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Strafford accepts American Express, Visa, MasterCard, Discover.

• Listen on-line via your computer speakers.
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• To earn full credit, you must remain connected for the entire program.
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Tips for Optimal Quality FOR LIVE PROGRAM ONLY

Sound Quality
When listening via your computer speakers, please note that the quality 
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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.



Post-Mortem Income Tax Planning 
Form 1041

Jeremiah W. Doyle IV, Esq.
Senior Vice President

BNY Mellon Wealth Management
Boston, MA

jere.doyle@bnymellon.com
July, 2021

Law Offices of Neal B. Jannol
10850 Wilshire Blvd. #825

Las Angeles, CA 90024



7

Agenda

 Protecting the Fiduciary

 Compressed Income Tax 
Rates for Estates and Trusts

 Including Capital Gains in 
DNI

 Election of Estate’s Fiscal 
Year End

 Section 645 Election

 65 Day Rule

 Allocation of Estimated 
Taxes

 Charitable Contributions

 Administration Expense Election

 Section 643(e) Election

 Death of a Partner

 S Corporation Stock

 QSST

 ESBT

 Allocating Expenses

 Termination of the Estate or Trust
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Protecting the Fiduciary

 Notice of Fiduciary Relationship - §6903

 Discharge from Personal Liability - §6905, §2204

 Request for Prompt Assessment - §6501(d)
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Notice of Fiduciary Relationship - §6903

 Used to notify IRS of fiduciary appointment

 Form 56 – Notice Concerning Fiduciary Relationship

 Prevents IRS notices being sent to wrong address
 Time period for filing Tax Court petition may expire if statutory notice of 

deficiency sent to deceased taxpayer’s address

 File with Internal Revenue Service Center where decedent is 
required to file his/her tax return.

 Use Form 56 to notify IRS of commencement and termination of 
fiduciary relationship
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Discharge from Personal Liability - §6905

 Fiduciary personally liable for decedent’s unpaid income and gift 
taxes (§6905) and estate taxes (§2204) if he pays others before 
paying government the taxes due at death

 Protection available from personal liability by requesting in writing 
(Form 5495) a discharge from personal liability.

 IRS has 9 months to assess tax due
 No notice, fiduciary discharged
 Notice of amount due, fiduciary discharged on payment
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Discharge from Personal Liability - §6905

 Discharge only effective to executor in his personal capacity and as to 
his personal assets
 Doesn’t release fiduciary in his fiduciary capacity
 Doesn’t protect beneficiaries from transferee liability

 File request with Internal Revenue Service Center where estate tax 
return is required to be filed, or if no 706 due, where decedent’s final 
1040 filed.

 Send by certified mail/return receipt to prove when 9 month period 
begins to run
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Request for Prompt Assessment - §6501(d)
 Applies to income and gift tax liability and estate’s fiduciary income tax 

return

 Shortens the S/L from 3 years to 18 months after filing the request

 Doesn’t apply to returns filed after filing request – a new request is 
needed

 Use Form 4810

 File with Internal Revenue Service Center where the income or gift tax 
return was filed

 Send by certified mail/return receipt to prove date when 18 month
period begins to run



2021 Tax Rates – Ordinary Income

If Taxable Income is: The Tax is

Not over $2,650 10%

Over $2,650 but not over $9,550 $265 plus 24% of amount over 
$2,650

Over $9,550 but not over $13,050
$1,921 plus 35% of amount over 
$9.550

Over $13,050
$3,146 plus 37% of amount over 
$13,050
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2021 Preferential Rates for Qualified Dividends and 
LTCG for Estates and Trusts

 TCJA retains the preferential rates for qualified dividends and long-
term capital gains

 However, the thresholds for the 0%, 15% and 20% rates have been 
adjusted as shown on the next slide

 See Section 1(j)(5)
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2021 Tax Rates – Capital Gains

If Taxable Income is: Maximum Capital Gain Rate

Not over $2,700 0%

Over $2,700 but not over $13,250 15%

Over $13,250 20%
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Include Capital Gains in DNI – The Problem

 Generally, capital gains are allocated to principal and taxed to the 
estate or trust

 Compressed tax rate schedule for estates and trusts
 Short-term capital gains taxed at 37% + 3.8% surtax if taxable 

income exceeds $13.050 (2021)
 Long-term capital gains taxed at 20% + 3.8% surtax if taxable 

income exceeds $13,250 (2021)

