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Notice

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

THE SPEAKERS’ 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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Agenda

1. Filing Requirements Final 1040

2. Elections

3. Coordination with Estate Filings

4. IRD – Definitions and Examples

5. Recent Developments in IRD – New 
Applications

6. Specific Applications of IRD Rules –IRA 
Planning and Implications of Terminating 
Grantor Trust Status
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Filing Requirements

❑ If a taxpayer dies before his or her return is filed, his or her personal 
representative must file the final income tax return (Form 1040) of 
the decedent for the year of death and for any year returns were not 
previously filed. 

❑A personal representative is an executor, administrator, or anyone 
who is in charge of the decedent’s property. Generally, an executor is 
named in the will and appointed by the court when the will is 
admitted to probate. If no will exists, the executor will be appointed 
for an intestate estate as set forth under state law. 

❑The duties of the personal representative are to collect the decedent’s 
assets, pay any creditors, including taxes, and to distribute the 
remaining assets to the beneficiaries or heirs (in an intestate estate). 
Executors must not to distribute the estate assets prior to satisfying all 
tax liabilities.
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Filing Requirements (cont.)

❑The gross income, age, and filing status of a decedent generally 

determines if a return needs filed. 

❑A return must be filed if the decedent had self-employment income 

over $400 or received any advance earned income credit. 

❑When filing a final return, write DECEASED and the date of death 

on the top of the return. 

❑ If an individual died after the close of the tax year but before the 

return for that year was filed, the return for the tax year just ended 

will not be the final return . 

❑The final return is due by April 15th of the year following the date of 

death. 
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Filing Status

❑ Joint return 

• The estate’s executor or personal representative must consent to filing 
a joint return with the surviving spouse. If there has been no personal 
representative appointed before the due date of the return, the 
surviving spouse can file the joint return. 

• A joint return cannot be filed if the surviving spouse remarried before 
the end of the year. If this happens the filing status of the decedent is 
typically married filing separately. 

• A personal representative can revoke a joint return election by filing a 
separate return. This is an exception to the general rule that the 
election to file a joint return is irrevocable. 

• Surviving spouse must sign the return and write in the signature area 
“filing as surviving spouse” if no executor or personal representative 
has been appointed. If there is a personal representative, that person 
should sign along with the surviving spouse.
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Income to Include in the Final Return

❑The final return should include all income and deductions to date of 
death, based upon the method of accounting used by the decedent 
while alive. 

❑Cash method: 

• Include only those items actually or constructively received before 
date of death. 

• Uncashed checks received prior to the decedent’s death are 
constructively received. 

• Interest is constructively received when subject to withdrawal as 
well as interest on bonds that had matured prior to death but were 
uncashed. 

• Dividends are considered constructively received if they were 
available for use without restriction.
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Income to Include in the Final Return (cont.)

• If the corporation routinely mails its dividend checks, then the 

dividend is includable when received. Therefore if the individual 

died between the time the dividend was declared and the time it 

was received in the mail, the decedent did not constructively 

receive it before death. Do not include the dividend in the final 

return. 

❑Accrual Method: 

• Income items normally accrued before death are included on the 

final return. 
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Estate Tax Filings Required

Even if Value of Gross Estate is Less than Estate 

Tax Exclusion IRC 2014(f) Requires Executors to 

file Form 8971 by a due date of 30 days after the 

deadline for form 706

Form 8971 Eliminates possibility of using one 

basis for Assets for form 706 and a different basis 

for income tax purposes
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Qualified Joint Interests

Property held by a Husband and Wife on or After 

12/31/76 is defined as a Qualified Joint Interest 

See IRC Section 2040.

½ the Value of the property is included in Estate of 

the First Joint Tenant to Die

There is a ½ step up in basis upon the death of 

the 1st joint tenant
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Gallenstein v. United States 91-

2USTC 60,088 D.C. Ky

Gallenstein v. United States is an exception to the 

Qualified Joint Interest Step up Rules in IRC 2040

3 Important Elements to this Exception

a) Property acquired before 12/31/76

b) It is acquired from funds provided exclusively 

by deceased joint tenant

c) Joint tenants are husband and wife
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Partnership Income

❑ The death of a partner closes the partnership’s tax year for that partner. 

