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Disclaimer

This presentation is provided solely for educational purposes; it does not take into account any specific 
individual or entity’s facts and circumstances. It is not intended, and should not be relied upon, as tax, 
accounting or legal advice. Ernst & Young LLP expressly disclaims any liability in connection with the use 
of this presentation or its contents by any third party.

Neither EY nor any member firm thereof shall bear any responsibility whatsoever for the content, 
accuracy or security of any third-party websites that are linked (by way of hyperlink or otherwise) in this 
presentation.

The views expressed by the presenters are not necessarily those of Ernst & Young LLP or other members 
of the global EY organization.
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Bio

► As Business Leader for the EY Fiduciary/Trust & Estate Accounting Services (FTEAS), Francine 
and her team focus on the development of go-to-market strategies and managing relationships 
with banks, law firms and family offices. 

► FTEAS is a national practice with a deep bench of professionals with extensive experience 
preparing complicated fiduciary/court accountings spanning decades of transactions, using 
multiple state formats to satisfy local jurisdiction filing requirements across the country. FTEAS 
prepares accountings for everything from small special-needs trust to billion-dollar-plus trusts 
and estates.

► Francine brings over 25 years of experience creating income tax and estate planning solutions 
for high net worth clients and building platforms and products at industry leading 
organizations. She holds a Master of Laws in Taxation from New York University School of Law 
and Juris Doctor from Western New England School of Law, and is admitted to the New York 
State Bar. Francine is a published author and frequent public speaker.
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Fiduciary accountings



Duty to account

► Generally, a trustee has a duty to account 
annually, at trust termination and, in some 
states, when there is a change in trustees.

► An accounting ensures the trustee is properly 
managing the trust.

► Depending on the state, certain types of trusts 
are required to prepare accountings in judicial 
format and file in court:
► Testamentary accountings 
► Special needs trusts

► Charitable trusts and foundations
► Minor beneficiaries

► Some states require an accounting only if 
requested by a beneficiary.

► Other states provide that the accounting can be 
waived if all the beneficiaries agree in writing.

► The beneficiary’s right to request an accounting 
cannot be waived in the trust instrument as it is 
void against public policy.

► A court has jurisdiction to compel an accounting.
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What is fiduciary accounting?

► A statement of the receipts and 
disbursements managed by the executor or 
trustee during a specific period of time, 
properly allocating all transactions 
between principal and income:
► Fiduciary accountings are regulated by the 

governing instruments and state law. 
► Many states have adopted a version of the 

Principal and Income Act (UPIA), sometimes 
with modifications.

► The format differs from traditional financial 
statements.

► A tax return won’t do — tax and fiduciary 
accountings are different!

► The way in which the information must 

be presented can vary depending on:
► Instructions, if any, in the governing 

instrument
► Type of entity

► State requirements 
► Local jurisdictions; some have their own 

format

► The National Standard Fiduciary 
Accounting format is generally accepted 
when there is no required format.
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Bank statements in lieu of an accounting

► Delivery of statements is sometimes an acceptable and cost-effective alternative method 
to comply with the fiduciary duty to account if the statements separate principal from 
income.
► Facts to consider: 

► Size of the trust or estate

► Multiple brokerage or subaccounts

► Types of assets

► Risk of a lawsuit

► Relationship with beneficiaries

► Performance of investments

► Risks: 
► Do the statements adequately provide all of the required details? 

► Are the statements too confusing?

► Statements do not always distinguish between principal and income, or do so correctly.

► Statements do not always protect a fiduciary from liability.

We recommend that most 
accountings be prepared in 
judicial format even if the 
accounting is being settled 
informally.
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Judicially settled accountings

► Accountings can be settled formally by judicial procedure
► Examples:

► Required by statute:
► State requirement

► Guardianship

► Infant party

► Charitable remainder trusts (CRTs)

► Required by trust or will

► Court-ordered due to a disputed claim in court
► Beneficiary won’t sign receipt and release

► Fiduciary seeks full protection from liability and/or seeks to be relieved of 
fiduciary responsibility
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Informally settled accountings

► Accountings can be settled informally (e.g., out of court) by delivering to the beneficiaries an 
accounting, along with:
► A receipt and release agreement, waiving a formal accounting as long as:

► The fiduciary has made full disclosure of the activities in the trust in an account circulated to all of the beneficiaries

► The beneficiaries were advised of their right to a judicial accounting 

► The beneficiaries waived this right by signing a receipt and release agreement

► In some jurisdictions, the beneficiaries have a certain number of days to object in writing to an 
accounting. For example, in California: 
► You have 180 days from your receipt of this account or report to make an objection to any item set forth in this 

account or report. Any objection you make must be in writing; it must be delivered to the trustee within the 
period stated above; and it must state your objection. Your failure to deliver a written objection to the trustee 
within the period stated above will permanently prevent you from later asserting this objection against the 
trustee. If you do make an objection to the trustee, the three-year period provided in Section 16460 of the 
probate code for commencement of litigation will apply to claims based on your objection and will begin to 
run on the date that you receive this account or report. 

