Form 1041
A roadmap to preparing thecﬁf,duciary return
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Learning Objectives

Understand the fiduciary’s tax filing re%ements.

<

|dentify reportable items of income‘Qd deductible expenses.

o

Distinguish between accou{&, distributable and taxable

income. Qo

Recognize the over§& interplay amongst differing tax
regimes.
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The road we’ll follow

First you die, then you pay: Wealth vs. income taxes

Speaking from the grave: Will or tro
O
Who's job is it? *c

o

Reporting in: Prepz@ve fiduciary return

Breathe: It’s all done!
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Text Page 1

Estate Tax

Assessed on value of decedent’s holdings

FMV determined at DOD or AVD (can be Gcted only if valuation
decreases tax liability) Q

@
2022: $12.06 million exemptimce

A

Tax rate starts at 18%; rlse@dO% on estates over S1 million
Form 706 due 9 mor&after DOD

Filing can be extended 6 mo.s (Form 4768) but tax liability remains
due 9 months after DOD
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Text Page 1

Gift Tax

Gift = Transfer for inadequate consideration

— Payments to 3™ parties, interest-free&ns, below-market
sales, irrevocable transfers to trust, G lon of joint tenancies

Annual exclusion (S16K) & lifetime gxamption ($12.06 million)

Gift-splitting allows married ge to treat gift made by one
spouse as though made by@

Gift tax is cumulative@x on each successive gift is computed on
total value of all gifts thade

Form 709 due 4/15 after year of gift; filing can be extended 6 mo.s
(Form 4868)
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Text Page 2
Inheritance Tax

* Legacy or Succession Tax charged to heir

A X

* Assessed by state in which decedent w @miciled (not resident)

e State may assess Pick-up Tax in
federal tax liability)

é@calculated as percentage of

NOTE: Since federal cr

r state tax repealed in 2004, many
states no longer ass =

-up tax
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Text Page 2

Generation-Skipping Tax

Assessed on value of property transferred to skip person
(> 2 generations below transferor ) \

<

2022: $12.06 million exemption (not ble)

-

Reported on Form 709 if made ng lifetime; Form 706 if made at

death
o

%), not graduated

Rate = top estate tax r

NOTE: GST often exceeds estate tax that would have been
computed at graduated rates if property had been transferred &
taxed at each generation
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Text Page 3
Income Tax

Report income attributable to decedent on Form 1040; income
attributable to estate on Form 1041. z‘

arable to those for

* Marginal tax rates for estate are

individual taxpayers, but effx@ ax rate is higher since
brackets are narrower

TY’22 1. 22% 24% 32% 35% 37%
Single <10,275 | <41,775 | <89,075 | <170,050 | <215,950 | <639,900 | >5639,900
Married Joint <20,550 | <83,6560 | <178,150 | <340,100 | <431,900 | >647,850 | >647,850
Estates/Trusts <2,750 N/A N/A <9,850 N/A <13,450 | >13,450
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Polling Question # 1

Wealth taxes include all of the @‘Iowing except:

Q@

(] Estate Tax Q
d Gift Tax *z

J Income Tax

J Generation- &% ing Tax
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When a man on his deathbed was asked what he wanted
done with his ashes after being cremat%he answered:

Just put them in an envelope and m

] m to the IRS.
"oNow you have (\/

Make sure to write on the envelope

& Q(«
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Text Page 4

What did he say?

* Decedent can speak from theeave via
— Will (must be probated) C
— Trust (must be funded)

gQ

@utes govern)

 Or, not at all
— Intestate (loc
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Copyright © 2022

Ranking Heirs

el

Consanguini

Chart

Text Page 4

Your
GGGreat
Grand parents

Great- Great
randparents

our

GGrest- Grand Uncles
G Grest-Grand Aunts

four
Great-Grand Uncles
Great-Grand Aunt=s

Your
First Cousins
2 Times Remowead

four
First Cousins
Twice Rermowed

four
Sacond Cousins
Twdce Re mowed

our tour o Wour
Your Parents First Cousins Second Cousins Third Cousins
/ Ornce Remowed Orce Re mowed Once Rarmowed
Your
Brn;t:;rs our Yaur Yaur Your
¥ ourself Sistars Cousins Second Cousins Third Cousins Fourth Cousins
Your
Your Nephews g ‘our ‘four ‘Your
b First Cousins ’ . . :
Children = Orce Remowed Second Cousins Third Cousins Fourth Cousins
Migces Once Remowed Once Removed Once Remowead
Y GYDLI& or aur four four
uu_r Me FEEWS,.' First Cousins Second Cousins Third Cousins Fourth Cousins
Grandchildren feces Twice Remowved Twice Remowved Twice Remowed Twice Remowved
(;ﬂ]:; s E‘lf'tﬂcl-_li_r 4 Your *faur h d‘r'cour . our
reat- re an First Cousins Second Cousirs ird Cousins .
- Neph ! Fourth Cousins
Grandchildren EIEC':E:-E‘\S 3 Tirmes Remowed |2 Times Remowed F Times Remowead 2 Times Remowed
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Text Page 4

Last Testament (Will)

Can be used to name:

— Heirs (but not contrary to local law)
— Guardian (care of minor children) & C@ervator (incapacity)
— Executor to carry out wishes dilige‘rﬁ

o

g & costly, but provides

Must be probated (time-con
supervision & validation) o

Cannot dispose of n@obate property (e.g., joint assets &
retirement accounts)

Cannot self-update
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An elderly man was fitted for a set of hearing aids that allowed
him to hear perfectly for the first time in s. On a return
visit, his doctor commented "Your he is terrific. Your family
must be really pleased that you can r again.”

