln? May 31, and for
the tax-year ended May31l, 1980, appellant filed a _
fiduciary income tax return claimng a $703, 377 deduction
for distributions to beneficiaries.. As indicated in_ _
greater detail below, deductions by, an estate for distr
butions t0 beneficiaries are limted by the amount of the
estate's distributable net incowe (ha2reafter "DNI"). In
support of its $703,377 deduction for distributions to:
its beneficiaries, appellant had conputed its pNt for the
sanme taxable period to be $703, 377.

Upon audit, respondent determined that $565, 866
of the capital gains incurred by appellant was not
includible in the conputation of its DNI, thereby result-
ing in the disallowance of $565,866 of the deduction for
distributions to beneficiaries which it had claimed.
Respondent thereupon issued the proposed assessment under
review here and denial of appellant's protest led to this
appeal.

~ In general, beneficiaries of estates are taxed
on the income of the estate which has been distributed to
themw thin the current year while the estate is taxed on
i ncome which has not been distributed within the current
year. (See Rev. & Tax. Code, §s§ 17761, 17762.) The
amount of distributions to beneficiaries which an estate
may claim as a deduction. against its taxable incone is
limted by its pN1 for that period. (Rev. & Tax. Code.,
5.17739, subd. (a).) Forthese purposes,.DN is defined
as the taxablei ncone, of an estate,. excluding, inter
alia, capital gains, which- are allocated to corpus and not
"pard, credited, or required to be distributed to any .
beneficiary durln%: the taxable year . ...* (Rev. &
rax. Code,, § 17739, subd. (b)(IL. The regul ati on inter-
preting this definition provides that capital gain-s are
excluded from DNI unless at |east one of four require-
ments is satisfied. The requirenment involved in this
appeal is that capital gains be "[alllocated tO cOrpus
and actually distributed t0 beneficiaries during> the tax-
able year." (Cal. Admn. Code, tit. 18, reg. 17739(dJ,
subd. (|)(B).) Respondent, in reliance upon the cited
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regul ation, contends that it is necessary to trace dis-
tribution paynents to capital gains in order to show
actual distribution of such gain.

Ms. lIsrael's will was silent on the question
of whether capital gains were to be allocated to income
or corpus. Consequentlr, the gains involved in this
appeal were properly allocable to corpus. (civ. Code,

§ 730.03, subd. (b)(8); Estate of Davis, 75 Cal.App.2d
528, 538 [171 P. 2 463] (1946).) Respondent nmi ntal ns,
therefore, that they were excluded from DNl because
appel I ant provided no docunmentation establishing that the
capital gains in question were actually distributed to
beneficiaries during the taxable year.

_ Appe’lant Firct argues that traC|nﬁ distrikbu-
tion payments to capital gains in order to show actua
distribution of such gain is not necessarily required.
(App. Br. at 8.) However, as we held in Appeal of Estate
of Ray Murphy, Deceased, Dorothy D. WaAlton and Adrian --
Arendt, Executors, decided June 29, 1982, such tracing Is
required to show actual distribution. Next, appellant
contends that even if tracing is required, we nust
presume that aPpeIIant actually did distribute all such
capital gains to the beneficiaries since it nust be
presuned, in the absence of contrary evidence, that the
assets were sold and distributed in the best interests of
the estate. (App. Br. at 4.) Apparently, appellant
concludes that such a distribution to the beneficiaries
was in the best interest of the estate and, therefore,
such a distributionnmust be presuned. However, it is
wel | settled that the taxpayer has the burden of show n
that the subject capital gains were actually distribute
to the beneficiaries. (Aaron v. Commissioner, 22 T.C
1370, 1374 (1954).) Accordingly, We musthold t hat
appel l ant cannot rely upon any presunption and that

appel lant's second contention is m staken.

