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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERSO FIRMS TO BE USED, AND CANI
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THA
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.

Strafford
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Form 1041 {2012} Page 2
Schedule A Charitable Deduction. Do not complete for a simple trust or a pooled income fund.

1 Amounts paid or permanently set aside for charitable purposes from gross income (see instructions) 1
2 Tax-exempt income allocable to charitable contributions (see instructions) 2
3  Subtract line 2 from line 1 v 3
4  Capital gains for the tax year allocated to corpus and pa:d or permanenl!y sel a5|de for char' le purposes | 4
5 Addlines3andd4 . . W 5
6 Section 1202 exclusion a\tocable to capltal gams pald or permanentiy s de for charitable
purposes (see instructions) . 5 i 3w B 6
7  Charitable deduction. Subtract line 6 from line 5. Enter here and on 1, line13 . A
Income Distribution Deduction
1  Adjusted total income (see instructions) . 1
2  Adjusted tax-exempt interest AN 2
3 Total net gain from Schedule D (Form 1041) Ilne 15 c n (1) (see instructions) 3
4  Enter amount from Schedule A, line 4 (minus any al le section 1202 exclusion) 4
5  Capital gains for the tax year included on Sche , line 1 {see instructions) 5
6 Enter any gain from page 1, line 4, as a negati nurnber If page 1, line 4, is a loss, enter the Ioss
as a positive number . 6
7  Distributable net income. Combme \lnes 1 through 6 \f zero or Iess enter -0- 7
8 If a complex trust, enter accounting income for the tax year as
determined under the governing instrument and applicable local law . | 8 ‘
9 Income required to be distributed currently . . . . T 2 & %3 B 3 X &R 9
10  Other amounts paid, credited, orgkherwise required to be d\stnbuted R TR R 10
11 Total distributions. Add lines 9 0. If greater than line 8, see instructions . . . . . . . |11
12  Enter the amount of tax-exemptMicome included on line14 . . . . . . . . . . . . . [12
13  Tentative income distribution dgluction. Subtract line 12 from line 11 . . . . % 13
14 Tentative income distribution d@iiuction. Subtract line 2 from line 7. If zero or less, enter D- .. 14
Income distribution deductiofll Enter the smaller of line 13 or line 14 here and on page 1, line 18 15
Tax Gomputatiih (see instructions)
1 Tax:a Tax on taxable incomglsee instructions) . . i o % i 1a
b Tax on lump-sum disjiibutions. Attach Form 4972 i A 1b
¢ Alternative minimum {from Schedule | (Form 1041), line 56) ic
d Total. Add lines 1a t@fough 1c y & % & ¥ > | 1d
2a Foreign tax credit, Attach f@¢m 1116, . . . . . . . . . . . | 2a ]
b General business credit. chFom3800. . . . . . . . . . |2b | 1
¢ Credit for prior year mininjm tax. Attach Form8801 . . . . . . | 2¢
d Bond credits. Attach Forn@gset2 . . . . . . . . . . . . . |2
3 Total credits. Add lines 2 through 2d : | ]
4  Subtract line 3 from line 1d. If zero or less, enter -0- . 4
5  Recapture taxes. Check if from: [] Form 4255 DForm 8611 5
6 Household employment taxes. Attach Schedule H (Form 1040} Lo 6
7  Tofal tax. Add lines 4 through 6. Enter hereand onpage 1, line23 . . . . . . . . . . & T
Other Information Yes| No
1 Did the estate or trust receive tax-exempt income? If “Yes," attach a computation of the allocation of expenses
Enter the amount of tax-exempt interest income and exempt-interest dividends P §
2 Did the estate or trust receive all or any part of the earnings (salary, wages, and other compensation) of any
individual by reason of a contract assignment or similar arrangement? . S
3 At any time during calendar year 2012, did the estate or trust have an interest in or a 51gnature or other authorlry
over a bank, securities, or other f|nancwa| account in a foreign country? ;
See the instructions for exceptions and filing requirements for Form TD F 90-22.1. If “Yes enter the name of the
foreign country »
4  During the tax year, did the estate or trust receive a distribution from, or was m-fﬁé--gi-r-a_ﬁfa_af'B-r"t-lf_éﬁ_s_.i’gfo?fc;"é'
foreign trust? If “Yes,” the estate or trust may have to file Form 3520. See instructions i
5 Did the estate or trust receive, or pay, any quahfned residence interest on sallervprowded fmancwng? \f "Yes. see
the instructions for required attachment . : i i
6  If this is an estate or a complex trust making the section 653(b) election, check here (see mstructnons) A
7  To make a section 643(e)(3) election, attach Schedule D (Form 1041}, and check here (see instructions) . . » []
8  [fthe decedent’s estate has been open for more than 2 years, attach an explanation for the delay in do&ng the estate, and check here » []
9  Are any present or future trust beneficiaries skip persons? See instructions i