Generally it does not close the partnership’s tax year for the remaining 

partners. 

❑ The decedent’s distributive share of partnership items must be computed 

as if the partnership’s tax year ended on the day the partner dies. 

❑ The partners can agree to estimate the decedent’s distributive share by 

prorating the amounts the partner would have included for the entire 

partnership year. 

❑On the decedent’s final return, include the K-1 income that ends with the 

decedent’s date of death. 

❑Depending on the terms of the will, the decedent’s estate will often step-

in after the date of death as a partner reporting partnership items from the 

day after the date of death until the end of the partnership tax year.
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S Corporation Income

❑ If a shareholder dies during an S corporation’s tax year, his or her

pro rata share of the corporation’s income, 

❑ loss, deductions and credits is included on the decedent’s final return. 

❑ Income, loss, deductions and credits are allocated proportionately to 

the decedent accordingly to the number of days in the corporation’s 

tax year prior to death, without regard to income or loss actually 

incurred by the corporation during the tax year. 

❑ If all the shareholders agree, the corporation may elect to allocate 

income or loss as if the year consisted of two short years – one 

ending on the date of death and the other ending on the last day of the 

corporate year.
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Trusts

❑The decedent’s method of accounting is controlling. 

❑Cash: 

• The decedent’s final return will reflect the actual distributions of 

trust income (DNI) that was received prior to death. 

❑Accrual: 

• DNI computed through the date of death is included in the 

decedent’s final return, regardless of whether or not it was actually 

distributed. 

❑Simple trusts (trust which require the income to be distributed 

currently): 

• Income is allocated through the date of death 
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Kinds of Trusts for Tax Purposes

There are 3 major kinds of trusts for tax purposes

1) Grantor Trust under IRC 671-679 . Trust 

income reflected on Grantor's form 1040

2) A simple trust as defined by IRC 651(a)

3) A complex trust that is nether a grantor trust or 

a simple trust
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Fiduciary Income Tax Rates

0-$2,600 10% of excessover 0

$2,601-$9300 $260+24% of excessover $2,601

$9,301-$12,750 $1,868+35% of amount over 

$9,301

Over $12,751, $3,075.50 +37% of amount over 

$12,750
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Important Points to be Aware of

Watch Out For the Effect of Sophisticated Estate 

Planning Techniques on the IRD Deduction

For Example

1) Charitable Lead or Remainder Trusts

2) Family Limited Partnerships

3) Make the drafting Attorney of these instruments 

aware of the IRD Deduction and its size

4) Come up with a plan to optimize Available 

Deductions for Estate Beneficiaries
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Using Qualified Disclaimers
Qualified Disclaimer Rules Set out in IRC 2518

1) Qualified Disclaimer must be in Writing

2) Disclaimer must be received no more thjan 9 

months after transfer is made

3) Disclaimed interest must pass to the dedent's 

spouse or to someone other than the disclaming 

person

4) Must abide by the rules of the court overseeing 

the probate of decedent's estate

5) Disclaiming heirs may not accept any part of 

disclaimed interest.22



Discretionary Trusts

Watch out for these

2 Good reasons for a discretionary trust

a) A beneficiary is disabled (Supplemental Needs 

Trust

b) One or more of the trust benefiaries are minors
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Self-employment Income

❑ Include self-employment income actually or constructively received 

depending on the decedent’s accounting method. 

❑This would also include the decedent’s distributive share of a 

partnership’s income or loss reported on the decedent’s final K-1 

from the partnership. 
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HSA, Archer MSA or Medicare 

Advantage MSA
❑The treatment of a HSA or MSA at the death of the account holder, 

depends on who acquires the interest in the account. 

❑ If the decedent’s estate acquires the interest, the fair market value 

(FMV) of the assets in the account on the date of death is included as 

income on the decedent’s final return. 

❑ If the decedent’s spouse is the designated beneficiary, it becomes that 

spouse’s HSA or MSA. 

