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1. Chapter 1:  Introduction to Subchapter J and Calculation of FAI 

 

 

1.1 Broad Overview 

 

Subchapter J of the Internal Revenue Code, which includes §641 through §692, contains 

the principal rule for taxation of estates, trusts and their beneficiaries.  It also contains 

grantor trust rules which will not be considered as part of this lecture. 

 

Subchapter J, which was drafted as part of the 1954 Code, provides a complete approach 

to calculating the income taxation of a trust and its beneficiaries.  The core sections have 

remained relatively unchanged since 1954.  Section 641(b) provides that an estate or trust 

still computes taxable income in the same manner as in the case of an individual, except 

for changes provided by Subchapter J.  This section states as follows: 

 

  “(b) Computation and payment.  The taxable income of an 

estate or trust shall be computed in the same manner as in the case of an 

individual, except as otherwise provided in this part. The tax shall be 

computed on such taxable income and shall be paid by the fiduciary. . . .” 

The remainder of this presentation shall analyze the core sections that govern the taxation 

of estates, trusts and their beneficiaries.  We will see that this model creates and 

“either/or” model of taxation.  That is, all of the income will either be taxed to the 

fiduciary or the beneficiary, none will avoid tax and none will be double taxed. 

 

This analysis will require the introduction of unique concepts.  The first is the concept of 

the relevance of fiduciary accounting income as mandated by § 643(b).  You will see that 

state law determinations of principal and income will be very relevant to the 

determination of income tax for trusts and their beneficiaries.  Additionally, we will see 

that there is a set of parallel rules for deductions and inclusion of beneficiaries for simple 

trusts (see §§ 651 and 652) and complex trusts and estates (see §§ 661 and 662). 

 

These materials will further analyze the specific topics involving specific bequests and 

distributions in kind and the importance of these topics on the funding of marital 

deduction formula trusts and other entities.  

 

These materials shall deal with the determination of distributable net income, which is the 

centerpiece of Subchapter J and the aforementioned rules.  You will see that the 

determination of DNI and fiduciary accounting income will be essential to determine the 

operation of §§ 651 and 652 and §§ 661 and 662. 
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1.2 Definition of Fiduciary Accounting Income:  §643(b) 

 

Our first relevant code section is §643(b), which provides the following definition of 

income: 

 

For purposes of this subpart and subparts B, C, and D, the term “income”, when 

not preceded by the words “taxable”, “distributable net”, “undistributed net”, or 

“gross”, means the amount of income of the estate or trust for the taxable year 

determined under the terms of the governing instrument and applicable local law.1 

 

The Code directs us to look at the terms of the governing instrument and applicable local 

law.  This book will focus on calculating income taxation of trusts, estates, beneficiaries, 

decedents, and grantors in Florida.  Florida has adopted the Uniform Principal and 

Income Act which is codified in the Florida Statutes Chapter 738:  Principal and Income.  

The complete text of the Chapter 738 is provided in Appendix A. 

 

Trusts are unique because they have two different types of owners:  income beneficiaries 

and principal beneficiaries.  The Uniform Principal and Income Act tells us how to 

characterize the receipts of the estate or trust.  These rules determine which beneficiary 

will receive the benefit of any receipt and whose interest will be reduced by a 

disbursement.  This naturally creates a conflict:  If a receipt is determined to be income, 

the income beneficiary will benefit to the detriment of the principal beneficiary, and vice 

versa. Therefore, beneficiaries will likely be sensitive to the fiduciary’s determination of 

whether a given receipt is classified as income or principal. 

1.3 Florida Principal and Income Act:  Important Provisions 

 

1.3.1 General Principles:  Section 738.103 

 

Section 738.103 provides the fiduciary duties and general principles of the Uniform 

Principal and Income Act.  These principles must be followed when calculating fiduciary 

accounting income.  This section provides a summary of these general principles. 

 

The receipts and expenditures of a trust or estate must be divided between principal2 and 

income.3  Section 738.103 provides a four-step approach to determining allocation of 

receipts and expenditures to principal and income.  Our first step in calculating FAI is 

going through these steps.  We will look at 738.103(1)(a)-(d) every time we calculate 

FAI. 
                                                           

1 §643(b). 

2 Principal is defined as “property held in trust for distribution to a remainder beneficiary when the trust 

terminates.”  738.102(10). 

3 Income is defined as “money or property that a fiduciary receives as current return on a principal 

asset.”  738.102(4). 
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The governing instrument (the trust document or the will) always controls the allocation 

of receipts and expenditures to principal and income.4  In calculating FAI we must 

always read the governing instrument first.  In allocating receipts and disbursements 

between income and principal, the fiduciary must administer a trust or estate in 

accordance with its terms, even if there is a different provision in the Uniform Principal 

and Income Act.5  If discretionary power is given to the fiduciary by the instrument, the 

fiduciary can use this power even if it produces a result different from the result required 

by Chapter 738.6  If there is no discretionary power and if there are no different 

provisions in instrument, the fiduciary must administer in accordance with the Uniform 

Principal and Income Act.7  Finally, if there is no rule in the Uniform Principal and 

Income Act which applies to a receipt or charge, the receipt or charge should be added to 

principal.8 

 

1.3.2 Items and Expenditures Specifically Allocated to Principal 

 

For FAI purposes, principal includes capital gains and proceeds from the sale of principal 

property.9  For estates, principal includes all estate assets at the decedent’s date of death.  

Fiduciary fees and administrative expenses are typically divided between income and 

principal, unless specifically related to a principal transaction.10  Expenses typically 

allocated to principal include commissions on the sale of an asset, the cost of capital 

improvements11 and one-half of fiduciary fees.12 

 

1.3.3 Items and Expenditures Specifically Allocated to Income 

 

For FAI purposes, income is a net amount (i.e., receipts minus expenditures), and is 

determined annually.  Interest from bonds13 or certificates of deposit,14 cash dividends 
                                                           

4 738.103(1)(a). 

5 Id. 

6 738.103(1)(b). 

7 738.103(1)(c). 

8 738.103(1)(d). 

9 738.501(2). 

10 738.702. 

11 738.702(1)(h). 

12 738.702(1)(a). 

13 This includes municipal bonds, which produce tax-exempt interest. 
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from stocks or mutual funds,15 rental income from investment real estate,16 and other 

items of ordinary income are typically allocated to FAI.  Fiduciary fees and 

administrative expenses are typically divided between income and principal,17 but may be 

allocated entirely to income or to principal in accordance with the governing instrument 

or state law. When the controlling document is silent, allocation to accounting income 

and principal is determined under the Uniform Principal and Income Act or similar state 

law governing the trust or estate.  Expenses that are typically allocated to income include 

income taxes, property taxes, maintenance costs and one-half of fiduciary fees.18 

                                                                                                                                                                                           

14 738.503(1). 

15 738.401(2). 

16 738.502. 

17 738.701; 738.702. 

18 738.702(1). 
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Chapter 2:  Calculation of Gross Income and Tentative Taxable Income 

 

2.1 Overview of Tentative Taxable Income 

 

Tentative taxable income is taxable income without the distribution deduction.  We use 

the word “tentative” because we are making a preliminary determination of the taxable 

income of the trust for purposes of computing distributable net income.19  The actual 

taxable income of the trust includes the distribution deduction and will be discussed in 

chapters 4 and 5.  The term “tentative taxable income” is not found in the Code; it is a 

construct used as an intermediate step in calculating distributable net income.  In 

calculating tentative taxable income, we look first to §641(b) which tells us that trust 

taxable income is treated just like an individual with a few exceptions.20  Then we look to 

§63(a) which tells us that taxable income equals gross income minus deductions. 

 

2.2 Items Specifically Excluded from Gross Income 

 

The Internal Revenue Code contains code sections that specifically exclude certain items from 

gross income.  An important provision relating to trusts, estates, and beneficiaries is §102.  

§102(a) provides that gross income does not include property acquired by gift.  A property 

interest given to trust is thus excluded from income.21  §102(b) provides that once the property 

interest starts to generate income, then it will be taxed.22  Other items excluded from gross 

income include life insurance proceeds,23 tax-exempt interest,24 and other items specifically 

listed in code §103-§139A. 

 

2.3 §63 Deductions 

 

The first deductions from gross income include specific deductions listed in §63.  §63 

tells us that there is no standard deduction for a trust.25  §642 determines the amount of 

personal exemption available for a trust.  $100 is the default exemption for a trust.26  A 

                                                           

19 See Chapter 3 for a discussion of distributable net income. 

20 The most important exception is that trusts are allowed a distribution deduction under §651 and §661 

and estates are allowed a distribution deduction under §661. 

21 § 102(a). 

22 § 102(b). 

23 § 101. 

24 § 103(a). 

25 §63(c)(6)(D). 

26 §642(b). 
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$300 exemption is available if a trust distributes all its income currently.27  An estate is 

entitled to an exemption of $600.28 

 

2.4 Deductions for Charitable Contributions 

 

A deduction for trusts and estates is allowed for contributions to charities in lieu of the 

§170 deduction for individuals.29  There are many differences between §642(c) and §170.  

For example, the §642(c) deduction is not limited as the §170 deduction is.  It is 

allowable up to the amount of gross income.30  Also, an estate or trust may not take a 

deduction for amounts distributed to charity unless it is done “pursuant to the terms of the 

governing instrument.”31  There is no deduction allowed for distributions of amounts 

other than gross income, such as tax-exempt income or corpus.32  Unless the governing 

instrument specifies that payment to charity is to come out of taxable income, the charity 

must allocate a portion of tax-exempt income to charity.33 

 

2.5 § 212 

 

The most common deduction for estates and trusts is that permitted by § 212, which are 

expenses incurred for the production of income.  This section is applicable to both trusts 

and estates and the basic administrative expenses that are incurred by a trust or an estate 

are deductible pursuant to § 212.  It is important to make a distinction that these expenses 

are deductible pursuant to § 212 and not § 162 as expenses involving a trade or business.  

Estates and trusts are not in a trade or business by their administration of the estates or 

trusts and therefore the § 212 expenses in excess of income do not create a net operating 

loss.  In effect, if the expenses exceed income in a non-final year, the expenses are 

wasted. 

  

2.6 Depreciation 

  

                                                           

27 Id. 

28 Id. 

29 §642(c). 

30 Id. 

31 §642(c)(1); Reg. §1.642(c)-1(a). 

32 Reg. §1.642(c)-3(b)(1). 

33 Reg. §1.642(c)-3(b)(2). 
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Depreciation under §167 is governed by the regulations.34  If the trustee has the authority 

to maintain a reserve for depreciation, then the deduction is first allocated to the trustee, 

to the extent that income is set aside for a depreciation reserve, and any part of the 

deduction in excess of the income set aside for the reserve will be apportioned between 

the income beneficiaries and the trustee on the basis of the FAI.  If the reserve allowed is 

less than the amount of depreciation allowed for tax purposes, then the beneficiary gets 

the remainder of the deduction.   

 

Depreciation is generally allowable to the beneficiaries as an above-the-line deduction.  

The general rule is that depreciation is allocated to the beneficiaries on the basis of trust 

income In other words, depreciation follows FAI.  Thus, if there are 2 beneficiaries (and 

no depreciation reserve), and each beneficiary receives ½ of FAI, then each beneficiary 

will receive ½ of the depreciation deduction.  

 

 § 167 

 

   “(d) Life tenants and beneficiaries of trusts and estates.  

In the case of property held by one person for life with remainder to 

another person, the deduction shall be computed as if the life tenant were 

the absolute owner of the property and shall be allowed to the life tenant. 

In the case of property held in trust, the allowable deduction shall be 

apportioned between the income beneficiaries and the trustee in 

accordance with the pertinent provisions of the instrument creating the 

trust, or, in the absence of such provisions, on the basis of the trust income 

allocable to each. In the case of an estate, the allowable deduction shall be 

apportioned between the estate and the heirs, legatees, and devisees on the 

basis of the income of the estate allocable to each.” 

2.7 Impact of § 67(e) and Knight v. Commissioner35 

 

There was a conflict among the Second, Fourth, Sixth and Federal Circuits about the 

meaning of §67(e) which permits trusts and estates to deduct on their income tax returns 

certain administrative expenses and whether §67(e) permits fees for investment 

management and advisory services to be fully deducted on a trust’s and estate’s income 

tax returns.  The question presented in Knight v. Commissioner is whether §67(e) permits 

a full deduction for costs and fees for investment and advisory services provided to trusts 

and estates.  