Form 1041 2012

CHART #4 Sanger & Manes, LLP
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Box A

INCOME
CASH

CHART #6
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PRINCIPAL
CASH
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Apportionment Of Receipts Between Successive Interests
PC 16346 & 16347; UPAIA 302

FACTS

1. DS/H died 1/5/XX.

2. SS/W#2 dies several yrs later, on 6/30/YY.

3. DS/H left a typical BP/QTIP trust giving all income to
SS/W#2; remainder to kids from his first marriage.

4. Trust owns a large warehouse leased to IBM for
$100,000 per month.

5. Rent is due on the first of each month.

6. IBM in fact delivers the rent on the 5th of each
month.

Query #1
1. Rent received is fiduciary "income". PC A16356; UPAIA A405
2. Should the trustee allocate the $100,000 January rent rec'd on January 10 at "C", five days
after DS/H DOD at "B", to (a) "income" & distribute the $100,000 to SS/W#2 stepmother, or (b)

"principal" to be wultimately distr /6346 GPAAt O Hos children from hi
A B c D
Trustee Level
/ E EEEEER EEEEERN I I N .
Rent Due DS/H DOD Rent Rec'd SS DOD
1/1/XX 1/5/XX 1/10/XX 6/30/YY
11 CHART #7 Sanger & Manes, LLP

P:/Freelance/Diagrams/P&! aibTrustDiagramsStrafford
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Apportionment Of Receipts Between Successive Interests
PC 16346 & 16347

Query #2

1. Rent received is fiduciary "income". PC A16356; UPAIA A405.
2. I's the $100,000 January rent rec'd on 1/5

"principal” to be ultimately distributed to the remainder stepchildren from DS/H's first marriage?
PC 16347; UPAIA

E F G H |
Trustee Level
EEEERN EEEEER EEEERN I N .
DS DOD Rent Rec'd 24 Hrs SS DOD
1/2/XX Rent Due Prior To SS/W#2's 1/6/YY

1YY DOD, & trustee did not
distribute to SS.
1/5/YY

IS EEEEEEEEEEESN SS Stepmother QTIP Life Estate

I DI DN DN BN BN EEE B Stepchildren's Remainder Trust

CHART #8 Sanger & Manes, LLP
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Key Concepts/Issues
- Abillity to treat capital gains as part G30INE0-4 7

- Abllity to claim a charitable deduction for distributions
charitiesslide$6 /-68

- IRS Notice 2083 dealing wifls7(g) an842(h)(2).
Slide$6andb7,and/ 274




Non-Grantor Trusts & Estates

. Overview of Simple Trusts
. Overview of Complex Trusts and Estates

. Conduit Taxation




4 ™
Income Taxation of NotGsrantor

Trusts & Estates

. General Rufeg641(a) imposes an income tax on tk
Income of estates and trusts.

. §641(bP income computed in the same manner a:
iIndividual with certain exceptions, and tax is paid [
fiduciary.

. Tax rates are foundli(e).




Simple Trusts & Complex Trusts

A Simple trusés88651 and 652

Alncome (fiduciary accounting income) is required to |
distributed currently.

A Complex trusts and este§&661 and 662

A All fiduciary entities that do not qualify as simple
trusts.




