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I.  Introduction & Decedent’s (D’s) Final 1040 -
A. Estate - Reg. ( 1.641(b)-3(a) - Estate begins upon death (fed. Q) and is open until court discharges personal rep.

· Duration - If unduly prolong estate, can term. for fed. tax purposes - Reg. ( 1.641(b)-3(a). - Interest may be capital or profits interest.

B. Decedent’s (D’s) Final Form 1040 - 

· ( 2053 - Deduction (estate tax) for EVERY $ PAID on D’s 1040!
1. Income:
a. ( 2.03[A][1] - Compensation - unpaid salary/bonus and paid to estate = income in respect of D (IRD) - ( 691(c) - deduction for IRD income tax, BUT can avoid IRD by making income taxable to D’s final 1040 (particularly if estate is estate-taxable)

b. ( 2.03[A][2] - Sales Proceeds - If can conclude sale or unwind K (if K on prop.), advantageous b/c not IRD

c. ( 2.03[A][2] - Investment Income - 

· Series E Bonds - Popular w/ Depression-era persons: May report on D’s final return and can SAVE CLIENT’S $

d. ( 2.03[A][3][c] - Rents and royalties
e. ( 2.03[A][4] - Income from estate or trust (n. 56)

f. ( 2.03[A][5] - Income from ( - If ( does not term., income will be taxable to estate.

2. Deductions: ( 213(d) & ( 2.03[B][6] - Medical expenses - Can be deducted on final 1040 or estate tax return

3. ( 2.03[C] - Joint Returns (such as w/ surviving spouse) - May be used if rate advantage, but joint-and-several liability for tax.

II.  Taxation of Trust or Estate - 

A.  ( 641(b) - Trust or estate taxed as individuals EXCEPT where Subch. J differs

· ( 61 - Income (Inc.)

· (( 212, 162-64, 167 - Deductions (Ded.)

B.  Tentative Taxable Income (TTI) - ( 641(b) - Starting point (as on 1040) - 

1. Inc. (e.g., interest, dividends, rents, cap. G, muni. bond interest (exempt))

2. Ded. (e.g., trustee’s fees under ( 212 but ( 265 adj.)

3. ( 5.02[A] - Exemption - $600 to estate, $300 to complex trust, and $100 to simple trust

4. ( 642 (c) & 5.02[C] - Charitable ded. - NOT limited by ( 170(b)
5. ( 172 & 5.02[D] - Net Operating Loss - NOT expenses in excess of income in non-final year of estate or trust (BUT N/O/L is very rare for estate or trust)

6. ( 5.02[E] - Depreciation - Follows income (FAI) - ( 167(d) - Ded. for beneficiary (bene.) - Answer to Baker: only way to get ded. to bene. in non-final year, i.e., only way for net L to bene.

7. ( 642(g) & 5.02[F] - Double Deduction Rules - EITHER ded. for estate OR income tax return, e.g., TTI: ded. on estate makes inc. tax ded. inapplicable

8. ( 67 & 5.02[G] - Itemized Deductions - 2% floor for indiv. itemized ded. – O’Neill
C.  Fiduciary Accounting Income (FAI) - ( 643(b) - POTENTIAL deduction under ( 651
1. Inc. (e.g., interest (tax-exempt or not), dividends, rents, sales proceeds (principal))

2. Ded. (e.g., trustee’s fees: ½ inc. and ½ principal)

D.  Distributable Net Income (DNI) - ( 5.03 (VERY IMPORTANT)

· LIMIT of entity’s distribution ded. & amt. on which bene. subj. to tax and determines CHARACTER of amts. entity retains or distributes to bene.