Advising fiduciaries: accountings, calculating fiduciary accounting income and leading practicesPage 13



An accounting protects both the beneficiaries and 
the fiduciary

► Protects beneficiaries, as an accounting will cause the trustees to:
► Admit that he/she/they can’t account due to failure of record-keeping
► Truthfully account, providing evidence of any potential wrongdoings

► Self-dealing, imprudent investments, excessive fees, erroneous 
distributions, double payment of fees, etc.

► Falsify the accounts that the beneficiaries can disprove

► Protects fiduciaries
► Absent fraud, once approved by the court or by the beneficiaries, an 

accounting releases fiduciaries from liability
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Top 10 reasons to get an annual accounting when not required by court 
or statute

1. Aids in the administration of the trust 
2. Helps protect the fiduciary from liability
3. Starts the statute of limitations
4. Is more cost-effective to have annual accountings rather than pay for a 10+ year 

accounting 
5. Allows trustee to correct mistakes sooner rather than years later
6. Calculates fiduciary accounting income, which is required for tax compliance, 

making tax compliance easier and less expensive
7. Information is current and readily available
8. Increases the likelihood that beneficiaries will sign a release when the matriarch 

or patriarch is alive
9. Satisfies the duty to keep books and records
10. Protects against lost “history” of the account due to employee turnover, bank 

acquisitions or consolidations and natural disasters
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Uniform Principal and 
Income Act (UPIA)



Purpose of the Uniform Principal and Income Act (UPIA) 

► To determine*:
1. How income earned during the probate of an estate should be distributed to 

trusts and to persons who receive outright bequests of specific property, 
pecuniary gifts and the residue

2. When an income interest in a trust begins, what property is principal that will 
eventually go to the remainder beneficiaries and what is income

3. When an income interest ends, who gets the income that has been received but 
not distributed, or that is due but not yet collected, or that has accrued but is not 
yet due

4. After an income interest begins and before it ends, how should its receipts and 
disbursements be allocated to or between principal and income

* See Uniform Principal and Income Act (last amended or revised in 2008), Prefatory Note. 
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Uniform Principal and Income Act (UPIA)

► Uniform Principal and Income Act 1931 — National Conference of 
Commissioners on Uniform State Laws
► Purpose to provide executors and trustees with guidance and procedures for 

distinguishing principal and income

► 1962 Revised Uniform and Principal Act
► 1997 Uniform Principal and Income Act — gave the trustee the power to 

adjust
► In 2000, the UPIA was amended and restated in its entirety
► In 2008, amended and revised again
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Uniform Fiduciary Income and Principal Act (UFIPA) — 2018

► Update to Revised Uniform Principal and Income Act (1997) — adapting to changes in trusts
► Long-term trusts and discretionary trusts are more common.
► The UFIPA gives more flexibility to the trustee’s power to adjust.

► The premise of the revision is “that a trustee that is aware of the current practical environment of trust administration 
and sensitive to the evolving demands of impartiality should be able to determine standards for adjusting between 
income and principal that are reasonable in the circumstances, and to update those standards from time to time.” 

► The UFIPA has a new section giving the trustee power to convert a trust to or from a unitrust without court 
approval.*

► The UFIPA changes and modifies several rules:
► Receipts from entities; receipts from IRAs and pension plans and annuities 

► New Section 104 — The income and principal rules of the state that is the principal place of administration of the trust, the 
situs, will be the governing law. The National Conference of Commissioners thought this was a more workable approach 
than using the “rule of construction.” The burden of the rule of construction is determining the governing law not only 
where the trust was originally created but when it was created, a burden that gets greater as longer-term trusts become 
more common and older. See Prefatory Note, Governing Law.

*By the end of 2016, 34 states adopted provisions allowing a trustee to convert to a unitrust. See Cantrell and Spoor, 
Fiduciary Accounting Answer Book (2019), Q 19:3.
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principles



Accounting and tax are different

► 26 U.S. Code §61. Gross income defined: (a) General definition — gross 
income means all income from whatever source derived

► Fiduciary accounting income:
► Defined by the governing instrument and state law

► Allocated all receipts and disbursements between principal and income

► Tax principles do not apply:
► Examples:

► Receipts and disbursements only occur when property is received or paid out (i.e., 
cash basis)

► Gain or loss on sale is determined by weighted average

► Flow-through entities are ignored
► Only have a receipt from a single-member LLC when it makes a distribution
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When is principal and income accounting required?

See Restatement 3d of Trusts, §109 (2012):
► Principal and income accounting is required if the income of the accounting 

period could at any time affect the distribution rights of or expenditure 
requirements for a trust beneficiary.

► Principal and income accounting is not required (unless required by the 
instrument or state law) for: 
► A purely discretionary trust; e.g., “pay such amounts of income or principal or 

both as the trustee determines appropriate to my wife during her lifetime, 
remainder to my issue”

► Pure annuity trusts and unitrusts that have no ceiling or floor
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Why is calculating principal and income important?

