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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 

THE SPEAKERSõ 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.
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Survivor's Trust
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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 Ä16356; UPAIA Ä405

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 ultimately distributed to Hôs children from his firs marriage?  Ä16346; UPAIA 

302.  

Trustee Level

B CA D

DS/H DOD

1/5/XX

SS DOD

6/30/YY

Rent Due 

1/1/XX

Rent Rec'd 

1/10/XX
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Apportionment Of Receipts Between Successive Interests

PC 16346 & 16347

Query #2

1. Rent received is fiduciary "income".  PC Ä16356; UPAIA Ä405.

2. Is the $100,000 January rent rec'd on 1/5/YY at "F", one day before SS/W#2ôs DOD at "G", (a) 

"income" to be distributed to SS stepmotherôs estate & her children from her first marriage, or (b) 

"principal" to be ultimately distributed to the remainder stepchildren from DS/H's first marriage?  

PC 16347; UPAIA   

Stepchildren's Remainder Trust

Rent Rec'd 24 Hrs 

Prior To SS/W#2's 

DOD, & trustee did not 

distribute to SS. 

1/5/YY

SS Stepmother QTIP Life Estate

E G H
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1/6/YY

Trustee Level

F
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P:/Freelance/Diagrams/P&I and SubTrustDiagrams-Strafford Seminar.pptx

Rent Due 

1/1/YY

I

12





Gregory V. Gadarian 

Tucson, AZ

Mastering Fiduciary Accounting Income 
for Estate Planners and Administrators



Key Concepts/Issues

·Ability to treat capital gains as part of DNI. Slides 40-47

·Ability to claim a charitable deduction for distributions to 

charities. Slides 67-68

·IRS Notice 2018-61 dealing with §67(g) and §642(h)(2). 

Slides 56 and 57, and 72-74
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Non-Grantor Trusts & Estates

·Overview of Simple Trusts

·Overview of Complex Trusts and Estates

·Conduit Taxation
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Income Taxation of Non-Grantor 

Trusts & Estates
·General Rule ð§641(a) imposes an income tax on the 

income of estates and trusts.

·§641(b) ðincome computed in the same manner as an 

individual with certain exceptions, and tax is paid by the 

fiduciary.

·Tax rates are found in §1(e).
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Simple Trusts & Complex Trusts

ÅSimple trusts ð§§651 and 652

ÅIncome (fiduciary accounting income) is required to be 

distributed currently.

ÅComplex trusts and estates ð§§661 and 662

ÅAll fiduciary entities that do not qualify as simple 

trusts.  
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Conduit Taxation

ÅTaxable income earned by a trust or an estate is taxable 

either to the trust or to the beneficiaries. 

ÅIf the trust or estate makes distributions, then the trust is 

allowed a deduction for the distributions made to the 

beneficiary, and the beneficiary reports the item as income 

on his own tax return to the extent of the distribution or 

the trustõs distributable net income. 

19



DNI

ÅFunction and Role

ÅComputation

ÅTaxable Income

ÅAdjustments to Determine DNI

ÅCapital Gains
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Role of DNI

ÅLimits Beneficiariesõ Taxable Income

ÅSeparate share rule

ÅCharacter Rule

ÅCharacter flows through

ÅLimits Trust/Estateõs Distribution Deduction
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Distribution Deduction

ÅDistribution deduction is limited to: 

ÅThe lesser of trust accounting income (§651) or DNI 

for simple trusts

ÅThe lesser of the distribution or DNI for complex  

trusts (§661)
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Income to Beneficiary

Å§652(a):  The maximum amount of taxable income of the 

trust that is taxed to a beneficiary of a simple trust as 

the result of a required distribution to the beneficiary is 

the lesser or trust accounting income, or DNI. 

Å§662(a):  The maximum amount of taxable income of the 

trust that is taxed to a beneficiary of a complex trust

as the result of an actual distribution to the beneficiary is 

the lesser of the amount of the distribution, or DNI. 
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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?
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65 Day Rule

ÅAllows the trustee of a complex trust (but not a simple 

trust) to elect to treat distributions properly made or 

credited within the first 65 days of a new tax year as if 

they were made or credited on the last day of the prior 

year.