The old man replied, "Oh, | &en 't told my family yet. I just
sit around and listen to% nversations. I've changed my will
three times!"
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Creation of new entity

Ownership is divided between:

Text Page 4

Trusts: Basic Format

— Legal title (vested in trustee) O
— Beneficial interest (manage@&ustee on behalf of beneficiary)

Revocable or irrevoca blvu

Grantor or third party ;e.g., Special Needs Trust)
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Text Page 4
Grantor Trust

Living Srust
Other names: Family, Living or inter vivos &=

Revocable (changeable) during lifetime; Ieomes
irrevocable at death

‘ Siqneduce ‘
Grantor is also trustee; but n@

successor to manage assets if
grantor cannot act due to i&) citation or death

A

Avoids probate (if fu nded); but assets are counted in
decedent’s gross estate (Form 706 due?)

Omitted assets subject to pour-over will (must be probated)
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Text Page 5
Trusts: EIN

New EIN required for every trust

EXCEPT Grantor trust while grantor is al
attributed to grantor’s SSN

&éstee; income

®
Request EIN for grantor trust as Q

as successor trustee assumes
duties (at incapacity or death&orm 1041 required
— If grantor alive, co
statement that all
grantor’s Form 1

iny basic id info on Page 1 & attach
able tax items will be included on

— |If grantor deceased, complete Form 1041 in its entirety
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Text Page 11
EIN Errors

Grantor/Trustee erroneously applies for EIN at the time that grantor
trust is established & provides EIN to paye&

— Either request corrected 1099s fro
— File 1041 with attribution stateme

¢

* Grantor dies; successor trus ASOe
new EIN; all income is '

ers [ha!], or
ttached

s not timely provide payers with
d to grantor’s SSN

— File 1040 with all

ncome included; then subtract nominee
distributions

— Issue 1099s to trustee; report nominee distributions on 1041
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Polling Question # 2

A grantor trust should always deentified with

an: Qy@
3 EIN ,‘¢

3 SSN o
(] Neither V

¢
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Text Page 6

Marital Estate Planning

Grantor trusts serve to avoid probate but do not minimize
taxes for unmarried grantors 3\

e Spouses can draft living trust to?l& advantage of:

— Unlimited marital deduc i@ assets can pass tax-free
between citizen spouses),'and

— Lifetime exclusion$
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Text Page 7
A-B Trusts

When 15t spouse dies, fund:

— B-Trust (a.k.a. Credit Shelter, Bypass or Family) with assets equal
to decedent’s available exclusion

— A-Trust (a.k.a Survivor’s, Marital or& with all remaining
assets

O
“A” = above ground; “B” = ka*ground

nently sheltered from estate taxation;

subject to estate when 2" spouse dies
NOTE 1: Fund B-Trust with appreciating assets

Assets in B-Trust are
assets in A-Trust will

NOTE 2: Ask attorney to interpret trust document and provide
funding instructions in writing
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Text Page 7

Qlfd. Domestic Trust

No unlimited marital deduction if non-citizen spouse unless
decedent’s assets are transferred into a tr&

Must make irrevocable QDOT eIect'&nSForm 706

Can defer estate tax due up
surviving non-citizen sp

eath of 1%t spouse until death of

&
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Last night, my wife and | were sitting in the living room and |

said to her, “I never want to live in a vegetative state,
dependent on some machine and fluidém a bottle. If that

ever happens, just pull the plug.” Q
O°

So she got up, unplugged tIA , and threw out my wine.
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Text Page 8

Decedent

Residency — based on domicile — determines tax exposure

Non-resident aliens {z

US citizens & resident aliens Q

All assets are part of gross estate; all i Ome"ls taxable

Gross estate includes all & intangible property in US
OK (Form 706-NA)

lon expenses limited to ratio of US to worldwide

Estate tax exclusion is

Deduction for admin
gross estate

Subject to gift tax (Form 709) on gifts of cash and US-situated real & tangible
personal property (but not intangibles)
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Text Page 12

Date of Death

]
l ' I_.--III--III--III..'II...III'....'.... pEEd
| I
January 1% March 1=t Aprfl 150 Ded1®* Dec 31% April fi5®

e Estate’s Income

in Year after Death
Decedent’s & Fiduciary Returns for Yr of Death Due
[Forms 1040 (60 days) and 1041 {305 days}]
1041 Tax Rates: 10 — 37% {on income = $12 950 [TY"20]
1041 Standard Deduction: N/A

'

Estate's Income
in Year of Death

Decedent’'s Income
in Year of Death

Decedent's Retum for Prior Yr Due
(Form 1040)

1040 Tax Rates: 10— 37% (on income > $518K)
1040 Standard Deduction: $12,400 [TY"20]

ol

Tax Considerations for Yr of Death
(if married Decedent)

. If ALL assets pass to
Surviving Spouse; file joint
return & include all income for
entire year.

. If Exemption (“B”) Trust
established to hold
Decedent’s assets; file joint
return & include Decedent’s
income while alive + Surviving
Spouse’s income for entire
year.

