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Tips for Optimal Quality  

Sound Quality 

If you are listening via your computer speakers, please note that the quality of 

your sound will vary depending on the speed and quality of your internet 

connection. 

 

If the sound quality is not satisfactory and you are listening via your computer 

speakers, you may listen via the phone: dial 1-866-961-9091 and enter your PIN 

when prompted. Otherwise, please send us a chat or e-mail 

sound@straffordpub.com immediately so we can address the problem. 

 

If you dialed in and have any difficulties during the call, press *0 for assistance. 

 

Viewing Quality  

To maximize your screen, press the F11 key on your keyboard. To exit full screen,  

press the F11 key again. 
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Continuing Education Credits  

For CLE purposes, please let us know how many people are listening at your 

location by completing each of the following steps:  

Å In the chat box, type (1) your company name and (2) the number of 

attendees at your location 

Å Click the SEND button beside the box 

If you have purchased Strafford CLE processing services, you must confirm your 

participation by completing and submitting an Official Record of Attendance (CLE 

Form). 

You may obtain your CLE form by going to the program page and selecting the 

appropriate form in the PROGRAM MATERIALS box at the top right corner. 

If you'd like to purchase CLE credit processing, it is available for a fee. For 

additional information about CLE credit processing, go to our website or call us at 

1-800-926-7926 ext. 35. 
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Program Materials  

If you have not printed the conference materials for this program, please 

complete the following steps: 

Å Click on the ^ sign next to “Conference Materials” in the middle of the left-

hand column on your screen.   

Å Click on the tab labeled “Handouts” that appears, and there you will see a 

PDF of the slides for today's program.   

Å Double click on the PDF and a separate page will open.   

Å Print the slides by clicking on the printer icon. 
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Income Tax Considerations for 
Trusts & Estates:  

Avoiding the New Income Taxes 
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By Robert S. Barnett 
CPA, JD, MS (TAXATION) 

 
CAPELL BARNETT MATALON & SCHOENFELD LLP 

ATTORNEYS AT LAW 
(516) 931-8100 

rbarnett@cbmslaw.com 
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INCOME TAX RATES 

 

RATE ¢!·!.[9 Lb/ha9 bh¢ h±9wΧ 

Married Filing 
Separately 

Individual Head of 
Household 

Married Filing 
Jointly 

10% $8,925 $8,925 $12,750 $17,850 

15% $36,250 $36,250 $48,600 $72,500 

25% $73,200 $87,850 $125,450 $146,500 

28% $111,525 $183,250 $203,150 $223,050 

33% $199,175 $398,350 $398,350 $398,350 

35% $225,000 $400,000 $425,000 $450,000 

39.6% Over  
$225,000 

Over 
$400,000 

Over 
$425,000 

Over 
$450,000 
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ESTATE & TRUST INCOME TAX RATES 
Å Income Tax & Capital Gain: 39.6% and 20% rates apply when 

trust taxable income over $11,950 

ÅMedicare: 3.8% surtax on lesser of (i) undistributed net 
investment income; or (ii) excess of AGI over $11,950  

 = 43.4% income tax rate or 23.8% capital gain tax rate 
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2013 ESTATE & TRUST INCOME TAX RATES 

Taxable LƴŎƻƳŜΧ Income Tax Rate Capital Gain Rate 

Not over $2,450 15% 0% 

$2,450 - $5,700 25% 15% 

$5,700 - $8,750 28% 15% 

$8,750 - $11,950 33% 15% 

Over $11,950 39.6% (+ 3.8% surtax) 20% (+ 3.8% surtax) 



§ 1411 MEDICARE SURTAX: 
TRUSTS/ESTATES 

3.8% surtax on the lesser of: 

ÅUndistributed net investment income OR 

ÅExcess, if any, of  

ïAGI (as defined in 67(e)) over 

ïDollar amount which the highest tax 
bracket in section 1(e) begins (2013 - 
$11,950) 
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NET INVESTMENT INCOME 
ÅGross income from interest, dividends, annuities, 

royalties, and rents, other than from an ordinary 
trade or business; 