_ _ _Lastly, appel l ant contends that even if actua
distributions of capital gains may not be presuned,
appel l ant can trace $264,097 of the capital gains to
distributions made to beneficiaries during the period at
| ssue, so that at least this amount should be included in
DNI.  (App. Br. at 6-8. Briefly, appellant notes that:
él% on Septenber 8, '1979, the eState had cash on hand of
235,952, (2) between Septenber 8, 1979, and January 4,
1980, the estate sold assets fromwhich it realize
$2,713,623, $2,391,119 of which was recovered basis and
$322, 504 of whi ch’ was capital gain, and (3) the distribu-
tions, approved by court order filed Decenber 28, 1979,

-262-



Q

Appeal of Estate of carma |srael, Deceased,
Security Pacific Nafional Bank, Execufor

i ncluded $2,458,053 in cash to beneficiaries for the
period at issue. - appellant concludes that $2,222,101 of
the distributions made to beneficiaries can be traced to
the amount realized fromthe sale of capital assets

(i.e., $2,458,053 required to be distributed |ess cash on
hand of $235,952). Appellant then argues that the amunt

of the capital gains traceable to the beneficiaries from:

the total capital gains realized (i.e., $322,504) nust
bear the same ratio as the total anmount of proceeds so
traceable to distributions to beneficiaries (i.e.
$2,222,101) over the total anount realized fromthe sale
(i.e., $2,713,623) or $264,097. Respondent, on the other
hand, contends that it is equally possible to attribute
the distribution of $2,458,053 to cash on hand of $235, 952
and return of basis of $2,391,119 rather than to any part
of the capital gains. Accordingly, respondent concludes
that appel|ant has not properly traced the $264, 097 of
the capital gains to dIStE' utions made to beneficiaries
during, the year at issue.

Thus, in this appeal, we are asked to decide

whet her appel | ant has properly traced the subject $264, 097
of capital gains to the distributions made during -the
year at issue. Since the parties have cited-no cases on
this point and we are unable to |ocate any, this issue
appears to be one of first inpression. Nevertheless,
commentators appear {0 have pondered this question and
conclude that i1n order to be included in DNI, the
fiduciary must, at least, indicate on his books or other
records that the distribution was made out of capita
ains. _(See Ferguson, Freeland and Stephens, Federal

ncome Taxation of Estates and Beneficiaries, p. 328
(1970).) I ndeed, one conmentafor concludes that an
executor can "cause capital gains to be included in DN
merely by making'a distribution to a beneficiary and

noting on his books that it was a distribution of capital

Eginsﬂ' (Hal e, 302-2nd T.M., After-Death Tax Planning -
aynents and Distributions, p. A-5{1984).) Based on the
record pefore us, we cannot find that appellant made such
a notation. Indeed, appellant appears to concede that no
notation has been made and only argues that tracing can
be made "to the extent of the proportion of gains In the
proceeds distributed."” (Aﬁpx_ Br. at 10.) must con-
clude that there is no authority for such “proportional

2/ Respondent al so appears to inpu%g the validity of .
appellant's figures. (Resg, Supp. mo. at 4.) However,
?n review, we can find nothing erroneous about those

I gures.
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tracing” of capital gains. Accordingly, we nust hold
that appellant’ s |ast argument is also erroneous and that
respondent’s action here mustbeuphel d.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T 1S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
rotest of Estate of carma |srael, Deceased, Security
acific National Bank, Executor, against a proposed,
assessnent of additional personal 1ncome tax in the
amount of $51,352.96 for the year ended May 31, 1988, be
and the sane Is hereby sustained,

Cone =zt Sacramento,. California, this 33th day
of  July , 1985, by the State Board of Equalization,
with Board Members M. Dronenburg, M. Collis, Mr. Bennett,
M. Nevins and M. Harvey present.

Ernest J. Dronenburqg, Jr. , Chai rman

Conway H. collis + Menber
Wlliam M Bennett ,  Menmber
Ri chard Nevins _ ,  Menmber
VWl ter Harvey* , Menber

*For Kenneth Cory, per Government Code section 7.9
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