❑ If a non spousal (or a non-designated spouse) beneficiary acquires the 

interest, the FMV of the assets in the account at the date of death 

must be reported on the beneficiary’s tax return. However, the 

income is reduced by any qualified medical expenses paid for the 

decedent by the beneficiary within one year of the date of death
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Sale of a Personal Residence

❑ If one spouse dies and the home is sold in the year of death, the 

surviving spouse can file as married filing joint and exclude $500,000 

of the gain on sale if either spouse met the two year requirement. 

❑ If the surviving spouse stays single, then that individual can take the 

$500,00 exclusion up to two years after the date of death. 

❑ If not married, the gain to be excluded is limited to $250,000.
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Losses and Deductions

❑All deductible expenses paid before death can be written off on the 
final tax return. 

❑All medical bills paid within one year after death may be treated as 
having been paid by the decedent at the time the expenses were 
incurred and included on the final tax return. If the final return was 
already filed, a 1040X can be prepared to take the additional medical 
expenses. 

❑Any insurance reimbursements of previously deducted medical 
expenses are income to the estate or trust tax returns 

❑Unamortized points paid in refinancing a personal residence are 
deductible in full on the final return of the decedent. 

❑The full standard deduction (if no itemized deductions ) and 
exemption is available even if the taxpayer died on January 1.
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Losses and Deductions (cont.)

❑Passive activity losses: 

• On a decedent’s final return, suspended passive losses up to an 
amount equal to the “step-up” to FMV at date of death becomes 
nondeductible or permanently disallowed. 

• Passive losses in excess of the amount of “step-up” to FMV at the 
date of death are freed up and allowed on the decedent’s final 
return. 

• If income in the final year is insufficient to use these passive 
losses that are allowed, the losses may generate a net operating 
loss that can be carried back under NOL rules. 

• Any unused passive losses do not carry forward to the estate or 
any other beneficiary’s tax return. Lost at death. 
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Losses and Deductions (cont.)

❑Capital losses and net operating losses: 

• Decedent’s losses are only on the decedent’s final return – no 

carryover to the estate or other successor in interest is allowed. 

• No carryover of a decedent’s separate loss is available to the 

surviving spouse. 

❑At-risk carryovers: 

• The treatment of suspended at-risk losses is unclear 

• Any basis adjustment – “step-up” to FMV at the date 

of death and the decedent’s amount at risk will be 

added to the successor’s amount at risk. 
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Losses and Deductions (cont.)

❑Estate tax deduction on the return of the recipient of IRD: 

• Income that the decedent had a right to receive is included 
in the decedent’s gross estate and is subject to estate tax. 

• This IRD is also taxed when received by the estate or beneficiary. 

• An income tax deduction is allowed to the recipient for the estate 
tax paid on the income. 

• Figure the estate tax with and without the IRD and the difference 
is the estate tax deduction. 

❑Request for a prompt assessment of income tax: 

• The executor or personal representative can request this to shorten 
the three year statute of limitations to assess additional taxes to the 
eighteen months utilizing Form 4810. 
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Various Tax Elections

❑Section 213 (Decedent’s Medical Expenses) 

❑Section 444 (Fiscal Year Election) 

❑Section 454 (U.S. Savings Bond Interest) 

❑Section 645 (Form 8855) 

❑Section 754 (Partnership elections) 

❑Section 1362 (Small Business Corporation) 

❑Section 2053 and 2054 (Administration Expenses)
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Elections with respect to Decedent’s 

Medical Expenses
❑ Medical expenses not paid before death are liabilities of the estate and are shown 

on the federal estate tax return (Form 706). However, if medical expenses for the 
decedent are paid out of the estate during the 1-year period beginning with the 
day after death, you can elect to treat all or part of the expenses as paid by the 
decedent at the time they were incurred. 

❑ If you make the election, you can claim all or part of the expenses on the 
decedent's income tax return (if deductions are itemized) rather than on the 
federal estate tax return (Form 706). You can deduct expenses incurred in the year 
of death on the final income tax return. You should file an amended return (Form 
1040X) for medical expenses incurred in an earlier year, unless the statutory 
period for filing a claim for that year has expired. 