 Planning point – have gains taxed to beneficiary where gains would 
most likely be taxed at a lower tax rate

 For capital gains to be taxed to a beneficiary, the capital gain must be 
included in DNI
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Include Capital Gains in DNI

 In addition to those circumstances mentioned in the regulations, capital 
gains flowing from a partnership or S corporation K-1 are included in 
DNI. Crisp v. United States, 34 Fed. Cl. 112 (1995).
 Planning point: the trustee may want to consider investing through a 

partnership so that capital gains can be distributed and escape the income 
tax and the surtax at the trust level

Investment 
p/ship Trust

K-1 with gains

Beneficiaries

DNI with p/ship gains
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Include Capital Gains in DNI
 The regulations describe 3 circumstances under which capital gains can be 

included in DNI. Reg. 1.643(a)-3(b).
 Gains are included in DNI where they are, pursuant to the governing instrument 

and applicable local law, or pursuant to a reasonable and impartial exercise of 
discretion by the fiduciary in accordance with a power granted to the fiduciary 
by applicable local law or by the governing instrument if not prohibited by 
applicable local law:

1. Allocated to income (but if income under the state statute is defined as, or 
consists of, a unitrust amount, a discretionary power to allocate gains to 
income must also be exercised consistently and the amount so allocated 
may not be greater than the excess of the unitrust amount over the amount 
of DNI determined without regard to this subparagraph 1.643(a)-3(b));

2. Allocated to corpus but treated consistently by the fiduciary on the trust’s 
books, records and tax returns as part of a distribution to a beneficiary; or

3. Allocated to corpus but actually distributed to the beneficiary or utilized by 
the fiduciary in determining the amount that is distributed or required to be 
distributed to a beneficiary.  
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Analyzing Regulation 1.643(a)-3(b)

 Reg. 1.643(a)-3(b) has specific requirements must be met in order to 
have capital gains taxed to the beneficiary

 No pressing the “easy button”

 Regulations have:
 Two prerequisites and
 Three methods
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Analyzing Regulation 1.643(a)-3(b)

 Two prerequisites – capital gains included n DNI only if inclusion is 
pursuant to:
 Trust agreement and local law; or 
 A reasonable and impartial exercise of discretion by the trustee in 

accordance with a power granted to the trustee by local law or the trust 
agreement if not prohibited by local law.

 Three methods
 Allocated to income
 Allocated to corpus, but treated consistently by the fiduciary on the trust’s 

books, records and tax returns as part of distribution to the beneficiary
 Allocated to corpus, but actually distributed to the beneficiary or utilized 

by the fiduciary in determining the amount that is distributed or 
required to be distributed to the beneficiary
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Election of Estate’s Fiscal Year End

 Fiduciary may select estate’s fiscal year end

 May be the last day of any month as long as first FYE doesn’t exceed one 
year
 Trust MUST use calendar year

 Trust may get benefit of fiscal year by making a §645 election

 Election made by filing income tax return with the selected year end

 May allow deferral of payment of tax
 Cut off fiscal year before receipt of substantial income
 Distributions from estate are deemed made to beneficiary on last day 

of estate’s taxable year regardless of the actual date of distribution
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Election of Estate’s Fiscal Year End

12/31

12/31

2020 2021

2020 2021

1/31

Distribution Taxed

Estate

Beneficiary

FYE
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§645 Election

 Treats “qualified revocable trust” as part of decedent’s estate for 
Federal fiduciary income tax purposes

 Election made jointly by estate’s personal representative and trustee

 Election for limited period of time – generally, earlier of (1) when estate 
terminates or (2) later of 2 years after decedent’s death or 6 months after 
final determination of estate tax

 See final regulations for making and terminating the election and tax 
treatment of trust and estate while election is in effect

 Election made on Form 8855 by due date of fiduciary income tax return for 
the first taxable year of the estate, including extensions
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§645 Election - Strategy

 Use fiscal year-end

 Qualify for §642(c) for estate fiduciary income tax charitable deduction
 More liberal than trust fiduciary income tax charitable deduction

 $25,000 PAL deduction for rental R/E for 2 years of estate. Section 469(h)(4).