ÅGross income from passive activity or 
trade/business involving trading in financial 
instruments/commodities; and 

ÅNet gain from disposition of property, other than 
property held in trade or business 

ïIncludes gain from passive activity or trade/business 
involving trading in financial instruments/commodities 

ÅLess allocable deductions 
10 



INDIVIDUALS VS. TRUSTS/ESTATES 

ÅSurtax applies to Trust/Estates on 
amounts over $11,950 

ÅIndividuals ς threshold amount varies 

ïTaxpayer filing joint return - $250,000 

ïMarried filing separately - $125,000 

ïAll other cases - $200,000  

ÅGreater exposure for trust/estate 
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INDIVIDUALS VS. TRUSTS/ESTATES 

ÅTrust/Estate surtax on undistributed net 
investment income 

ÅDistributions to beneficiaries - may avoid 
surtax at trust/estate level 

ÅTax spread over many beneficiaries vs. tax to 
trust/estate 

ÅGoverning instrument must allow for 
distributions 
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FIDUCIARY ACCOUNTING 
INCOME (FAI)  

ÅDifferent from taxable income 

ÅIncome the settlor intended the 
income beneficiary to receive  

ÅGoverning instrument & local 
law control allocations 
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NY EPTL 11-A-1.2: INCOME & PRINCIPAL 

ÅState Law defers to governing instrument 
ÅPrincipal: Property held for remainder B 
ïIncludes capital gain 

ÅIncome: Return from principal assets 
ïRent from property (Sch. E) 
ïInterest 
ïCorporate distributions ς classification varies 
ïExtraordinary distributions ς Principal  
ïBusiness income (Sch. C) 
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HYPOTHETICAL 
Trust realizes $11,950 of dividends and 

$60,000 of capital gain 

ÅTraditional trust income taxation: 

ï$11,950: Income taxed to B 

ï$60,000: Capital Gain taxed to Trust 

Å¢ǊǳǎǘΩǎ LƴŎƻƳŜ ¢ŀȄ Ґ $14,000 (approx.) 

ÅALTERNATIVELY, if all is taxed to B and B has 
no other income: 

Å.Ωǎ Income Tax = $3,855  
 15 



PLANNING OPPORTUNITY 

Potential significant savings if shift income 
tax burden from trust to beneficiary 

ï Avoid condensed trust income tax brackets 

ï¦ǘƛƭƛȊŜ .ŜƴŜŦƛŎƛŀǊȅΩǎ ǘŀȄ ōǊŀŎƪŜǘ 

ï Avoid 3.8% Medicare surtax 
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 REDUCE TAX BURDEN: 
Beneficiary-Level Taxation 

 

ÅInclude capital gain in Distributable 
Net Income ς Treas. Reg. 1.643(a)-3 

ÅIn Kind Distribution ς IRC § 643(e)(3) 

Å65 Day election ς IRC § 663(b) 
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DISTRIBUTABLE NET INCOME 

ÅGoverns allocation of trust taxable 
income between trust and beneficiaries  
Å[ƛƳƛǘǎ ǘǊǳǎǘΩǎ ŘƛǎǘǊƛōǳǘƛƻƴ ŘŜŘǳŎǘƛƻƴ 
ÅLimits beneficiary-level taxation, even 

if a greater amount is distributed 
ÅDetermines character and amount of 

distribution 
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CALCULATING DNI 
TAXABLE INCOME, modified as follows: 

ÅNo deduction for distribution 
ÅNo deduction for personal exemptions 
ÅGenerally exclude capital gains 
ÅGenerally exclude capital losses 
ÅSimple trusts: Exclude extraordinary dividends 

and taxable stock dividends allocated to corpus 
and not distributed 
ÅInclude tax-exempt interest paid on state and 

local bonds, reduced by allocable disbursements 
19 



DNI EXAMPLE 1 
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Complex Trust; income distribution required 

Å Interest $7,500 

Å Dividend $14,500 

Å Capital Gains $5,000 

Å Admin Expenses $5,000 

Å Distributions $27,000 



DNI EXAMPLE 1 (cont.) 