Conduit Taxation

A Taxable income earned by a trust or an estate is ts
either to the trust or to the beneficiaries.

A If the trust or estate makes distributions, then the t
allowed a deduction for the distributions made to {l
beneficiary, and the beneficiary reports the item as
on his own tax return to the extent of the distributic
the trustos di stri but al




DNI

A Function and Role

A Computation
A Taxable Income
A Adjustments to Determine DNI
A Capital Gains




Role of DNI

ALI mits Beneficiaries?o
A Separate share rule

A Character Rule
A Character flows through

ALI mits Trust/ Estateds L

(- y




Distribution Deduction

A Distribution deduction is limited to:

AThe lesser itist accounting income(8651) oDNI
for simple trusts

AThe lesser of thstribution or DNI for complex
trusts $661)




Income to Beneficiary

A 8652(a): The maximum amount of taxable income
trust that Is taxed to a beneficiasyngbla trustas
the result of a required distribution to the beneficia
the lesser or trust accounting income, or DNI.

A 862(a): The maximum amount of taxable income
trust that Is taxed to a beneficiacpwipdex trust
as the result of an actual dlstrlbutlon to the benefic
the lesser of the amount of the distribution, or DN|

/




Distributable Net Income

. Computation of Distributable Net Income:

. Taxable income before
Personal exemption
Distribution deduction
Special deductions
- Add back
Capital losses
Net tax exempt income
. Subtract capital gains from DNI computation?




65 Day Rule

A Allows the trustee of a complex trust (but not a si
trust) to elect to treat distributions properly made:E
credited within the first 65 days of a new tax year @
they were made or credited on the last day of the
year.

A Used to push out tax consequences to the trust
beneficiaries who may be in a lower bracket for inc
tax or NIIT purposes.




(-

Trust Accounting Income

A Also referred to as fiduciary accounting income

A The amount the fiduciary has available for current
distributions to the income beneficiaries of a trust
estate.

A Determined under the terms of the governing instr
and applicable | ocal I

AAppli cabl e | ocal | aw me;

Uniform Principal and Income Act.
AThe Principal and Income Act determines whether a

or disbursement is to be categorized as allocable to|

(

C

(

principal or trust income.

/




Capital Gains

A Are capital gains included in computation of trust
accounting income?

A Are capital gains included in computation of
distributable net income?
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Uniform Principal and Income Act

A The National Conference of Commissioners on Ur
State Laws (www.uniformlaws.org)

AThe Actds purpose 1 S tc
administering trusts and personal representatives
administering estates in allocating assets to princif
Income, and to govern their proper distribution to
beneficiaries, heirs, and devisees.




Uniform Fiduciary Income and
Principal Act

A (Draft) Revised (2016) Uniform Principal and Inco
Act

A Proposed (2017) Uniform Fiduciary Income and
Principal Act




o

™
Net Income under UPIA and UFIPA

AUPIAAONet 1T ncomeoO means the
during an accounting period minus the disbursements mac
Income during the period, plus or minus transfers under tht
to or from income during the period.

AUFIPAONet i ncomed0O means t he
the UFIPA and the terms of the trust during an accounting
minus the disbursements, other than distributions, allocate
Income under the UFIPA and the terms of the trust during
period.

A Net income includes adjustments from principal to income
excludes adjustments from income to principal under Sect
If the trust is a unitrust or has been converted to a unitrust

rnY e e o

|
(

Income includes the unitrust amount determined under Art




UFIPA

Sec. 203 Fiduciaryodos Power

A (a) A fiduciary may adjust between income and princig
extent the fiduciary considers the adjustment to be in
Interest of the beneficiaries.

A No mention of three requirements of31B4A

A (1) The trustee invests and manages trust assets as a pr
Investor,

A (2) The terms of the trust describe the amount that may ¢

be di stri buted to a benef
and

A (3) The trustee determines that he is unable to administe

—’

[

or estate impartially.