► Enables a trustee to determine how much income is required to be 
distributed

► Determines how much principal will be available for the remainder 
beneficiaries

► Required to determine the taxable income of the trust — Form 1041, lines 8 
and 9

► Impacts tax planning for the beneficiaries
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Calculating fiduciary 
accounting income, 
based on the UPIA as 
amended and revised in 
2008



Allocating receipts

Receipts can be allocated to the following broad categories:
► An entity
► A passive investment such as interest from bonds and rental property
► Another estate or trust
► Sale or other disposition or property
► Business enterprises conducted by the fiduciary
► An insurance policy
► Gift or bequest
► From another source 
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Receipts from entities 

► UPIA — Section 401 
► Entity is a corporation, partnership, LLC, 

regulated investment company, real estate 
investment trust, common trust fund or any 
other organization that the trust or estate has an 
interest in unless specifically excluded

► Trustee shall allocate to income money received 
from an entity

► Trust shall allocate to principal:
► Property other than money

► Money received in one distribution or a series of 
related distributions in exchange or part of all of a 
trust’s interests in the entity

► Money received in total or partial liquidation 

(greater than 20%)

► Money received from a regulated investment 
company (mutual fund) or a REIT if the money 
distributed is a capital gain dividend for federal 
income tax purposes

► Money is not received in partial liquidation, nor 
may it be taken into account for the 20% test, to 
the extent that it does not exceed the amount of 
income tax that a trustee or beneficiary must 
pay on the taxable income of the entity 

► A trustee may rely on a statement by the entity 
about the source or character of a distribution
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Distributions from a trust or estate

► UPIA Section 402 — for interests other than a purchased interest in an 
investment entity

► Allocate to income: income distributions
► Allocate to principal: principal distributions
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Business and other activities

► UPIA — Section 403
► Generally allows a trustee who operates a business in proprietor form, 

instead of a corporation, to account for the business separately instead of as 
part of the trust’s general accounting records
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Principal receipts

► UPIA Section 404 — allocate to principal:
► Assets received from a transferor during the transferor’s lifetime, a 

decedent’s estate, a trust with a terminating income interest, or a 
payer under contract naming the trust or its trustee as beneficiary

► Money or other property received from the sale, exchange, liquidation 
or change in form of a principal asset

► Net income received in an accounting period during which there is no 
beneficiary to whom a trustee may or must distribute income
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Additional provisions

► UPIA Section 405 — Rental property 
► Allocate to income rent from personal or real 

property, including amounts received as a 
refundable deposit

► Refundable deposits must be added to principal 
and not distributed until the contractual 
obligations have been satisfied

► UPIA Section 406 — Obligations to pay money
► Interest is allocated to income without any 

provision for amortization of premium

► Allocate to principal an amount received from the 
sale, exchange, redemption or other disposition 
of an obligation to pay money to the trustee more 
than one year from acquisition, including 
obligations purchased or acquired at a discount

► If the obligation matures within one year, an 

amount received in excess of its purchase or value 
when acquired is income (e.g., Treasury Bills)

► UPIA Section 407 — Insurance
► Allocate to principal proceeds from life insurance 

or insurance to protect against damage or loss of 
title to a trust asset

► Allocate to income proceeds that protect against 
loss of occupancy or other use by an income 
beneficiary, loss of income or loss of profits from 
a business conducted as a proprietorship
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Deferred Compensation, Annuities and similar payments (IRAs)

► UPIA — Section 409
► For trusts that do not qualify for the marital 

deduction:
► If the payment is characterized as interest, a 

dividend or a payment in lieu thereof, allocate to 
income

► Allocate to principal the balance of the payment 
or amount not characterized above received in 
the same accounting period to principal

► If no part of the payment is characterized as 
interest or dividend, and all or part of the 
payment is required to be made, allocate 10% to 
income and the rest to principal

► If no part of the payment is required to be made 
or the payment received is the entire amount to 
which the trustee is entitled, allocate the entire 
amount to principal

► For trusts intended to qualify for the marital 
deduction under Internal Revenue Code Section 
2056(b)(5) (QTIP trust):
► Allocate to income a payment from a separate 

fund consisting of income (i.e., interest), the 
balance of the payment to principal

► If the trustee can’t determine the income from 
the separate fund but can determine its value, the 
trustee may determine the income to be 3%–5% 
of the fund’s assets

Note: Many states have adopted different versions of this rule and/or have not 
adopted the 10% rule.

This comes into play in determining how much of an RMD distribution to a trusts gets 
distributed to the income beneficiary.
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Special rules

► Liquidating assets — for patents, copyrights, royalties, etc., for 
more than one year, 10% to income and the rest to principal

► Insubstantial allocations — for certain assets, can allocate all to 
principal if the amount would increase or decrease net income by 
less than 10%

► Mineral, water and other natural resources
► Timber
► Derivatives and options
► Asset-backed securities
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Disbursements

► UPIA Section 501 — Disbursements from income
► 50%: trustee compensation:

► Investment advisory and custodial services

► Expenses for accountings, judicial proceeding or other 
matters that involve both the income and remainder 
interests

► 100% to income: 
► Ordinary expenses incurred in connection with the 

administration, management or preservation of trust 
property and the distribution of income, including interest, 
ordinary repairs, regularly recurring taxes against principal 
(e.g., property taxes) and expenses of a proceeding or 
other matter that primarily concerns the income interest

► Recurring premiums on insurance covering an asset or loss 
income from loss of the asset (e.g., property and casualty 
insurance)

► UPIA Section 502 — Disbursements from principal:

► 50% of the remaining disbursements described above

► 100%:
► Trustee’s compensation calculated on principal as a fee for 

acceptance, distribution or termination and disbursements 
made to prepare property for sale

► Payments on principal of trust debt 

► Expenses of a proceeding that concerns primarily principal

► Premiums on a policy of insurance not described above 
(e.g., life insurance)

► Environmental matters

► Payments of estate or inheritance tax, including penalties
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Income taxes

► UPIA 505 — Income taxes
► Allocate to income if tax is based on receipts allocated to income
► Allocate to principal if tax is based on receipts allocated to principal, even if it is called income tax (e.g., 

capital gains tax)
► Tax required to be paid by a fiduciary on a share of an entity’s taxable income:

► Income and principal proportionately to the allocated between income and principal receipts during the 
accounting period

► To principal to the extent the tax exceeds the receipts from the entity

► The trustee shall adjust income or principal receipts to the extent that the trust’s taxes are reduced 
because the trust receives a deduction for payments made to a beneficiary

► UPIA 506 — Adjustments between principal and income because of taxes allow a fiduciary to make 
adjustments to offset shifting economic interests or tax benefits between current income beneficiaries 
and future beneficiaries in certain circumstances
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Default rule

► UPIA — Fiduciary Duties: General Principles, Section 103 (a)(4)
► If the terms of the trust and the UPIA do not provide a rule 

allocating the receipt or disbursement to principal or income, 
allocate to principal
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UPIA Section 103 – Default rule
Allocate to principal 

UPIA Section 103 – Default rule
Allocate to principal 



Death of an individual or termination of income interest

► UPIA Section 601 — Special rules for determining income and principal 
when the death of an individual creates an estate or trust or when an 
income interest in a trust terminates (whether or not the trust continues or 
is distributed).

► A fiduciary must determine net income and net principal receipts received 
from property given to a beneficiary and is to distribute the property to the 
beneficiary entitled to receive it. 

► Include in net income all income from property used or sold to discharge 
liabilities.

► In the fiduciary’s discretions, pay from income or principal the fees of all 
attorneys, accountants, court costs, administrative expenses and interest on 
estate, inheritance or other taxes.

► Pay from principal the debts, funeral expenses, family allowances, estate 
and inheritance taxes and other taxes imposed because of decedent’s death. 
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Power to adjust



Total return investing vs. income beneficiary rights

► A trustee has both a duty to invest prudently and a duty to act impartially in administering the trust. 
These duties may conflict if the trust’s level of income productivity affects the rights of any beneficiary. 
See Restatement 3d of Trusts, §111 (2012), comment a.

► When the trustee determines that the income for the period is higher or lower than appropriate for 
the trust, the trustee generally has the power and a duty to make an “adjustment.” See Restatement 3d 
of Trusts, §111 (2012), comment b.

► The power does not “empower a trustee to increase or decrease the degree of beneficial enjoyment to 
which a beneficiary is entitled” but compensates for those times when “the income component of a 
portfolio’s total return is too small or too large because of investment decisions made by the trustee 
under the prudent investor rule.” C. Cline, “The Uniform Prudent Investor and Principal and Income 
Acts: Changing the Trust Landscape,” 42 Real Prop., Prob. and Tr. J. 611, 649 (2008).

► Many states give the trustee the power to adjust and give the trustee the power to convert to a 
unitrust.
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Mechanics 

► UPIA — Section 104
► The trustee can adjust between principal and 

income to the extent the trustee deems is 
necessary if:
► The trustee acts as a prudent investor as to 

investment and the management of the trust’s 
assets

► The amount that may or must be distributed to a 
beneficiary is determined by the trust’s income

► The trustee determines that he/she is unable to 
administer the trust impartially under the terms 
of the trust and applicable law

► Limitations on the power to adjust include, but 
are not limited to the following:
► It diminishes the income interest in a marital trust 

requiring all income to be distributed
► It reduces the actuarial value of the income 

interest to which a person transferred property in 
the trust intended to qualify for a gift tax 
exclusion

► It changes the amount payable to a beneficiary as 
a fixed annuity or a fixed fraction of the value of 
the trust assets

► It is from any amount that is permanently set 
aside for charity, unless both income and principal 
are both set aside

► The trustee is a beneficiary of the trust
► The trustee is not a beneficiary, but the 

adjustment would benefit the trustee directly or 
indirectly
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Practical Advice in Preparing 
Accountings
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Organize Key Documents
Trust Documents

Listing of Assets – including personal effects

Listing of Debt

Listing of Beneficiaries

Financial Statements

Bank/Brokerage/Credit Card Statements

Check Register

Closing Statements

Receipts & Deposit Slips

Copies of Cancelled Checks
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Items to Look For in the Accounting
1. How much cash is there in beginning and ending of the 

accounting period?

2. What assets are at the beginning and ending of the accounting?

3. How much debt is there?

4. What caused the change in cash and assets? What schedule can I 
find that?

5. What assets were sold, were there gains/losses, and what 
happened to the cash?

6. How well is the Trust doing?

7. Why does principal and income matter?

8. Why are liabilities not netted against assets?
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Fiduciary Accountings Schedules
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Parts of the Accounting
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What is carry value?