ÅUsed to push out tax consequences to the trust 

beneficiaries who may be in a lower bracket for income 

tax or NIIT purposes.
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Trust Accounting Income

ÅAlso referred to as fiduciary accounting income

ÅThe amount the fiduciary has available for current 

distributions to the income beneficiaries of a trust or 

estate. 

ÅDetermined under the terms of the governing instrument 

and applicable local law (the trust or estateõs situs).  

ÅApplicable local law means the stateõs version of the 

Uniform Principal and Income Act.

ÅThe Principal and Income Act determines whether a receipt 

or disbursement is to be categorized as allocable to trust 

principal or trust income.
26



Capital Gains

ÅAre capital gains included in computation of trust 

accounting income?

ÅAre capital gains included in computation of 

distributable net income?
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Uniform Principal and Income Act

ÅThe National Conference of Commissioners on Uniform 

State Laws (www.uniformlaws.org)

ÅThe Actõs purpose is to provide procedures for trustees 

administering trusts and personal representatives 

administering estates in allocating assets to principal and 

income, and to govern their proper distribution to 

beneficiaries, heirs, and devisees.
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Uniform Fiduciary Income and 

Principal Act

Å(Draft) Revised (2016) Uniform Principal and Income 

Act

ÅProposed (2017) Uniform Fiduciary Income and 

Principal Act
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Net Income under UPIA and UFIPA

ÅUPIA. òNet incomeó means the total receipts allocated to income 

during an accounting period minus the disbursements made from 

income during the period, plus or minus transfers under the UPIA 

to or from income during the period.

ÅUFIPA. óNet incomeó means the total allocations to income under 

the UFIPA and the terms of the trust during an accounting period 

minus the disbursements, other than distributions, allocated to 

income under the UFIPA and the terms of the trust during the 

period. 

ÅNet income includes adjustments from principal to income and 

excludes adjustments from income to principal under Section 203.  

If the trust is a unitrust or has been converted to a unitrust, net 

income includes the unitrust amount determined under Article 3.30



UFIPA

Sec. 203 Fiduciaryõs Power To Adjust.

Å(a) A fiduciary may adjust between income and principal to the 

extent the fiduciary considers the adjustment to be in the best 

interest of the beneficiaries.  

ÅNo mention of three requirements of UPIA §104:

Å(1) The trustee invests and manages trust assets as a prudent 

investor, 

Å(2) The terms of the trust describe the amount that may or must 

be distributed to a beneficiary by referring to the trustõs income, 

and 

Å(3) The trustee determines that he is unable to administer a trust 

or estate impartially.
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UFIPA

Article 3.  Unitrust

ÅA òunitrustó is simply a trust in which the periodic 

payout to the current income beneficiary is determined 

with reference to a percentage of the net value of the 

trust assets, determined from time to time, regardless 

of how much income is produced by the trust assets or 

the growth of the trust assets.  

ÅAs the value of the trust assets increases, the unitrust

amount increases.  

ÅAs the value decreases, the unitrust amount decreases.
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UPIA

§505. Income Taxes

(c) A tax required to be paid by a trustee on the trustõs share of an entityõs taxable 

income must be paid:

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

only to income;

(2) from principal to the extent that receipts from the entity are allocated 

only to principal;

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

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

(4) from principal to the extent that the tax exceeds the total receipts 

from the entity.

(d) After applying subsections (a) through (c), the trustee shall adjust income or 

principal receipts to the extent that the trustõs taxes are reduced because the trust 

receives a deduction for payments made to a beneficiary.
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Payment of Tax on Trustõs Share of 

Entityõs Taxable Income
ÅExample 1 ðTrust T receives a Schedule K-1 from 

Partnership P reflecting taxable income of $1 million. 
Partnership P distributes $100,000 to T, which allocates the 
receipts to income.  Both Trust T and income Beneficiary B are 
in the 35% tax bracket.  Tõs tax on $1 million of taxable 
income is $350,000

ÅUnder UPIA §505(c), Tõs tax must be paid from income 
receipts because receipts from the entity are allocated only to 
income.  Therefore, T must apply the entire $100,000 of 
income receipts to pay its tax.  In this case, Beneficiary B 
receives nothing
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ÅExample 1 (cont.) ðIf the Trust requires net income (net 

trust accounting income) be distributed currently, then the 

beneficiary includes in income the lesser of net income or DNI 

allocated to him

ÅSince the receipt from Partnership P is used by the Trustee to 

pay Trust taxes under UPIA §505(c), the net income payable to 

Beneficiary B is zero

ÅBeneficiary Bõs Schedule K-1 from the Trust will reflect income 

of the lesser of: (1) net income, or (2) DNI allocated to him

Payment of Tax on Trustõs Share of 

Entityõs Taxable Income (cont.)
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Payment of Tax on Trustõs Share of 

Entityõs Taxable Income (cont.)