 

The general rule under §67(a) is that an individual cannot take itemized deductions 

except to the extent they exceed 2% of adjusted gross income (AGI).  This is known as 

the “2% floor.”  For example, if taxpayer had $600,000 in AGI in 2008, she would be 

                                                           

34 Reg. §1.167(h)-1(b). 

35 552 U.S. 181 (2008). 
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allowed to deduct only those itemized deductions that exceed $12,000.  §67(e) tells us 

that the 2% floor does not apply to administration expenses which a trust or estate incurs 

(which are deductible under §212), if those expenses are unique to trust administration. 

 

“§ 67(e) 

 

(e) Determination of adjusted gross income in case of 

estates and trusts. 

 

For purposes of this section, the adjusted gross income of an estate 

or trust shall be computed in the same manner as in the case of an 

individual, except that – 

 

(1) The deduction for costs which are paid or 

incurred in connection with the administration of the estate 

or trust and which would not have been incurred if the 

property were not held in such trust or estate, and 

 

(2) The deductions allowable under sections 

642(b), 651, and 661, 

 

shall be treated as allowable in arriving at adjusted gross income.  

Under regulations, appropriate adjustments shall be made in the 

application of part I of subchapter J of this chapter to take into 

account the provisions of section.” 

 

The central issue in Knight v. Commissioner was whether investment advisory fees 

(administration expenses) that the trustee incurred to administer the trust were deductible 

without regard to the 2% floor.  The taxpayer argued that they would not have been 

incurred if the assets had not been held in trust.  The Supreme Court said that individuals 

normally incur investment advisory fees, and thus they were not unique to the 

administration of a trust.  As a consequence, the investment advisory fees in this case 

were determined to be subject to 2% floor. 

 

2.8 Final Regulations Under §67(e) 

 

The final regulations under §67(e) set forth rules for what can and cannot be deducted.  

The impact of the final regulations is that a trustee needs to break down trustee’s 

commissions into fees that are unique to trust administration (and thus not subject to the 

2% floor) and fees that are not unique to trust administration (and thus subject to the 2% 

floor).  This separation of fees is sometimes referred to as “unbundling.”  

  

Final Regulation §1.67-4 examines what it means for a cost to be “unique” to an estate or 

trust.  Specifically, §1.67-4(b) tells us that in making the determination of whether a cost 

is unique to an estate or trust, it is the type of product or service rendered to the estate or 
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trust, rather than the characterization of the cost of that product or service, that is 

relevant.  

 

§1.67-4(b) goes on to provide a non-exclusive list of products and services that are 

unique to an estate or trust.  The list includes:  fiduciary accountings, judicial or quasi-

judicial filings required as part of the administration of the estate or trust; fiduciary 

income tax and estate tax returns, the division or distribution of income or corpus among 

beneficiaries, a trust or will contest or construction, fiduciary bond premiums, and 

communications with beneficiaries regarding the estate or trust.  The non-exclusive list of 

products or services that are not unique to an estate or trust include those costs incurred in 

connection with:  custody or management of property, advice on investing for total 

return, gift tax returns, the defense of claims by creditors of the decedent or grantor, and 

the purchase, sale, maintenance, repair, insurance or management of non-trade or 

business property. 

 

2.9 Expenses Allocable to Tax-Exempt Interest 

 

Deductions that would be allowable to an estate or trust are disallowed to the extent they 

are attributable or apportioned to tax-exempt income.  This disallowance generally 

applies to interest on municipal bonds, which is tax-exempt and thus not included in 

gross income.36  Interest on debt incurred to carry on an obligation that produces tax-

exempt interest is nondeductible.37  Furthermore, expenses paid to conserve or maintain 

income-producing property or paid or incurred for the production of income38 are 

disallowed to the extent that they are allocable to tax-exempt income.39  If a §212 

expense, such as a trustee commission, is indirectly allocable to both tax-exempt interest 

and taxable income, then only the portion of the expense allocable to taxable income will 

be deductible.  The Manufacturers Hanover Trust Co. v. U.S.40 case provides authority 

for this allocation. 

 

  “Returning then to the arguments on allocation, we find it 

necessary to consider the plaintiff's attack on the Commissioner's method 

of allocation because we cannot agree with the defendant's assertion that 

Instruction 39 and the regulations under subchapter J are irrelevant to the 

reasonableness of the allocation of trust expenses under Section 265(1).   

Treasury Regulation 1.652(c)-4, to which taxpayer refers, furnishes an 

                                                           

36 §103. 

37 §265. 

38 §212. 

39 §265. 

40 312 F.2d 785 (Ct. Cl. 1963). 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS265&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1016188&DocName=26CFRS1.652%28C%29-4&FindType=L
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example of the application of the rules for trusts required to distribute all 

income currently. Subparagraph (e) of this example consists of a 

computation of the taxable income of a trust, and the allocation of indirect 

expenses to the taxable and nontaxable portions of the trust's income is 

made, without discussion, on a distribution base from which capital gains 

allocable to corpus have been excluded. This is a plain enough indication, 

which we cannot ignore, of the specific method the Commissioner has 

chosen, by regulation, for the allocation of the expenses of trusts. 

Instruction 39, which by its terms purports to operate within the 

boundaries of Section 265, simply follows suit. More generally, the over-

all regulation on allocation of expenses between taxable and tax-exempt 

income (Section 1.265-1(c), quoted above) requires that allocation of 

indirect expenses should be made ‘in the light of all facts and 

circumstances in each case.’ When the income of a trust is involved, the 

concept of distributable net income, as well as the special system of 

taxation in subchapter J, is an important component ‘of all the facts and 

circumstances.’ That concept and system are, as we have said, the primary 

mechanisms by which the income of a trust is taxed but once, either to the 

trust or to its beneficiaries; as the Tax Court has held, they should not be 

disregarded in applying the general allocation provisions of Section 265 to 

the particular problems of trust income. See Tucker v. Commissioner, 

supra, 38 T.C. No. 96.” 

2.10 Denial of Double Deduction 

 

The personal representative must choose whether to take certain estate administrative 

expenses under §2053 on the estate tax return, or whether or not to take these expenses 

under §212 or another section of the income tax provisions.  Thus, §642(g) eliminates 

taking these deductions on both the estate tax return and income tax return, and requires 

the fiduciary to take such expenses on either return, but not on both. 

 

  “(g) Disallowance of double deductions.  Amounts allowable 

under section 2053 or 2054 as a deduction in computing the taxable estate 

of a decedent shall not be allowed as a deduction (or as an offset against 

the sales price of property in determining gain or loss) in computing the 

taxable income of the estate or of any other person, unless there is filed, 

within the time and in the manner and form prescribed by the Secretary, a 

statement that the amounts have not been allowed as deductions under 

section 2053 or 2054 and a waiver of the right to have such amounts 

allowed at any time as deductions under section 2053 or 2054. Rules 

similar to the rules of the preceding sentence shall apply to amounts which 

may be taken into account under section 2621(a)(2) or 2622(b). This 

subsection shall not apply with respect to deductions allowed under part II 

(relating to income in respect of decedents).” 

The expenses in question include fiduciaries’ commissions, attorneys’ fees, accounting 

fees, court fees, appraisal fees, and expenses incurred in selling assets. 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS265&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1016188&DocName=26CFRS1.265-1&FindType=L&ReferencePositionType=T&ReferencePosition=SP_4b24000003ba5
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS265&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS2053&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS2054&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS2053&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS2054&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS2053&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS2054&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS2621&FindType=Y&ReferencePositionType=S&ReferencePosition=d86d0000be040
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS2622&FindType=Y&ReferencePositionType=S&ReferencePosition=a83b000018c76
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Funeral expenses, claims and certain mortgages may be claimed as a deduction for estate 

tax purposes under §2053 if these expenses are not deductible for income tax purposes.  

Section 642(g) simply limits certain income tax deductions which are otherwise 

allowable to an estate. 

 

2.11 Direct and Indirect Expenses 

 

Regulation §1.652(b)-3 gives us the rules for allocation of deductions.  §1.652(b)-3(a) 

tells us that deductible items attributable to one class of income are allocated thereto.  For 

example, expenses for repairs on rental property will be allocated to rental income.  

§1.652(b)-3(b) tells us that deductions not directly to a specific class of income must be 

allocated between taxable income and tax-exempt income in proportion to the proportion 

that tax-exempt income enters into gross DNI.  To use an example from the regulation, if 

the income of a trust is $30,000, consisting equally of $10,000 of dividends (1/3 of 

$30,000), tax-exempt interest (1/3 of $30,000), and rents (1/3 of $30,000), and there are 

trustee commissions of $3,000, then $1,000 (1/3) of the trustee commissions must be 

allocated to tax-exempt interest.  The balance ($2,000) may be allocated to dividends or 

rents as the trustee elects. 

 

Treas. Reg. § 1.652(b)-3 Allocation of deductions. 

  (a) All deductible items directly attributable to one class of 

income (except dividends excluded under section 116) are allocated 

thereto. For example, repairs to, taxes on, and other expenses directly 

attributable to the maintenance of rental property or the collection of rental 

income are allocated to rental income. See § 1.642(e)-1 for treatment of 

depreciation of rental property. 

*  *  * 

  (b) The deductions which are not directly attributable to a 

specific class of income may be allocated to any item of income (including 

capital gains) included in computing distributable net income, but a 

portion must be allocated to nontaxable income (except dividends 

excluded under section 116) pursuant to section 265 and the regulations 

thereunder. For example, if the income of a trust is $30,000 (after direct 

expenses), consisting equally of $10,000 of dividends, tax-exempt interest, 

and rents, and income commissions amount to $3,000, one-third ($1,000) 

of such commissions should be allocated to tax-exempt interest, but the 

balance of $2,000 may be allocated to the rents or dividends in such 

proportions as the trustee may elect. 

*  *  * 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS116&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000547&DocName=26CFRS1.642%28E%29-1&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS116&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS265&FindType=Y
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  (d) To the extent that any items of deduction which are directly 

attributable to a class of income exceed that class of income, they may be 

allocated to any other class of income (including capital gains) included in 

distributable net income in the manner provided in paragraph (b) of this 

section, except that any excess deductions attributable to tax-exempt 

income (other than dividends excluded under section 116) may not be 

offset against any other class of income.” 

2.12 Hubert Regs 
 

 As a result of the Hubert case, regulations were enacted that must be consider to 

determine the deductibility of “transmission expenses” that may be charged to the marital 

bequest if it is a residuary bequest.  This regulation defines “management expenses” and 

“transmission expenses” and these regulations are extremely important in the proper 

planning and deductibility of administrative expenses for income tax purposes. 

 

Treas. Reg. § 20.2056(b)-4 Marital deduction; valuation of interest passing to surviving 

spouse. 

Effect of administration expenses--(1) Definitions--(i) 

Management expenses. Estate management expenses are 

expenses that are incurred in connection with the investment of 

estate assets or with their preservation or maintenance during a 

reasonable period of administration. Examples of these expenses 

could include investment advisory fees, stock brokerage 

commissions, custodial fees, and interest. 

(ii) Transmission expenses. Estate transmission expenses 

are expenses that would not have been incurred but for the 

decedent's death and the consequent necessity of collecting the 

decedent's assets, paying the decedent's debts and death taxes, and 

distributing the decedent's property to those who are entitled to 

receive it. Estate transmission expenses include any administration 

expense that is not a management expense. Examples of these 

expenses could include executor commissions and attorney fees 

(except to the extent of commissions or fees specifically related to 

investment, preservation, or maintenance of the assets), probate 

fees, expenses incurred in construction proceedings and defending 

against will contests, and appraisal fees. 

(iii) Marital share. The marital share is the property or 

interest in property that passed from the decedent for which a 

deduction is allowable under section 2056(a). The marital share 

includes the income produced by the property or interest in 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS116&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS2056&FindType=Y&ReferencePositionType=S&ReferencePosition=8b3b0000958a4
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property during the period of administration if the income, under 

the terms of the governing instrument or applicable local law, is 

payable to the surviving spouse or is to be added to the principal of 

the property interest passing to, or for the benefit of, the surviving 

spouse. 

(2) Effect of transmission expenses. For purposes of 

determining the marital deduction, the value of the marital share 

shall be reduced by the amount of the estate transmission expenses 

paid from the marital share. 