► The carry value is the beginning value of an asset for which the 
fiduciary is accountable 
► If the asset was acquired by the trust or the estate – the acquisition cost or 

FMV (e.g., a gift)
► In other cases, the FMV of the asset at the beginning of a fiduciary’s 

administration
► A fiduciary can change the carry value to the FMV at time of change of the 

fiduciary
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Parts of the Accounting
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Parts of the Accounting
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UPIA Section 501 – Disbursements from income
50%:  Trustee compensation

Investment advisory and custodial services
Expenses for accountings, judicial proceeding or 
other matters that involve both the income and 
remainder interests

100% to income:  
Ordinary expenses incurred in connection with the 
administration, management or preservation of 
trust property and the distribution of income, 
including interest, ordinary repairs, regularly 
recurring taxes against principal (e.g., property 
taxes) and expenses of a proceeding or other matter 
that primarily concerns the income interest
Recurring premiums on insurance covering an asset 
or loss income from loss of the asset (e.g., property 
and casualty insurance)

UPIA Section 502 – Disbursements from principal
50% of the remaining disbursements described 
above
100%:
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Parts of the Accounting





TAX IMPLICATIONS OF FAI

EVAN SANDLER, CPA MST
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What we will cover…

• Simple vs Complex Trusts

• Basic Rules and Tax Rates

• Distribution Basics

• Different types of Income and DNI calculation examples

• Capital Gain Treatment

• Distribution Strategies
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Simple Trust

Required to distribute all income 
No principal distributions

No charitable distributions
FAI is not a factor and not 

disclosed in the tax return; since 
all income must be distributed via 

a fixed percentage.

In the Trust Document as:
“All income of the trust will be 
distributed to beneficiary…”

Complex Trust

Accumulates income
Discretionary distributions

FAI must be disclosed on Schedule 
B of Form 1041.

In the Trust Document as:
“Income may be distributed at the 

discretion of the trustee…”
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In a Simple Trust, all fiduciary accounting income 
is required to be distributed. The beneficiaries 
will pay tax on the income of the trust even if 
distributions are not made. See Treas. Reg-
Section 0-540' a(,0 and 0-540' a(,1' a(. 

Simple versus Complex 
Trust

Complex trusts, are well, complex! They can accumulate 
income and may be taxed at the trust level or the beneficiary 
level.   A trust can change from simple to complex.  In the 
year of termination it would be a complex trust – assuming 
distributions of principal were made.

* Note: If a trust is allowed to accumulate income, claim a charitable deduction, or   
make a distribution of principal in excess or required income, it is a complex    
trust.
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Why do we have to think about the 
trust tax return when making distributions?

In a complex trust, when beneficiaries receive distributions during the year, the tax liability 
is generally distributed to them as well: 

- A trust’s distribution deduction and the corresponding gross income reported by the 
beneficiaries are limited to the fiduciary’s distributable net income (DNI).

- FAI reflects the amount of income currently available for distributions to income 
beneficiaries under the provisions of the trust instrument.  

- FAI is not a tax concept and not determined via IRS statute, but by State statute which 
applies to the will or trust instrument. 

- DNI carries out taxable income to the beneficiary.  DNI in excess of FAI may result in 
taxable income to the trust and DNI less than FAI may result in a portion of distributions 
being tax free.  Remember, FAI determines the maximum amount of a trust’s income 
distribution deduction.
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Example of DNI in excess of FAI:

Example 1 – Income from a flow-thru entity: (Per 2000 Uniform Principal and Income Act)

Lets assume a trust holds a partnership interest in Big Oil, LLC which generates a K-1 in the 
current year reporting $200 taxable interest, $500 dividend income and $1,500 LTCG.  
That year the K-1 is reporting a distribution of $1,700 (not a liquidating distribution).   In 
this case, the trust must report the full $2,200 of taxable income.  However, FAI is limited 
to actual distributions made to the trust of $1,700.  Assuming that the entire distribution 
of  was actually distributed to the beneficiary – the trust could take an income distribution 
deduction of $1,700 and would be liable for the tax for the $500.  Also, note that (if 
included in trust distributions) a pro-rata portion of the LTCG would be allocated to the 
beneficiary via K-1.   

The opposite would occur if distributions actually exceeded taxable income – lets say in a 
debt-financed distribution – in which case FAI would exceed DNI.  The resulting 
distribution to the beneficiary would be tax free to the extent of such excess.
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Income Taxation of Trusts
Income can be Taxed to the Trust or Beneficiary

Over Not Over %

$0 $2,600 10%

$2,550 $9,300 24%

$9,300 $12,750 35%

$12,750 37%

Over Not Over %

$0 $19,400 10%

$19,400 $78,950 12%

$78,950 $168,400 22%

$168,400 $321,450 24%

$321,450 $408,200 32%

$408,200 $612,350 35%

$612,350 … 37%

2019 Trust Tax Rates 2019 Individual Tax Rates (MFJ)Capital Gain Tax

0%

15%

20%

0% Cap Gains Tax: up to $2,650 (Trust or Est.) / $78,750 (Individual - MFJ)
15% Rate: up to $12,950 (Trust or Est.) / $488,850 (Individual - MFJ)
20% Rate: over $12,950 (Trust or Est.) / $488,850 (Individual - MFJ)
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Let’s Compare Tax Rates
How would much tax would the trust incur? 
How much tax would the beneficiary incur?