ÅExample 2ðTrust T receives a Schedule K-1 from Partnership P 
reflecting taxable income of $1 million.  Partnership P distributes 
$500,000 to T, which allocates the receipts to income.  Both Trust T 
and income Beneficiary B are in the 35% tax bracket. Trust Tõs tax 
on $1 million of taxable income is $350,000. 

ÅUnder UPIA §505(c), Tõs tax must be paid from income receipts 
because receipts from P are allocated only to income.  Therefore, T 
uses $350,000 of the $500,000 to pay its taxes and distributes the 
remaining $150,000 to B.  The $150,000 payment to B reduces Tõs 
taxes by $52,500 ($150,000 x 35%), which it must pay to B.  But 
the $52,500 further reduces Tõs taxes by $18,375 ($52,500 x 35%), 
which it also must pay to B.  
ÅEach time T makes a distribution to B, its taxes are further reduced, 

causing another payment to be due B.

ÅAlternatively, T can apply an algebraic formula to determine the 
amount payable to B.36



Payment of Tax on Trustõs Share of 

Entityõs Taxable Income (cont.)

ÅExample 2 (cont.)ðIf Trust T requires net income be distributed 
currently then the beneficiary includes in income the lesser of (1) 
net income, or (2) DNI allocated to him

ÅSince a portion of the receipts from Partnership P is used by the 
Trustee to pay Trust taxes, the net income payable to B (after 
applying the formula) is $230,769.  After deducting the payment as a 
distribution deduction, T has exactly enough to pay its tax on the 
remaining taxable income from P

ÅThe payment to B by T does not have to occur within the Trustõs tax 
year or under the 65-day rule to be deducted by the Trust

ÅBõs Schedule K-1 from the Trust reflects income of the lesser of (1) 
net income paid to him ($230,769), or (2) DNI allocated to him
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Payment of Tax on Trustõs Share of 

Entityõs Taxable Income (cont.)

ÅExample 2 (cont.)ðIf the Trust does not require net income be 

distributed currently then Beneficiary B includes in income the 

lesser of (1) amounts properly paid or credited to him, or (2) DNI 

allocated to him

ÅAmounts properly paid or credited to B include amounts under the 

65-day rule

ÅIt will be impossible for the Trustee to make the computation of 

the amount needed to pay its taxes and the amount available for 

distribution to B within 65-days of the year end since Partnership 

B will not files its partnership return until March 15

ÅBõs Schedule K-1 from the Trust will reflect income of the lesser of 

(1) amounts properly paid or credited to him (possibly zero), or 

DNI allocated to him38



UPIA ðReceipts from Entities
Section 401. Character of Receipts 

(b) a trustee shall allocate to income money received from an 
entity 

(c)  A trustee shall allocate the following receipts from an entity 
to principal: 

(1) property other than money;

(2) money received in one distribution or a series of 
related distributions in exchange for part or all of a 
trustõs interest in the entity;

(3) money received in total or partial liquidation of the 
entity
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Sample Language ðDistributions from 

an entity
·The Trustee may allocate receipts and disbursements between 
principal and income, as the Trustee, in the Trusteeõs fiduciary 
capacity, reasonably determines.  In no event may the Trustee 
allocate to principal a receipt which would result in the denial of 
the estate tax marital deduction to a trust or cause a trust to lose 
its status as a qualified subchapter S trust.  In making such 
allocations, the Trustee is authorized to treat distributions from 
certain entities (e.g. a limited liability company, partnership, or S 
corporation, which is closely held or a family owned) as income 
only to the extent the receipt constitutes net profits, rent, interest 
or dividends at the entity level.  The Trustee is authorized to treat 
distributions from such an entity which constitute sale proceeds or 
refinancing proceeds at the entity level as principal.
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Capital Gains under UPIA and 