(3) Effect of management expenses attributable to the 

marital share. For purposes of determining the marital deduction, 

the value of the marital share shall not be reduced by the amount of 

the estate management expenses attributable to and paid from the 

marital share. Pursuant to section 2056(b)(9), however, the amount 

of the allowable marital deduction shall be reduced by the amount 

of any such management expenses that are deducted under section 

2053 on the decedent's Federal estate tax return. 

(4) Effect of management expenses not attributable to 

the marital share. For purposes of determining the marital 

deduction, the value of the marital share shall be reduced by the 

amount of the estate management expenses paid from the marital 

share but attributable to a property interest not included in the 

marital share. 

2.13 Illustrations for Chapter 2 

 

Tentative Taxable Income Illustration 

Calculate the fiduciary accounting income, federal gross income, and tentative taxable 

income for the trust in 2008.  Trust (that is required to distribute all income currently) 

had $30,000 in rents, $20,000 in dividends, $10,000 in long term capital gains, $2,000 in 

trustee commissions (allocable ½ to income and ½ to principal), and $5,000 in rental 

repairs. 

 

      FAI  GI  TTI 

 

Rents     $30,000 $30,000 $30,000 

Dividends    $20,000 $20,000 $20,000 

Long Term Capital Gain  $        0 $10,000 $10,000 

Trustee Commission   ($1,000) $         0 ($2,000) 

Rental Repairs   ($5,000) $         0 ($5,000) 

Personal Exemption   $         0 $         0     ($300) 

$44,000 $60,000  $52,700 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS2056&FindType=Y&ReferencePositionType=S&ReferencePosition=885e00005efe7
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS2053&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS2053&FindType=Y
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Chapter 3:  Distributable Net Income 

 

 

3.1 Introduction to DNI 

 

§643 gives us the definition of distributable net income (DNI).  Distributable net income 

is seen as a close estimate of the true economic value the distribution would provide, but 

the actual amount paid out to those designated will likely vary.  DNI has both a 

quantitative and qualitative function.  It serves as a quantitative limitation for the 

deduction for the amount of distribution to the beneficiary;41 it is a quantitative limit on 

inclusion in the beneficiaries’ gross income.  Qualitatively, DNI also gives us the 

character (e.g., ordinary income or capital gains) of the distributions for purposes of 

computing the distribution deduction and determining the items taxable to the 

beneficiaries.  

 

The starting point for calculating DNI is TTI.  After we compute TTI, the modifications 

found in §643 are used to compute DNI.42 

 

   “(a) Distributable net income.  For purposes of this part, 

the term “distributable net income” means, with respect to any taxable 

year, the taxable income of the estate or trust computed with the following 

modifications-- 

(1) Deduction for distributions.  No deduction shall be 

taken under sections 651 and 661 (relating to additional 

deductions). 

 

(2) Deduction for personal exemption.  No deduction 

shall be taken under section 642(b) (relating to deduction for 

personal exemptions). 

 

(3) Capital gains and losses.  Gains from the sale or 

exchange of capital assets shall be excluded to the extent that such 

gains are allocated to corpus and are not (A) paid, credited, or 

required to be distributed to any beneficiary during the taxable 

year, or (B) paid, permanently set aside, or to be used for the 

purposes specified in section 642(c). Losses from the sale or 

exchange of capital assets shall be excluded, except to the extent 

such losses are taken into account in determining the amount of 

gains from the sale or exchange of capital assets which are paid, 

                                                           

41 §651 and §661. 

42 Professor Dennis Calfee at the University of Florida refers to DNI as the “marriage of FAI and TTI”. 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS651&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS661&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS642&FindType=Y&ReferencePositionType=S&ReferencePosition=a83b000018c76
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS642&FindType=Y&ReferencePositionType=S&ReferencePosition=4b24000003ba5
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credited, or required to be distributed to any beneficiary during the 

taxable year. The exclusion under section 1202 shall not be taken 

into account. 

 

(4) Extraordinary dividends and taxable stock 

dividends.  For purposes only of subpart B (relating to trusts which 

distribute current income only), there shall be excluded those items 

of gross income constituting extraordinary dividends or taxable 

stock dividends which the fiduciary, acting in good faith, does not 

pay or credit to any beneficiary by reason of his determination that 

such dividends are allocable to corpus under the terms of the 

governing instrument and applicable local law. 

 

(5) Tax-exempt interest.  There shall be included any 

tax-exempt interest to which section 103 applies, reduced by any 

amounts which would be deductible in respect of disbursements 

allocable to such interest but for the provisions of section 265 

(relating to disallowance of certain deductions).” 

 

  (B) SIMPLIFIED CALCULATION 

 

TTI XXXX 

§ 643(a)(2) + 

§ 643(a)(3) <     > 

§ 643(a)(5) + Tax Exempt Int. 

<§ 265 Exp.> 

 

3.2 No §651 or §661 Deduction 

 

Because DNI serves as the quantitative limit on the distribution deduction, we don’t use 

the distribution deduction to calculate DNI.  As explained in chapter 1, Subchapter J 

provides for an “either-or” taxation scheme.  This means that for a given item of income, 

either the trust or beneficiaries will be taxed, but not both.  The distribution deduction is 

used by the trust in computing the taxable income of the trust.  Thus, it doesn’t make 

sense to use it in computing the distributable net income to the beneficiaries.  DNI does 

not take into account the §651 distribution deduction for simple trusts or the §661 

distribution deduction for complex trusts or estates. 

 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS1202&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS103&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS265&FindType=Y
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3.3 No §642 Personal Exemption 

 

In order to prevent the use of two personal exemptions (one for the trust and one for the 

beneficiary), the trust’s personal exemption under §642 is not taken into account when 

calculating DNI. 

 

3.4 Exclusion of Capital Gains 

 

The general rule is that capital gains and losses will be excluded from DNI.  There is an 

exception, however, if capital gains are allocated to FAI, allocated to corpus and paid, 

credited, or required to be distributed to any beneficiary, or allocated to corpus and paid, 

permanently set aside for charitable purposes under §642(c). The regulations under 

§643(a) provide examples of when capital gains can enter DNI. 

 

     “*  *  * 

  (b) Capital gains included in distributable net income. 

Gains from the sale or exchange of capital assets are included in 

distributable net income to the extent they are, pursuant to the 

terms of 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 distributable net income 

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.” 

Example 1 — Under the terms of Trust’s governing instrument, all income is to 

be paid to A for life.  Trustee is given discretionary powers to invade principal for 

A’s benefit and to deem discretionary distributions to be made from capital gains 

realized during the year.  During Trust’s first taxable year, Trust has $5,000 of 



17  

dividend income and $10,000 of capital gain from the sale of securities.  Pursuant 

to the terms of the governing instrument and applicable local law, Trustee 

allocates the $10,000 capital gain to principal.  During the year, Trustee 

distributes to A $5,000, representing A’s right to trust income.  In addition, 

Trustee distributes to A $12,000, pursuant to the discretionary power to distribute 

principal.  Trustee does not exercise the discretionary power to deem the 

discretionary distributions of principal as being paid from capital gains realized 

during the year.  Therefore, the capital gains realized during the year are not 

included in distributable net income and the $10,000 of capital gain is taxed to the 

trust.  In future years, Trustee must treat all discretionary distributions as not 

being made from any realized capital gains. 

Example 2 — The facts are the same as in Example 1, except that Trustee intends 

to follow a regular practice of treating discretionary distributions of principal as 

being paid first from any net capital gains realized by Trust during the year.  

Trustee evidences this treatment by including the $10,000 capital gain in 

distributable net income on Trust’s federal income tax return so that it is taxed to 

A. This treatment of the capital gains is a reasonable exercise of Trustee’s 

discretion.  In future years Trustee must treat all discretionary distributions as 

being made first from any realized capital gains. 

Example 3 — The facts are the same as in Example 1, except that Trustee intends 

to follow a regular practice of treating discretionary distributions of principal as 

being paid from any net capital gains realized by Trust during the year from the 

sale of certain specified assets or a particular class of investments.  This treatment 

of capital gains is a reasonable exercise of Trustee’s discretion. 

Example 4 — The facts are the same as in Example 1, except that pursuant to the 

terms of the governing instrument (in a provision not prohibited by applicable 

local law), capital gains realized by Trust are allocated to income.  Because the 

capital gains are allocated to income pursuant to the terms of the governing 

instrument, the $10,000 capital gain is included in Trust’s distributable net 

income for the taxable year. 

Example 5  — The facts are the same as in Example 1, except that Trustee 

decides that discretionary distributions will be made only to the extent Trust has 

realized capital gains during the year and thus the discretionary distribution to A 

is $10,000, rather than $12,000.  Because Trustee will use the amount of any 

realized capital gain to determine the amount of the discretionary distribution to 

the beneficiary, the $10,000 capital gain is included in Trust’s distributable net 

income for the taxable year. 
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3.5 Add Back Tax-Exempt Interest  

 

Tax-Exempt interest is distributable to the beneficiaries, and it is thus included in 

distributable net income.  Because the qualitative function of DNI is to maintain the 

character of the income items distributable to the beneficiaries, we calculate DNI using 

net tax-exempt interest.43  Net tax-exempt interest is tax-exempt interest reduced by the 

expenses allocable to tax-exempt interest that would be deductible if not for §265, 

reduced by expenses disallowed by §265. 

 

3.6 Illustrations for Chapter 3 
 

DNI Illustration 

 

In 2008, the trust received: $32,000 in proceeds from sale of a capital asset that was 

purchased at a cost of $20,000 more than a year ago; $10,000 of taxable interest, 

$10,000 of tax-exempt interest; $1000 of deductible trustees’ commissions (½ charged to 

income, ½ charged to principal).  Calculate FAI, Gross Income, TTI, and DNI.  The 

trustee is required to distribute all income currently. 

 

Trust 

   FAI  GI  TTI  DNI 

 

Taxable Interest 10,000  10,000  10,000  643(a)(1)           21,200 

Tax Exempt Interest 10,000  0  0  643(a)(2)        300 

Capital Gains  0  12,000  12,000  643(a)(3)           (12,000) 

Trustee Commission (500)  0  (500)  643(a)(5)     10,000 

Personal Exemption 0  0  (300)        (500) 

   19,500  22,000  21,200  Total DNI   19,000 

        

DNI (Recap)          

 

Taxable Interest  10,000 

    (500) 

Tax Exempt Interest  10,000 

    (500) 

    19,000 

 

 

                                                           

43 §643(a)(5). 
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Chapter 4:  Simple Trusts 

 

 

4.1 What Is A Simple Trust? (Definition) 

 

In order to qualify as a “simple trust,”44 a trust must meet three requirements.  First, the 

trust instrument must require that all income be distributed currently.45  Second, the trust 

must make no distributions from principal in the taxable year of the trust.46  Third, the 

trust must make no disbursements deductible as charitable contributions under §642(c).47  

Any trust that fails any of these requirements is a complex trust.48  A trust may be a 

simple trust in one year and a complex trust in the next year, depending on whether it 

meets the above requirements. 

 

   “(a) Deduction.  In the case of any trust the terms of which-- 

  (1) provide that all of its income is required to be 

distributed currently, and 

  (2) do not provide that any amounts are to be paid, 

permanently set aside, or used for the purposes specified in section 

642(c) (relating to deduction for charitable, etc., purposes), 

  there shall be allowed as a deduction in computing the taxable 

income of the trust the amount of the income for the taxable year which is 

required to be distributed currently. This section shall not apply in any 

taxable year in which the trust distributes amounts other than amounts of 

income described in paragraph (1).” 

  Treas. Reg. § 1.651(a)-1 Simple Trusts; Deduction for 

Distributions; In General. 

   “Section 651 is applicable only to a trust the governing 

instruments of which: 

  (a) Requires that the trust distribute all of its income 

currently for the taxable year, and 

                                                           

44 The terms “simple trust” and “complex trust” do not appear in the Code.  They are terms used by 

scholars and practitioners to refer to trusts governed by §651 and §661, respectively. 

45 §651(a)(1). 

46 §651(a) flush language. 

47 §651(a)(2). 