• Say trust has $110,000 of income.  

• Say trust has $10,000 of income.  

• Say trust has $5,000 of capital gain.  

 Trust incurs tax at 35% marginal tax rate = $1,868 + (35% x 700) = $1,868 + 245 = $2,113

 Beneficiary incurs tax at 10% marginal tax rate = $10,000 x 10% = $1,000

 Trust incurs tax at 37% marginal tax rate = $3,076 + (37% x 97,250)  = $3,076 + 35,983 = $39,059

 Beneficiary incurs tax at 22% marginal tax rate = $9,086 + (22% x 31,050) = $9,086 + 6,831 = $15,917

 Trust incurs tax at 15% marginal tax rate = $0 + (15% x 2,400) = $360 

 Beneficiary incurs 0% tax rate = $0

Takeaway: The Trustee’s ability to include capital gains in FAI will result in overall significant tax savings as a 

result of the highly compressed trust tax rates thereby transferring any potential income taxes and net 

investment income tax (NIIT) to the beneficiaries.  (Trusts have a significantly lower NIIT threshold than 

individuals.)
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Distributions = Cash or Assets given to beneficiary(ies)…
• Distribution of principal/corpus

• Distribution of income

• If either income or principal can be distributed (discretionary) then 

distributions are considered first from income and then from principal 

(Treasury Reg. 1.662(a)-3).

Notice in the last slide, that tax liability was at the trust OR at the beneficiary level. 
Movement of tax liability is done through distributions. 

How do we move Income Tax liability 
from trust to Beneficiary?
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Distribution Quiz…

Give Stock
FMV $10,000

CV $8,000
$2,000

$10,000 
Stock Sale

Trust
Stocks
Cash

Beneficiary will receive $2,000 
cash and stock valued at 
$10,000 with a basis of $8,000. 
These distributions might be 
taxable to beneficiary. 

II want 
$10,000, 

please

$10,000

Beneficiary will receive $10,000 cash 
which might be taxable to 
beneficiary.  (Payment to a 
beneficiary in which trust has taxable 
income consisting of rents, dividends 
and interest would make this a 
taxable distribution.)

Beneficiary will receive 
$10,000 cash which might be 
taxable to beneficiary. Trust 
incurs taxable capital gain.

$10,000
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Distribution Quiz…

Beneficiary will receive $2,000 
cash and stock valued at 
$10,000 with a basis of $8,000. 
These distributions might be 
taxable to beneficiary. 

Beneficiary will receive $10,000 cash 
which might be taxable to 
beneficiary.

Beneficiary will receive 
$10,000 cash which might be 
taxable to beneficiary. Trust 
incurs taxable capital gain.

In kind distributions of appreciated property to a beneficiary in 
satisfaction of their right to receive a specific dollar amount or in 
specific property other than the property distributed will require 
the trust to recognize capital gains. (Treasury Reg. 1.661(a)-2(f)).

Not taxable if $10,000 is a distribution of principal – ie: decedent 
leaves $10,000 estate to heir.  If this is a distribution of ordinary 
income and beneficiary is an income beneficiary – the distribution 
would carry out DNI and be taxable to beneficiary. 

Remember – DNI is not carried to the beneficiary – because 
specific cash or property bequests do not carry out DNI -
therefore no tax paid by recipient from gifts or specific bequests 
of money or property.  
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Distributions in Kind

Before you sell appreciated securities consider distributing to the 
beneficiary instead. The security is distributed at cost basis and you will 
have successfully transferred the capital gain to the beneficiary where it 
may be taxed at a lower rate.

A trust does not recognize gain or loss on the in-kind 
distribution of property to a beneficiary unless the distribution 
is in satisfaction to receive (IRC Sec. 643(e)):

- A specific dollar amount
- Specific property other than that distributed 
- Income under certain circumstances.

If there is DNI, the in-kind distribution can carry out the DNI to 
the lesser of the property’s basis or FMV.
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Specific Bequest

Bequests of specific sums of money or specific property do not affect DNI. 
They are not deductible by the trust or taxable to the beneficiary.  An 
amount that can only be paid from income cannot be treated as a specific 
bequest.  Treas. Reg. 1.663(a)-1(b)(2)(i)

IRC Sec. 663(a)(1) Requirements:
• Paid all at one time
• Paid in a maximum of 3 installments
• Not paid from income
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Might be taxable!
What does that mean?

The liability and character of the income is 
transferred using a vehicle called 
Distributable Net Income (DNI). 

Trust taxation utilizes DNI to avoid 
double taxation. It is the DNI that determines 

the taxability to the beneficiaries, not the 
Income subject to tax, not the taxable 

income, nor the full amount of the 
distribution.

Character of income 
means if it is taxable or 

tax exempt.

DNI is the maximum amount 
received by a unitholder or 

beneficiary that is taxable; any 
amount above this figure will be 

tax-free.
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• Distributable Net Income (DNI) –
Income available for distribution

• Fiduciary Accounting Income (FAI) – Allocates receipts and distributions between income and 
principal.  (Sets the maximum amount of income distributions or DNI available under the provisions 
of the trust instrument and local law.)