1. First DNI Modification: ( 643(a)(3) & 5.03[C] - Capital G and L: Generally excluded from DNI, i.e., taxable to the trust (and also generally allocable to corpus/principal, so not in FAI either).  Exceptions: ONLY ways to be in DNI (in non-final year): Reg. ( 1.643(a)-3(a):

a. Three EXCLUSIVE ways for G to be in DNI:

· Allocated to inc. under state law (unusual in many cases but possible under newer rules, e.g., new marital formulas)

· Utilized… = MORE than something that occurs in 1st year - REGULAR PRACTICE (can’t do in one year and not in next)

· Allocated… during taxable year - CAN DO in one year!

b.
Areas that do not fall into 3 areas:

· Keenan situation: transfer of prop. in exchange for fixed oblig. of $ (distrib. of prop.) - resulting G NEVER in DNI (relevant to nearly every will w/ a pecuniary marital formula clause)

· ( 643(e): G of appreciated prop. NEVER in DNI unless election made in certain cases

2. ( 643(a) & 5.03[D] – Extraordinary Dividends and Taxable Stock Dividends - Only in simple trust and extremely RARE

3. Second DNI Modification: ( 643(a)(5) & 5.03[E] – Tax-exempt Interest - Second modification of TTI under DNI – Adds tax-exempt int. (less expenses allocable to tax-exempt int., e.g., trustee’s or investment advisor’s fee, which are disallowed as a deduction under ( 265 and Manufacturer’s Hanover).

4. DNI Recap.: Allocation of direct and indirect expenses to items included in DNI, e.g., rental repairs subtracted from rental income and tax-exempt expenses (i.e., the amount disallowed under ( 265) subtracted from tax-exempt interest.  Indirect expenses such as deductible trustee’s fees may be allocated to any DNI item, and are usually used to reduce DNI items such as dividend income.  These DNI items and expenses should yield the same DNI number as the DNI calculation, which represents a way to check DNI calculations.  Additionally, when allocating DNI to beneficiaries under the complex trust rules, the net DNI items (e.g., the net rental income after reduction for rental repairs) are used.

E.  Taxable Income of the Trust or Estate –

1. Simple Trusts: ( 651(a) – Three requirements: required to distribute all income currently (by instrument or by local law), nothing paid or set aside for charitable contribution under ( 642(c) (charitable deduction), and no distributions other than current income for the taxable year

a. Starting point: ( 651 distrib. ded. - ( 651(a), limited by ( 651(b)/DNI
b. Subtract NET tax-exempt amt. (from ( 643(a)(5), after ( 265 disallowance of non-deductible expenses)

c. Yields ( 651 distrib. ded.
d. Next starting point to arrive at taxable trust income: TTI

e. Subtract ( 651 ded.

f. Subtract exemption ($100 for simple trust, which actually reduces a trust’s taxes on retained amts. such as cap. Gs)

g. Yields simple trust’s taxable income: apply rate under ( 1(e) (now a compressed rate structure, with a 39.6% rate for taxable trust income in excess of $7,500, to prevent income shifting to trusts)

2. Estates and Complex Trusts
· NOTE: A trust can be classified as “simple” in one year and complex in the next.
a. Starting point: ( 661 distrib. ded. - ( 661(a) – Add amounts distributed under ( 661(a)(1) (“tier 1” or “first-tier” distrib., which represent current income distrib. and are the same as those of a simple trust) AND ( 661(a)(2) (“tier 2” or “second-tier” distrib., which represent all other amounts distributed, such as corpus or accumulated income): yields “( 661(a) amt.,” which is LIMITED by ( 661(b)/DNI.  NOTE: This ( 661(a) amt. is usually simply DNI, because the aggregated tier 1 and tier 2 distrib. typically exceed DNI.
b. Multiply ( 661(a) amt. by following fraction: Tax-exempt item(s) of DNI (e.g., tax-exempt int., which is usually the only such amt.) over total DNI (the denominator): yields “( 661(b) amt.”  Note: This ( 661(b) amt. is usually simply tax-exempt int., because DNI multiplied by a fraction of which DNI is the denominator produces the numerator, which in this case is almost always tax-exempt int.

c. Subtract ( 661(b) amt. from ( 661(a) amt. pursuant to ( 661(c): yields ( 661 distrib. ded.
d. Next starting point to arrive at taxable trust income: TTI

e. Subtract ( 661 ded.

f. Subtract exemption ($600 for estate or $300 for complex trust, which actually reduces a trust’s or estate’s taxes on retained amts. such as cap. Gs)

g. Yields estate’s or complex trust’s taxable income: apply ( 1(e) rate

III.  Overview of Trust Calculations (<> = subtract and + = add):
A. Simple Trusts:

1. ( 641(b): TTI (taxed as indiv.)
2. ( 643(b): FAI = “income” (by itself; see Principal & Income Act)

3. ( 643(a): DNI = TTI modified by ( 643(a)(3) (<cap. Gs> and + cap. Ls) & ( 643(a)(5) (+ tax-exempt and <( 265 expenses: fraction of tax-exempt amt. of FAI over total FAI times fees>)

4. ( 651 distrib. ded.: ( 651(a), ltd. by ( 651(b)/DNI; then subtract net tax-exempt amt. from ( 643(a)(5) (after reduced by disallowed expenses allocable to tax-exempt amts.)