/




UFIPA
Article 3. Unitrust
AA ounitrusto I s simply

payout to the current income beneficiary Is detern
with reference to a percentage of the net value of
trust assets, determined from time to time, regard
of how much income is produced by the trust ass
the growth of the trust assets.

A As the value of the trust assets increandgshe
amount Iincreases.

A As the value decreases, the unitrust amount decr

/




@ receives a deduction for payments made to a beneficiary.

UPIA

8505. Income Taxes

(c) A tax required to be paid by
Income must be paid:

(1) from income to the extent that receipts from the entity are allg

only to income;

(2) from principal to the extent that receipts from the entity are al
only to principal;

(3) proportionately from principal and income to the extent that re

from the entity are allocated to both income and principal; and

(4) from principal to the extent that the tax exceeds the total rece
from the entity.

(d) After applying subsections (a) through (c), the trustee shall adjust inc
principal recei pts to the extent

| =4

(

/




4 N
Payment of Tax on

Enti tyos Taxabl e |

A Example 10 Trust T receives a Schediilérdin
Partnership P reflecting taxable income of $1 million.
Partnership P distributes $100,000 to T, which allocate
receipts to income. Both TrustT and income Beneficia
Il n the 35% tax bracket.
income is $350,000

AUnderUPIB505(c), TO0s tax mus
receipts because receipts from the entity are allocatec
income. Therefore, T must apply the entire $100,000 0
Income receipts to pay its tax. In this case, Benefician
receives nothing

<

/
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Payment of Tax on

Enti tyos Taxabl e |

A Example 1 (cont.)d If the Trust requires net income (nel
trust accounting income) be distributed currently, then
beneficiary includes in income the lesser of net iIncome
allocated to him

A Since the receipt from Partnership P is used by the Tri
pay Trust taxes under L §H@6(c), the net income payabl
Beneficiary B is zero

ABenef i ci ar-Yfrofd theTruStevil ref@al ihcen
of the lesser of: (1) net income, or (2) DNI allocated to




4 N
Payment of Tax on

Enti tyos Taxabl e |

A Example 20Trust T receives a Schedul&dtn Partnership P
reflecting taxable income of $1 million. Partnership P distri
$500,000 to T, which allocates the receipts to income. Bot
and income BeneficC.i ary B a
on $1 million of taxable income is $350,000.

AUnderUPIB505(c), Tos tax must
because receipts from P are allocated only to income. Thel
uses $350,000 of the $500,000 to pay its taxes and distrib
remaining $150, 000 to B. '
taxes by $52,500 ($150,000 x 35%), which it must pay to
the $52,500 further reduce
which it also must pay to B.

A Each time T makes a distribution to B, its taxes are further red
causing another payment to be due B.

A Alternatively, T can apply an algebraic formula to determin
@ amount payable to B.




e

o

™
Payment of Tax on

Enti tyos Taxabl e |

A Example 2 (cont.)d If Trust T requires net income be distribu
currently then the beneficiary includes in income the lesser
net income, or (2) DNI allocated to him

A Since a portion of the receipts from Partnership P is used b
Trustee to pay Trust taxes, the net income payable to B (aft
applying the formula) is $230,769. After deducting the payr
distribution deduction, T has exactly enough to pay its tax o
remaining taxable income from P

AThe payment to B by T does
year or under thed@#y rule to be deducted by the Trust

ABOs S chfrord thd Trist deflects income of the lesser 0
net income paid to him ($230,769), or (2) DNI allocated to |

/
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™
Payment of Tax on

Enti tyos Taxabl e |

A Example 2 (cont.¥ If the Trust does not require net income
distributed currently then Beneficiary B includes in income|
lesser of (1) amounts properly paid or credited to him, or (2
allocated to him

A Amounts properly paid or credited to B include amounts un
65day rule

A It will be impossible for the Trustee to make the computatiot
the amount needed to pay its taxes and the amount availak
distribution to B within-@&ys of the year end since Partnersh
B will not files its partnership return until March 15