• Adjusted Total Income (ATI) – The amount of income after deductions (Form 1041 – Line 17)
• Taxable Income (TI) – The amount of income subject to tax (Form 1041 – Line 22)

Different Types of ‘Income’:

Fiduciary Accounting income, and Taxable income, and Distributable Net Income are independent of 
each other.  There are some situations were the the trust may have Taxable Income but no Fiduciary 

Accounting Income and vice versa.  DNI is a modified Taxable Income.

DNI FAI

ATI TI
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Tax Exempt Income Income Subject to Tax

Fiduciary Accounting Income (FAI)

IncomePrincipal

Distributable 
Net Income 

(DNI)

Accounting Concept

Tax Concept

Remainder Beneficiary –
person who receives the 
trust corpus (principal) 
upon trust termination or 
before.

Income Beneficiary –
person entitled to the 
trust income.
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Calculation of Distributable Net Income
IRC Section 643(a)

- Capital Gains
+ Capital Losses
+ Net Tax Exempt Income
_______________________________________________________

= Distributable Net Income (DNI)

Total Income (TI) (Form 1041 – Line 9)
- Tax Deductible Expenses 
= Adjusted Total Income (ATI) Form 1041 – Line 
17
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Simple vs Complex Trust
IRC Section 643(a)

EXAMPLE:
Trust has $5,000 Interest 
and $15,000 Dividends 
with $1,000 trustee fees. 
Assume Simple Trust.

Trust TI w/ Distribution:
ATI                  $19,000
IDD                 $19,000
Exemption     ($300)
Trust TI           ($300)

DNI flows 
to bene 

thru a K-1. 
Trust gets 
deduction 

for DNI 
referred to 

as the 
Income 

Distributio
n 

Deduction 
or IDD.

Trust Taxable Income:
Interest        $5,000
Dividends  $15,000
Trtee Fee    ($1,000)
ATI               $19,000
Exemption    ($300)
Trust TI       $18,700

If no distributions made –
trust is classified as 
complex.
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Tax Exempt Income

Tax exempt income is excluded from trust taxable income but included in DNI.  
Tax exempt income retains its tax character when distributed and is excluded 
from taxable income of the individual.

If a trust has tax exempt income, a portion of the trust expenses for the year will 
be attributable to the tax exempt income and will not be allowed as a 
deduction. Rule of thumb, if the income is not taxable, the expenses 
attributable to that income are not deductible.
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Tax Exempt Income
And Non-Deductible Expenses

$5,000 Tax Exempt Income
$20,000 Adjusted Total 
Income

= 25%

25% x $1,000 trtee fees = $250 non-deductible 

EXAMPLE:
Trust has $5,000 Tax Exempt 
Interest and $15,000 Dividends 
with $1,000 trustee fees. 
Assume Simple Trust.

$5,000 Tax Exempt Income
- $250 Expense attributable to TE Income
$4,750 Net Tax Exempt Income

($1,000 - $250 = $750 deductible)
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Simple Trust w/ Tax Exempt Income
IRC Section 643(a)

EXAMPLE:
Trust has $5,000 TE 
Interest and $15,000 
Dividends with $1,000 
trustee fees. Assume 
Simple Trust.

Trust TI w/ Distribution:
TI                  $13,950
Net TE Inc $4,750
Exemption       $300
DNI              $19,000
ATI               $14,250
No Trust TI because DNI is 
greater than ATI

Trust Taxable Income:
TE Interest          $0
Dividends  $15,000
Trtee Fee       ($750)
ATI              $14,250
Exemption    ($300)
Trust TI       $13,950

DNI flows 
to bene 
thru a K-

1.
Bene gets 

taxable 
and tax 
exempt
income. 

Trust gets 
deduction 

for DNI

Before Income Distribution Deduction

Page 80



Capital Gains/Loss of a Trust

*By Default Capital Gains are Taxed at the Trust level*

Which is why they are removed from DNI. Three exceptions to this rule 
are found in Treas. Reg. 1.643(a)-3(b):

1. Allocated to the FAI Income per Trust Instrument.
2. Allocated to FAI principal but consistently treated by the 

fiduciary as part of a distribution to beneficiary upon Trustee’s 
Discretion.

3. Allocated to FAI principal but actually distributed to the 
beneficiary or utilized by the fiduciary in determining the 
amount to be distributed to the beneficiary
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TREATMENT OF FIDUCIARY CAPITAL 
GAINS/LOSSES & TRUST FINAL YEAR 

- Capital Gains can be passed thru to the beneficiary.  Otherwise:
- Capital Losses can be taken as a deduction up to $3,000 at the trust level 

with any excess carried over to subsequent years.
- In the year a trust terminates, all capital losses (and NOL carryovers) will 

flow thru to the beneficiary as above-the-line deductions.  Treas. Reg 
1.642(h)-1(b).