❑ The amount you can deduct on the income tax return is the amount above 10% of 
adjusted gross income (or 7.5% of adjusted gross income if the decedent or the 
decedent's spouse was born before January 2, 1950). Amounts not deductible 
because of this percentage cannot be claimed on the federal estate tax return.
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How election made -

❑A statement is attached in duplicate, to the decedent's income tax 

return or amended return. The statement must state that the amounts 

have not been claimed as estate tax deductions; the statement will 

also indicate that the estate waives the right to claim the amount as a 

deduction. This election applies only to expenses incurred for the 

decedent, not to expenses incurred to provide medical care for 

dependents
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Section 444 (Fiscal Year Election)
(a) General rule 

❑ Except as otherwise provided in this section, a partnership, S corporation, or personal service corporation may elect to have a taxable 

year other than the required taxable year. 

(b) Limitations on taxable years which may be elected 

❑ (1) In general 

❑ Except as provided in paragraphs (2) and (3), an election may be made under subsection (a) only if the deferral period of the taxable 

year elected is not longer than 3 months. 

❑ (2) Changes in taxable year 

❑ Except as provided in paragraph (3), in the case of an entity changing a taxable year, an election may be made under subsection (a) 

only if the deferral period of the taxable year elected is not longer than the shorter of—

❑ (A) 3 months, or 

❑ (B) the deferral period of the taxable year which is being changed. 

❑ (3) Special rule for entities retaining 1986 taxable years 

❑ In the case of an entity’s 1st taxable year beginning after December 31, 1986, an entity may elect a taxable year under subsection (a) 

which is the same as the entity’s last taxable year beginning in 1986. 

❑ (4) Deferral period 

❑ For purposes of this subsection, except as provided in regulations, the term “deferral period” means, with respect to any taxable year of 

the entity, the months between—

❑ (A) the beginning of such year, and 

❑ (B) the close of the 1st required taxable year ending within such year. 

(c) Effect of election 

❑ If an entity makes an election under subsection (a), then—

❑ (1) in the case of a partnership or S corporation, such entity shall make the payments required by section 7519, and 

❑ (2) in the case of a personal service corporation, such corporation shall be subject to the deduction limitations of section 280H.
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Section 645 Election to treat a Qualified 

Revocable Trust as Part of an Estate

❑Complete the Form 8855 and file it together with the Form 1041 on 

the due date (including any extension). 

❑This allows the Trustee of a Qualified Revocable Trust and the 

Executor to treat the Trust as part of the Estate. 

❑The Trust and Estate will have the same fiscal year end. 

❑Election is irrevocable.
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Section 754 (Partnership elections)

❑Regs. Sec. 1.754-1(b)(1) provides that an election under Sec. 754 to 

adjust the basis of partnership property under Secs. 734(b) and 743(b) 

shall be made in a written statement filed with the partnership return 

for the tax year during which the distribution or transfer occurs. For 

the election to be valid, the return must be filed no later than the time 

prescribed for filing the return (including extensions) for the tax year. 

Further, a valid Sec. 754 election must (1) set forth the name and 

address of the partnership making the election, (2) be signed by any 

one of the partners, and (3) contain a declaration that the partnership 

elects under Sec. 754 to apply the provisions of Secs. 734(b) and 

743(b).
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Further Information 754 Election

❑ If the taxpayer fails to timely file a valid Sec. 754 election, automatic relief may 
be available under Regs. Sec. 301.9100-2. Under this regulation, a taxpayer is 
granted an automatic extension of 12 months from the due date for making 
certain regulatory elections. To obtain relief under these provisions, the regulation 
mandates that the taxpayer take the steps required to correctly file the election in 
accordance with the statute or the applicable regulation. Required steps include 
filing an original or amended return for the year in which the taxpayer intended 
the election to be effective. This original or amended return must include the 
correctly completed Sec. 754 election. 

❑ Any return, statement of election, or other form of filing made to obtain an 
automatic extension must provide the following statement at the top of the 
document: "FILED PURSUANT TO §301.9100-2." 