 

 

 

 

 
 

* Limited to DNI 
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Å Total Income 27,000 

Å Expenses -5,000 

Å Distribution Deduction* -17,000 

Å Exemption -300 

Å Taxable Income 4,700 



DNI & NII 
Å3.8% surtax imposed on undistributed 

net investment income (NII) 

ÅReduce trust taxes: Distribute NII 
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DNI & NII 
ÅAllocate DNI distributions  

EXAMPLE 

ÅDNI: $50,000 interest & dividends 

ÅDistribution: $10,000, or 20% 

ÅDistributed NII = $10,000 (20% of $50,000) 

ÅUndistributed NII = $40,000 
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WHAT IS INCLUDED IN NII,  

BUT NOT IN DNI? 

24 

ANSWER: CAPITAL GAIN  



CAPITAL GAINS 
 

ÅAllocated to principal 
ÅGenerally excluded from DNI 
ÅTaxed to trust (capital gain rate + NII) 
ÅTreas. Reg. 1.643(a)-3: Capital gain 

included in DNI if fiduciary utilizes one 
of two prerequisites and one of three 
methods 
ïResult: Beneficiary-level taxation 
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TWO PREREQUISITES 
Inclusion is pursuant to: 

Å(1) Governing instrument and local law; 
OR 
Å(2) Reasonable and impartial exercise of 

discretion by the fiduciary  (in accordance 
with a power granted to the fiduciary by 
local law or by governing instrument if 
not prohibited by local law) 
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THREE METHODS 
Å(1) Allocated to income (unitrust exception); 
Å(2) Allocated to corpus but treated 

consistently ōȅ ǘƘŜ ŦƛŘǳŎƛŀǊȅ ƻƴ ǘƘŜ ǘǊǳǎǘΩǎ 
books, records, and tax returns as part of a 
distribution; or 
Å(3) Allocated to corpus, but actually 

distributed or utilized by the fiduciary in 
determining the amount that is distributed or 
required to be distributed 
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GOVERNING INSTRUMENT 

ÅAllocation according to trust terms? 

ÅDiscretion and power to: 

ïDistribute trust principal 

ïAllocate receipts and disbursements 
between income and principal 

ïInclude capital gains in income  

ÅIf silent, must rely on local law 
28 



NY PRINCIPAL & INCOME ACT  
EPTL 11-A 

ÅEffective 2001; replaced EPTL 11-2.1  

ÅAllocates receipts and disbursements 
between income and principal 

ÅDuty of impartially between income 
and principal beneficiaries 

ÅCoordinates with Prudent Investor Act 
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NY PRUDENT INVESTOR ACT 
EPTL 11-2.3 

ÅGoverns investment and management of 
trust property 

ÅάOverall ƛƴǾŜǎǘƳŜƴǘ ǎǘǊŀǘŜƎȅέ 

ÅFacilitates investing for total return 

Åά{ǘŀƴŘŀǊŘ of conduct, not outcome or 
performanceέ 

Å*Discretionary power to adjust  
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POWER TO ADJUST 

ÅTransfer between income and principal  

ÅTo administer trust impartially, fairly, 
and reasonably among all beneficiaries 

ÅTrust must allow income distributions 
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POWER TO ADJUST 
 

ÅConsider all relevant factors 
ïExpected tax consequences 

ï.ŜƴŜŦƛŎƛŀǊƛŜǎΩ ŎƛǊŎǳƳǎǘŀƴŎŜǎ 

ïAsset type 

32 



POWER TO ADJUST 
 

ÅProhibited in certain circumstances 
ïwŜŘǳŎŜǎ ǎǇƻǳǎŜΩǎ ƛƴŎƻƳŜ ƛƴǘŜǊŜǎǘ όƳŀǊƛǘŀƭ 

deduction) 