ABOs S chfrerd thd Teust Kill reflect income of the lesse
(1) amounts properly paid or credited to him (possibly zero|
DNI allocated to him Y,

py —




UPIAO Recelpts from Entities

Section 401. Character of Recelipts

(b) a trustee shall allocate to income money received fr¢

entity

(c) A trustee shall allocate the following receipts from a

to principal:
(1) property other than money;

(2) money received in one distribution or a series
relatedlistributions in exchange for part or all of a

t r ust Oistheiemtity;er e st

(3) money received in total or partial liquidation of

entity

/
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Sample Language Distributions from

an entity

- The Trustee may allocate receipts and disbursements betw
principal and I ncome, as t

capacity, reasonably determines. In no event may the Trus
allocate to principal a receipt which would result in the de
the estate tax marital deduction to a trust or cause a trust
Its status as a qualified subchapter S trust. In making suc
allocations, the Trustee is authorized to treat distributions fi
certain entities (e.g. a limited liability company, partnershi
corporation, which is closely held or a family owned) as in
only to the extent the receipt constitutes net profits, rent, in
or dividends at the entity level. The Trustee is authorized t
distributions from such an entity which constitute sale pro
refinancing proceeds at the entity level as principal.




Capital Gains under UPIA and
UFIPA

Section 404. Principal ReceiptsA trustee shall
allocate to principal:

(2) money or other property received from the saly
exchange, liquidation, or change in form of a princ
asset, including realized profit, subject to this [arti




Capital Gains under Subchapter J
§ 643(a)(3)

Distributable netincome.é t he ter m 0
net l ncomed means, ét he
trust computed with the following modifications

A (3) Capital gains and losse&ains from the sale or
exchange of capital assets gxaluoed to the extent
that such gains are allocated toamimesnot (A)

paid, credited, or required to be distributed to any

peneficiary during the taxable year, or (B) paid,
permanently set aside, or to be used for the purpo

specified in section 642(c).

/




Capital Gains:
Treas. Reg88 1.643(a) and (b)

A Circumstances where capital gains are alknaated tc
accounting incomeand therefore included in DNI.

A Circumstances where capital gains are alkngated tc
principal, butare paid, credited, or required to be
distributed to a beneficiary, and therefore included

DNI.




Analysiso Step One

. Has a distribution been made (or is one required t
made)?
. Fiduciary duties apply

. Are Capital Gains in fact allocated to Income or to
Principal?

. If Capital Gains are allocated to income, such gair
automatically part of DNI.

(



Analysiso Step Two

. |If Capital Gains are In fact allocated to principal, ci

such gains still be included in DNI?
.- Such gains still may be included in DNI.

. Treas. Regl.643(ap lists circumstances in which an
allocation to DNI is allowed.

. Authority under state law or the governing instrumer

required.




§1.643(a)-3(b) and§1.643(b)-1

. An allocation of capital gains to income will generc

respected If:

. The allocation is made either pursuant to the ter

the governing instrunaamapplicable local law,
. Pursuant tor@asonabémdmpartiakxercise of

a discretionary power granted to the fiduciary

applicable local lavby the governing

Instrument, if not prohibited by applicable loc:

law.

(




Allocation of Capital Gains Sample
Language

. Discretion Granted under Terms of Governing
Instrument to Allocate Capital Gains to Income:

. The Trustee (other than a Trustee who is also a qua
beneficiary, and other than the Grantor) may allocat
realized short term capital gains and/or realized lon
capital gains to either trust income or trust principal

E
E
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Capital Gains Allocated to Principal

. Methods of Including Capital Gains in DNI when
allocated to Principal

. Consistency Requirement

. State Statutes




e

™~

Including Capital Gains in DNI when
Capital Gains are allocated to Principal

. Capital Gains are allocatedncpalbut:

. treateatonsistently by the fiduciaon the trust's books,
records, and tax returns as part of a distribution to a

beneficiary.
. actually distributexthe beneficiary.

. utilized by the fiduciary in determining the amount tF

distributedr required to be distributed to a beneficial

[




Example 1

Under the terms of Trust's governing instrument, all income is to be paid to A for life. Truste
discretionary powers to invade principal for A's bendéeamtidoretionary distributions to be
made from capital gains realized during the year.