UFIPA

Section 404. Principal Receipts.  A trustee shall 

allocate to principal:

(2) money or other property received from the sale, 

exchange, liquidation, or change in form of a principal 

asset, including realized profit, subject to this [article];
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Capital Gains under Subchapter J 

§ 643(a)(3) 

Distributable net income.é the term òdistributable 

net incomeó means, éthe taxable income of the estate or 

trust computed with the following modifications

Å(3) Capital gains and losses. Gains from the sale or 

exchange of capital assets shall be excluded to the extent 

that such gains are allocated to corpusandare not (A) 

paid, credited, or required to be distributed to any 

beneficiary during the taxable year, or (B) paid, 

permanently set aside, or to be used for the purposes 

specified in section 642(c).
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Capital Gains: 

Treas. Reg. §§ 1.643(a) and (b)

ÅCircumstances where capital gains are allocated to trust 

accounting income and therefore included in DNI.

ÅCircumstances where capital gains are allocated to trust 

principal, butare paid, credited, or required to be 

distributed to a beneficiary, and therefore included in 

DNI.
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Analysis ðStep One

·Has a distribution been made (or is one required to be 

made)?

·Fiduciary duties apply

·Are Capital Gains in fact allocated to Income or to 

Principal?

·If Capital Gains are allocated to income, such gains are 

automatically part of DNI.
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Analysis ðStep Two

·If Capital Gains are in fact allocated to principal, can 

such gains still be included in DNI?

·Such gains still may be included in DNI.

·Treas. Reg. §1.643(a)-3 lists circumstances in which an 

allocation to DNI is allowed.

·Authority under state law or the governing instrument is 

required.
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§1.643(a)-3(b) and §1.643(b)-1

·An allocation of capital gains to income will generally be 

respected if:

·The allocation is made either pursuant to the terms of 

the governing instrument andapplicable local law, or

·Pursuant to a reasonableand impartialexercise of 

a discretionary power granted to the fiduciary by 

applicable local law orby the governing 

instrument, if not prohibited by applicable local 

law.
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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 qualified 

beneficiary, and other than the Grantor) may allocate 

realized short term capital gains and/or realized long term 

capital gains to either trust income or trust principal.
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Capital Gains Allocated to Principal

·Methods of Including Capital Gains in DNI when 

allocated to Principal

·Consistency Requirement

·State Statutes
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Including Capital Gains in DNI when 

Capital Gains are allocated to Principal

·Capital Gains are allocated to principal, but:

·treated consistentlyby the fiduciaryon the trust's books, 

records, and tax returns as part of a distribution to a 

beneficiary.

·actually distributedto the beneficiary.

·utilized by the fiduciary in determining the amount that is 

distributedor required to be distributed to a beneficiary.
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Example 1

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

discretionary powers to invade principal for A's benefit and to deemdiscretionary 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 capital gain from the 

sale of securities.  Pursuant to the terms of the governing instrument and applicable local law, Trustee 

allocates the $10,000 capital gain to principal.  During the year, Trustee distributes to A $5,000, 

representing A's right to trust income.  In addition, Trustee distributes to A $12,000, pursuant to the 

discretionary power to distribute principal. 

Trustee does not exercise the discretionary power to deem the discretionary distributions of principal as 

being paid from capital gains realized during the year.  Therefore, the capital gains realized during the year 

are not included in distributable net income and the $10,000 of capital gain is taxed to the trust.  In 

future years, Trustee must treat all discretionary distributions as not being made from any realized 

capital gains.

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

on the trust's books, records, and tax returns as part of a distribution to a beneficiary." 50



Example 2

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

Trustee is given discretionary powers to invade principal for A's benefit and todeem

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 to the 

terms of the governing instrument and applicable local law, Trustee allocates the $10,000 

capital gain to principal.  During the year, Trustee distributes to A $5,000, representing A's 

right to trust income.   In addition, Trustee distributes to A $12,000, pursuant to the 

discretionary power to distribute principal.

The Trustee intends to follow a regular practiceof treating discretionary distributions of 

principal as being paid first from any net capital gains realized by Trust during the year. 