5. Taxable income: TTI, reduced by ( 651 ded. and exemption ($100); then apply ( 1(e) rate (will essentially be taxed on retained amts. such as cap. Gs)

B. Estates and Complex Trusts:

1. ( 641(b): TTI

2. ( 643(b): FAI

3. ( 643(a): DNI = TTI modified by ( 643(a)(3) & ( 643(a)(5)
4. ( 661 distrib. ded.: ( 661(a) (( 661(a)(1) amts. (tier 1 distrib.) +  ( 661(a)(2) amts. (tier 2 distrib.)), ltd. by ( 661(b)/DNI
5. ( 661(b) amt. = ( 661(a) amt. (aggregate of tier distrib.) * (fraction: tax-exempt item(s) DNI / total DNI)

6. ( 661(c): 661(a) amt. – 661(b) amt. = 661 ded.

7. Taxable income: TTI, reduced by ( 661 ded. and exemption ($600 for estate and $300 for complex trust); then apply ( 1(e) rate

IV.  Beneficiaries

A. Simple Trusts (all. bene. have same legal rt to income, so all same proportion of DNI):

1. ( 652(a) subj. to ( 652(b): INCLUSION of income to bene. = amt. of FAI required to be distrib., whether distrib. or not!  FAI = potential ( 652(a) amt.  IF FAI exceeds DNI, then proportional: (fraction: FAI to that bene. / total FAI) * DNI = ( 652(a) amt.

2. ( 652(b): CHARACTER of income to bene. = (fraction: each item of DNI / total DNI) * ( 652(a) amt.

· All computations pursuant to Reg. ( 1.652(b)-3
3. Timing: ( 652(c) - If trust and bene. on calendar year, then included in that year; if trust year different from bene. year, e.g., if trust on fiscal year, then inclusion to bene. in year in which trust’s year ends.  E.g., A bene. must include $1,000 in income in 1998 because the trust’s year ends on January 1, 1998, even though the beneficiary received the trust distrib. of $1,000 in 1997 (a tax benefit (deferral) to the beneficiary).

B. Complex Trusts (“tier” system = priority for DNI allocation)

1. ( 661(a)(1): Tier One: any amt. of income required to be distrib. (same as distrib. under a simple trust).

· FIRST PORTION of DNI

2. ( 661(a)(2): Tier Two: permissible distributees of income/principal

· RESIDUAL DNI (DNI left after reduction of tier 1 amts.)

3. Variable Tier (from parenthetical language in ( 661(a)(1)): assignment based on availability of FAI.  If received, assigned to Tier 1; otherwise, assigned to Tier 2.  A variable tier bene. typically receives a distrib. in the form of an annuity from the trust.

V.  Overview of Beneficiary Calculations (<> = subtract and + = add):
A. Simple Trust Beneficiaries:

1. Income: ( 652(a): FAI = potential ( 652(a) amt.  If FAI > DNI, then: (fraction: FAI bene. / total FAI) * DNI = ( 652(a) amt.
2. Characterization: ( 652(b): (fraction: each item DNI / total DNI) * ( 652(a) amt. = income included by simple bene.

3. Timing: ( 652(c)
B. Estate and Complex Trust Beneficiaries:

1. Income: ( 662(a) POSSIBILITIES (depending on tier distribs.):

a. ( 661(a)(1) amt. (amt. to tier 1 benes.)

b. (fraction: ( 661(a)(1) amt. ea. bene. / total ( 661(a)(1) amts.) * DNI = ( 662(a) amt. for ea. bene.