ïTrustee is beneficiary 

ïAffects amounts devoted to charity 
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DNI & CAP GAINS METHOD 1 
(INCOME) 

ÅYEAR 1: Trust earns $60,000 of capital 
gain; Trustee wishes to include in DNI 

ÅLook to governing instrument 

ÅIf silent, review discretion and powers 

ïE.g.: Income to B; discretion to distribute 
principal (standard provision) 

ÅLook to local law 
34 



DNI & CAP GAINS METHOD 1 
(INCOME) 

ÅLocal law grants power to adjust to 
transfer between principal and income 

ÅT considers relevant factors  

ïLƴŎƻƳŜ ϧ ǊŜƳŀƛƴŘŜǊ ōŜƴŜŦƛŎƛŀǊƛŜǎΩ ƴŜŜŘǎΣ 
trust assets, economic conditions, 
anticipated tax consequences, etc.  

ÅT allocates capital gain to income  

ÅSufficient? 
35 



DNI & CAP GAINS METHOD 2 
(CONSISTENCY) 

ÅGoverning instrument is silent as to 
allocation of capital gain 

ÅGrants discretion to distribute 
principal 

ÅGrants discretion to include capital 
gain in distribution 
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DNI & CAP GAINS METHOD 2 
(CONSISTENCY) 

ÅYEAR 1: T intends to follow regular practice 
of treating discretionary distributions of 
principal as paid first from capital gain 

ÅEvidence this by including capital gain in 
5bL ƻƴ ¢ǊǳǎǘΩǎ млпм 

ÅFUTURE: T must treat all discretionary 
distributions as being made first from any 
realized capital gain 
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DNI & CAP GAINS METHOD 3A 
(ACTUALLY DISTRIBUTED) 

ÅTrust contains stock of Corp M 

ÅGoverning instrument: At age 35, 
distribute one-half of principal 

ÅAt 35, T sells one-half of stock  

ÅT actually distributes the proceeds and 
attributable capital gain 
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DNI & CAP GAINS METHOD 3B 
(UTILIZED) 

ÅTrust contains Blackacre and other 
property 

ÅGoverning instrument: After 10 years, 
sell Blackacre and distribute proceeds 

ÅT uses sale proceeds (which includes 
any realized capital gain) to determine 
amount required to be distributed 
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IRC § споόŜύ άLb YLb5έ 5L{¢wL.¦¢Lhb  

ÅB reports capital gain on sale of appreciated 
property received from trust/estate 

ï.Ωǎ ōŀǎƛǎΥ ƭŜǎǎŜǊ ƻŦ ŎŀǊǊȅ-over or FMV 

ïAvoids trust-level taxation 

ïDoes not apply to specific bequests 

ÅGoverning instrument should expressly 
grant discretion to distribute in kind 

ÅAvoid IRC § 643(e)(3) election 
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IRC § 643(e)(3) ELECTION 

ÅtǊƻǇŜǊǘȅ ǘǊŜŀǘŜŘ ŀǎ άǎƻƭŘέ ŀǘ Ca± 

ÅTrust/estate pays tax 

ÅB receives property, basis = FMV  

ÅNew holding period 

ÅCan only revoke with IRS consent 
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BEST PRACTICE 

ÅClearly describe ǎŜǘǘƭƻǊΩǎ ƛƴǘŜƴǘ 

ÅExpressly grant fiduciary discretion to:  

ïDistribute principal 

ïAllocate receipts and disbursements 
between income and principal 

ïInclude capital gains in income 

ïDistribute in cash or in kind, or partly 
in cash and partly in kind 

42 



65 DAY ELECTION ς IRC § 663(b) 

ÅDistributions paid/credited within first 65 days 
of any taxable year of estate or trust treated as 
paid on last day of previous year 

ÅCannot exceed: 1) Entity's accounting income for 
year of election or 2) DNI  

ÅMUST ELECT (P. 2, Other information, Line 6) 