❑ The regulations also provide that taxpayers making an election under an 
automatic extension (and all taxpayers whose tax liability would be affected by 
the election) must file their return(s) in a manner that is consistent with the 
election and must comply with all other requirements for making the election for 
the year the election should have been made and for all affected years; otherwise, 
the IRS may invalidate the election.
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Section 2053 and 2054 Elections -

coordination with 642(g)
(g) Disallowance of double deductions 

❑Amounts allowable under section 2053 or 2054 as a deduction in 
computing the taxable estate of a decedent shall not be allowed as a 
deduction (or as an offset against the sales price of property in 
determining gain or loss) in computing the taxable income of the 
estate or of any other person, unless there is filed, within the time and 
in the manner and form prescribed by the Secretary, a statement that 
the amounts have not been allowed as deductions under section 2053 
or 2054 and a waiver of the right to have such amounts allowed at 
any time as deductions under section 2053 or 2054. Rules similar to 
the rules of the preceding sentence shall apply to amounts which may 
be taken into account under section 2621(a)(2) or 2622(b). This 
subsection shall not apply with respect to deductions allowed under 
part II (relating to income in respect of decedents).
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Coordination with the Executor or Personal 

Representative of the Decedent

❑When the estate tax year begins: 

• There is some question as to whether the estate is created on the 

date of the decedent’s death or the day after. 

• According to the regulations, the decedent’s final income tax 

return includes his or her income received (actually or 

constructively) up to and including the date of death implying that 

the taxpayers are presumed to have lived the entire day of their 

death. 

• Therefore it stands to reason that the first day of the estate is the 

day after the date of death. So if a taxpayer died on July 13, the 

estate year begins on July 14 and ends no later than June 30.
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Coordination with the Executor or Personal 

Representative of the Decedent (cont.)

❑When the estate tax year ends: 

• The executor or administrator of a decedent’s estate can choose 

any tax year which provides an opportunity to defer the 

beneficiary’s recognition of income received by the estate or to 

maximize deductions of the estate. 

• The estate’s taxable year must end on a month end and cannot 

have more than 12 months. 

• The election to use the desired fiscal year is made by filing the 

estate’s initial Form 1041 with the selected year end. 

• As a practical matter, calendar year filing may be more 

convenient. 
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Coordination with the Executor or Personal 

Representative of the Decedent (cont.)

❑ IRS consent required to change a tax year: 

• Once a tax year has been chosen, the tax year cannot be changed 

without IRS approval using Form 1128. There must be a business 

purpose. 

• The tax year specified on an extension request in the initial year 

does not determine taxable year. The taxable year is established by 

the initial return that is filed. 
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Coordination with the Executor or Personal 

Representative of the Decedent (cont.)

❑Accounting methods: 

• The fiduciary may compute taxable income under any 

combination of methods, including the cash method, the accrual 

method, or any other permissible method allowed. 

• Under certain circumstances the accrual method must be chosen. 

❑Year end of Trusts: 

• Trusts are required to use a calendar year-end. The only exceptions 

to this rule are charitable trusts and those trusts that are exempt 

from taxes and grantor trusts wholly owned by the grantor. 
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Coordination with the Executor or Personal 

Representative of the Decedent (cont.)

❑However, a trustee of a qualified revocable trusts (QRT) and the 

executor of an estate can elect to treat the trust as a part of an estate. 

Only one Form 1041 (for the estate) is required if this Section 645 

election is made, even though the trust rather than the estate holds the 

assets. This Section 645 election allows the trust to use the same 

fiscal year-end as the estate. 

• The election once made is irrevocable. 

• This election must be made on Form 8855 in the estate’s initial 

year. 
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IRD-Definitions and Examples
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New IRD Applications
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Definition of IRD

. IRD defined as Income a decedent earned 

or had a right to receive if he had not died

.IRC 691(a)(1) Provides that gross income 

that is not reported by decedent in either the 

period encompassing the date of his death 

or a prior period is Income in Respect of a 

Decedent.
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Common Examples of IRD
IRD is caused by delays in reporting income.

Examples:

1)Uncollected Salaries , Vacation pay or Sick pay

2) Deferred comp. Or Stock Option Plans

3) Qualified Pension Plans I.e Seps. IRA's 

Keough Plans, Traditional IRA's, 401K's

4) Accrued interest and dividends unpaid at the 

date of death

5) Gain from sale of property if sale occurs before 

death but proceeds not collected before death
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Common Examples of IRD 

Continued
6) Installment Sales a specil category .Majority 

opinion is this is not IRD.