· If total ( 661(a)(1) amts. > DNI, then use method under b. above.  If b., then tier 2 gets no DNI and all DNI is allocated to tier 1, i.e., only tier 1 benes. report taxable income for the year.

c. Residual DNI approach (most common): ( 662(a)(2): If (( 661(a)(1) + ( 661(a)(2)) > DNI (i.e., if distribs. to both tiers exceed DNI), then: DNI - ( 661(a) amts. = RESIDUAL DNI.  Then allocate residual DNI among the tier 2 benes.: residual DNI * (fraction: ( 661(a)(2) amt. ea. bene. / ( 661(a)(2) amts. all benes. = ( 662(a) amt.  (This method allocates residual or left-over DNI to tier 2 benes.)

d. If ( 661(a)(1) amts. + ( 661(a)(2) amts. < DNI, then NO ALLOCATION NECESSARY because those amts. are the tier 1 and tier 2 amts. that will be included in the respective beneficiaries’ incomes.  In other words, there is plenty of DNI to go around to all beneficiaries of the estate or trust!

2. Characterization: ( 662(b): (fraction: each item DNI / total DNI) * ( 662(a) amt. = income included by simple bene.  (This is where the DNI Recap. under II.D.4. above is so helpful, because each DNI item must be allocated to each bene. to determine what types and amounts of income are taxable to that bene.  This characterization also determines the amount of tax-exempt income that each bene. receives.)
3. Timing: ( 662(c)
VI.  Income in Respect of a Decedent (IRD)

A. General Exclusions –

1. Generally, under ( 691(a)(1), not IRD if D’s final 1040 properly includes item.  “Properly includible” means that D actually or constructively received the income item.

2. Income contingent on death is income that could NEVER have been collected by D, so it could NEVER be IRD.

B. General Treatment – If an item is NOT properly includible as above, then it will be IRD if D was entitled (generally had a right to or earned) the item, but D did not live long enough to actually or constructively collect it (unless the item is personal services income, and then the test is not truly entitled).

C. Nick’s Four-Factor Test for IRD –

1. Taxable to D – D would have been taxable on the item had D lived to the “INCOME REALIZATION EVENT.”

2. Entitlement Test – Trust Company of Georgia (abandoned “economic activities” test at appellate level) & Peterson
a. “Legally-significant arrangement” (e.g., usually binding K)

b.
Remnants of “economic activities” test (i.e., performance of substantive acts required prior to sale)
c.
“Substantial certainty” – More than expectancy; need history of dealings and relationships.
3. Passive Income Right – What passes at D’s death must be passive.

4. Testamentary Transfer
· The recipient of the right to income must acquire such right SOLELY by reason of D’s death

a. Gratuitous death transfer

b. Passive status as D’s transferee

D. Personal Services – Rollert & Holladay (both softened entitlement test in personal services area, so quasi-exceptions to main entitlement test)

E. Consequences of IRD Treatment – Double tax consequences:

1. Inclusion in D’s Gross Estate – IRD is included in D’s gross estate and receives NO STEP-UP in Δ.

2. Taxed as Income – IRD is taxed when collected.

F. Deductions IRD - ( 691(b) – RESTRICTIVE: Only certain expenses can create ded. IRD.  D might have incurred expenses but not paid before death.  Then DOUBLE DEDUCTION (exception to general rule in ( 642(g)) because recipient can deduct on income tax return AND estate can deduct under ( 2053.  HOWEVER, double deduction does not offset double taxation at either level.

G. Deduction - ( 691(c) – Recipient of IRD entitled to income tax ded.

H. Overall IRD Treatment –

1. Identify IRD Items - ( 691(a) items in aggregate

2. Subtract Ded. IRD - ( 691(b) – Reduce ( 691(a) by ( 691(b) amts.

3. ( 691(c) – Calculate estate tax w/ and w/o net IRD to come up w/ ( 691(c) ded.

4. Allocate ( 691(c) – Allocate ( 691(c) ded. to recipients of IRD.  Recipients might not have paid income tax on the IRD item, but allocated the ded. anyway!

I. Acceleration of IRD – Recipient cannot transfer IRD items UNLESS fund bequests under ( 691(a)(2).  HOWEVER, if fund pecuniary marital trust w/ IRD, then deemed sale and G because not w/in ( 691(a)(2) exception (another technical Kenan problem).