During Trust's first taxable year, Trust has $5,000 of dividend income and $10,000 of capitz
sale of securities. Pursuant to the terms of the governing instrument and applicable local
allocates the $10,000 capital gain to principal. During the year, Trustee distributes to A $5,
representing A's right to trust income. In addition, Trustee distributes to A $12,000, pursua
discretionary power to distribute principal.

Trustee does not exercise the discretionary power to deem the discretionary distributions ¢
being paid from capital gains realized during the year. Therefore, the capital gains realized
are not included in distributable net income and the $10,000 of capital gain is taked to the
future years, Trustee must treat all discretionary distributions as not being made from any r
capital gains.

The Example is equating the term deem witthe distribution being "treated by the fiduciary

(

A

(
"

)

>

on the trust's books, records, and tax returns as part of a distribution to a beneficiary." /




Example 2

Under the terms of Trust's governing instrument, all income is to be paid to A for
Trustee is given discretionary powers to invade principal for A's lwaeafit and to

discretionary distributions to be made from capital gains realized during the year.

The Trust has $5,000 of dividend income and $10,000 of capital gain. Pursuant

terms of the governing instrument and applicable local law, Trustee allocates the|:
capital gain to principal. During the year, Trustee distributes to A $5,000, represe

right to trust income. In addition, Trustee distributes to A $12,000, pursuant to tt
discretionary power to distribute principal.

Thelrustee intends to follow a reqular podicteEating discretionary distributions of
principal as being paid first from any net capital gains realized by Trust during ths
Trustee evidences this treatment by including the $10,000 capital gain in distribu
income on Trust's federal income tax return so it is taxed to A. This treatment of
gains is a reasonable exercise of Trustee's thsturetreryears Trustee must treat

all discretionary distributions as being made first from any realized capital gains

t

]

o ()

/




Example 3

Under the terms of Trust's governing instrument, all income is to be paid
life.

During Trust's first taxable year, Trust has $5,000 of dividend income ang
of capital gain from the sale of securities.

Pursuant to the terms of the governing instrument (in a provision not
prohibited by applicable local law), capital gains realized by Trust are
allocated to income Because the capital gains are allocated to income ¢
to the terms of the governing instrument, the gapi@dQgain is included in
Trust's distributable net indomine taxable year.

Capital gains are allocated to income under the trust agreement. Thus th
no discretion and no consistency requirement.

)

S
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lllustration

.- Simple trust with:
. $8,000 of taxable income allocable to TAI
. $2,000 of tax exempt income allocable to FAI

. $3,000 of deductible expenses paid from corpus
(none subjectd67)

. Trustee distributes $5,000 to each beneficiary, A an




lllustration (cont.)

The trustods di stri butions deduc

Gross Income $8,000
Deductible Expenses (2,400) 80% of $3,000

Taxable Income 5,600
8643(a)(3) 1.400 $2,000 tax exempt income less
20% of the $3,000 of deductions
DNI 7,000
Carries out 3,500 to each of A and B

o y




. Inclusion to each of A and B = $3,500 = $2,800 ta

. $2.800 taxable = $4.000 less $1,200

. $700 tax exempt = $1,000 less $300

. Distribution deduction = the 80% taxable portion ¢

Ustration (cont.)

DNI = $5,600
and $700 tax exempt
(half of $8,000 and half of $2,400 each)

(half of $2,000 and half of $600 each)




Section 67(e)

- 867(e) provides that the adjusted gross income of an
or a trust is determined in the same manner as for an
iIndividual, except that expenses des&bhé@)(l) and
deductions pursuant to sections 642(b), 651, and 661
allowable as deductions in arriving at adjusted gross |
Thus§67(e) removes the expenses descgbect)l)

from the category of itemized deductions (and thus als

the subset of miscellaneous itemized deductions) and
treats them as abivdine deductions allowable in
determining adjusted gross incomes Ga¢eey.