Trustee evidences this treatment by including the $10,000 capital gain in distributable net 

income on Trust's federal income tax return so it is taxed to A.  This treatment of the capital 

gains is a reasonable exercise of Trustee's discretion.  In future years Trustee must treat 

all discretionary distributions as being made first from any realized capital gains.
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Example 3

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

During Trust's first taxable year, Trust has $5,000 of dividend income and $10,000 
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 pursuant 
to the terms of the governing instrument, the $10,000 capital gain is included in 
Trust's distributable net incomefor the taxable year.

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

·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 subject to §67)

·Trustee distributes $5,000 to each beneficiary, A and B

53



Illustration (cont.)

The trustõs distributions deduction:

Gross Income $8,000

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

Taxable Income                    5,600

§643(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
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Illustration (cont.)

·Distribution deduction = the 80% taxable portion of 
DNI = $5,600

·Inclusion to each of A and B = $3,500 = $2,800 taxable 
and $700 tax exempt

·$2,800 taxable = $4,000 less $1,200 
(half of $8,000 and half of $2,400 each)

·$700 tax exempt = $1,000 less $300 
(half of $2,000 and half of $600 each)
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Section 67(e)

·§67(e) provides that the adjusted gross income of an estate 

or a trust is determined in the same manner as for an 

individual, except that expenses described in §67(e)(1) and 

deductions pursuant to sections 642(b), 651, and 661 are 

allowable as deductions in arriving at adjusted gross income. 

Thus, §67(e) removes the expenses described in §67(e)(1) 

from the category of itemized deductions (and thus also from 

the subset of miscellaneous itemized deductions) and instead 

treats them as above-the-line deductions allowable in 

determining adjusted gross income under §62(a). 
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Section 67(g)
·An expense that commonly or customarily would be 

incurred by an individual (including the appropriate portion 
of a fiduciaryõs bundled fee) is not a payment described in §
67(e)(1) and, therefore, is a miscellaneous itemized 
deduction

·§67(g) denies any deduction for miscellaneous itemized 
deductions for any taxable year beginning after December 
31, 2017, and before January 1, 2026.

·Suspension by §67(g) of the deductibility of miscellaneous 
itemized deductions does not affect the deductibility of 
payments described in section 67(e)(1) for trusts 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 TerminationðDeductions and Carryovers
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Tier Rules

·The òtieró rules are necessary in the taxation of complex 
trusts because of the ability to accumulate income for 
later distribution.

·First Tier: Required current distributions of income.

·Second Tier: All other distributions.
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Tier Rules

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

·Excess DNI is allocated pro rata among second tier 
beneficiaries on the basis of their respective second tier 
distributions.

·Second tier distributions in excess of DNI are a tax-free 
distribution of trust corpus.

·Distributions to charity are treated like an intermediate 
tier.
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Illustration

·Complex trust with:
$50,000 of taxable income allocable to TAI
$10,000 of deductible expenses paid from corpus 
(none subject to §67). 

·$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 B. 
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Illustration (cont.)

Tier one distributions:

A ½ of income $25,000

A ½ of DNI $20,000

B ½ of income $25,000

B ½ of DNI $20,000    

Tier two distribution:

B discretionary distribution of principal$50,000 
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Specific Bequests

·Specific Bequestsðdistributions of assets in satisfaction of 
specific bequests do not carry out DNI.

·Rule is consistent with §102. 

64



Distributions in Kind

·Income carried out by a distribution of property in kind 
is limited by §643(e)(2) to lesser of property's FMV or 
basis

·Recipientõs basis in the asset - carryover basis under 
§643(e)(1)

·§643(e)(3) election - basis equal to FMV and income 
recognition to trust
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Separate Share Rule

·§663(c).  Substantially independent and separately 
administered shares of a single trust or of an estate will 
be treated as separate trusts or estates for DNI allocation 
purposes. 

·The separate share rule only applies to the computation 
of DNI and its carry out to beneficiaries.
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Charitable Deduction

·Intermediate Tier-reduces DNI

·§642(c) requires tracing of amounts distributed and limits 

the deduction to amounts actually paid from gross income 

of the estate or trust

·Governing instrument requirement
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Charitable Deduction: Sample Language

òThe Trustee is authorized to distribute current gross 

income to fund bequests or distributions to charitable 

organizations.ó
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Illustration

·Complex trust with:

·$50,000 of taxable income allocable to TAI

·$10,000 of deductible expenses paid from corpus

(none subject to §67). 