VII.  Grantor Trusts (designed to prevent income-shifting to lower brackets)
A. ( 671 – Consequences of Retained Power – Grantor taxed on portion of trust affected by retained power.

B. ( 672 – Definitions: Spouse = grantor (same as) under ( 672(e) (eliminated spousal remainder trusts).

C. ( 673 – Elimination of Short-term/Clifford Trusts – Grantor’s reversion must be < 5% after effective date (3/1/1986), which essentially eliminated tactic because must also be POSTPONED for years.

D. ( 674 – Permissible Retained Discretion – Fall w/in CLEAR RULES!

1. ( 674(a) – “Beneficial enjoyment” = owner of trust

2. ( 674(b) to –(d): KEY = WHO person is.  Right to sprinkle income EXCLUDED from ( 674(b).

3. ( 674(b) – Permissible Powers
a. Power to support – Incorporates ( 677(b), BUT tax consequences if exercise. ( 674(b)(2) (same as ( 676(b) and ( 677(a)(3)) – Postponement of prohibited power treated same as having power SINCE DAY ONE unless as in ( 673 (length to render reversion < 5%).

b. Testamentary powers
c. Power to allocate among charitable benes.
d. ( 674(b)(5)(A) – Power to distribute corpus pursuant to REASONABLY DEFINITE STD. (which is basically same as estate tax std. regarding power of appt., to be safe anyway).

e. ( 674(b)(5)(B) – Power to invade corpus – LIMITATION: Any exercise must be applied against that beneficiary’s share of income-generating corpus (generally separate share trust).

f. ( 674(b)(6) – Power to withhold income – Permissible so long as bene. has right to it eventually.

4. ( 674(c) – LIMITED to INDEP. trustee.  (No std. for either.)

a. Sprinkle income (( 674(c)(1))
b. Sprinkle corpus among class

5. ( 674(d) – Income pursuant to std. if not grantor or spouse (same as ( 674(b)(5)).

E. ( 675(1) to –(4) – Administration (usually boilerplate language)

1. ( 675(2) – Grantor Borrowing under Governing Instrument – Allowed to permit grantor borrowing, BUT limited to int. rate and security.  HOWEVER, power to lend to anyone else!

2. ( 675(3) – Actual Grantor Borrowing – If grantor actually borrows pursuant to lending power, then portion rules.  See Benson and Bennett (portion rules under formula).

F. ( 676 – Power to Revoke – Grantor taxable on all income but BROADER: if grantor allowed to revest any portion of trust, same as power to revoke (so not just what can “revoke” per se).  Postponement is MEANINGLESS under ( 676(b).

G. ( 677 – Income to Grantor/Spouse – power = ownership

1. Accum. Inc. for Grantor/Spouse – immediately taxed (( 677(a)(2))

2. Grantor Oblig. - Be careful regarding personal liability of grantor for edu. Expenses and having trust satisfy oblig.  See ( 677(b).

H. ( 678 – ONLY situation where 3d party = owner.  Commonly, IRS argues lapse of Crummey power makes person owner under ( 678(a)(2).

VIII.  Sample Problems of Simple and Complex Trusts
A. Sample Simple Trust Problem –

1. Facts: Trust created under D’s will.  Material provisions of the trust are as follows: (a) The trust under A’s will required that all of the income be distributed to A’s spouse, W.  However this trust did not provide a specific schedule for the actual payment of the income.  (b) The trust permits the trustee to invade the corpus for the benefit of W for the health, maintenance, support, and education of W.  (c) The trust required that a reserve for depreciation equal to one-half (1/2) of the depreciation expense for federal income tax purposes would be created as a reserve (see FLA. STAT. ( 738.13(b)).  (d) The trust incorporated the Uniform Principal and Income Act which will govern the determination of principal and income or any of the matters set forth therein.  (e) The trust is on a calendar year from January 1, 1996 through December 31, 1996 and bene. W is on a calendar year January 1, 1996 through December 31, 1996.  Receipts and disbursements of the trust from January 1, 1996 through December 31, 1996 were as follows: Dividends, $20K (all numbers cash in thousands); Taxable Int., 20K; Tax-exempt Int., 20K; Rents, 40K; Long-term Cap. G on Sale of Securities, 50K; Depreciation Expense (for federal income tax purposes), (20K); Rental Repairs, (10K); and Trustees’ Fees, (20K).  The trustee did not distributed any amounts of income to W during 1996, nor did the trustee distribute any principal to W during 1996.