7) Series EE Savings Bonds unless decedent 

elected to report interest earned annually on his 

1040

Or all accrued interest on these is reported on his 

final 1040 return

8) Series II bonds are more difficult because of 

variable component. Make a good faith effort to 

calculate IRD on these
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Opportunity Zone IRD Rules

❑Typically, assets originally purchased with non-retirement funds 

receive a “step-up” in basis upon the death of the owner, giving the 

beneficiary the opportunity to sell the asset with little to no tax. 

However, the gains that were originally reinvested into a Qualified 

Opportunity Zone Fund (QOF) do not receive a step-up in basis, but 

instead, become IRD. 

❑ And forced inclusion of any still-deferred gain at the end of 2026. 

Given the extremely illiquid nature of QOFs, a beneficiary with 

limited other resources could find herself in a tough spot, needing 

cash to pay income tax on deferred gain but unable to liquidate 

business property held in the QOF
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Purpose of IRD Rules

Purpose to make sure unreported income is taxed

Congress aware of possibility that IRD items could 

be subject to both Estate Tax and Income Tax

Congress provided for a deduction for IRD if:

1) Taxpayer itemizes deductions on his 1040

2) The estate pays federal estate tax on the item

3) The taxpayer on his final 1040 pays income tax 

on the item.
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Computation OF IRD Deduction

1) Compute Federal Estate Tax on Entire Estate 

on Form 706

2) Compute Federal Estate Tax on form 706 

Excluding IRD income items

3) Subtract No. 2 fron No. 1. The result is IRD 

Deduction
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IRD Planning with IRAs



IRAs and the IRD Rules

❑ The transfer of a right to receive IRD, whether by gift or by sale, triggers 

immediate taxation of the IRD to the transferor. The general rule is 

inapplicable to a "transfer to a person pursuant to the right of such 

person to receive such amount by reason of the death of the decedent or 

by bequest, devise, or inheritance" (Sec. 691(a)(2)). In such cases, the 

transferee is taxable on the IRD when paid to the transferee. 

❑ This treatment stems from the concept that income earned over years or 

due to a termination of long-term employment should not be bunched 

into one tax year. 

❑ The transfer of IRD under Sec. 691(a)(2) creates a tremendous planning 

opportunity to defer the realization of IRD and to transfer it to a 

beneficiary in a lower tax bracket.  
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IRA Planning 

❑Estate and tax planners must be careful. If IRD is transferred to an 

heir or trust in fulfillment of a pecuniary gift (a gift of a fixed dollar 

amount) as opposed to a fractional gift or a residuary bequest, the 

transfer is treated as a "sale" of the benefits, causing immediate 

realization of income to the funding trust (the transferor). 

❑This was the case in Letter Ruling 200644020, which concluded that 

the transfer of a dollar amount of an IRA to satisfy a charitable gift 

triggered tax to the transferring entity. Using IRD for charitable 

bequests can be a good strategy, but it's an area that requires attention 

to detail.
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IRA-IRD Letter Rulings

❑Contrast with Letter Ruling 200702007. In the latter letter ruling, a 

decedent who was a participant in a qualified profit sharing plan 

designated a qualified terminable interest property (QTIP) trust as the 

beneficiary of his interest in the plan. The designation of the QTIP 

trust as a beneficiary did not trigger the acceleration of tax on the 

IRD when the plan passed to the trust. 

❑ Instead, the amounts of IRD in the plan were included in the gross 

income of the beneficiary of the QTIP trust only when she received a 

distribution from the trust. Though not explained in the ruling, the 

rationale for this treatment appears to be that the account was 

transferred, intact, to the QTIP by reason of the decedent's estate 

plan. 
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Termination of Grantor Trust Status

❑Grantor dies with installment note outstanding

❑Majority view is that the death of the grantor does not trigger gain on 

the outstanding installment note 

❑Other views -

❑Planning for the death of the grantor
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Other Installment Sale Issues

❑Recapture issues

❑Outstanding third-party installment notes
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