·$40,000 of DNI.

·Trustee is required to distribute $25,000 to A.  Trustee 

has discretion to distribute to B and to charity C

·Trustee distributes $25,000 to A, $15,000 to B, and 

$10,000 to C
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Illustration-continued

Tier one distribution:

A ðrequired distribution $25,000

A - DNI $25,000

[reduces DNI to $15,000]

Intermediate tier distribution:

C - distribution $10,000

[§642(c) deduction indirectly reduces the remaining DNI by $10,000 to $5,000]

Tier two distribution:

B - discretionary distribution $15,000

B - DNI $  5,000    
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Set Aside Deduction

·§642(c)(2) permits a deduction for amounts of gross 

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 unless a §645 

election is in effect.

71



Trust Termination: Deductions & 

Carryovers

·Deductions reduce taxable income and correspondingly, 

DNI

·Deductions that exceed taxable income do not pass out 

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
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TrustTermination: Deductions & 

Carryovers

·§642(h) provides that excess deductions (other than net 

operating loss and capital loss carryovers) in the year of 

termination of a trust or estate pass through to the 

beneficiaries succeeding to the property of the estate or 

trust as miscellaneous itemized deductions

·§67(g) denies any miscellaneous itemized deductions for 

any taxable year beginning after December 31, 2017, and 

before January 1, 2026.
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Effect of § 67(g) and § 642(h)

·The inability of beneficiaries to claim excess deductions may 

create unwelcome and unanticipated consequences. For 

example, it could artificially affect timing of distributions, 

delay closing of estates, and create incongruity in the 

treatment of administration expenses ñ permitting them as 

deductions to an estate or trust but denying them when 

passed-out to beneficiaries.
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Compensatory (Equitable) Adjustments

Trustee Duty of Impartiality.

·Example.  An estate is subject to payment of FET may 

make a §642(g) election to use estate expenses as an FET 

deduction under §2053 and §2054, or to use those 

expenses (to the extent possible) to reduce estate income 

taxes

·The unavoidable choice is between reducing taxable 

income that will reduce DNI that should reduce the 

income tax that income beneficiaries would incur, or 

reducing FET that would leave more corpus for the 

remainder beneficiaries75



Compensatory (Equitable) Adjustments 

(cont.)

Trustee Duty of Impartiality.

·Example. Trustee makes a distribution of cash to the 

income beneficiary.  Trustee raised the cash by the sale of 

stock.  Trustee has discretion to treat the capital gain as 

part of DNI. 

·The unavoidable choice is between increasing DNI that 

will increase the income tax that the income beneficiary 

would incur, or excluding the capital gain from DNI that 

would cause the income tax burden to be borne by the 

remainder beneficiaries. 
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Illustration involving distributions

·The following distributions occur in a year in which DNI is 

$200x

·A and B each receive assets with a fair market value of $150x

·How much DNI will be allocated to A, and to B?

·What if the trustee makes a §643(e)(3) election?
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Illustration: No Separate Shares, DNI of 

$200, and Total FMV $150 to each 

Asset FMV Basis Recipient DNI

Carryout

Built -in

Gain

Blackacre $75 $50 A $50 $25

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]
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Illustration: Separate Shares, DNI of 

$200, and Total FMV $150 to each

Asset FMV Basis Recipient DNI

Carryout

Built -in

Gain

Blackacre $75 $50 A $50 $25

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]
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Carrying Out DNI
·The  Trustee of Trust T may in its discretion pay income to 

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 DNI 
of $50,000, B exercises power of appointment to direct 
Trustee to pay $50,000 to child C.  No other distributions 
are made in the year

·Does child C have income under §662(a)(2)?

·Can the exercise occur in the 65-day period and relate 
back?
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Carrying Out DNI

·Same facts except B exercises power of appointment to 
direct Trustee to pay $50,000 to charity, and $50,000 to 
child C

·Is the Trust entitled to a charitable deduction under 
§642(c)?

·How much DNI would be allocated to child C under 
§662(a)(2)?  

·Can the exercise occur in the 65-day period and relate 
back?
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§ 643(g): Estimated Tax

·§643(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 a Trustee makes a §643(g) election, the estimated tax 

payments are treated as a distribution from the trust, 

followed by use by the beneficiary to pay the beneficiary's 

estimated taxes
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