Section 67(Q)

- An expense that commonly or customarily would be
Incurred by an individual (including the appropriate pc
of a fiduciaryods bundBed
67(e)(1) and, therefore, is a miscellaneous itemized
deduction

- 867(g) denies any deduction for miscellaneous itemiz
deductions for any taxable year beginning after Decen
31, 2017, and before January 1, 2026.

. Suspension®y7(g) of the deductibility of miscellaneou
itemized deductions does not affect the deductiblility o
payments described in section 6ie)(d$ts and estates.

/
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Trust Income Computation & Allocation

. Tier Rules

. Exclusion of Specific Bequests

- Distributions in Kind

. Separate Share Rule

. Charitable Deduction

- Trust TerminatidB@eductions and Carryovers




Tier Rules

- The oti erd rul es are ni

trusts because of the ability to accumulate income
later distribution.

. First Tier: Required current distributions of iIncome

v

. Second Tier: All other distributions.




Tier Rules

- DNI is initially allocated to all first tier required
distributions of current income.

- Excess DNl Is allocated pro rata among second tie
beneficiaries on the basis of their respective secol
distributions.

. Second tier distributions Iin excess of DNI-fnexea ta)
distribution of trust corpus.

. Distributions to charity are treated like an intermec
tier.

p” ]




lllustration

. Complex trust with:
$50,000 of taxable income allocable to TAI
$10,000 of deductible expenses paid from corpus
(none subject367).

. $40,000 of DNI.

. Trustee required to distribute all income in equal
shares to A and B, and Trustee has discretion to
distribute principal

. Trustee distributes $25,000 to A, and $75,000 to E




lllustration (cont.)

Tier one distributions:

A 1% of income $25,000
A Y of DNI $20,000
B 12 of income $25,000
B ¥ of DNI $20,000

Tier two distribution:
B discretionary distribution of principa$50,000

(-




Specific Bequests

. Specific Bequédistributions of assets in satisfactic
specific bequests do not carry out DNI.

. Rule is consistent \gith2.




Distributions in Kind

ncome carried out by a distribution of property In

DASIS

- Recil pl ent 0scabyavwribasis under t
8643(e)(1)

. §643(e)(3) electiebasis equal to FMV and income

recognition to trust

| Is imited b§643(e)(2) to lesser of property's FMV ¢




Separate Share Rule

. 8663(c). Substantially independent and separatel
administered shares of a single trust or of an esta
be treated as separate trusts or estates for DNI al
purposes.

- The separate share rule only applies to the compt
of DNI and its carry out to beneficiaries.

\




Charitable Deduction

. Intermediate T+egduces DNI

. 8642(c) requires tracing of amounts distributed anc
the deduction to amounts actually paid from gross
of the estate or trust

- Governing instrument requirement
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Charitable Deduction: Sample Language

OThe Trustee I s authori
iIncome to fund bequests or distributions to charitablg
organi zations. o




lllustration

. Complex trust with:
. $50,000 of taxable income allocable to TAI

. $10,000 of deductible expenses paid from corpus
(none subject§67).

. $40,000 of DNI.

. Trustee is required to distribute $25,000 to A. Trus
has discretion to distribute to B and to charity C

. Trustee distributes $25,000 to A, $15,000 to B, anc
$10.000to C




lllustration-continued

Tier one distribution:

A d required distribution $25,000
A-DNI $25,000

[reduces DNI to $15,000]
Intermediate tier distribution:

C - distribution $10,000

[8642(c) deduction indirectly reduces the remaining DNI by $10,000 to §
Tier two distribution:

B- discretionary distribution $15,000

B- DNI $ 5,000

b




Set Aside Deduction

. 8642(c)(2) permits a deduction for amounts of gros:
Income permanently set aside for a qualified
charitable purpose pursuant to the terms of a
governing instrument for any estate.