48 See Chapter 5 for a discussion of complex trusts. 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS642&FindType=L&ReferencePositionType=T&ReferencePosition=SP_4b24000003ba5
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS642&FindType=L&ReferencePositionType=T&ReferencePosition=SP_4b24000003ba5
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS651&FindType=Y
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  (b) Does not provide that any amounts may be paid, 

permanently set aside, or used in the taxable year for the 

charitable, etc., purposes specified in section 642(c), 

  and does not make any distribution other than of current income. A 

trust to which section 651 applies is referred to in this part as a “simple” 

trust. Trusts subject to section 661 are referred to as “complex” trusts. A 

trust may be a simple trust for one year and a complex trust for another 

year. It should be noted that under section 651 a trust qualifies as a simple 

trust in a taxable year in which it is required to distribute all its income 

currently and makes no other distributions, whether or not distributions of 

current income are in fact made. On the other hand a trust is not a complex 

trust by reason of distributions of amounts other than income unless such 

distributions are in fact made during the taxable year, whether or not they 

are required in that year.” 

  Treas. Reg. § 1.651(a)-2 Income Required to be Distributed 

Currently. 

  “(b) It is immaterial, for purposes of determining whether all the 

income is required to be distributed currently, that the amount of income 

allocated to a particular beneficiary is not specified in the instrument. For 

example, if the fiduciary is required to distribute all the income currently, 

but has discretion to “sprinkle” the income among a class of beneficiaries, 

or among named beneficiaries, in such amount as he may see fit, all the 

income is required to be distributed currently, even though the amount 

distributable to a particular beneficiary is unknown until the fiduciary has 

exercised his discretion.” 

  Treas. Reg. § 1.651(a)-3 Distribution of Amounts Other Than 

Income. 

  “(a) A trust does not qualify for treatment under section 651 for 

any taxable year in which it actually distributes corpus. For example, a 

trust which is required to distribute all of its income currently would not 

qualify as a simple trust under section 651 in the year of its termination 

since in that year actual distributions of corpus would be made.” 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS642&FindType=Y&ReferencePositionType=S&ReferencePosition=4b24000003ba5
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS651&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS661&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS651&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS651&FindType=Y
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4.2 §651 Deduction (Distribution Deduction) 

 

A simple trust gets a distribution deduction under §651 for the fiduciary accounting 

income49 (FAI) that the governing instrument requires it to distribute.  However, there are 

two important limitations on the §651 deduction.  The §651 deduction cannot be greater 

than the distributable net income (DNI) of the trust, and there is no deduction allowable 

for tax-exempt income. 50  As a logical consequence of these rules, the largest §651 

deduction that a trust can have in a given year is the amount of fiduciary accounting 

income it has in that year. 

 

If FAI is greater than DNI, then the maximum amount of the distribution deduction is the 

DNI in the given year.  If there is any tax-exempt interest in the trust, the net amount of 

that interest (tax-exempt interest minus expenses allocable to tax-exempt interest) must 

be subtracted from DNI to arrive at the distribution deduction under §651(b). 

 

 IRC § 651.  Deduction for Trusts Distributing Current Income Only 

  “(a) Deduction.  In the case of any trust the terms of which-- 

 (1) provide that all of its income is required to be distributed 

currently, and 

 (2) do not provide that any amounts are to be paid, 

permanently set aside, or used for the purposes specified in section 

642(c) (relating to deduction for charitable, etc., purposes), 

  there shall be allowed as a deduction in computing the taxable 

income (§643(b) FAI) of the trust the amount of the income for the taxable 

year which is required to be distributed currently. This section shall not 

apply in any taxable year in which the trust distributes amounts other than 

amounts of income described in paragraph (1). 

 (b) Limitation on deduction.  If the amount of income required to be 

distributed currently exceeds the distributable net income of the trust for 

the taxable year, the deduction shall be limited to the amount of the 

distributable net income. For this purpose, the computation of distributable 

net income shall not include items of income which are not included in the 

gross income of the trust and the deductions allocable thereto.” 

   

                                                           

49 See generally Chapter 1 for a discussion of FAI. 

50 §651(b). 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS642&FindType=L&ReferencePositionType=T&ReferencePosition=SP_4b24000003ba5
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS642&FindType=L&ReferencePositionType=T&ReferencePosition=SP_4b24000003ba5
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SIMPLIFIED CALCULATION 

  §651(a) Starting Point FAI (See § 643(b)) 

  §651(b) Limit DNI (See §643(a) 

  §651(b) Adjust lesser of DNI or FAI by removing net items of tax 

exempt income. 

  Treas. Reg. § 1.651(b)-1.  Deduction for Distributions to Beneficiaries. 

  “In computing its taxable income, a simple trust is allowed a 

deduction for the amount of income which is required under the terms of 

the trust instrument to be distributed currently to beneficiaries. If the 

amount of income required to be distributed currently exceeds the 

distributable net income, the deduction allowable to the trust is limited to 

the amount of the distributable net income. For this purpose the amount of 

income required to be distributed currently, or distributable net income, 

whichever is applicable, does not include items of trust income (adjusted 

for deductions allocable thereto) which are not included in the gross 

income of the trust. . . .” 

4.3 Potential Gross Income of Beneficiary 

 

§652 will determine the potential gross income of a beneficiary.  The amount of income 

required to be distributed to a beneficiary is included in the gross income of a beneficiary.  

If FAI exceeds DNI, and there is only one income beneficiary, then the beneficiary 

includes the amount of DNI in gross income.  If there are multiple beneficiaries, the total 

amount of gross income includible to all the income beneficiaries is limited to DNI, and 

this amount is prorated among the beneficiaries.  See the worksheet below for a 

mathematical representation. 

 

  §652 

 

  “(a) Inclusion. Subject to subsection (b), the amount of 

income for the taxable year required to be distributed currently by 

a trust described in section 651 shall be included in the gross 

income of the beneficiaries to whom the income is required to be 

distributed, whether distributed or not. If such amount exceeds the 

distributable net income, there shall be included in the gross 

income of each beneficiary an amount which bears the same ratio 

to distributable net income as the amount of income required to be 

distributed to such beneficiary bears to the amount of income 

required to be distributed to all beneficiaries.” 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS651&FindType=Y
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4.4 Character Rules 

 

The amount potentially reportable in the beneficiary’s gross income is subject to 

characterization rules under §652(b).  It must have the same character in the hands of the 

beneficiary as it has in the hands of the trust.  Beneficiaries are treated as receiving their 

pro rata shares of the net items of DNI.  Net items of DNI are DNI items reduced by the 

expenses allocable to those items.  The expenses used to calculate the net items of DNI 

must be allocated among the items of income in accordance with the regulations.  The 

regulations require that a proportionate amount of the deductions be allocated to the tax-

exempt interest.51  The worksheet below illustrates the character rules described above. 

 

As a planning opportunity, when trustees have the discretion to allocate indirect expenses 

to items of income, it is often advantageous to allocate expenses to items that are taxed at 

higher rates.  For example, it would be advantageous to allocate indirect expenses to 

ordinary income, which is taxed at a top marginal rate of 35% rather than to qualified 

dividends, which are taxed at a top marginal rate of 15%.  On the other hand, if there are 

expenses directly allocable to a particular class of income (e.g., rental repairs), then the 

trustee must allocate those expenses to their corresponding income class.52 

 

  “(b) Character of amounts. The amounts specified in 

subsection (a) shall have the same character in the hands of the 

beneficiary as in the hands of the trust. For this purpose, the 

amounts shall be treated as consisting of the same proportion of 

each class of items entering into the computation of distributable 

net income of the trust as the total of each class bears to the total 

distributable net income of the trust, unless the terms of the trust 

specifically allocate different classes of income to different 

beneficiaries. In the application of the preceding sentence, the 

items of deduction entering into the computation of distributable 

net income shall be allocated among the items of distributable net 

income in accordance with regulations prescribed by the 

Secretary.” 

   CALCULATION 

   § 652(a) of each beneficiary x DNI = § 652(a) amount 

   Total § 652(a)  

   § 652(a) amount x Each Item of DNI/DNI 

                                                           

51 See Reg. §1.652(b)-3(b) (p. 15). 

52 Id. 
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4.5 Net Taxable Amount to the Beneficiaries 

 

Once we know the character of each item of income under §652(b), we can determine the 

net amount that is taxable to the beneficiaries.  The first item we can exclude from the 

taxable amount is tax-exempt income.  If we determine under §652(b) that a portion of 

the amount of the gross income of the beneficiaries consists of tax-exempt income, we 

can subtract this amount to arrive at the net taxable amount to the beneficiaries.  
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4.6 Illustrations for Chapter 4 

 

Simple Trust Illustration 

 

Receipts and disbursements of the Trust were as follows: 

 

Dividends of $20,000, taxable interest of $20,000, tax-exempt interest of $20,000, rents 

of $40,000, long term capital gain from sale of securities of $50,000, depreciation 

expense (for federal income tax purposes) of $10,000, rental repairs of $10,000, trustees’ 

fees of $20,000 (allocable ½ to income, ½ to principal).  The trustee is required to 

distribute all income currently, does not make any distributions from principal, and does 

not make any disbursements deductible as charitable contributions under §642(c). 

 

Determine the following: 

 

A. FAI 

 B. GI 

 C. TTI 

 D. DNI 

 E. Distribution Deduction (§651) 

 F. Taxable Income 

 G. Potential Gross Income of Each Beneficiary 

 H. Character of Beneficiary Amounts 

 I. Net Taxable Amount to Beneficiaries. 

 

Trust 
 

   FAI  GI  TTI   DNI 
 
Dividends  20,000  20,000  20,000   643(a)(1)                103,700 
Taxable Interest  20,000  20,000  20,000   643(a)(2)          300 
Tax Exempt Interest 20,000  0  0   643(a)(3)                (50,000) 
Rents   40,000  40,000  40,000   643(a)(5)      20,000 
Long Term Capital Gain 0  50,000  50,000        (4,000) 
Depreciation Expense 0  0  0   Total DNI    70,000 
Rental Repairs  0  0  (10,000) 
Trustee Fee  (10,000)  0  (16,000) 
Personal Exemption 0  0  (300) 
   90,000  130,000  103,700 
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DNI (Recap)         651 Deduction 
 
Dividends  20,000       651(a) FAI    80,000 
Taxable Interest  20,000       651(b) DNI    70,000 
   (16,000)                      (16,000) 
Rents   40,000                    mDNI    54,000 
   (10,000) 
Tax Exempt Interest 20,000       Taxable Income 
   (4,000) 
   70,000       TTI                  103,700 
          651 deduction      (54,000) 
               49,700 
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Beneficiaries 

 

652(a) Potential Gross Income of Beneficiaries 

 

FAI 

Limit DNI 70,000=652(a) amount 

 

652(b) Character 

 

652(a) amount x Net Item of DNI/DNI 

 

70,000 x (20,000/70,000)=20,000 Dividends 

70,000 x (4,000/70,000)=4,000 Taxable Interest 

70,000 x (30,000/70,000)=30,000 Rents 

70,000 x (16,000/70,000)=16,000 Tax exempt 

 

Net Taxable Amount to Beneficiaries 

 

20,000 (dividends) + 4,000 (taxable interest) + 30,000 (rents) + (10,000) 

(depreciation)=$44,000 
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Chapter 5:  Complex Trusts and Estates 

 

 

5.1 What Is A Complex Trust? 

 

A complex trust is a trust that is not a simple trust.  If a trust fails any of the three 

requirements of a simple trust in a given year, then it will be a complex trust.  To review 

from Chapter 4,53 the three requirements of a simple trust are as follows: 

 

1. The trust instrument must require that all income be distributed currently.   

2. The trust must make no distributions from principal in the taxable year of 

the trust.   

3. The trust must make no disbursements deductible as charitable 

contributions under §642(c). 

 

Thus, if a trust isn’t required to distribute all income currently or if it distributes principal 

in a given year, it will be a complex trust.  If it requires principal payments, it will be a 

complex trust.  If it requires money to be set aside for charitable purposes, then it is a 

complex trust.  Additionally, a trust that is required to accumulate income or that 

distributes income in the discretion of the trustee is a complex trust.  An estate is also 

treated as a complex trust. 