Copyright © 2022

VQ

Estate Tak Return
(Form 706) Due

(Form 706}
Due if assets = $11.58M [TY"20)
(exemption revers fo $5M in 2026)
Tax Rate: 40% of Met Estate

Estate Tax Return — due 9 months after death
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Polling Question # 3

The decedent’s date of death determines the
due date for filing: (A

o
3 Form 706 .‘Q

d Form 1041 (o]
J Form 1040 V

&
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Text Page 10

Fiduciary

* Personal Representative who must act on behalf of another
— Executor: Named in will to manage “estate”
— Administrator: Court-appointed to m@ge “estate”
— Trustee: Named in governing instr nt to manage “trust”
— Guardian: Charged with care Minor
— Conservator: Court-appoin manage affairs of living person
— Custodian: Must safe-g assets

e Duty of Loyalty — avo@icts of interest & self-dealing

e Duty of Care — act prudently & cannot delegate fundamental
responsibilities
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Fiduciary Duties

© Monica Haven

M| Carry out burial or cremation arrangements
o Notify friends and relatives
o Post an announcement in the obituary section of the local paper [optional
o Select a charity to enable contributions to be made in memory of the de

M| Request certified Death Certificates [suggested amount: 10]
o Contact County Department of Health Services [call (562) 44

] Locate will & codicils or trust document
o Inventory all personal and financial assets [use
o Determine the value of these assets at the d 3 > disite appraisals]

o ldentify which assets are held in the name offif cadeffionly, held jointly or in community property, or held in the
name of a trust
o Separate assets into probatg relate s se Estate Inventory Worksheet]

M| Apply for Employer |
o Notify IRS of fi

mit Form SS-4 to IRS or online at www.irs.gov]
ministrator

M| Open estate checkin ets to cover expenses — provide EIN to bank

. Contact accountant an r financial advisors to decedent — provide Death Certificate
o Notify financial institutions of death — provide EIN and Letters Testamentary, if requested
o Request basis adjustment for value of assets on date of death
o Request that Form 1099s be issued to the decedent for income received through the date of death and to the estate for
income received after the date of death
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Fiduciary Duties (cont’d.)

© Monica Haven

. Contact attorney — obtain controlling estate planning documents (e.g., trust or will)

Qo
o

Q
Q

Open Probate within 30 days after date of death, if needed
Contact local County Superior Court [In Los Angeles, call (213) 830-08350 or
hitp://www._lacourt.org/division/efiling/efiling2.aspx#probate]

Receive Letters Testamentary or Letters of Administration
Discuss use of Spousal Disclaimer, if applicable

| Notify Social Security Administration at (800) 772-1213 — provide Ificate

D Check with State Controller if decedent had i
https://ucpi.sco.ca.gov/UCP/Default.a

o]

O o 0 o o o O 0

Publish Notice of Petitior(®
List decedent’s liabilities
Pay all admi
File Estate
File income t :
Make required payments Yor both the decedent and the estate

Settle claims ag e state after the probate creditor period expires

Pay any gifts or charitable contributions specified by the will or trust

Distribute assets with uncontested beneficiary designations (e.g., IRAs, TOD & JTWROS accounts)

and notify creditors
ncome due to the estate or decedent

[ Close the estate after final payment of any tax liability and other expenses

o
O

Copyright © 2022 ~ £

Account to and distribute the remaining assets to the heirs and beneficiaries
Use Form 56 to notify IRS that the fiduciary relationship is now terminated
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Text Page 10

Ancillary Proceedings

If decedent owned out-of-state property

Based on applicable state law: May b

e&ﬁ red to use resident
representative ®

Both domiciliary and ancilla

ps will have to file Form 1041
me & expenses
— Ancillary reports gpertioned income & expenses

— Domiciliary reports
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Text Page 10

Notifying the IRS

* Use Form 56 at start and end of relationship
— File with Service Center where deced@ould file returns

* All powers of attorney are voided at,death

— Form 2848

— State forms *c

— Blue-back documen@ed by attorney

Monica Haven, EA, JD, LLM e (310) 286-9161 @ mhaven@pobox.com e www.mhaven.net

Copyright © 2022 ~ "=


mailto:mhaven@pobox.com
http://www.mhaven.net/

Text Page 11

Beneficiary

Non-resident Alien (NRA): Form 1041 must be filed even if no filing
requirement otherwise \

<

Out-of-State: Non-resident state c nrp;tax trust unless beneficiary
receives distributions or has co

assets
— But apportionment of inc‘
of beneficiary & truste@

&

ay be okay based on residency
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== Polling Question # 4
Form 2848 may be used in lieu of Form 56 to
notify the IRS of the executor'&uciary
relationship: ‘Q
c

N

d True (o]
d False V

¢
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] . Text Page 12
The Fiduciary Return

(Form 1041)

* Must file if gross income > S600 (estate) or any taxable income

(trust)
%

e Trusts must use calendar yr (due 4/@tates may use fiscal yr

e 5Y-month extension availablaorg 7004) — due 9/30

* No estimated tax payme *ue for 15t 2 years after DOD (estate)
or when tax liability @ 0 (trust)

* Exemptions
— Estate: S600
— Simple Trust: $S300 [req’d to distribute all income currently]
— Complex Trust: $100 [all other trusts]
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Text Page 13
§645 Election

Trustee may elect to treat trust as part of decedent’s estate

— File Form 8855 by due date (+ extensie)f estate’s 15t year
return (even if estate has no filing m

r ent)
— Election period begins on DOD; en&vhen trust is terminated
(all assets distributed) ¢°

Trust (QRT) — a grantor trust that

Must be a Qualified Re
becomes irrevocable

h

File combined return under EIN of estate

— Unless no probate estate; then file under EIN for trust but use
estate rules
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Text Page 13

Benefits of §645 Election

* File only one return (rather than two)

* Apply more liberal rules for estate: ‘

— File using fiscal year; trustee may even wind up efore 15t return would be due (!)