 Eligible to hold S stock for duration of election

 No estimated tax payments for 2 years after date of death

 Tax items of estate and trust can offset each other  e.g. PALs, NOL, capital 
loss carryover, investment interest expense

 $600 exemption
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65 Day Rule aka Sec. 663(b) Election

 Applies to complex trusts and estates

 Allows fiduciary to treat all or a portion of distributions made within 
65 days of Y/E as being made on 12/31 of preceding year

 Election must be made by due date of return, including extensions

 Election is irrevocable

 Year by year election (e.g. good for 1 year only)

 Limited to > DNI less current year distributions or TAI not 
distributed. Reg. 1.663(b)-1(a)(2).
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65 Day Rule aka Sec. 663(b) Election

65 Days

12/31
2020 2021
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65 Day Rule aka Sec. 663(b) Election

65 Days

12/31
2020 2021

Facts:  $10,000 DNI for 2020

Distributes $6,000 in 2020, $4,000 in 2021

$6,000
$4,000
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Allocation of Estimated Taxes to Beneficiaries

 Executor or trustee may elect to treat any portion of an estimated tax 
payment made by the estate/trust as a payment made by a beneficiary of 
the estate/trust

 Treated as an estimated payment made by the beneficiary on January 15 
of the following year (after the last day of the taxable year of the 
beneficiary)

 Election must be made on or before the 65th day after the close of the 
taxable year of the estate/trust

 Only available to estate in its final year

 Authority: Section 643(g)
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Election to Treat Charitable Contribution as 
Made in Preceding Year

 Estate or trust can treat charitable contribution made in a succeeding 
taxable year as if made in the immediate preceding taxable year. 

 Election made by filing a statement with tax return for which deduction is 
being claimed. See Reg. 1.642(c)-1(b)(3) for details of what statement 
must contain.

 May need amended return.

 Election can be made up until the due date, including extensions, of the 
succeeding year’s tax return.

 Can be made on an amended return if within above time frame after which 
the election is irrevocable unless consent from IRS obtained.

 Authority: Section 642(c)(1); Reg. 1.642(c)-1(b).
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Election to Treat Charitable Contribution as 
Made in Preceding Year

12/31
2020 2021

Charitable 
Contribution 

Made

Charitable 
Contribution 

Deducted
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Administration Expenses – Summary #1
 Deduct on either 706 or 1041

 Waiver required if taken on 1041
 Administration expenses can be split between 706 and 1041

 Compare estate tax rate with income tax rate
 No 706 due, or 706 due but no tax, deduct on 1041

 Exception: if applicable credit amount used, take administration expenses on 
706

 If estate tax due, deduct on 706

 Timing
 If taken on 706, pay anytime
 If taken on 1041, pay in year deduction desired

 Caution:  in year prior to termination, deductions in excess of income are 
wasted

 If expenses exceed income, pay in year of termination and pay out “excess 
deductions” to beneficiaries – However, no excess deductions for years 2018-
2025 under TCJA of 2017. But see Notice 2018-61.
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Administration Expenses – Summary #2

 Adjustment between income and principal
 If expenses taken on 1041 when estate tax is payable, should income 

beneficiaries reimburse the remainder beneficiaries for the increase in the 
estate tax?

 Optimal marital deduction
 Use of administration expenses on 706 reduces size of marital bequest
 Use of administration expenses on 1041 decreases size of bypass trust 

and increases size of marital bequest

 No bypass trust
 If administration expenses taken on 1041, estate tax generated via a 

circular calculation
 If administration expenses taken on 706, no circular computation
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Administration Expenses – Summary #3

 §67(g) (enacted as part of the TCJA of 2017) disallows expenses that 
constitute miscellaneous itemized deductions subject to the 2% floor 
for years 2018 to 2025. 
 However, expenses that are uncommon (or unusual or unlikely) for an 

individual to incur are deductible on the fiduciary income tax return (Form 
1041). Knight v. Commissioner, 562 U.S. 181 (2008): §67(e); Reg. 1.67(e).

 After 2025, such expenses will again become deductible but only to the 
extent they exceed 2% of the AGI of the estate or trust. While not a big deal 
for regular tax purposes, these expenses, post-2025, can have substantial 
AMT consequences.