 

5.2 Complex Trusts and Estates Broad Overview 

 

The computations for complex trusts and estates are much more involved than the 

computations for simple trusts.  For simple trusts, there is only one class of beneficiaries 

(i.e., mandatory income beneficiaries).  Their taxable income (and also the trust’s 

distribution deduction) is limited to the lesser of FAI or DNI, and if there are multiple 

beneficiaries, then the taxable income is apportioned based on FAI.  With complex trusts, 

there can be more than one class of beneficiaries.  There can be both mandatory income 

beneficiaries (tier 1) and discretionary income and principal beneficiaries (tier 2).  

Calculating the tax liability involves many distinct steps which are outlined in detail in 

this chapter. 

 

As discussed in Chapter 3, DNI is the upper limit on the amount on which the 

beneficiaries can be taxed.  Because there is only a limited amount of DNI to be allocated 

among all of the classes of beneficiaries, the Code creates a priority system for DNI 

allocation.  The mandatory income beneficiaries (tier 1) receive priority DNI allocations 

proportionally based on their share of FAI.  If there is any leftover DNI (residual DNI), 

then it is allocated pro-rata among the tier 2 beneficiaries.  Any other amounts received 

by tier 2 beneficiaries in excess of DNI are treated as 102(a) tax-free gifts of property. 

 

                                                           

53 See Section 4.1. 
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5.3 Distribution Deduction for Complex Trusts and Estates §661 

 

§661 determines the distribution deduction for complex trusts and estates.  §661(a) gives 

the amount of the deduction; §661(b) gives the amount of tax exempt interest in the 

amounts distributed; and §661(c) gives a limitation on the deduction by removing the 

amount of net tax exempt interest distributed.  We will examine each section in turn.  

§661(a) says that the distribution deduction is the lesser of (1) the total amount of the 

distributions or (2) DNI.  We can call this number the §661(a) amount.  §661(b) and 

§661(c) modify the §661(a) amount to remove the tax exempt portion.   

 

IRC § 661.  Deduction for Estates and Trusts Accumulating Income or 

Distributing Corpus. 

  “(a) Deduction. In any taxable year there shall be allowed as 

a deduction in computing the taxable income of an estate or trust (other 

than a trust to which subpart B applies), the sum of-- 

  (1) any amount of income for such taxable year 

required to be distributed currently (including any amount required 

to be distributed which may be paid out of income or corpus to the 

extent such amount is paid out of income for such taxable year); 

and 

  (2) any other amounts properly paid or credited or 

required to be distributed for such taxable year; 

  but such deduction shall not exceed the distributable net income of 

the estate or trust.” 

5.3.1 §661(a) Calculation of §661 Deduction (§661(a)(1) amount + §661(a)(2) 

amount) 

 

§661(a) creates a tier system for beneficiaries.  The total distribution deduction is 

comprised of the sum of the “§661(a)(1) amount" and the “§661(a)(2) amount.” 

 

(a) 5.3.1.1 §661(a)(1) Amount 

 

The §661(a)(1) amount is the amount that the first tier of beneficiaries receive.54  The 

first tier beneficiaries are beneficiaries who receive distributions of income required to be 

distributed currently.  The first tier distributions are deductible to the extent of DNI.   

 

                                                           

54 The terms “tier 1” and “tier 2” are not found in the Code.  They are terms used by scholars and 

practitioners to refer to beneficiaries based on the income they receive.  A first tier beneficiary is a 

mandatory beneficiary of income.  A second tier beneficiary is a discretionary beneficiary of income 

or principal. 
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(b) 5.3.1.2 §661(a)(2) Amount 

 

The language of §661(a)(2) tells us that the second tier beneficiaries receive “any other 

amounts properly paid or credited or required to be distributed for such taxable year.”  

This includes discretionary distributions of income or corpus and mandatory distributions 

of corpus.  The distributions to second tier beneficiaries are also deductible to the trust to 

the extent of DNI. 

 

(c) 5.3.1.3 §661(a) Flush Language 

 

The flush language of §661(a) tells us that to arrive at the §661 distribution deduction for 

complex trusts, we add together the §661(a)(1) amount and the §661(a)(2) amount.   

 

5.3.1.4 Variable Tier:  Annuities 

 

The parenthetical language of §661(a)(1) provides for a variable tier of beneficiaries that 

falls between the tier 1 and the tier 2.  A variable tier beneficiary typically receives a 

distribution in the form of an annuity from the trust.  The parenthetical language provides 

“including any amount required to be distributed which may be paid out of income or 

corpus to the extent such amount is paid out of income for such taxable year.”  Thus, the 

tier assignment (first tier or second tier) is based on the availability of FAI.  If the annuity 

payment is actually received, then it is assigned to the tier 1; otherwise, it is assigned to 

tier 2. 

 

  “(c) The phrase the amount of income for the taxable year 

required to be distributed currently includes any amount required to be 

paid out of income or corpus to the extent the amount is satisfied out of 

income for the taxable year. Thus, an annuity required to be paid in all 

events (either out of income or corpus) would qualify as income required 

to be distributed currently to the extent there is income (as defined in 

section 643(b)) not paid, credited, or required to be distributed to other 

beneficiaries for the taxable year. If an annuity or a portion of an annuity 

is deemed under this paragraph to be income required to be distributed 

currently, it is treated in all respects in the same manner as an amount of 

income actually required to be distributed currently. The phrase the 

amount of income for the taxable year required to be distributed currently 

also includes any amount required to be paid during the taxable year in all 

events (either out of income or corpus) pursuant to a court order or decree 

or under local law, by a decedent's estate as an allowance or award for the 

support of the decedent's widow or other dependent for a limited period 

during the administration of the estate to the extent there is income (as 

defined in section 643(b)) of the estate for the taxable year not paid, 

credited, or required to be distributed to other beneficiaries.” 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS643&FindType=Y&ReferencePositionType=S&ReferencePosition=a83b000018c76
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS643&FindType=Y&ReferencePositionType=S&ReferencePosition=a83b000018c76
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5.3.2 §661(b) 

 

§661(b) tells us that the character of the items that enter the §661(a) amount 

consists of the same proportion of each class of items entering into the computation of 

DNI of the estate or trust as the total of each class bears to the total distributable net 

income of the estate or trust.  The calculation is used to determine the portion of tax 

exempt income that is included in the distribution. 

 

5.3.3 §661(c) 

 

§661(c) requires that the distribution deduction does not include net tax-exempt 

interest.  Thus, for example, if the trust has DNI of $20,000, which is composed of 

$10,000 in dividends, $5,000 in rents, and $5,000 in tax-exempt interest, then the 

distribution deduction is $15,000. 

 

5.4 Trust Taxable Income 

 

The calculation for trust taxable income for complex trusts is very similar to the 

calculation of trust taxable income for simple trusts.  You start out with tentative taxable 

income (TTI) and then subtract the §661 distribution deduction.   

 

5.5 Potential Gross Income of Beneficiary (§662) 

 

The beneficiaries are taxed on distributions only to the extent that the distributions carry 

out distributable net income (DNI).  In other words, the upper limit of the taxable amount 

to the beneficiaries is DNI.   

 

5.5.1 Tier 1 Beneficiaries 

 

Under 662(a)(1), a beneficiary with a required distribution (tier 1 beneficiary) includes 

the amount distributed to that beneficiary if it is less than DNI.  If the amount required to 

be distributed currently to a first tier beneficiary exceeds DNI, then that beneficiary will 

only include a pro rata portion of DNI and tier 2 beneficiaries will not be allocated any 

DNI. 

 

5.5.2 Tier 2 Beneficiaries 

 

Under 662(a)(2), a beneficiary who receives “other amounts distributed” (tier 2 

beneficiary) will include all amounts if amounts required to be distributed to all 

beneficiaries (662(a)(2)(A) amount) and other amounts paid to all beneficiaries 

(662(a)(2)(B) amount) do not exceed DNI.  On the other hand, if the 662(a)(2)(A) 

amounts and the 662(a)(2)(B) amounts exceed DNI, then the Tier 1 beneficiaries get the 

full DNI, and the Tier 2 beneficiaries are allocated the residual DNI.  The chart below 

illustrates the concept described in §662 below. 
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 IRC § 662.  Inclusion of Amounts in Gross Income of Beneficiaries of 

Estates and Trusts Accumulating Income or Distribution Corpus. 

  “(a) Inclusion.  Subject to subsection (b), there shall be included 

in the gross income of a beneficiary to whom an amount specified in 

section 661(a) is paid, credited, or required to be distributed (by an estate 

or trust described in section 661), the sum of the following amounts: 

  (1) Amounts required to be distributed currently.  The 

amount of income for the taxable year required to be distributed 

currently to such beneficiary, whether distributed or not. If the 

amount of income required to be distributed currently to all 

beneficiaries exceeds the distributable net income (computed 

without the deduction allowed by section 642(c), relating to 

deduction for charitable, etc., purposes) of the estate or trust, then, 

in lieu of the amount provided in the preceding sentence, there 

shall be included in the gross income of the beneficiary an amount 

which bears the same ratio to distributable net income (as so 

computed) as the amount of income required to be distributed 

currently to such beneficiary bears to the amount required to be 

distributed currently to all beneficiaries. For purposes of this 

section, the phrase “the amount of income for the taxable year 

required to be distributed currently” includes any amount required 

to be paid out of income or corpus to the extent such amount is 

paid out of income for such taxable year. 

  (2) Other amounts distributed.  All other amounts 

properly paid, credited, or required to be distributed to such 

beneficiary for the taxable year. If the sum of-- 

(A) the amount of income for the taxable year 

required to be distributed currently to all beneficiaries, and 

 

(B) all other amounts properly paid, credited, or 

required to be distributed to all beneficiaries 

 

   exceeds the distributable net income of the estate or 

trust, then, in lieu of the amount provided in the preceding 

sentence, there shall be included in the gross income of the 

beneficiary an amount which bears the same ratio to distributable 

net income (reduced by the amounts specified in (A)) as the other 

amounts properly paid, credited or required to be distributed to the 

beneficiary bear to the other amounts properly paid, credited, or 

required to be distributed to all beneficiaries.” 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS661&FindType=Y&ReferencePositionType=S&ReferencePosition=8b3b0000958a4
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS661&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS642&FindType=Y&ReferencePositionType=S&ReferencePosition=4b24000003ba5
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  1. POSSIBILITIES 

   (a) § 662(a)(1) exceeds DNI 

    (1) Calculations – allocation of DNI 

     § 662(a)(1) each beneficiary 

     Total § 662(a)(1) amounts = § 662(a) 

     § 662(a)(2) beneficiary receives No DNI 

    (2) Total § 662(a)(1) 

     Plus § 662(a)(2) 

     Less the DNI 

 Each receive §662(a)(1) and §662(a)(2) DNI “dollar 

for dollar” 

    (3) Total § 662(a)(1) 

     Plus § 662(a)(2) 

     Exceed DNI 

     DNI 

     Less § 662(a)(1) <               > 

     Residual DNI = 

     Residual DNI x each § 662(a)(2) 

        Total § 662(a)(2) = § 662(a) amount 

5.6 Character of Beneficiary Amounts 

 

§662(b) tells us the character of the amounts deemed distributed to the beneficiary.  As 

with simple trusts, the amounts from §662(a) will have the same character in the hands of 

the beneficiary as they had in the estate or trust.  In allocating the various types of income 

to the beneficiaries, the amount of a particular item reflected in DNI is first charged with 

directly related expenses and a proportionate share of other expenses.  Then each 

beneficiary’s share of income is multiplied by fractions for each class of income 

includible in DNI, and the denominator is DNI. 

 

  §662 

 

  “(b) Character of amounts.  The amounts determined under 

subsection (a) shall have the same character in the hands of the beneficiary 
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as in the hands of the estate or trust. For this purpose, the amounts shall be 

treated as consisting of the same proportion of each class of items entering 

into the computation of distributable net income as the total of each class 

bears to the total distributable net income of the estate or trust unless the 

terms of the governing instrument specifically allocate different classes of 

income to different beneficiaries. In the application of the preceding 

sentence, the items of deduction entering into the computation of 

distributable net income (including the deduction allowed under section 

642(c)) shall be allocated among the items of distributable net income in 

accordance with regulations prescribed by the Secretary. In the application 

of this subsection to the amount determined under paragraph (1) of 

subsection (a), distributable net income shall be computed without regard 

to any portion of the deduction under section 642(c) which is not 

attributable to income of the taxable year.” 