— Passive losses

— S-Corp stock may be held through entlre a |strat|on period (estate); trusts may only
hold such stock for 2 years from DO

— Charitable distributions may be de ! since estate may claim deduction for amounts

set aside but not yet paid

— Estates may use higher exe amount

— No ES taxes due during &a: rs

* Net income and expenses from trust against estate

e Taxes attributable to distributions may be deferred
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Text Page 13
XDlsadvantages of §645 Election

Election is irrevocable

Cannot separate trust from estate once eeted

Payers report on calendar-year b Qtrustee will have to apportion
income for fiscal year é

$0

ars; if trust administration not yet

utions will be pushed onto final 1041
potentially resulting in higher tax for beneficiary

— Trust reverts to calendar-year filing

— Short-year returns (2) would be required

— Beneficiaries would receive 2 K-1s

Election is valid for on
completed, income
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Text Page 13

EXAMPLE: §645 Election

Trustee assessed penalties & interest for late payment of tax

DOD: June 4, 20XX

— Calendar year-end: December 31, 20XX \
—  Due date: April 15, 20YY c
— Extension for filing (not payment): September 1QYY
— Date of payment: August 1, 20YY O
ce TAX PENALTY FOR FILING LATE
Excuses but not “reasonabl se” i it piytsiihing

— Administration was more

C
LATE!

an anticipated
Difficult to locate assets
Tax liability uncovered /Qadministration period

If election...

Fiscal year-end: May 31, 20YY
Due date: September 15, 20YY [5 extra months!!!]
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Polling Question #5
i)

The IRC §645 Election is revoca@s.

4
d Yes Q

Q‘
d No *c

VQ

¢
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Text Page 14
Gross Income

Amounts earned by trust (estate); reported as on Form 1040

Example

Tax practitioner died. Fiduciary continued to run business

Ing period of estate administration.
o°
= Report on Form 1041, Schedule C but no SE Q el

il
 Does not include inco passes directly to beneficiary (e.g.,
retirement account tions) /4

Reporting period: DoD until all assets distributed (termination)
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g . Text P 15
Capital Transactions

Report on Schedule D

Basis = Value as reported on Form 706 or FMV on DOD,if no estate tax return filed

— Must provide Form 8971, Schedule A to beneficiaries z‘

— Holding period on assets acquired from decedent alﬂ

to make charitable contribution, or (3) b governing instrument or applicable
law

Capital Gains are allocated to fiduciary uwﬁistributed to beneficiary, or (2) used

Capital losses may only be allo o fiduciary
— May deduct S3K against or, ncome & then carry forward

— Unused losses may be pass‘ihrough to beneficiaries in year of termination

IRC §643(e)(3) Election

— Fiduciary can choose to recognize gain on distribution of non-cash property and give basis
step-up to beneficiary
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Text Page 15
Sale of Home

Example 1
* Decedent’s personal residence was appraised at 51 millio DOD
*  Sold by fiduciary 1 year later for S900K e

- Loss is not deductible since sale of personal property.g

NOTE: IRS generally accepts that sales price o erty sold within 9 months after DOD

equals FMV at death c
Example 2 Q

*  Same facts except sale of rental ty held by decedent

*  Continued to be rented by fi prior to sale

- Loss is deductible
o Subject to S25K passive loss limitation (estate)

o Not subject to S25K limitation but loss can only be used to offset passive gains (trust)
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Text Page 16
Related Party Transactions

Parties can include:

— Trustee & grantor

— Trustee (executor) & beneficiary of& trust or different trusts
created by same grantor

®
— Trustees of different trusts d by same grantor
— Trustee & corporation o

y trustee or grantor

* Gains are treated as &gry income

Losses are not deductible

Copyright © 2022 ~ ==
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Text Page 17

Deductions

e Trust (estate) entitled to many of same deductions as individual
taxpayer

 Claim on either 1041 or 706 (not both) Q

®
* Include: Q e a
— Investment interest *@ A /

— Home mortgage interest if secur oome owned by trust (estate) & beneficiary with
residual interest uses home as 2° residence

NOTE: Fiduciary is not ent& §121 Exclusion of Gain
— State, local & property taxes¥subject to SALT limitation]

NOTE: Can deduct RE taxes regardless of beneficiary’s residual interest

 Must pro-rate deductible expenses if trust (estate) has tax-exempt inc.
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EXAMPLE: Mortgage Interest

FACTS:

Son was living with Mom when she died @"
House became part of the probate estc?

Estate continued to make Mom’s r“i.
probate

Son continued to live in the *e
Estate will pass to her f

she had no will &

ge payments during

dren equally under state law because

=» Interest is deductible because Son used House as 1° residence & he
is a beneficiary with a residual interest

Copyright © 2022 ™~ "€
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Text Page 17
Administration Expenses

* Include legal, accounting, tax prep, investment advisory (if more
than what individual investor would pay), aisal, court & trustee

fees
&

* These expenses are unique to téQstate)

* Fully deductible; not su% 2% AGI limitation [not eliminated by
TCJA] (IR 2020-90, pro 5/7/20)

Monica Haven, EA, JD, LLM e (310) 286-9161 @ mhaven@pobox.com e www.mhaven.net
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Text Page 17

Deductible?

Facts:
* Decedent’s empty home was sold one yea
* During that time, fiduciary paid for HO

utilities Q‘
- Deduct as Administration E se (no 2% AGI limit) or Investment

Expense (subject to 2% it), as applicable
NOTE: No deduction i eficiary moves in (1° residence)

r death
ance, gardening &
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Depreciation fext Page 18

* Depreciation/depletion must be allocated between trust & income
beneficiaries on same basis as accounting income is allocated unless
reserve is required and maintained

Example 1
Trust instrument requires the following distributions: 30% to
50% accumulated by fiduciary. Depreciation of 54,000... Q

eficiary #1, 20% to Beneficiary #2,

1,200 Depreciation to Bene 1 @
800 Depreciation to Bene 2 Q
2,000 Depreciation to Trust ‘¢

Example 2
Trust instrument requires trust to ma
however, is distributed as follows:
by fiduciary. Depreciation of 54,0

75% reserve, which the trustee does. Income,
Beneficiary #1, 20% to Beneficiary #2, 50% accumulated

300 Depreciation to Bene 1
200 Depreciation to Bene 2
3,500 Depreciation to Trust

* Trust (estate) may not claim §179 expenses deduction
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Charitable Deduction "™ ™"

e Deduction allowed only if:

— Contribution required by governing instrument, an

— Payment is made from taxable gross i e

Example 1
Decedent makes specific bequest of XYZ stock to loc
dividends earned must pass beneficiary of bequest.

museum..

l’eum As per local law, post-death
utor distributes stock and dividends to

Gift of stock is not deductible since not re° to be paid from gross income; gift of dividends is

deductible. Q

L@BC mutual fund that earned post-death capital gain

Example 2
Same facts except decedent beq
distributions...