 True double deductions
 §691(b) deductions deductible on both 706 and 1041
 Distinguish between §691(b) (incurred before death but payable after 

death) and §642(g) (post-death expenses)
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Section 643(e) Election – Funding a Residuary 
Bequest with Property 

 Estate/Trust may elect, but is not required, to recognize G/L

 Distribution carries out DNI, but amount of DNI depends on whether the 
Section 643(e) election was made
 No Election: DNI carried out is lesser of basis or FMV of distributed property 
 Election: DNI carried out is FMV of distributed property

 Basis of property to beneficiary is basis of property to estate/trust plus or minus 
any gain or loss the estate/trust elects to recognize on the distribution. 
§643(e)(1).

 Holding period tacks if basis is same “in whole or in part” as transferor’s basis, 
otherwise, holding period starts anew. §1223(2).



Section 643(e) Election – Distributions in Kind

Making the Election. A §643(e) election is made by the estate or trust on its return 
for the taxable year for which the distribution was made. Check box on Form 1041, 
Page 3, “Other Information.” Line 7. 

The election is made by checking a box on the bottom of page 2 of the Form 1041.  

The election applies to all property distributions made during the year with the 
exception of §663(a) property distributions. §643(e)(3)(B), (e)(4).  Thus, the estate 
or trust may not make a §643(e) election in a particular year for some property 
distributions but not for others.  

Once made, the election may only be revoked with the consent of the Secretary of 
the Treasury. §643(e)(3)(B), last sentence.  

The election is made on a year-by-year basis i.e. it can be made for property 
distributions in one year but not the next.  

The revocation of the §643(e) election may be approved through a Reg. 301.9100 
relief request. PLR 9641018. 
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Death of a Partner - General

 P/ship year terminates for partner whose interest terminates by death
 P/ship tax year as to the deceased partner ends on the date of the 

partner’s death. §706(c)(2)(A).
 Deceased partner’s share included in his final 1040
 Post-death share of partnership income taxed to successor in interest

 Cash flow issues
 Partner makes no w/drawal before death but income to date of death 

included on 1040
 Partner makes withdrawal before death leaving insufficient cash for 

successor to pay tax
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Death of a Partner – Post-Death Planning

 Have p/ship income for year of death taxed on final 1040

 If estate is successor in interest and estate’s FYE ends on or before 12/31, 
executor can distribute entire p/ship interest before year-end to spouse and 
all of that year’s p/ship income will end up on the decedent’s final joint 
return

 If estate is successor in interest and estate’s FYE ends on or before 12/31, 
executor can make distributions of cash or property from estate to the 
spouse that carry out DNI which will be taxed on the decedent’s final joint 
return.
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Death of a Partner – Basis

 Partner’s basis in p/ship interest is separate and distinct from p/ship’s own 
basis in the underlying assets of the p/ship

 Basis of deceased partner’s partnership interest is its FMV as of the D/D or the 
A/V date

 Partnership does not receive new basis for partnership assets upon death of a 
partner

 Consider the §754 election
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Death of a Partner – Basis
 Ginger and Mary Ann, form a 50/50 partnership

 Buy a apartment building for $100,000, each contributing $50,000

 Building appreciates to $1,000,000

 Ginger dies

 $500,000 partnership interest gets included in Ginger’s estate for FET 
purposes

 Ginger’s basis in her partnership interest is $500,000

 The partnership’s basis in the bldg is $100,000
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Death of a Partner – Basis (cont.)

 Ginger’s successor-in-interest sells her partnership interest for 
$500,000

 No gain or loss

 $500,000 proceeds less $500,000 basis stepped-up to FMV as of D/D
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Death of a Partner – Basis (cont.)

 Partnership sells the apartment building for $1,000,000

 Partnership’s gain is $900,000 ($1,000,000 proceeds less p/ship $100,000 
basis in the bldg)

 Ginger’s successor-in-interest distributive share of the gain on the sale is 
$450,000 ($900,000 gain divided between the two partners)

 Note that if Ginger had owned her one-half interest in the property outright 
rather than in partnership, her estate would have a basis in the apartment 
building of $500,000 and would not have had to recognize a gain on the 
sale
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Death of a Partner – Basis (cont.)

 Note the problem
 Sale of partnership interest – no gain to Ginger’s successor-in-interest
 Sale of underlying asset of partnership (apartment building) - $450,000 

gain to Ginger’s successor-in-interest

 The amount of gain is determined by whether the partnership interest is 
sold or the partnership’s underlying asset is sold

 Inequitable result depending on the structure of the transaction
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Death of a Partner – Basis (cont.)