2. Requirements: Please calculate the following for the trust and for W for the period of January 1, 1996 through December 31, 1996:

a. FAI and TTI for the trust:

Item:



FAI:

TTI:

Dividends


20K

20K

Taxable Int.


20K

20K

Tax-exempt Int.

20K

-----

Rent



40K

40K

LTCG Securities Sale

----- (corpus)
50K

Depreciation


(10K)*

(10K)**

*Other (10K) FAI to bene, but no FAI ded. if no reserve.

**Reserve also allows ded. for tax purposes (( 167(d));

avoids wasting ded. in non-final year.

Rent Repair


(10K)

(10K)

Trustee Fee


(10k) (1/2)
(16K)^

^( 265 disallowance: (20K / 100K) * 20K = 4K disallowed

Totals:




70K FAI
94K TTI

b. DNI for the trust within the meaning of ( 643 of the Internal Revenue Code:

94K TTI – (50K LTCG) (( 643(a)(3)) + 20K Tax-exempt Int. – 4K ( 265 disallowance (( 643(a)(5)) = 60K DNI

DNI Recap.:

Dividends


20K


Trustee Fee

(16K)

= 4K

Taxable Int.


20K

= 20K

Tax-exempt Int.

20K


Disallowance

(4K)

= 16K

Rent



40K


Repairs

(10K)


Depreciation

(10K)

= 20K







= 60K DNI

c. Taxable income for the trust:

( 651 ded.: 60K (ltd. to DNI) – (16K) (net tax-exempt int. under ( 643(a)(5)) = 44K (will equal taxable components allocated to bene. on Form K-1 (less 10K depreciation))

Taxable inc.: 94K TTI – (44K) (( 651 ded.) – (300) (exemption for simple trust) = 49,700 (cap. G to trust)

d. For W, calculate the items of income, expense, deduction, or credits allocable to the beneficiary and the year in which the beneficiary will be taxed on any of the items described:

( 652(a): FAI, ltd. by DNI of 60K.  So each item of DNI characterized: 60K * (4K Div. / 60K DNI) = 4K.  Then do Taxable Int. and Rent.  Total = 44K DNI allocated to W (taxable items, and rest is tax-exempt int. (non-taxable))

B. Sample Complex Trust Problem –
1. Facts: A trust which requires that one-half (1/2) of its income be paid to A and permits the trustee, in his discretion, to pay any amount of principal to A or B during its calendar year 1995 had the following income and expenses: Taxable Int., 25K; Rental Income, 50K; Tax-exempt Int., 25K; LTCG, 20K; Trustee’s Commissions (1/2 charged to income, 1/2 charged to corpus), (20K); Rental Repair Expense (charged to income), (5K); Depreciation, (5K); and Investment Advisor Fees (solely related to tax-exempt income; charged to income), (10K).  Assume the trust document requires the creation of a reserve for depreciation equal to the amount of the depreciation deduction.  During 1995, the trustee pays one-half (1/2) of the income to A and exercised its discretion to pay 50K of principal to A and 50K of principal to B.  No other payments were made to the beneficiaries.

2. Requirements: Calculate each of the following for the trust for the calendar year 1995:

a. FAI and TTI:

Item:



FAI:

TTI:

Taxable Int.


25K

25K

Rental Income


50K

50K

Tax-exempt Int.

25K

-----

LTCG



-----

20K

Trustee Commission

(10K)

(15K)^

^( 265 disallowance: (25K / 100K) * 20K = 5K disallowed

Rental Repair


(5K)

(5K)

Depreciation


(5K)

(5K)

Investment Advisor Fee
(10K)

-----*

*All is allocable to tax-exempt int., so all disallowed.

Totals:




70K FAI
70K TTI

b. DNI within ( 643:

70K TTI – (20K LTCG) (( 643(a)(3)) + 25K Tax-exempt Int. – (5K) ( 265 disallowance (Trustee Commission) – (10K) ( 265 disallowance (Investment Advisor) (( 643(a)(5)) = 60K DNI

DNI Recap.:

Taxable Int.