. Deduction does not apply to trusts LEH4Ss a
election is In effect.




a I
Trust Termination: Deductions &
Carryovers

. Deductions reduce taxable income and corresponc
DNI

. Deductions that exceed taxable income do not pas
to the beneficiaries and are wasted, unless they
constitute a net operating loss or capital loss and
carryover to the entity's next tax year




e

Trust Termination: Deductions &
Carryovers

. §642(h) provides that excess deductions (other thz

operating loss and capital loss carryovers) in the y,
termination of a trust or estate pass through to the

beneficiaries succeeding to the property of the est;

trust as miscellaneous itemized deductions
. 8§67(g) denies any miscellaneous itemized deducti

any taxable year beginning after December 31, 20

before January 1, 2026.

C




Effect of§ 67(g) and8 642(h)

- The inability of beneficiaries to claim excess deductior
create unwelcome and unanticipated consequences. F
example, it could artificially affect timing of distribution
delay closing of estates, and create incongruity in the
treatment of administration expe@npesmitting them as
deductions to an estate or trust but denying them whe
passedut to beneficiaries.




™

Compensatory (Equitable) Adjustments

Trustee Duty of Impartiality.

. ExampleAn estate Is subject to payment of FET mg

make 8642(g) election to use estate expenses as :
deduction unde@R053 ang82054, or to use those
expenses (to the extent possible) to reduce estate
taxes

- The unavoidable choice Is between reducing taxak

iIncome that will reduce DNI that should reduce the

Income tax that income beneficiaries would incur, «

reducing FET that would leave more corpus for the

(C

:

)

remainder beneficiaries y




e

. . R
Compensatory (Equitable) Adjustments
(cont.)

Trustee Duty of Impartiality.

. Exampldrustee makes a distribution of cash to th
Income beneficiary. Trustee raised the cash by th
stock. Trustee has discretion to treat the capital g
part of DNI.

. The unavoidable choice is between increasing DNI
will increase the income tax that the income benef
would incur, or excluding the capital gain from DNI
would cause the income tax burden to be borne b
remainder beneficiaries.

/




lllustration involving distributions

. The following distributions occur in a year in which
$200x
. A and B each receive assets with a fair market value
. How much DNI will be allocated to A, and to B?
- What If the trustee mak&#s18(e)(3) election?
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lllustration: No Separate Shares, DNI of

$200, and Total FMV $150 to each

Asset Basis Recipient DNI Built-in
Carryout Gain

Blackacre $50
A corp stock $60 $10 A $10 $50
Cash $15 A $15

$150 [$75] [$75]
Greenacre $50 $50 B $50 $0
B corp stock $45 $30 B $30 $15
C corp stock $15 $5 B $5 $10
Cash $40 B $40

$150 [$125] [$25]




e

Asset Basis | Recipient DNI Built-in
Carryout Gain

lllustration: Separate Shares, DNI of
$200, and Total FMV $150 to each

Blackacre $75 $50
A corp stock $60 $10 A $10 $50
Cash $15 A $15

$150 [$75] [$75]
Greenacre $50 $50 B $50 $0
B corp stock $45 $30 B $30 $15
C corp stock $15 $5 B $5 $10
Cash $40 B $40

$150 [$100] [$25]




Carrying Out DNI

- The Trustee of Trust T may In its discretion pay iIncome
the current beneficiary B

- B holds an inter vivos limited power of appointment

- In a year in which Trust T has income of $50,000 and L
of $50,000, B exercises power of appointment to direct
Trustee to pay $50,000 to child C. No other distributiof
are made in the year

. Does child C have income g66@2¢a)(2)?

. Can the exercise occur in tdaypperiod and relate
back?




Carrying Out DNI

. Same facts except B exercises power of appointm

direct Trustee to pay $50,000 to charity, and $50,0(

child C

. Is the Trust entitled to a charitable deduction unde
§642(c)?

. How much DNI would be allocated to child C unde
8662(a)(2)?

. Can the exercise occur in tdayeperiod and relate
back?

€

[

/




§ 643(g): Estimated Tax

- 8643(g) allows a trustee to treat any portion of the
trust's estimated tax payments as an estimated tax
payment made by a beneficiary of the trust

. If aTrustee mak&643(g) election, the estimated tax
payments are treated as a distribution from the truz
followed by use by the beneficiary to pay the benef
estimated taxes