- All items of income and expense are required to be passed thru to the 
trust or estate beneficiaries upon the filing of the final year’s tax return 
(Treas. Reg. 1.641(b)-3).
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Distributable Net Income – Complex Trust
And Capital Gains

EXAMPLE:
Trust has $5,000 Interest and $15,000 Dividends with $1,000 trustee fees AND $20,000 Capital Gains

Taxable Income:
Interest                $5,000
Dividends          $15,000
Gains                  $20,000
Trtee Fee            ($1,000)
ATI                       $39,000
Exemption            ($100)
TI before DNI    $38,900

Distributable Net Income:
TI                     $38,900
Less Gains     ($20,000)
Exemption           $100 – Add Back
DNI                  $19,000

DNI                       ($19,000)
Net TI to trust      $19,900

Net taxed to Bene   $19,000
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Income Distribution Deduction (IDD)

So IDD is the 
deduction the 
trust gets for 
giving DNI.

The income distribution deduction is the 
deduction the trust receives when it 
distributes the taxable income to a 
beneficiary. The IDD is usually the same as 
DNI but can be different when the actual 
distribution is less than the DNI or when 
there is tax exempt income in which case, 
you take the lesser of the two.
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Income Distribution Deduction (IDD)

EXAMPLE:
Say, in a complex trust, there is $15,000 of DNI. The trustee chooses to 
distribute $10,000 in the current year. Assume no tax exempt income and 
no expenses. 

DNI = $15,000
Actual Distribution = 
$10,000
Lessor of the two is IDD 

IDD = $10,000

ATI                  $15,000
IDD               ($10,000)
Trust TI             $5,000

Bene TI           $10,000
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Income Distribution 
Deduction (IDD)

Exemption

Taxable Income (TI)

Adjusted Total 
Income (ATI)

EXAMPLE:
Simple Trust has $5,000 
Interest and $15,000 
Dividends with $1,000 
trustee fees AND $5,000 Tax 
Exempt Income

5,000
15,000

20,000

800

19,200
800

Simple Trustx
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Distribution Net 
Income (DNI)

Income Distribution 
Deduction (IDD)

19,200
4,800

24,000

24,00
04,800
19,200
19,200
19,200

In this example – the 
$4,800 of T/E 
income is the 

difference between 
DNI and the 

resulting IDD.
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Income Distribution 
Deduction (IDD)

Exemption

Taxable Income (TI)

Adjusted Total 
Income (ATI)

EXAMPLE:
Simple Trust has $5,000 
Interest and $15,000 
Dividends with $1,000 
trustee fees AND $5,000 Tax 
Exempt Income

5,000
15,000

20,000

800

19,200

300

-300

19,200

19,500

0

800

Simple Trustx
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4,200
15,000

A                      4,800

Net Tax 
Exempt
Income
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Income which flows 
through on a K-1 
from the trust will 
retain its character on 
the individual return. 4,200

15,000
4,800
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Two Tiers of Distributions exist for Complex Trusts and Estates

Tier 1 Distributions

Includes any amounts required to be distributed currently under the terms of the 
governing instrument or local law (whether distributed or not) that may be paid 
out of income or principal, to the extent it is actually paid out of income for the tax 
year.  The deductible amount of a tier 1 distribution is limited to the taxable 
portion of DNI. (IRC Sec. 661(a))

Tier 2 Distributions

Any other amounts of income not required to be distributed currently and 
distributions of principal, whether required or discretionary. (IRC Sec 662(a)(2)
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Impact of Tier 1 versus Tier 2 Distributions

The distinction between Tier 1 and Tier 2 distributions effects the taxability of 
distributions to the two corresponding classes of beneficiaries.  

- DNI is first carried out (via distribution deduction) to the Tier 1 beneficiaries.
- To the extent that any DNI remains after all Tier 1 distributions – it is carried out to the 

Tier 2 beneficiaries.  So the deduction for Tier 2 distributions is limited to the amount 
of taxable DNI remaining after all Tier 1 distributions.

- If more than one beneficiary receives Tier 2 distributions of remaining DNI – it is 
allocated among the Tier 2 beneficiaries on the basis of the relative amount of Tier 2 
distributions made to each (Treasury Reg. 1.662(a)-3(c)). 
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DISTRIBUTION STRATEGIES:

1. IRC 645 ELECTION – Allows the trustee of a deceased grantor’s ‘qualified revocable trust’ to treat 
the trust as part of grantor’s estate for fiduciary income tax purposes and file on a fiscal tax year 
allowed for estates.  IRC Sec 441(b)  

- Allows initial tax year a full 12  months of deductions for any expenses incurred.
- In many cases will allow an Executor to wrap-up an estate with only one year’s tax return                   

(assuming the trust can be distributed out within one year from DOD).
- Especially desirable for decedent’s passing after mid-year. 

2. IRC 663(b) ELECTION  - Gives the trustee ability to make distributions up to 65 days after the          
close of the tax year and treat these as having been made on the last day of the preceding tax 

year. 
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65 Day Rule
IRC Sec. 663(b) Election

If you forgot to distribute or decide after the close of 
the year to distribute, you can make an election to treat 
distributions made within 65 days of year-end as being 
made on 12/31 of the preceding year.  This rule applies 
to Complex trust who make the election with their 
timely filed tax return. Remember Simple trusts are 
complex in the final year, and have 65 days to distribute 
remaining trust assets after the close of the final year.
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Thank You

Natalie Keam
nkeam@oniskoscholz.com

Evan Sandler
esandler@oniskoscholz.com
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