  CALCULATION 

  § 662(A) x each item of DNI 

         DNI 

5.7 Net Taxable Amount to Beneficiaries 

 

Once we know the character of each item of income under §662(b), we can determine the 

net amount that is taxable to the beneficiaries.  The first item we can exclude from the 

taxable amount is tax-exempt interest.  If we determine under §662(b) that a portion of 

the amount of the gross income of the beneficiaries consists of tax-exempt income, we 

can subtract this amount to arrive at the net taxable amount to the beneficiaries.  For the 

remaining amounts, once we know the character (e.g., capital gains, ordinary income, 

dividends, etc.), we can multiply that amount by the applicable tax rate to arrive at the tax 

liability for each beneficiary. 

 

5.8 Side Note:  65-Day Election 

 

Under §663(b), a trustee can elect to treat distributions made within the first 65 days of 

the taxable year of a complex trust as paid in the preceding year.  This election is used 

both for the distribution deduction and DNI calculation.  With the 65-day election, the 

trustee can calculate the trust’s DNI for the preceding year and make distributions that the 

trustee deems appropriate for that year on a retroactive basis.55 

 

                                                           

55 Acker, 852-3rd T.M., Income Taxation of Trusts and Estates at Page 55. 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS642&FindType=Y&ReferencePositionType=S&ReferencePosition=4b24000003ba5
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS642&FindType=Y&ReferencePositionType=S&ReferencePosition=4b24000003ba5
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS642&FindType=Y&ReferencePositionType=S&ReferencePosition=4b24000003ba5
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5.9 Illustrations for Chapter 5 

 

Complex Trust Illustration 

A Trust was created under Decedent A’s Will.  The material provisions of the Trust are 

as follows: 

 

1. The Trust under A’s Will required that one-half of the Trust was required to be 

distributed to A’s children in equal shares.  A had three children, Beneficiaries X, 

Y, and Z.  None of this income was actually distributed to the beneficiaries during 

the year. 

 

2. The Trust permits the Trust to pay income or corpus for the benefit of X, Y, or Z 

for their health, education, maintenance, and support. 

 

3. The Trust does not provide for any reserve for depreciation. 

 

4. The Trust incorporated Florida’s Uniform Principal and Income Act which will 

govern the determinations of principal and income or any of the matters set forth 

herein. 

 

5. The Trust is on a calendar year from January 1, 2008 through December 31, 2008 

and Beneficiaries X, Y, and Z are on a calendar year January 1, 2008 through 

December 31, 2008. 

 

Receipts and disbursements of the Trust from January 1, 2008 through December 31, 

2008 were as follows: 

 

 Dividends       $30,000 

 Taxable Interest      $30,000 

 Tax-Exempt Interest      $20,000 

 Rents        $20,000 

 Long Term Capital Gain on Sale of Securities  $50,000 

 Depreciation Expense (for federal income tax purposes) ($10,000) 

 Rental Repairs       ($10,000) 

 Trustees’ Fees       ($20,000) 

 

The Trustee distributed $20,000 of principal to X and $20,000 of principal to Y during 

2008. 

 

Please calculate the following for the Trust and for X, Y, and Z for the period of January 

1, 2008 through December 31, 2008: 

  

 A. FAI 

 B. GI 

 C. TTI 
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 D. DNI 

 E. Distribution Deduction (§661) 

 F. Taxable Income 

 G. Potential Gross Income of Each Beneficiary 

 H. Character of Beneficiary Amounts 

I. Net Taxable Amount to Beneficiaries. 

 

Trust 
 

FAI  GI  TTI  DNI 
 

Dividends   30,000  30,000  30,000  643(a)(1)                  98,900 
Taxable Interest   30,000  30,000  30,000  643(a)(2)                        100 
Tax Exempt Interest  20,000  0  0  643(a)(3)                (50,000) 
Rent    20,000  20,000  20,000  643(a)(4)              0 
Long Term Capital Gain  0  50,000  50,000  643(a)(5)    20,000 
Depreciation   0  0  (5,000)       (4,000) 
Rental Repair   (10,000)  0  (10,000) 
Trustee Fee   (10,000)  0  (16,000) 
Personal Exemption  0  0  (100) 

80,000  130,000  98,900  Total DNI                  65,000 
 

DNI (Recap)         661 Deduction 
 

Dividends   30,000      661(a)(1)      40,000 
Taxable Interest   30,0000      661(a)(2)      40,000 
    (16,000)                          80,000 
Tax Exempt Interest  20,000      Limit DNI    65,000 

(4,000)       
Rent    20,000      661(b) 
    (10,000)           65,000 x 16,000/65,000 
    (5,000)           16,000 

65,000      661(c) 
       65,000-16,000=49,000 
 

Taxable Income 
 

TTI                  98,900 
661 deduction      (49,000) 

  49,900 

Beneficiaries 
 
662(a) Potential Gross Income of Beneficiaries 
 
662(a)(1) X  662(a)(1)  13,333 

Y  662(a)(1)  13,333 
Z  662(a)(1)  13,334 
     40,000 

662(a)(2) DNI  65,000   X: 25,000 x (20,000/40,000)=12,500 
Less 662(a)(1) (40,000)   Y: 25,000 x (20,000/40,000)=12,500 
Residual DNI 25,000 
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662(a) amount X  662(a)(1)  13,333 
    662(a)(2)  12,500 
       25,833 
  Y   662(a)(1)  13,333 
    662(a)(2)  12,500 
       25,833 
  Z  662(a)(1)  13,334 
       65,000 
 

662(b) Character 

 

662(a) amount x (Item of DNI/DNI) 

 

662(b)    662(a) amount x (item of DNI/DNI) 

X, Y  25,833 x (30,000/65,000)=11,923  Dividends 

25,833 x (14,000/65,000)=5,564  Taxable Interest 

25,833 x (16,000/65,000)=6,359  Tax Exempt Interest 

25,833 x (5,000/65,000)=1,987  Rent 

Z  13,334 x (30,000/65,000)=6,159  Dividends 

13,334 x (14,000/65,000)=2,872  Taxable Interest 

13,334 x (16,000/65,000)=3,782  Tax Exempt Interest 

13,334 x (5,000/65,000)=1,026  Rents 

 

Net Taxable Amount to Beneficiaries 

 

X,Y 11,923 (dividends-1(h) rate) + 5,564 (taxable interest-ordinary income rate) + 1,987 

(rents-ordinary income rate)=19,474 

 X:  19,474-1,667 (depreciation)=17,807. Y:  19,474-1,667 (depreciation)=17,807 

Z 6,159 (dividends-1(h) rate) + 2,872 (taxable interest-ordinary income rate) + 1,026 (rents-

ordinary income rate)=10,051 

 Z:  10,051-1,667 (depreciation)=8,384 

 

 

Depreciation Calculation 

 167(d) Total Depreciation=Deduction Allowed to Trust + Deduction Allowed to 

Beneficiaries 

  10,000=5,000+Deduction Allowed to Beneficiaries 

  5,000=Deduction Allowed to Beneficiaries 

 

X 1667 

Y 1,666 

Z 1667 

 5,000 
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Chapter 6-Specific Bequests and §663(a) 

 

6.1 Introduction to §663 

 

The general distribution rules under §661 and §662 have an important exception.  §663(a) 

provides that payments or distributions of specific sums of money or specific property are 

not considered amounts properly paid to beneficiaries for purposes of §661 or §662.  

Thus, these payments are neither deductible by the trust nor taxable to the beneficiary.  

They are instead treated as §102(a) gifts of property, and thus excluded from gross 

income.56 

 

6.2 4 Requirements of §663(a) 

 

In order for a particular bequest to qualify under §663 (and thus fall outside of the 

§661/§662 distribution rules), it must meet four requirements: 

 

1. The amount must be properly paid or credited as a gift or bequest; 

2. The gift or bequest must be specific (if in money, a specific sum of money, or, 

if in property, specific property); 

3. The fiduciary must in fact pay or credit the amount or property at once or in 

not more than three installments; and 

4. The gift or bequest must not be payable, pursuant to the terms of the 

governing instrument, only from income from the entity. 

 

The first requirement means that §663(a) applies only in the case of a gift or bequest.  In 

other words, there must be an affirmative transfer by the donor or testator.  This means 

that §663(a) does not apply to distributions from an intestate estate. 

 

The regulations make clear that the second requirement mandates that the designation of 

a specific sum of money or property must appear in the governing instrument.57  The 

regulations further suggest that the amount of money or property must be ascertainable as 

of the relevant date. 

 

                                                           

56 As we will recall from chapters 2 and 3, if an item does not enter into gross income, then it does not 

enter into tentative taxable income (TTI) or distributable net income (DNI). 

57 Reg. §1.663(a)-1(a). 
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§ 663. Special Rules Applicable to Sections 661 and 662. 

  “(a) Exclusions.  There shall not be included as amounts falling 

within section 661(a) or 662(a)-- 

  (1) Gifts, bequests, etc.  Any amount which, under the 

terms of the governing instrument, is properly paid or credited as a 

gift or bequest of a specific sum of money or of specific property 

and which is paid or credited all at once or in not more than 3 

installments. For this purpose an amount which can be paid or 

credited only from the income of the estate or trust shall not be 

considered as a gift or bequest of a specific sum of money.” 

 Treas. Reg. § 1.663(a)-1.  Special Rules Applicable to Sections 661 and 

662; Exclusions; Gifts, Bequests, Etc. 

  “(b) Definition of a gift or bequest of a specific sum of money 

or of specific property. (1) In order to qualify as a gift or bequest of a 

specific sum of money or of specific property under section 663(a), the 

amount of money or the identity of the specific property must be 

ascertainable under the terms of a testator's will as of the date of his death, 

or under the terms of an inter vivos trust instrument as of the date of the 

inception of the trust. For example, bequests to a decedent's son of the 

decedent's interest in a partnership and to his daughter of a sum of money 

equal to the value of the partnership interest are bequests of specific 

property and of a specific sum of money, respectively. On the other hand, 

a bequest to the decedent's spouse of money or property, to be selected by 

the decedent's executor, equal in value to a fraction of the decedent's 

“adjusted gross estate” is neither a bequest of a specific sum of money or 

of specific property. The identity of the property and the amount of money 

specified in the preceding sentence are dependent both on the exercise of 

the executor's discretion and on the payment of administration expenses 

and other charges, neither of which are facts existing on the date of the 

decedent's death. It is immaterial that the value of the bequest is 

determinable after the decedent's death before the bequest is satisfied (so 

that gain or loss may be realized by the estate in the transfer of property in 

satisfaction of it).” 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS661&FindType=Y&ReferencePositionType=S&ReferencePosition=8b3b0000958a4
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS662&FindType=Y&ReferencePositionType=S&ReferencePosition=8b3b0000958a4
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS663&FindType=Y&ReferencePositionType=S&ReferencePosition=8b3b0000958a4
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6.3 Illustrations for Chapter 6 
 

Specific Bequests Illustrations 

#1 A bequeaths one-half of the residue of his estate to B.   

 

No, because as of the date of death, it is not possible to identify a specific sum of 

money or any specific property. 

 

#2 A’s will leaves 5,000 shares of Berkshire Hathaway stock to B. 

   

Yes, this would meet all of the requirements of 663. 

 

#3 A’s will contains the following provisions:  “I leave to B all of the stock I own at my 

death.” 

   

Yes, the identity of the property is ascertainable at the date of A’s death. 

 

#4 A’s will directs A’s executor to sell Blackacre and pay over the sales proceeds to B. 

 

The proceeds do not qualify under 663(a)(1) because the amount of money—the 

sales proceeds—is not ascertainable at the date of decedent’s death. 

 

#5 A’s will provides for payment of $100,000 to beneficiary B over five years in equal 

installments of $20,000 a year. 

 

  No, because the distribution is paid or credited in more than 3 installments. 

 

#6 A’s trust provides for a payment of $100,000 to B.  This payment is to be made entirely 

out of the income of the trust in 2009. 

 

No, this fails the fourth requirement (last sentence of 663(a)(1)) which warns that 

an amount which can be paid or credited only from the income of the estate or 

trust shall not be considered as a gift or bequest of a specific sum of money. 

 

#7 A’s trust contains a pecuniary marital deduction formula that leaves to his wife the 

smallest amount necessary to reduce estate taxes to zero. 

 

No, because the amount depends on the payment and deductibility of funeral 

expenses, debts, administration expenses, and other charges, which are not 

necessarily ascertainable on the date of the testator’s death. 