 §754 election allows p/ship to elect to adjust the basis of the underlying 
assets of the p/ship to eliminate the disparity

 Election may be made on the death of a partner

 Election is made by the partnership

 Must be made by due date for p/ship return for the year in which the 
partner dies

 Requires separate accounting for deceased partner and all other 
partners
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Death of a Partner – Basis (cont.)

 Election is made

 Sale of underlying partnership asset

 Proceeds $1,000,000 less $50,000 surviving partner’s basis less 
$500,000 deceased partner’s basis as a result of the §754 election 
equals $450,000 gain
 Surviving partner reports entire $450,000 gain
 Deceased partner’s successor in interest reports no gain

 Result: same tax treatment regardless of whether p/ship interest or 
p/ship’s underlying assets sold
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Death of a Partner – Basis (cont.)

 Alternative option if p/ship won’t make §754 election

 §732(d) – any property distributed from the p/ship to the estate within 2 
years of the partner’s death gets a basis equal to the FET value
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S Corporation - Taxation

 Beneficiary’s income determined on a pro-rata basis (per share, per 
day). §1377(a)(1).

 Decedent’s 1040 reports income from beginning of year to D/D
 No IRD

 Successor in interest reports income from day after D/D to end of year
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S Corporation - Taxation

 Special allocation rule under §1377(a)(2) for “termination of interest”

 Share of income computed as if taxable year consisted of 2 taxable 
years, the first of which ends on the D/D
 Special allocation valuable if income, deductions did not accrue ratably 

during the year
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S Corporation – Special Allocation

6/30 
D/D

6/30 
D/D

S Corporation earns $365 for the year

$181

($100)

$184

$465

Regular Method:

Special Allocation:
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S Corporation

 An estate may hold S stock indefinitely, subject only to prolonged 
administration rules

 Estates may elect S status for corporations that were not operated as a 
S corporation by the decedent prior to the decedent’s death. Rev. Rul. 
92-83, 1992-2 C.B. 36.
 If decedent died within 2 ½ months of the beginning of the C corporation’s 

taxable year, a retroactive S election can be made and have the pre-death 
income taxed on the decedent’s final 1040
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S Corporation

 The estate, not its beneficiaries, is the S corporation shareholder

 Thus, the following disqualified beneficiaries that could not own S 
corporation stock could receive the benefit of S corporation status during 
the administration of the estate:
 Non-resident aliens
 Complex and sprinkle trusts with multiple beneficiaries (absent an ESBT 

election)
 Charitable split interest trusts
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S Corporation

 Estate as a S corporation shareholder allows for a deferral of 
recognition of S corporation income

 Example:  Estate with November 30 (or earlier) FYE doesn’t have to 
recognize December 31 FYE S corporation income until the following 
November 30 FYE

12/31

11/30

S Corp

Estate

Income Recognized
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S Corporation

 In addition to estates, only certain domestic trusts are eligible S 
corporation shareholders

 Grantor Trust

 Grantor Trust after owner’s death* – 2 years beginning with D/D

 Testamentary Trust* – 2 years after transfer of assets to trust

 Voting Trust

 QSST

 ESBT

*May continue as eligible S corporation shareholder by electing QSST or ESBT status
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S Corporation - Trusts

 LE/GTPOA marital trust under §2056(b)(5) is eligible S corporation S/H 
due to grantor trust status

 QTIP trust under §2056(b)(7) is not an eligible S corporation S/H 
unless a QSST or ESBT election is made

 A GRAT is an eligible S corporation shareholder assuming it is drafted as a 
wholly owned grantor trust. 

 A QRT that makes a §645 election
 Election lasts for 2 years if no estate tax return is required (thus, no 

additional time to hold S stock) or 6 months after the final determination of 
the estate tax liability if an estate tax return is required to be filed.