20K


Trustee Fee

(15K)

= 10K

Rental Income


50K


Repair


(5K)


Depreciation

(5K)

= 40K

Tax-exempt Int.

25K


Disallowance

(5K)


Disallowance

(10K)

= 10K








= 60K DNI

c. Taxable income of the trust:

( 661 ded.: (1) Distributions: tier 1 (( 661(a)(1)), 35K to A + tier 2 (( 661(a)(2)), 50K to A and 50K to B = 135K aggregate distrib.

(2) 60K DNI * (10K Tax-exempt Int. / 60K DNI) = 10K (( 661(b))

(3) 60K – 10K = 50K distrib. ded. (( 661(c))

Taxable inc.: 70K TTI – (50K) (( 661 ded.) – (100) (exemption for complex trust) = 19,900 (cap. G to trust)

d. For each beneficiary, calculate the net taxable income:

( 662(a): (1) DNI Allocation: A received 35K as tier 1.  So 60K DNI – (35K) (tier 1) = 25K Residual DNI

(2) Residual DNI Allocation:

A: (50K tier 2 distrib. to A / 100K total tier 2 distrib.) * 25K Residual DNI = 12,500 Residual DNI to A

B: (50K tier 2 distrib. to B / 100K total tier 2 distrib.) * 25K Residual DNI = 12,500 Residual DNI to B

(3) DNI Totals: 35K + 12,500 = 47,500 DNI to A; 12,500 to B

(4) Characterization of DNI (net numbers taken from DNI Recap.):

A: (10K Taxable Int. DNI / 60K DNI) * 47,500 DNI = 7,916.67;

(40K Rental Income DNI / 60K DNI) * 47,500 DNI = 31,666.67;

(10K Tax-exempt Int. DNI / 60K DNI) * 47,500 DNI = 7,916.67

A’s Total: 39,583.34 taxable income

B: (10K Taxable Int. DNI / 60K DNI) * 12,500 DNI = 2,083.33;

(40K Rental Income DNI / 60K DNI) * 12,500 DNI = 8,333.33;

(10K Tax-exempt Int. DNI / 60K DNI) * 12,500 DNI = 2,083.33

B’s Total: 10,416.66 taxable income

(4) Proof: 39,583.34 (A’s) + 10,416.66 (B’s) = 50K (( 661 ded.)

C. Complicated Complex Trust Problem –
1. Facts: Decedent A died on February 2, 1996.  The material portions of the decedent’s will are as follows: Decedent A’s will bequeaths to a pre-residuary pecuniary formula marital deduction trust an amount equal to the smallest amount of money or property necessary to reduce decedent A’s taxable estate for federal and Florida estate taxes to zero (potential Kenan G problem).  The residuary of A’s estate is divided one-half (1/2) to A’s son, S, and one-half to A’s daughter, D.  Decedent A’s will specifically bequeaths all items of tangible personal property, including his automobile, to his spouse, W (( 663(a) exemptions from TTI for specific bequests).  A’s will provides a bequest of cash in the amount of 20K to decedent’s friend, F (potential Kenan G problem if in-kind prop. used to satisfy specific bequest).  A’s will incorporates by reference FLA. STAT. ( 738 which will govern the determination of principal or income or any amount referred to therein.  All expenses, losses, claims, and administrative expenses are payable from the residuary estate and are chargeable against principal for FLA. STAT. ( 738 purposes.  None of the administrative expenses referred to in this question have been deducted on the estate’s estate tax return (Form 706) (( 642(g) issue).  The estate has elected a year end of January 31, 1997 for its income tax return.  Beneficiaries W, the marital trust, F, S, and D are all on a calendar year basis and therefore their year ends December 31, 1996.  The receipts and disbursements of the estate from February 2, 1996 to January 31, 1997 are as follows: Dividends Received, 50K; Taxable Int., 25K; Tax-exempt Int., 25K; Executor’s Commission Paid (principal), (10K); and Attorney’s Fees Paid (principal), (10K).  In addition to the aforementioned receipts and disbursements, the estate had the following transactions or distributions which occurred from February 2, 1996 through January 31, 1997: (a) The personal representative distributed stock of ABC corporation with a fair market value of 50K and a basis to the estate of 25K in partial satisfaction of the pecuniary marital trust created in decedent A’s will on December 15, 1996 (typical Kenan G of 25K, included in TTI; mandatory G; not w/in ( 663(a) and funding not w/in ( 643(e)).  (b) The personal representative distributed the decedent’s automobile, which was owned by the estate, to spouse W on March 1, 1996 at a time when the automobile had a basis of 10K and a fair market value of 15K (( 663(a) specific bequest, not in TTI).  (c) The personal representative distributed to F DEF stock with a fair market value of 20K and a basis of 10K in satisfaction of his specific bequest of 20K (typical Kenan G and basis of 20K to F – treated as purchase of stock by friend from estate, so deemed 20K cash to F).  (d) The personal representative distributed income cash of 15K on December 15, 1996 (tier 1) and principal cash of 15K on January 15, 1997 (tier 2) in partial satisfaction of S’s residuary bequest.  (e) The personal representative distributed JKL stock with a fair market value of 50K and a basis to the estate of 25K (( 643(e) exception: basis of 25K to bene.) on January 15, 1997 in partial satisfaction of D’s residuary bequest (no G in TTI because to residuary; not fixed, so no Kenan G – fixed when last $1 paid from residuary).  (f) The personal representative has not made the election permitted by ( 643(e) with respect to all distributions described herein that are subject to the election (but if election, then 25K G on JKL stock, bene. would take 50K basis, and tier 2 amount changed).