Stock is still not deductible, but gift of capital gains is (even if allocated to principal since income
reported on Form 1041).
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Polling Question # 6

Deductible administration exp

eges that are
unique to the estate are not sulject to the 2%
AGI limitation and remain dgﬁjctible after TCJA.

4“°

$0

&

d True
] False
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Text Page 18

NOT Deductible

Facts
Executor donated decedent’s household furn@gs to Goodwill and

got receipt. Q

O
- Not deductible on Form 1041 si nation was not mentioned in

the will and was not made fr4 xable income
- Deductible on Form 10 eipt issued in beneficiary’s name

&
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Text Page 18
Charitable Deduction Rules

 §642(c)(1) Election:

— Trust may elect to report some (all) oféent-year charitable
contribution on prior-year Form 10

irg§atement to timely filed

— Election must be made by attac

current-year return
<&

t% ductions claimed:
ed annually by complex trust

— Form 1041-A mui&
— Form 5227 must led by charitable remainder and charitable
lead trusts

* Reporting requiremen

— No filings required for estate or simple trust
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Charitable Contributions

Individuals Trusts & Estates

50% AGI
Recipient Qualified Org. @y charitable purpose

Ceiling

Locale orldwide

Deductible Amount Amount set aside (if estate)

When deductible?

In year paid or prior (if elected)

Source of funds Taxable income only

Authorization

Controlling Instrument
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Text Page 19
Accounting Income

 Amount of trust (estate) income that income (not remainder)
beneficiary is entitled to receive based on Qerning instrument or

applicable law z

* Includes dividends & interest but not gapital gains
NOTE: If CGs taxed to trust, the ’s basis increased

* Does not establish taxable @me or liability for tax

Ay

Example &

Trust earned 53,000 interest income & 52,000 capital gains; paid $600 fiduciary fees. Trust

instrument allocates interest & dividends to “income;” capital gains to “principal”; requires

administrative costs to be allocated equally; all income be distributed to income beneficiary.

Beneficiary receives 52,700 (= 53,000 interest - $300 trustee fees).
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Text Page 19

Distributable Net Income (DNI)

 DNIis max amount of trust income that can be taxable to beneficiary

NOTE: Any excess distributed is treated as tax-free distribution of principal

 DNI determines max amount of income ich fiduciary can claim
Income Distribution Deduction (IDD ®
actual distribution received

NOTE: Beneficiary is liable for tax on lesser of

e Beneficiary will receive K-1 @nust include DNI or IDD (if lesser) on
Form 1040 in the tax ye hich trust (estate) year ends

Example
Decedent died 2/17/20XX = fiscal year ends 1/31/20YY

Estate files 15t Form 1041 for TY’XX = issues K-1 to beneficiary on 5/15/YY
Beneficiary reports allocated income from TY’XX on Form 1040 for TY’YY
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Text Page 19

DNI Computation

Gross Income (Page 1, Line 9)
- Allowable Expenses (Page 1, Line 1%

Adjusted Total Income (Page 1,&61 ) >
Adjusted Total Income (Page2®Line 2)

ﬁocable expenses)

+ Tax-exempt Income (ne
+ Capital Losses

- Capital Gains (ih@ﬂed, donated or in yr of termination)
DNI (Page 2, Li

&

NOTE: If CGs are taxed to trust, then trust’s basis is increased
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Text Page 19
Trust’s Taxable Income

Adjusted Total Income (Page 1, Line 17)
Inc Distrib Ded (smaller of DNI from
Estate Tax Deduction (Page 1, Lin
§199A Qualified Business Inc
Exemption (Page 1, Line 2

2 or actual inc distrb’d)

6 eduction (Page 1, Line 20)

Taxable Income (Page e 23)

&

L
b
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_ e Trezsury —imemal Fevenua Eandca Pt
5 'I 04 I.I.E Incume Tax Retum for Estates and Trusts | 2019 | OME No. 1545000
¥ Go bo www.irs. gosy! Fonm 1041 for nsinuc@ons and the lalest informadon.