 QDOT under §2056A cannot qualify as a QSST unless the 
spouse/beneficiary becomes a U.S. citizen

 §2503(c) trust qualifies as a QSST as long as the trustee distributes or 
is required to distribute the income at least annually to the beneficiary

 CRAT or CRUT cannot qualify as a QSST
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S Corporation - Trusts

 Termination of grantor trust at owner’s death

 If trust distributes outright, determine if distributees are qualified to hold S 
stock
 If distributees are corporation, p/ship, ineligible trust or foreign individual or the 

number of S/H exceeds 100, S election automatically terminated

 If trust continues after owner’s death, trust is eligible S/H for 2 years
 Trust would also be eligible S/H if it qualified as a QSST or ESBT



S Corporation – 5 Requirements of QSST
 Distributes or required to distribute all income to one U.S. citizen or 

resident beneficiary

 Trust distributes no principal other than to income beneficiary

 Income beneficiary’s interest terminates at earlier of death or when 
trust terminates

 If trust terminates during income beneficiary’s life, trust assets must be 
distributed to income beneficiary

 Income beneficiary must elect to be treated as owner of portion of trust 
consisting of S corporation stock – this is the so-called “QSST election”
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S Corporation - QSST
 Requirements – see §1361(d)(3)

 The benefits of the S corporation must be limited to one individual 
beneficiary and the beneficiary agrees to be treated as the deemed owner 
of the trust

 A share of a trust is treated as a separate trust for QSST purposes if 
separate share rule of §663(c) satisfied.
 Allows trust to have multiple beneficiaries without requiring multiple 

trusts
 Physical segregation of assets not required

 Election by beneficiary needed
 Income beneficiary treated as owner of portion of trust consisting of S stock 

for which the QSST election is made
 Separate election for each S corporation whose stock owned by trust

 Example: trust could own stock in 3 S corporations and make a QSST 
election for one corporation but not the other two
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QSST Election
 Election causes beneficiary to be treated as owner of portion of trust consisting 

of S corporation stock as if beneficiary owned the trust under §678.
 If a QSST sells the S corporation stock, the trust rather than the beneficiary of 

the QSST recognizes the gain or loss. Reg. 1.1361-1(j)(8).
 Election made separately for each S corporation owned by the trust
 Generally, election must be made within two months and 16 days after S 

corporation is transferred to trust or, if trust holds stock of corporation that 
makes an S election, after the S election is effective.

 Once made, election is treated as made for successive beneficiaries unless 
such a beneficiary affirmatively refuses to consent to the election within two 
months and 15 days of becoming a current income beneficiary
 Note: an income beneficiary of a QSST has a right that direct shareholders 

of an S corporation do not have i.e. the right to terminate an S election 
individually

 A special QSST election procedure is available for an ESBT that converts to a 
QSST

58



QSST – Death of Income Beneficiary

 If income beneficiary dies and the trust continues to hold S stock but 
the trust doesn’t qualify as a QSST, grantor trust or ESBT, then for 2 
years after the income beneficiary’s death, the estate is treated as the 
S shareholder for eligibility purposes.

 Within the 2 years the trust must dispose of the stock to an eligible S/H or 
make an ESBT election to avoid termination of the S election

 Even though the estate is treated as the S/H for eligibility purposes, the 
trust is treated as the S/H for purposes of reporting the tax items on the 
Form K-1.
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S Corporation – ESBT §1361(e) - Requirements 

 All beneficiaries of the trust must be individuals, estates, charitable 
organizations described in §§170(c)(2)-(5) or governmental 
organizations described in §170(c)(1).

 No interest in the trust may be acquired by purchase i.e. it must be 
acquired by gift, bequest or transfer in trust.

 The trustee must elect ESBT treatment
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S Corporation – ESBT §1361(e) - Beneficiaries 

 A government organization may not be a potential current beneficiary 
(PCB)

 A beneficiary generally includes any person who has a present, 
remainder or reversionary interest in the trust.

 A beneficiary doesn’t include a person whose interest is so remote as 
to be negligible

 A beneficiary does not include a person in whose favor a power of 
appointment can be exercised until the power is actually exercised in 
favor of that person.

 CRATs and CRUT are excluded by statute for eligibility as ESBT 
shareholders but a CLAT may be an S shareholder.
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S Corporation – ESBT §1361(e) - Beneficiaries 

 The S election will terminate if an ESBT has a potential current 
beneficiary (PCB) that is an ineligible shareholder or the number of 
shareholders exceeds 100.

 If so, the trust has 1 year from the terminating event to dispose of the S 
stock to avoid loss of the S election.

 A PCB is any beneficiary who is entitled to, or in the discretion of any 
person may receive, a distribution from the principal or income of the 
trust.