2. Requirements: Calculate the following for the estate for the period beginning February 2, 1996 through January 31, 1997 and explain your calculations where issues of taxation are present in the calculations:

a. Taxable income of the estate:

(1)
Item:



FAI:

TTI:

Dividends


50K

50K

Taxable Int.


25K

25K

Tax-exempt Int.

25K

-----

Marital trust LTCG (Kenan)
-----

25K

Friend LTCG (Kenan)

-----

10K

Executor Fee


-----

(7,500)^

Attorney’s Fee


-----

(7,500)^

^( 265: (25K / 100K) * 10K = 2,500 disallowed

Totals:




100K FAI
95K TTI

(2) DNI:

95K TTI – (25K LTCG) – (10K LTCG) (( 643(a)(3)) + 25K Tax-exempt Int. – (2500) ( 265 disallowance – (2500) ( 265 disallowance (( 643(a)(5)) = 80K DNI

(3) DNI Recap.:

Dividends


50K


Executor Fee

(7500)


Attorney’s Fee

(7500)

= 35K

Taxable Int.


25K

= 25K

Tax-exempt Int.

25K


Disallowance

(2500)


Disallowance

(2500)

= 20K








= 80K DNI

(4) ( 661 ded.: (a) Distributions: tier 1 (( 661(a)(1)), 10K to S + tier 2 (( 661(a)(2)), 50K to marital trust (ABC stock) + 15K to S + 25K to D (JKL stock: ( 643(e): < of fmv or Δ for (( 661-62 purposes) = 100K aggregate distrib. (and ( 663(a) excludes car to W and DEF stock to F despite Kenan G)

(b) 80K DNI * (20K Tax-exempt Int. / 80K DNI) = 20K (( 661(b))

(c) 80K – 20K = 60K distrib. ded. (( 661(c))

(5) Taxable inc.: 95K TTI – (60K) (( 661 ded.) – (600) (exemption for estates) = 34,400 (cap. G to estate)

b. For each beneficiary, calculate the net taxable income and the year in which each beneficiary will be taxed on the net taxable income (( 662(c): 1997 for all because estate’s fiscal year ends within their taxable year under ).  See previous example for DNI allocation and characterization calculations.

(1) Marital trust: 40K DNI allocation (50%), characterized as 17,500 Divided DNI, 12,500 Taxable Int. DNI, and 10K Tax-exempt Int. DNI

(2) S: 20K DNI allocation (25%), characterized as 8,750 Dividend DNI, 6,250 Taxable Int. DNI, and 5K Tax-exempt Int. DNI

(3) D: same as S (25% of DNI, characterized the same way)
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1