 

#8 B died intestate. B was survived by 2 children who were to each receive one-half of B’s 

estate under the state laws of descent and distribution.  B’s estate consisted of a personal 
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residence and portfolio of stock.  The personal residence generates $50,000 annually, 

and the portfolio of stock generates $30,000 annually. 

 

No, 663(a) requires that there be a governing instrument (affirmative donative 

transfer).  Here, there is none. 

#9 A’s contains a provision that leaves all tangible personal property to B.   

 

Yes, this meets all the requirements of 663.  It is ascertainable at death. 

 

. 
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Chapter 7:  Distributions in Kind/Kenan Issues 

 

 

7.1 Introduction to Kenan 

 

Trustees and executors often distribute property in kind rather than cash.  There are 

certain instances in which a distribution or transfer of property by an entity is treated as a 

sale or exchange.  The leading case applicable to this concept is Kenan v. 

Commissioner.58   In Kenan v. Commissioner, the trustees of a trust were directed to pay 

a beneficiary $5 million when the beneficiary reached age 40.  The trustee paid the 

beneficiary partly in cash and partly in appreciated securities. The court held that the 

beneficiary had a general claim against the trust corpus, and the satisfaction of this 

general claim for an ascertainable value by a transfer of specific assets was an exchange 

that caused the trust to realize gain.  The general rule that Kenan v. Commissioner 

embodies is that a distribution of appreciated non-cash assets by a fiduciary in 

satisfaction of a pecuniary obligation triggers realization of gain by the trust or estate.  

This concept is codified in the regulations under §1.661(a)-2(f).   

 

Thus, when an entity transfers property in kind equal in value to a pecuniary amount, an 

exchange takes place.  The amount realized is the amount of the obligation discharged, 

and the gain or loss is the difference between that amount and the basis of the assets 

transferred. 

 

7.2 Kenan and Fractional Shares 

 

If a formula gift or bequest consists not of an amount of money, but instead of a share of 

all the entity’s assets, Kenan does not apply.  Thus satisfaction of a fractional share gift or 

bequest, whether fixed under the terms of the will or ascertainable pursuant to a formula, 

does not involve Kenan at all. 

 

A right to receive an amount eventually ascertainable under a formula clause is a right to 

a “specific dollar amount.”  One cannot fairly refer to a right to receive a fraction of the 

entire entity as a “specific dollar amount” because such a gift or bequest is merely a right 

to a portion of the assets comprising the entity on distribution, which varies in dollar 

amount as the assets change in value. 

 

7.3 Two-Part Kenan Test 

 

For Kenan to apply, two ingredients must exist:  (1) there must be an obligation to pay a 

specific amount of money or to transfer specific property, and (2) there must be a 

satisfaction of that obligation by a transfer of (other) property.   

 

7.4 Kenan and the Logic of Subchapter J 

                                                           

58 114 F.2d 217. 
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The Kenan gain is always taxed to the transferor.  It does not go with the property.  It is a 

hypothetical sale.  This is in line with the “either-or” taxation scheme of Subchapter J.  In 

a distribution where Kenan applies, the trust or estate is taxed on the distribution and the 

beneficiary is not taxed.  Because the trust or estate recognizes a gain or loss on the 

distribution, the beneficiary’s basis in the distributed asset is its fair market value at the 

date of the distribution. 

 

7.5 Kenan and Gross Income and Tentative Taxable Income 

 

When there is a situation in which Kenan applies, we must include the Kenan gain or loss 

in the gross income and tentative taxable income of the trust.  This makes sense because 

Kenan gains and losses are treated as gains or losses from the sale of capital assets.  

Capital gains and losses are normally included in gross income and tentative taxable 

income, so it follows that Kenan gains would also be included.  Similarly, Kenan gains 

are generally excluded from distributable net income.  Again, this is logical because the 

hypothetical sale of the appreciated asset is taxed to the trust or estate and not the 

beneficiary.  Consistent again with the “either-or” taxation scheme, Kenan gains and 

losses are not taxed to the beneficiary and thus do not enter into DNI. 

 

7.6 Kenan Losses §267 Estate vs. Trust 
 

 

 

 

7.7 Illustrations for Chapter 7 

 

Kenan Illustrations 

#1 Decedent A’s will contains a specific bequest of $20,000 to A’s friend F.  A’s executor 

funds this bequest with IBM stock with a fair market value of $20,000 and an adjusted 

basis of $10,000. 

Yes, Kenan applies.  The executor is using appreciated property to satisfy a 

bequest of a specific dollar amount. 

#2 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.  A’s executor 

satisfies this bequest by distributing to the marital deduction trust a vacation home in 

Colorado with a fair market value of $4 million and an adjusted basis of $2 million. 

Yes, Kenan applies.  The executor is using appreciated property to satisfy a 

pecuniary formula amount. 
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#3 Decedent A’s will contains a specific bequest of 1,000 shares of IBM stock to A’s friend 

F.  A’s executor funds this bequest with 1,000 shares of Microsoft stock.  The Microsoft 

stock has a fair market value of $30 per share and an adjusted basis of $20 per share. 

Yes, Kenan applies.  There was an obligation to transfer specific property, and 

there was a satisfaction of that obligation by a transfer of (other) property.   

#4 Decedent A’s will leaves one third of the residue of his estate to his friend F. 

No, Kenan does not apply.  The “residue” is not a fixed amount of money. 

#5 The personal representative distributed Bank of America stock with a fair market value of 

50K and a basis to the estate of 25K on January 15, 1997 in partial satisfaction of D’s 

residuary bequest. 

No, Kenan does not apply.  There wasn’t a specific amount of money or specific 

property to be satisfied by the bequest. 
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Chapter 8:  §643(e)(3) Election:  Pulling the Trigger59 

 

 

8.1 §643(e)(3) Overview 

 

When a trustee or executor distributes property in kind, there is generally not a realization 

event.  However, we find an exception to this general rule in §643(e)(3) where a fiduciary 

can elect to treat an in kind distribution as a realization event.  Under §643(e)(3), when a 

fiduciary distributes specific property (not in satisfaction of a pecuniary amount or in 

place of another asset), the fiduciary may elect to recognize gain to the trust or estate.  

The amount taken into account for §661/§662 purposes is the fair market value of the 

property. 

 

  IRC § 643.  Definitions applicable to subparts A, B, C, and D 

   “(e) Treatment of property distributed in kind.-- 

  (1) Basis of beneficiary.  The basis of any property 

received by a beneficiary in a distribution from an estate or trust 

shall be-- 

  (A) the adjusted basis of such property in the 

hands of the estate or trust immediately before the 

distribution, adjusted for 

  (B) any gain or loss recognized to the estate or 

trust on the distribution. 

  (2) Amount of distribution.  In the case of any 

distribution of property (other than cash), the amount taken into 

account under sections 661(a)(2) and 662(a)(2) shall be the lesser 

of-- 

  (A) the basis of such property in the hands of the 

beneficiary (as determined under paragraph (1)), or 

  (B) the fair market value of such property. 

                                                           

59 “Pulling the trigger” is a term that Professor Dennis Calfee at the University of Florida uses to describe 

when an entity elects to recognize gain early under §643(e)(3). 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS661&FindType=Y&ReferencePositionType=S&ReferencePosition=d86d0000be040
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS662&FindType=Y&ReferencePositionType=S&ReferencePosition=d86d0000be040
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 (3) Election to recognize gain.-- 

  (A) In general.  In the case of any distribution of 

property (other than cash) to which an election under this 

paragraph applies-- 

(i) paragraph (2) shall not apply, 

 

(ii) gain or loss shall be recognized by 

the estate or trust in the same manner as if such 

property had been sold to the distributee at its fair 

market value, and 

 

(iii) the amount taken into account under 

sections 661(a)(2) and 662(a)(2) shall be the fair 

market value of such property. 

 

(B) Election.  Any election under this paragraph 

shall apply to all distributions made by the estate or trust 

during a taxable year and shall be made on the return of 

such estate or trust for such taxable year. 

Any such election, once made, may be revoked only with 

the consent of the Secretary. 

  (4) Exception for distributions described in section 

663(a). This subsection shall not apply to any distribution 

described in section 663(a).” 

For example, suppose Trustee A distributes Blackacre to beneficiary B.  Blackacre has a 

basis of $100,000 to the trust and a fair market value of $200,000.  If A elects to 

recognize gain under §643(e)(3), the trust will have a $100,000 capital gain.  The 

distribution deduction will be $200,000 and the basis of Blackacre in the hands of B will 

be $200,000.  On the other hand, if A does not elect to recognize gain under §643(e)(3), 

the distribution deduction will be $100,000 and B’s basis will be $100,000. 

 

Stated generally, §643(e) limits the amount of the distribution resulting from a 

distribution of property in kind to the entity’s basis in the property immediately prior to 

the distribution.  The entity’s basis therefore serves as the upper limit on the distribution 

deduction available to the entity on account of a distribution in kind, not in satisfaction of 

a specific gift or bequest of money or other property.  In addition, the entity’s basis 

generally limits the amount on which the beneficiary is subject to taxation.   

 

With a §643(e)(3) election, the entity recognizes gain, and increases its basis in the asset 

to the extent of the gain.  The beneficiary takes the carryover basis of the entity.  Without 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS661&FindType=Y&ReferencePositionType=S&ReferencePosition=d86d0000be040
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS662&FindType=Y&ReferencePositionType=S&ReferencePosition=d86d0000be040
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS663&FindType=Y&ReferencePositionType=S&ReferencePosition=8b3b0000958a4
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS663&FindType=Y&ReferencePositionType=S&ReferencePosition=8b3b0000958a4
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS663&FindType=Y&ReferencePositionType=S&ReferencePosition=8b3b0000958a4
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the §643(e)(3) election, the entity does not recognize gain and keeps its original basis in 

the asset.  The beneficiary again takes the carryover basis of the entity. 

 

In summary, §643(e) does 3 things: 

 

1. Determines amount of gain or loss to the entity recognized upon distribution to 

beneficiary; 

2. Tells us what the amount distributed was for purposes of §661 deduction and 

§662 inclusion;60 

3. Tell us what the basis of the property is in the hands of the beneficiary.61 

 

8.2 No §643(e)(3) Recognition of Losses 

 

§267 does not allow entities to recognize a §643(e) loss.  Thus, a fiduciary can’t pull the 

§643(e) trigger to recognize a loss.  Unlike situations where Kenan applies (where there 

can be both gains and losses to the entity), only gains are allowed to be recognized under 

§643(e). 

 

8.3 §643(e)(3) Election and DNI 

 

As a general rule, elective gains under §643(e)(3) do not enter into the computation of 

DNI.  This makes sense because the gain is taxed to the entity, not the beneficiaries.  

Since DNI measures the amount taxable to the beneficiaries and Subchapter J is an 

“either-or” taxation scheme, it makes sense that §643(e) gains will generally not enter 

into DNI.  As in the case of capital gains in general, there are certain situations where 

§643(e)(3) elective gains will enter into DNI.  For example, §643(e)(3) gains will enter 

into DNI if it is year of termination of the trust or estate and all assets are distributed. 

 

8.4 Interaction of §643(e)(3), §663(a), and Kenan  

 

It is important to note that if §663(a) applies, then §643(e) does not apply.  This is 

articulated in §643(e)(4).  Kenan gains and §643(e)(3) elective gains are separate.  When 

you have Kenan event, you don’t have problem that §643 applies to.  Kenan gains and 

losses are mandatory, and §643(e)(3) gains are elective. 

 

                                                           

60 643(e)(2). 

61 643(e)(1). 
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8.4.1 When Does Kenan apply? 

 

Kenan applies only when a beneficiary is entitled to a specific dollar amount or specific 

property, but receives something else instead the property or money that the beneficiary 

was specifically entitled to.  For example, if A’s will gives $10,000 to B, but A’s 

executor instead distributes $10,000 worth of stock (with an adjusted basis of $5,000) to 

B, then Kenan will apply, and there will be a mandatory gain of $5,000 to the estate.  

Similarly, if A’s will gives IBM stock worth $10,000 to B, but A’s executor instead gives 

B $10,000 worth of Microsoft stock (with an adjusted basis of $5,000), and there will be 

a mandatory gain of $5,000 to the estate. 