ÅElection irrevocable once period for filing return 
expires (including extensions) 
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PLR 201115004 

ÅTrust was granted an extension to 
file IRC § 663(b) election 

ÅTaxpayer acted reasonably and in 
good faith 
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PASSIVE ACTIVITY LOSSES 

45 



PASSIVE ACTIVITY LOSSES  

ÅAny activity involving a trade or business 

ÅTaxpayer does NOT MATERIALLY PARTICIPATE 

ÅMaterial Participation ς REGULAR, CONTINUOUS 
and SUBSTANTIAL 

Å7 Tests ς Treas. Reg. Ä 1.469-5T 

ÅMore than 500 HOURS is favorite 

ÅLimited partner has only 3 methods 
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DNI & PASSIVE LOSSES  

ÅBeneficiary income is limited to DNI 

ÅTrustee/executor allocates deductions against 
income classes 

ÅTypically, beneficiary cannot deduct estate/trust 
losses 

ÅGenerally, excess deductions and losses pass 
through in final year 
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DNI & PASSIVE LOSSES  

ÅDisallowed passive losses not 
included in DNI 

ÅDisallowed passive losses not 
allocated to other income classes 
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ESTATE AND TRUST DISTRIBUTIONS  

Å§469(j)(12) ς άLŦ ŀƴȅ ƛƴǘŜǊŜǎǘ ƛƴ ŀ ǇŀǎǎƛǾŜ 
activity is distributed by an estate or trust-  

(A) the basis of such interest immediately before 
such distribution shall be increased by the 
amount of any passive activity losses allocable 
to such interest, and 

(B) Such losses shall not be allowable as a 
deduction ŦƻǊ ŀƴȅ ǘŀȄŀōƭŜ ȅŜŀǊΦέ 

Consider sale- gain will free suspended losses 
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ACTIVE PARTICIPATION (REAL ESTATE) 

Å$25,000 deduction if: 

ïTaxpayer (natural person) actively participates 

ïEstate ends less than н ȅŜŀǊǎ ŀŦǘŜǊ 5Ωǎ ŘŜŀǘƘΣ ƛŦ 
D actively participated  

ÅReduced by amount claimed by surviving spouse 

ÅIncome phase-out limits 

ÅAfter 2 years, rental real estate becomes passive 
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MATERIAL PARTICIPATION 

ÅReg. 1.469-5T does not provide 
guidance for Trusts and Estates 

ÅControversy exists 
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CONTROVERSY 

ÅMattie K. Carter Trust: Participation 
measured by activities of all who 
ŎƻƴŘǳŎǘ ōǳǎƛƴŜǎǎ ƻƴ ǘǊǳǎǘΩǎ ōŜƘŀƭŦ  

ï256 F. Supp.2d 536 
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CONTROVERSY 

ÅIRS disagrees 

ÅTAM 200733023: Estate/Trust 
participation measured by activities 
of fiduciaries 

ÅFiduciary must participate on regular, 
continuous, and substantial basis 
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Investing Strategies  
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Agenda    

 

Å Principles of Investing  

Å Investing Strategies  
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Principles of Investing  

Å Time horizon  

Å Asset allocation  

Å Risk tolerance  

Å Dangers of market timing  
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Reduction of Risk Over Time 

1926ï2012 

Past performance is no guarantee of future results. Each bar shows the range of compound annual returns for each asset class over the period 

1926ï2012. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly in an index. © 2013 

Morningstar. All Rights Reserved. 3/1/2013 
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Stocks and Bonds: Risk Versus Return 

1970ï2012 

Past performance is no guarantee of future results. Risk and return are measured by standard deviation and arithmetic mean, respectively. This is 

for illustrative purposes only and not indicative of any investment. An investment cannot be made directly in an index. © 2013 Morningstar. All Rights 

Reserved. 3/1/2013 
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Ibbotson® SBBI® 