A Chack all hat appiy For calendar year 2018 or fiscal year beginning . 203, and ending L 20
[ oecacent's sesata Hama of astala or TLat (1 @ grantor bypss frust, sae ha Rerucions.| T Empioyar Identiicabon number
[ ampia trus
[ compian tnst Hama and Ht of hdudary T Daia ety craated
[ ousired disabify trust
[ es6T 3 porson oy Murrbar, sTeal, and room o sufta no. (i 2 P.0. b, 5es th instnuotions.) E Moneaampt chaitatia and spif-intares
[ crantor typa tnest i et T bR,
[ sarkrupicy astate—Ch. 7 [ Dascrized in sec. 4047ja)1. Ghack hars
[ sarkruptoy astase—Cx. 14 | Ty of lown, s2ata or prosing, courtry, and ZIF of forsign postal coca ¥not a privata foundation .~ . =
ngo{z Ircoma fund Dtmu'bodmsoc.lm.‘ﬂm
B ";m=;i*ﬂhﬂ ETTF ﬁl?ﬂﬂl [ ettt raturn O Fnat reum O Amanced ratum [ Nat oparating ioes carryack
nssructions) ;[ ctangsintnstsmama [ Changs n fdudary [ Changs in fiduciary’s ama [ Changs in Scuckany's addiess.
@ Chaok hara H the astabe or Ming insst mack  secfon 045 dachion. . . e .-|:| Trust T ¥
1In1JerE€|tnc|:-mE................ R e
2a Total ordinary dividends . . e 1
b Ouelified dvidands alocabla to: E'I]Beneﬁ{um [2) Estate or tnust
3 Business income or [loss). Attach Schedule C [Form 1040 or 1040-50) . 3
E 4  Capital gain or floss). Attach Schedule D [Form 10449) . B 4
a| & Pents, royalies, pm'tnﬂ'shm otiwer estates and trusts, sic. Atta:h Sd}edule
2 140-5R). . . 5
&  Famm income or [Iuss:l P.tla:h Smed.lla F (Furrn 1040 oF 1D¢D—SF§| [
T Ordinary gain or (loss). Attach Form 4787 . . . T
B Otherincome. List type and amount 8
8  Total income. Combine lines 1, 2a, and 3 through 8 B
10 Interest. Check if Form 4952 is attached = O 10
11 Tawes . . 11
12 Fiduciary fees. H-::nh,ra pc:rtm = dad.rcnbh undersech s 12
13  Chariteble deduction from Schedule A, line 7) Y P K ]
14 Attomey, sccountent, end retum preparerfaea If 5 daductible under section 67().
2 s@e instructions N R
8| 15a Other deductions taﬁam s::ha-:lulejl. Seei uctions allowable under section 67(5) | 15a
B| b Netopsrsting loss daduction. See instrucii N
T(16 Addlines 10 through 150 . (]
S 17 Adjpusted total income or (Joss). Sul line 3 i7
18  Income ditribution deduction B, ine 15). Attach Schedules K1 {Form 1D¢1:| 18
18 Estate tax deduction including ion-skipping taxes (sttach com putahc-n:l . 18
20 Cualfied business i Form 8985 or B995-A . uil
21 Exemption . LA
22 Add lines 18 tl'rcx.lgh L. > [22
E 2 i m line 17. if & loss, ses instructions i
24 \ Llineg) . . 24
E 25 frurnF-::ﬂ'nEﬂE—ﬁ F'a'tll u::ui.lrrﬂ-:k,'u |II'E3 25
2 26 ule =, Part I, ine 17) . . . %
= 2T Estimated & " Bea instructions . "
528 Taxdue. i ne 5a'nalerﬂlanmetmaluflmsz¢ 25 a.ru:lz? erﬂar a'nnunt uw\&d . 28
%20 Owerpayment. If line 26 is larger than the total of lines 24, 25, and 27, enter amount werpald . |2
130 Amount of ine 23 to be: a Gredited to 2020 = . bAefunded . . . . . * |30
Siﬂﬂ ml u'ru:.,Mnc:m?m:%u:&}gfmﬁpmnm?namﬁ;rmthp?npwhm‘mb;’h@dgﬂ. o
Here ) | [ e et
Eignature of Sduckary or oficer reprasanting Ndudary Data EN of Nduoiary  a financial nstfhusion | See ket [JYex [k
Paid PrinkTyps praparr's mams Fraparar's sgnatra Data Chaok [ 1t ‘ FTIN
saf-ampioyad
meﬂl' Fimm's nama |Flm‘:Eh >
Use Only
Finm's acdiess & | FPhona no
For Papersrcrk Reduction Act Notioe, see the separate instructions. Cat Mo, 11E70H Form 1044 [ty
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Foim 1041 mm:. Paga 2

Charitable Deduction. Don't complete for a simple inust of 8 pooled income fund.
Amu:lunts paid or permanently set aside for chantable purposes from groes income. Ses nstructions
Tax-axempt income allocable to charitable contributions. See instructions:

Subtract line 2 from ine 1 .

Capital gains for thelax],reara]ll:n:aﬁad o corpus EI.I'I:| pmd or pannmenﬂy et BEII:ETEI chantable
purposes . . . . 4
Add lines 3 and 4 .

Bection 1202 exchusion a]bcd:la m -:‘.aprls] gama pmd or parmmth.r set Eﬂ! ﬁ::r chantable
purposes. Ses instructions . .

Charitable deduction. Subfract ine Bfrurn Ine 5. Enter hareand an page1 I|ne1E| -

Income Distribution Deduction

Adjustad total income. See instructions . .

Adjusted tew-exempt intersst .

Tatel net gein from Schedule D Fom 1041:| Ire 19 -:uh.mn [1] See nEh'LEI:IDfE .

Enter emount from Schedule A, ine 4 [minus any allocebls section 1202 exclusion)

Capitel gains fior the tax year included on Schedule A, line 1. See instructions -
Enter any gain from paga1 fine 4, a= a negetive number. pra;e1 line: 4, is & loss, amer'ﬂ'}eluss
positive number . R .
Distributable net income. qun I:-na Ines 1 ﬂ1r|:l.|gh E rfzam or lass. Eﬂter-D—
f a complex trust, enter accounting income for the ta yaa' B3 determined
under the govemning instrument and appliceble local law -