 It does not include a person who only holds a future interest in the trust

 It doesn’t include a person who is only entitled to receive a distribution after 
a specified time or when a specified event occurs until the time arrives or 
event occurs.
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S Corporation – ESBT §1361(e)
 Election needed by trustee

 Portion of ESBT that consists of S corporation stock is separate trust 
for income tax purposes

 ESBT share taxable on S corporation income at highest trust income tax 
rate (currently 37/%)
 Long-term capital gains taxed at the capital gain rate that applies 

(currently 20% for most LTCG)

 Normal Subchapter J rules do not apply to S corporation portion

 ESBT allows trust to have 2 or more beneficiaries, accumulate 
income, make discretionary distributions of both income and 
principal among the beneficiaries
 Cost for distribution flexibility is higher income tax on S corporation’s 

income
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S Corporation – Basis Adjustment at Death

 Stock of S corporation get a new basis at death equal to FMV under 
§1014

 It also gets an automatic long-term holding period under §1223(11)

 The inside basis of the assets owned by the S corporation does not get 
any basis adjustment

 Thus, the decedent’s successor to the S corporation stock will be required 
to report any built in gain or loss when the S corporation sells its assets

 However, a partnership can make a §754 election to adjust the inside 
basis of partnership assets with respect to a deceased partner.
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Summary of Taxation of Trusts with S Stock
 A grantor trust after the death of the grantor is an eligible S corporation 

shareholder for two years from the date of death.

 The estate of an S corporation shareholder is a qualified S corporation 
shareholder during the entire period of estate administration.

 Testamentary trusts are eligible S corporation shareholders for two years 
after the transfer of the stock to the trust.

 A QSST is an eligible S corporation shareholder for two years after the 
death of the income beneficiary.

 In all of the above cases, the estate or trust reports its share of the S 
corporation income and deductions and pays the tax just like a regular 
trust. The trustee must allocate the tax on the S corporation income 
between trust accounting income and principal.
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Summary of Taxation of Trusts with S Stock
 Grantor trust – the S corporation income is taxed to the grantor.

 For a trust that qualifies as a QSST, the beneficiary is treated as the owner 
of the trust for income tax purposes. All of the QSST income and 
deductions are reported by the beneficiary.

 For a trust that qualifies as an ESBT, the income is taxed at the highest 
rate at the trust level. The normal Subchapter J rules do not apply to the 
ESBT portion of the trust.
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Charging Expenses Against Items of Income

 Expenses entering into the calculation of DNI are charged against 
items of income comprising DNI.

 Deductions cannot reduce any item of income below zero because a 
fiduciary cannot distribute a negative amount to a beneficiary.

 Expenses are classified as either: (1) direct expenses or (2) indirect 
expenses
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Charging Expenses Against Items of Income

 Direct expenses

 All deductible items directly attributable to one class of income must be 
charged against that class of income.

 For example, in determining the rental income comprising DNI, real estate 
repairs, real estate taxes and other deductible expenses directly attributable 
to rental property are charged against the rental income.

 If deductions directly attributable to a particular class of income exceed the 
amount of that income, the excess is generally charged against other 
classes of income in the same manner as indirect expenses. However, if the 
expense is directly related to a class of ordinary income, then no portion of 
the expense needs to be charged against tax-exempt income. Reg. 
1.652(b)-3(d) says that such excess can be charged against other items of 
taxable income, notwithstanding the general rule concerning indirect 
expenses. Similarly, excess deductions directly attributable to tax-exempt 
income cannot offset any other class of income. 
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Charging Expenses Against Items of Income

 Indirect expenses

 Tax deductions not directly attributable to a specific class of income may be 
charged against any item of income included in DNI, but a portion must be 
allocated against tax-exempt interest
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Charging Expenses Against Items of Income

 Charging indirect expenses against tax-exempt income

 Section 265 prohibits taking a deduction for expenses allocated to tax-
exempt income

 Reg. 1.652(b)-3(b) requires that a portion of indirect expenses incurred by a 
trust or estate be allocated against tax-exempt income.

 One method of allocation to tax-exempt income is to do a pro-rata allocation, 
i.e., tax-exempt income/all items of gross income entering into DNI x 
expense.

 This method has been accepted by the courts in Manufacturer’s Hanover Trust Co. 
v. United States, 312 F.2d 785 (1963); Tucker v. Commissioner, 322 F.2d 86 (2d 
Cir. 1963; Rev. Rul, 77-355, 1977-2 C.B 82.. 
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Charging Expenses Against Items of Income

 Charging indirect expenses against tax-exempt income

 However, the above method is not mandatory. The fiduciary may use any 
method of allocation that he can justify as reasonable. See, e.g. Wittemore v. 
United States, 383 F.2d 824 (8th Cir. 1967 (trustee’s termination fee was 
allocated based on ratio of taxable to nontaxable income over the life of the 
trust).