Stocks, Bonds, Bills, and Inflation 1926ï2012 

Past performance is no guarantee of future results. Hypothetical value of $1 invested at the beginning of 1926. Assumes reinvestment of income 

and no transaction costs or taxes. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly in 

an index. © 2013 Morningstar. All Rights Reserved. 3/1/2013 
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Ibbotson® SBBI® After Taxes 

1926ï2012 

Past performance is no guarantee of future results. Hypothetical value of $1 invested at the beginning of 1926, with taxes paid monthly. No capital 

gains taxes are assumed for municipal bonds. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made 

directly in an index. Assumes reinvestment of income and no transaction costs. © 2013 Morningstar. All Rights Reserved. 3/1/2013 
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Ibbotson® SBBI® After Taxes and Inflation 

1926ï2012 

Past performance is no guarantee of future results. Hypothetical value of $1 invested at the beginning of 1926, with taxes paid monthly. No capital 

gains taxes are assumed for municipal bonds. Assumes reinvestment of income and no transaction costs. This is for illustrative purposes only and not 

indicative of any investment. An investment cannot be made directly in an index. © 2013 Morningstar. All Rights Reserved. 3/1/2013 
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The Cost of Market Timing 

Risk of missing the best days in the market 1993ï2012 

Past performance is no guarantee of future results. This is for illustrative purposes only and not indicative of any investment. An investment cannot 

be made directly in an index. © 2013 Morningstar. All Rights Reserved. 3/1/2013 
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Importance of Rebalancing 

1992ï2012 

Past performance is no guarantee of future results. Stocks: 50% large and 50% small stocks. Bonds: intermediate-term government bonds. This is 

for illustrative purposes only and not indicative of any investment. An investment cannot be made directly in an index. © 2013 Morningstar. All Rights 

Reserved. 3/1/2013 
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Å Establishing an investment policy statement  

Å Maximizing after tax returns  

Å Understanding fees and expenses  

Å Portfolio monitoring  

Å Forward looking decision making  
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Investing Strategies  
 



Establishing an Investment Policy Statement  

Å Road map  

Å Risk profile  

Å Expected return  

Å Asset allocation targets and ranges  
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Basic Asset Allocation ï 40% Fixed Income  
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Stocks, Commodities, REITs, and Gold 

1980ï2012 

Past performance is no guarantee of future results. Hypothetical value of $1 invested at the beginning of 1980. Assumes reinvestment of income 

and no transaction costs or taxes. This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly in 

an index. © 2013 Morningstar. All Rights Reserved. 3/1/2013 
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Diversified Asset Allocation -  40% Fixed Income  
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Asset Class Information  

 



Maximizing After - Tax Returns  

Risk  

R
e
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Before - tax  

Tax-aware  

Traditional after - tax  
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Maximizing After - Tax Returns  

Å Municipal vs. taxable bonds  

Å Capital gains  

ï Short - term vs. long - term holding period  

ïCapital gain distributions  

ï Tax aware investment management  

Å Tax loss harvesting  

Å Asset location  
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Understanding Fees and Expenses  

Å Mutual funds, ETFs, ETNs, SMA all have expenses  

Å Only pay fees that add value  

Å Maximize returns  

Å Minimize risk  

Å Investment advisory fees   

 

 

 

72 



Portfolio Monitoring  

Å Rebalancing (buy low, sell high)  

Å Tax loss harvesting  

Å Evaluating manager performance with benchmarks and peer 

group data  

Å Revisiting capital market expectations  
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Forward Looking Investment Decisions  

Å 2013 asset class winners and losers will change  

ïHot: Large Cap US Equity, Small Cap US Equity  

ïCold: Emerging Market Equity, Municipal Bonds  

Å Mutual Funds  

ï Fund return vs. investor return  

Å Forward looking expectations for returns  

ï Public Equity, Real Assets ï 8 to 10%  

ï Fixed Income ï 3%  

ï Expected return of 6% for 50/50 Portfolio  

Å Economic and Market Outlook  
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