-

.n.mr\:—l-
| pa

o
o

o

= | T

o] ] 2 | B[ 2|

@ s 3 B3 =

(=3

8  ncome required to be detributed curently . . . .
10 Other emounts paid, credited, urutl‘ermsereq.lmdw be dlslrb.rbed . .
11 Total distributions. Add ines 9 and 10. If greater than line B, s=e instructions
12 Enter the emount of tax-exempt ncome included on line 11 . . e
13 Tentative income distribution deduction. Subtract fine 12 from line 11 . . ‘ e ]
14 Tentatie ncome distribution deduction. Subtract ine 2 from line 7. o .. . [14
Incuma distribution deduction. Enter the smaller of line 13 or line 1 pege i, lineis . | 15
Tax Computation and Payments (ses instructi
Part | — Tax Computation
1 Tax:
a Taxon taxable mcome. See instructiors . . ia
b Tax on lump-sum distributiors. Attach Form 4972 i
¢ Altemative minimum tax [from Schedule | (Furrn 1 ic
d Total. Add ines 1athrough 1 . . . e e | id
2a [Foreign tax cradit. Attach Form 1116 . 2a
b General business credit. Attach Fo h
c Credit for prior year minmum P
d Bond credits. Attach Form g2 2d
& Total credits. Add lnes 22 th e | 2e
3  Subtract line 22 from line 1d. ter -0- . . . 3
4  Tax on the ESBT portion ESET Tax Wnrksha-at |I'|E 1'."] See nsm'umnrﬂ . 4
&  MNetinvestment income o Jinez . . . 5
6 Hecapture texes. Check 3 Fnrrn-tziﬁ |:|F-:xrnBa11 . [
T Housshold employment ech Schedule H (Form 1040 or 1D¢D—SF§| T
8 Othertawes end amounts dus . . . e e e e e ]
a Tuldtﬂtﬁddlressmmum&Enﬁarheresrdmpa;m inezd e e ]
Part Il — Payments
10 2019 estimated tex payments and amount applied from 2048 rebbm . . . . . . . . . . . [10
11  Estrmated tax payments allocated to beneficiaries [frcm Form 1041- T:l FE e I 1 ]
12  Subtract line 11 from line10. . . . . e e e e e e e 12
13 Tax paid with Form 7004. See instuctions . . . e I £
14  Federal income tax withheld. If any & from F-::rrnn:531l:|99 d}eckherebl] B ]
15 2019 net 885 taw iability from Form 965-A, Part |, column ), fnes - . . - . . . - . . . . | 1§
16 Other payments: a Fom 2430 : bForm 4138 ;Total . . > [{6c
17 Total payments. Add lines 12 through 15 and 16c. Enterhareand onpaget.line26. . . . . ® | AT
Form 1044 oy
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Form 1041 oty Fage 3

Other Information Yes| No
1 Did the estates or trust recene tax-exempt income? If “Yes,” attach a computation of the allocation of expenses.
Enter the emount of tav-avempt interest income end exempt-interest dividends  © .~ . # §

2 Did the estate or trust recaive all or any part of the esmings (s=lary, wages, end other compensation) of any
ndividugl by reason of 2 contract assignment or similar arrangement? . . -

3 .ﬂdangru'nedumgca}anda:]ea.rzﬂﬂddﬂ'emmeumhauaanntmnmamg'ﬂmenro&erwﬂ'mw
ower & bank, securities, or other financial sccount in & foreign country? R
Sea the instructions for exceplions and filing requirements for FiNCEM Form 114, ‘“r'ea, antar ﬂ'ra name of'lhe
foreign country ke

4 Dwring the tex year, did the estste or trust receive a distribution from, or was it the grantor of, or transferor to, 2
foreign trust? F *Yes.” the estate or trust may have to file Form 3520, See instructions . . .

& Did the estate or trust recens, or pay, any qualfied residence interest on sellar-provided Fnancrg‘? If "r'ats. ==
the instructions for the required attachment . . -

8 Hmmamestmnrﬂmpleummahngmeaecmnﬁﬁafhjdecﬁm chec:hhﬂre Sﬂanmmm - i- |:|

T Tomeke a section 8432)(3) election, attach Schedule D (Form 10441), and check here. Sesinstructions . . e [

8 Hl:hedemdmtseamhasb-senupenfurmuraﬁm?}raqrs,!tam.mmplanmnfmﬁu in closing the
estate, and check hera . . . -k

a Nawmtwmmmbermmshppam?ﬁaemﬂmtm . .

0 \'l'ﬂsﬂ’lﬂh’ustnapecfm:ldﬂmﬂsmmtrtyrequredmﬁanrmm&fnrtheturaﬂu:
Form 893 . . . =

11a Ddﬂumumdmmmgsgurpnmmmkfammhrtmndeaaechma&sﬂal A

b 1 *Yes," did each beneficiary enter into an agreement to be lable for the net tax i

12 Did &emnrmmaﬁ&nmnaﬁﬁﬂﬁmﬁmfmsmmmkh
Besinstuctions. . . .

13 ESBTs only. DDBEMESEThamEmrres&dmtEiengmtlﬂ rf‘“r'ee =Y

14 ESBTs only. Did the 5 portion of the frust claim a gualfied business ncome ded

4“°

“Yes. ses it
Form 1041 poig
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!G \‘ ?

Polling Question # 7

All statements about Distributable Net Income

(DNI)

4
d

Copyright © 2022 -

are true except: @

DNI = maximum trust i @gtaxable to beneficiary.

DNI = maximum |nc Ilglble for Income Distribution
Deduction.

DNI = taxable i&ne included on beneficiary's Form
1040.
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Who pays the tax?

Facts:
e Trust has S10K dividends, S10K LTCGs & 51,200 fiduci ees

* Trustis a simple trust required to distribute all income i Gs

Trust Inc. 10,000 + 10,000 — 10— 18,800
DNI 18,800 ®
- Beneficiary’s taxable income = 18

2

= Trust’s taxable inc = 18,800 — e

* Iftrustis not required to distribut@:h:

| gains...
Trust Inc. 0+ 10,000 - 1,200 = 18,800
DNI ,800 — 10,000 = 8,800

- Beneficiary’s ta e income = 8,800
- Trust’s taxable income = 18,800 — 8,800 = 10,000

Text Page 20
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Text Page 21
Whose income is it?