 However, state income taxes are deductible in full despite the existence of 
tax-exempt interest.  Why? Because Section 164 specifically allows a 
deduction for taxes. Section 265 applies to Section 212 expenses which are 
allowed for expenses relating to the production of income. Rev. Rul. 61-86, 
1961-1 C.B. 41.



Components of DNI – Allocating Expenses

 47.06% 
IRA 
Dist 

35.29%
Taxable 
Interest 

17.65%
T/E 

Interest 

 
100% 
Total 

 

Gross TAI 40,000 30,000 15,000 85,000  
LESS:      
Tr. Fees (1,412) (1,059) (529) (3,000)  
Char Ded (8,118) (6,088) (3,044) (17,250)  
Totals 30,470 22,853 11,427 64,750  
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Components of DNI – Allocating Expenses

 47.06% 
IRA 
Dist 

35.29%
Taxable 
Interest 

17.65%
T/E 

Interest 

 
100% 
Total 

 

Gross TAI 40,000 30,000 15,000 85,000  
LESS:      
Tr. Fees (0) (2,471) (529) (3,000)  
Char Ded (0) (14,206) (3,044) (17,250)  
Totals 40,000 13,323 11,427 64,750  
      
      

 

 

74


		

		47.06%


IRA


Dist

		35.29%Taxable


Interest

		17.65%T/E


Interest

		100%


Total

		



		Gross TAI

		40,000

		30,000

		15,000

		85,000

		



		LESS:

		

		

		

		

		



		Tr. Fees

		(0)

		(2,471)

		(529)

		(3,000)

		



		Char Ded

		(0)

		(14,206)

		(3,044)

		(17,250)

		



		Totals

		40,000

		13,323

		11,427

		64,750

		



		

		

		

		

		

		



		

		

		

		

		

		







Termination of Trusts and Estates - Sec. 
642(h)/Unused Loss Carryovers and Excess 
Deductions

 NOL, capital loss c/o and “excess deductions” pass to the 
beneficiary on termination of an estate or trust

 Pass through only in the year of termination
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Capital Loss C/O

 Unused capital loss c/o passes to beneficiary in year of termination 
of trust or estate

 No time limit on beneficiary to use capital loss c/o
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Capital Loss C/O - Example

 FACTS:

• Trust incurs $30,000 LTCL in 2020.
•

• Trust terminates in 2021, LTCL c/o still $30,000
•

• $30,000 LTCL c/o passes to beneficiary on termination

• Beneficiary can use LTCL c/o to offset his own personal capital 
gains or, if he has no gains, deduct up to $3,000 each year 
against ordinary income
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“Excess Deductions”

 “Excess deductions” occur where trust/estate expenses exceed 
income in year of termination

 “Excess deductions” pass through to beneficiary on termination of 
trust/estate

 Beneficiary can deduct on his personal return

 Deductible as miscellaneous itemized deduction subject to 2% floor

 If beneficiary doesn’t itemize, he can’t use deduction
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September, 2020 Final Regulations

 Excess deductions may consist of:

 Deductions allowable in arriving at AGI under Section 62 and 67(e);

 Itemized deductions under Section 63(d) allowable in computing taxable 
income; and

 Miscellaneous itemized deductions currently disallowed under Section 
67(g).

 Therefore, the final regulations segregate excess deductions into 
its components to determine the character, computation and 
deductibility.
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September, 2020 Final Regulations

 Deductions separated into three categories and its deductibility is 
determined by the category to which it is assigned:

 Those allowable in arriving at AGI;

 Those that are a non-miscellaneous itemized deductions; and

 Those that are a miscellaneous itemized deduction.

 Each deduction retains its separate character in the hands of the 
beneficiary that it had in the hands of the trust or estate, i.e., as an 
amount in arriving at AGI, as a non-miscellaneous itemized deduction 
or as a miscellaneous itemized deduction..
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Conclusion

 Estate planning doesn’t end when the client walks out the door

 There are a number of valuable post-mortem elections available 

 Fiduciaries must be aware of the possible elections

 Realize that the most important estate planning is probably that which 
occurs AFTER DEATH
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Thank You!
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