Trust’s Inc. Taxable Inc.

Ordinary Income

Tax-exempt Inc.

Dividends
Capital Gains

Fiduciary Fees

SN X S

Exemptions

Inc. Dist. Ded. x x DNI—-TE Inc.
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Text Page 22

Termination of Trust (Estate)

 Terminated when all assets have been distributed
— Can keep nominal amount (in tax-free&unt) for contingent

liabilities Q

— Tax liability shifts to beneficiary_ o

* Fiduciary can file Form 5495 *equest discharge of liability

— Can attach to Form@
enter after all other returns have been

— Must file with Ser&
filed

— Shorten SOL from 3 years to 9 months

Monica Haven, EA, JD, LLM e (310) 286-9161 @ mhaven@pobox.com e www.mhaven.net
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Text Page 21
Excess Deductions on Termination

* Fiduciary can pass unused trust (estate) deductions
to beneficiary in final year

* Previously treated as Miscellaneous Itemi
AGI limitation) = available only to benefici

eliminated by TCJA (2018 — 25) co

no longer aggregates & instead
termination into 3 categories:

ductions (subject to 2%
ho filed Schedule A but

* Proposed Reg 113295-18 (5/
categorizes excess deduc

1. Capital losses, NOLs, Inistrative expenses = may be claimed as
adjustment to incom bene’s Form 1040 NOTE: Bene entitled to
customary loss carry-forwards

2. Deductible state or local taxes = treated as non-miscellaneous itemized
deduction on bene’s Schedule A

3. Miscellaneous itemized deductions = currently disallowed as per TCJA
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597 Polling Question # 8

Unused trust deductions may bgloassed through
to the beneficiaries each year. @

o
3 Yes .‘Q

J No
N Vo

¢
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Text Page 22

Cross-over ltems

Inter-relationship between Form 1041 and Form 706
— Income-in-Respect-of-Decedent (IRD)¢\

&

— Estate Tax Deduction (ETD)

Monica Haven, EA, JD, LLM e (310) 286-9161 @ mhaven@pobox.com e www.mhaven.net

Copyright © 2022 ~ ==


mailto:mhaven@pobox.com
http://www.mhaven.net/

Text Page 22

IRD

* Income earned by decedent before death but paid to estate after death
reportable on Form 1041 (& Form 706)
— Deferred compensation & bonuses
— Retirement plan distributions & annuity payments ‘

* Retains same character when reported
reported by decedent

tate as it would have if
O

. May be reduced by Deductlon&spect-of-Decedent (DRD)

Business expenses (IRC § 162)
— Interest (IRC § 163) °

— Income and property taxes
— Expenses for the producti

4), and
income (IRC § 212)

Example

 Decedent died before paying tax preparer for work already performed
*  Fiduciary pays outstanding invoice

- Expense is deductible on 1041 and claimed on 706 (if filed) as a debt of decedent
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Text Page 23

ETD

IRD is income but is also deemed to be an asset of the estate

A X

(reportable on Form 706)
— Subject to double taxation

Estate tax attributable to net IRD i
recipient of IRD distribution

— Form 1041, Line 19 (if fi
— Form 1040, Schedu ine 16 (if beneficiary)

NOTE: Miscellaneo&penses was not eliminated by TCJA

Gﬁuctlble as expense by

ETD computed by re-calculating 706 twice, once with IRD inclusion
and then without
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The only difference between death and taxes
is that death doesn’t ge
every time Congress

orse
S.

-Will Rog
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Text Page 24
Glossary

Accounting Income

Includes income and expense items that are used to calculate the amount of income beneficiaries are entitled
to receive from the trust each year—items allocated to principal are not,used in the calculation.

Administrator

Appointed by a court to manage the assets and liabilities of an inoe decedent.

Bypass Trust 9
Also known as the Credit-shelter Trust, or B-Trust, its @ e protected from estate taxation by the

o

decedent’s applicable exclusion.

Complex Trust

A trust that may (but is not required to) “e income or principal to its beneficiaries or make charitable
contributions.

Distributable Net Income (DNI)
This is maximum amount of trust income that can be taxed to the beneficiary.

Estate
All property—regardless where situated—owned by an individual.
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Text Page 24

Glossary (cont’d)

Executor
Named in the decedent’s will to manage the estate.

Fiduciary

another. Held to the highest
his duties in good faith, with

An individual charged with the responsibility for acting in the best int
standards, the fiduciary is both ethically and legally obligated to disc
diligence and care, and may become liable for any breach. °

Grantor Trust
A trust over which the grantor (creator) continues to se&’control or receive beneficial enjoyment.
Qualified Domestic Trust (QDOT)

Trust that can be used to defer the estat ets transferred at death to a non-citizen spouse.
Qualified Revocable Trust (QRT)

An election (IRC §645) to treat trust ass€ts as part of an estate, thereby combining the trust’s tax filing
requirements with those of the estate.

Qualified Terminable Int Property Trust (QTIP)

This trust allows the grantor to provide for a surviving spouse and still specify how the trust's assets will be
distributed once the surviving spouse passes.
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Monica Haven, E.A., J.Q: LL.M.
4

(310) 286-9161 PHONE ¢,(310) 557-1626 FAX
mhaven oXx.com

WEBSI%QWW.mhaven.net

The information contained herein is for educational use only and should not be construed as tax, financial, or
legal advice. Each individual’s situation is unique and may require specialized treatment. It is, therefore,
imperative that you consult with tax and legal professionals prior to implementation of any strategies discussed.
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