 

8.4.2 When does §663(a) apply? 

 

§663(a) applies when a distribution meets the 4 part test described in chapter 7.  To 

review, a distribution will qualify under §663(a) if: 

 

  1. The amount must be properly paid or credited as a gift or bequest; 

2. The gift or bequest must be specific (if in money, a specific sum of 

money, or, if in property, specific property); 

3. The fiduciary must in fact pay or credit the amount or property at once or 

in not more than three installments; and 

4. The gift or bequest must not be payable, pursuant to the terms of the 

governing instrument, only from income from the entity. 

 

In some cases, §663(a) and Kenan can apply to the same distribution.  For example, in 

Revenue Ruling 66-207, 1966-2 C.B. 243, the decedent’s will made a bequest of $250x 

to a testamentary trust.  The bequest was not a residuary disposition; nevertheless, after 

all debts and administration expenses had been paid, the executor determined that only 

$200x of assets remained in the estate.  Thus, the $250x gift abated to the extent of $50x 

and, in effect, the testamentary trust was entitled to receive the residue of the estate.  The 

IRS ruled that:  (1) the satisfaction of the pecuniary obligation by the executor triggered 

realization of gain (the assets held by the estate included $10x in cash and $190x of non-

cash assets, the latter having a basis of $140x; thus, the distribution triggered gain of 

$50x); and (2) the distribution in satisfaction of the bequest to the trust constituted a gift 

of a specific sum of money within the meaning of §663(a)(1). 

 

Thus, if there is a distribution of an asset to satisfy a pecuniary bequest and the §663 

requirements are met, then both §663(a) and Kenan can apply to a distribution.62 

 

8.4.3 When does §643(e)(3) apply? 

                                                           

62 For a more thorough discussion of the relationship between 663(a) and Kenan, read “The Interplay of 

Kenan v. Comr. and §663(a)(1)” by Robert T. Danforth.  Tax Management Estates, Gifts, and Trusts 

Journal, Volume 30 (2005). 
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Elective gain under §643(e)(3) applies when §663(a) and Kenan do not apply.  §643(e)(3) 

gain falls under the normal distribution rules of §661/§662.  It applies to distributions in 

kind that are not in satisfaction of a specific gift or bequest of money or other property. 

 

8.5 Planning with §643(e)(3) 

 

There are certain situations where it may be beneficial for an entity to recognize gain 

under §643(e)(3).  For example, a fiduciary may want to pull the trigger when estate is 

left between two siblings and the assets, although having the same value, have a different 

adjusted basis.  For example, suppose that A leaves to stock to child B that has a basis of 

$30 and a Fair Market Value of $40.  Additionally, A leaves to child C cash with basis of 

$40 and a face value of $40.  If A’s wishes were to provide equally for B and C, A’s 

executor may pull the trigger and elect to recognize gain on the stock to prevent fighting 

between C and D.  If A’s executor does not pull the trigger, then B will have a lower 

basis than C in the property received from A.  This means that B will be taxed on the 

built-in gain, and C will not have any built in gain. 

 

There are other planning opportunities with §643(e)(3).  For example, a fiduciary may 

choose to make the §643(e)(3) election when the entity has a capital loss carryover.  If 

the fiduciary elects to recognize gain on the asset, it can use the capital loss to offset the 

elective gain.  On the other hand, if it’s the beneficiary who has the loss carryover, then it 

would make sense for the fiduciary not to elect to recognize gain and instead allow the 

beneficiary to recognize the gain so that it will be absorbed by the capital loss.63   

 

8.6 Illustrations for Chapter 8 

 

Estate/Trust Problem 

 

Decedent’s estate for the calendar year ended December 31, 2008 had the following 

income and expenses for 2008. 

 

Dividends  $40,000 

Taxable Interest $40,000 

 

Decedent’s Will created a Trust under the Will that was a typical marital deduction trust.  

The residuary of the estate passed to the Trust.  The Trust required that all of the income 

of the Trust be paid to the decedent’s spouse and also permitted the Trustee to invade the 

principal of the Trust for the benefit of the spouse if it was needed for the spouse’s health, 

education, maintenance, and support.  The estate had not previously funded the marital 

trust prior to January 1, 2008.  However, during 2008, $500,000 of principal cash was 

distributed from the estate to the Trust.  This distribution occurred on July 1, 2008. 

                                                           

63 For more examples of planning opportunities with §643(e)(3), see “Planning for the §643(e)(3) 

Election” by Robert T. Danforth (29 Tax Mgmt. Est., Gifts & Tr. J. 165). 
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The Trust had the following income and expenses during the year ended December 31, 

2008: 

  

 Dividends   $5,000 

 Trustee’s Commissions Paid $500 

 

During 2008, no income was paid by the Trustee to the spouse and the Trustee did not 

choose to invade the corpus of the Trust to pay the spouse.   

 

The Trust incorporates by reference Fla. Stat. 738 of the Principal and Income Act. 

 

Please calculate the following for the estate for the calendar year ended December 31, 

2008: 

 

1.  Taxable income of the estate. 

2.  Taxable income of beneficiary of estate. 

 

 Please calculate the following for the Trust for the calendar year ended December 31, 

2008: 

  

  1.  Taxable income of the Trust. 

  2.  Taxable income of the spouse. 

 

 

Estate 
 

FAI  GI  TTI  DNI 
 
Dividends   40,000  40,000  40,000  643(a)(1)              79,400 
Taxable Interest   40,000  40,000  40,000  643(a)(2)                    600 
Personal Exemption  0  0  (600)  643(a)(3)                        0 
    80,000  80,000  79,400  643(a)(4)             0  
          643(a)(5)             0 
              80,000 
 
DNI (Recap)       661 Deduction 
 
Dividends   40,000   661(a)(1)   0 
Taxable Interest   40,000   661(a)(2) 500,000 
    80,000     Limit DNI 80,000  
          
        Taxable Income 

 
TTI               79,400 
661 deduction  (80,000) 

(600) or 0 
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Beneficiaries (Trust) 

 

662(a) Potential Gross Income of Beneficiaries (Trust) 

 

662(a)  500,000 

Limit DNI 80,000 

 

662(b) Character 

 

662(a) amount x (Item of DNI/DNI) 

 

662(b)    80,000 x (40,000/80,000)=40,000 Dividends 

80,000 x (40,000/80,000)=40,000 Taxable Interest  

 

Net Taxable Amount to Beneficiaries 

 

$40,000 (dividends-1(h) rate) + $40,000 (taxable interest-ordinary income rate)=$80,000 

 

Trust 

FAI  GI  TTI   
 
Dividends   5,000  45,000  45,000   
Taxable Interest   0  40,000  40,000   
Trustee Fee   (250)  0  (500)   
Personal Exemption  0  0  (300)    
    4,750  85,000  84,200   
             
        651 Deduction 
 
        FAI  4,750 
        Limit DNI N/A 
         
        Taxable Income 

 
TTI               84,200 
651 deduction  (4,750) 

79,450 



52  

 

Chapter 9-Termination 

9.1 Excess Losses and Deductions in Year of Termination 

 

Under §642(h), when an estate or trust terminates at a time when it has unused net 

operating losses or capital loss carryovers, or when its deductions exceed its gross income 

for the taxable year, unused deductions can be transferred from the estate or trust to the 

beneficiary.  The unused carryovers may be used by the beneficiaries succeeding to the 

property of the estate or trust as if those beneficiaries had themselves incurred the losses 

giving rise to the carryovers.64  As for the deductions, they may be claimed as itemized 

deductions by the “beneficiaries succeeding to the estate or trust.”  The deductibility of 

the unused deductions relates to those unused deductions incurred in the final year only 

and, therefore, the necessity of planning the appropriate tax years to take deductions so 

that these deductions are not wasted. 

 

  IRC § 642(h) 

   “(h) Unused loss carryovers and excess deductions on 

termination available to beneficiaries.  If on the termination of an estate or trust, 

the estate or trust has-- 

(1) a net operating loss carryover under section 172 or a capital 

loss carryover under section 1212, or 

 

(2) for the last taxable year of the estate or trust deductions 

(other than the deductions allowed under subsections (b) or (c)) in excess 

of gross income for such year, 

 

  then such carryover or such excess shall be allowed as a deduction, in 

accordance with regulations prescribed by the Secretary, to the beneficiaries 

succeeding to the property of the estate or trust.” 

                                                           

64 Reg. §1.642(h)-1. 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS172&FindType=Y
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS1212&FindType=Y
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Summary Illustration #1 

 

Decedent A died on February 2, 2008.  The material provisions of the decedent’s Will are 

as follows: 

 

Decedent A’s Will bequeaths to a pecuniary Marital Deduction Trust an amount 

equal to the smallest amount of money or property necessary to reduce Decedent 

A’s estate for federal estate tax purposes to zero.  The residuary of A’s estate, 

after the reduction of the Marital Trust and specific bequests, is divided one-half 

(1/2) to A’s Son, and one-half (1/2) to A’s Daughter, D. 

 

Decedent A’s Will bequeaths all items of tangible personal property to A’s 

spouse, W. 

 

Decedent A’s Will provides a specific bequest of cash in the amount of $20,000 

to Decedent’s friend, F. 

 

There are no other gifts or bequests of cash in the Will.  A’s will incorporates by 

references Fla. Stat §738 which will govern the determination of principal or 

income or any amount referenced to therein.  All expenses, losses, claims, and 

administrative expenses are payable from the Residuary Estate.  None of the 

administrative expenses referred to in this question have been deducted on the 

estate’s Estate Tax Return (Form 706) and were paid from principal. 

 

The estate has elected a fiscal year end of January 31, 2009 for its income tax 

return.  Beneficiaries W, S, and D are all on a calendar year basis and, therefore, 

their year ends December 31, 2008 and December 31, 2009. 

 

The receipts and disbursements of the estate from February 2, 2008 to January 31, 

2009 are as follows: 

 

 Dividends Received   $20,000 

 Rental Income Received  $30,000 

 Taxable Interest Received  $10,000 

 Tax-Exempt Interest Received $20,000 

 Capital Gains (Sale of Securities) $10,000 

 Executor’s Commission Paid  ($10,000) 

 Attorney’s Fees Paid   ($10,000) 

 Real Estate Repairs Paid  ($20,000) 

 Depreciation Expense   ($15,000) 

 

In addition to the aforementioned receipts and disbursements, the estate had the 

following transactions or distributions which occurred from February 2, 2008 

through January 31, 2009: 
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(a) The Executor distributed stock of ABC Corporation with a fair market 

value of $10,000 and a basis to the estate of $5,000 to the pecuniary 

marital trust created in Decedent A’s Will on December 15, 2008.  The 

Executor also distributed principal cash in the amount of $10,000 to the 

Trust on December 15, 2008. 

 

(b) Executor distributed the Decedent’s automobile, which was owned by the 

estate, to Spouse W on March 1, 2008, at a time when the automobile had 

a basis of $10,000 and a value of $10,000. 

 

(c) Executor distributed MNO stock which had a fair market value of $20,000 

and a basis of $10,000 to F. 

 

(d) Executor distributed ABC stock with a fair market value of $20,000 and a 

basis to the estate of $15,000 on December 15, 2008 in partial satisfaction 

of S’s residuary bequest. 

 

(e) Executor distributed $20,000 in income cash to Beneficiary D on 

December 15, 2008. 

 

(f) The Executor does not make any election allowed in Subchapter J with 

respect to any distribution herein. 

 

Part I: 

 

 Calculate the following: 

 

  A. FAI 

  B. GI 

  C. TTI 

  D. DNI 

  E. Distribution Deduction (§661) 

  F. Taxable Income 

  G. Potential Gross Income of Each Beneficiary 

  H. Character of Beneficiary Amounts 

  I. Net Taxable Amount to Beneficiaries 

  J. Basis of Property Received By Any Beneficiaries. 
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Estate 
 

FAI  GI  TTI  DNI 
 
Dividends   20,000  20,000  20,000  643(a)(1)              39,400 
Rent    30,000  30,000  30,000  643(a)(2)                    600 
Taxable Interest   10,000  10,000  10,000  643(a)(3)           (10,000) 
Tax Exempt Interest  20,000  0  0                 (5,000) 
Capital Gain-Sale  0  10,000  10,000                (10,000) 
Marital Trust-ABC stock  0  5,000  5,000  643(a)(5)   20,000 
F-MNO stock   0  10,000  10,000    (2,500) 
Executor Fees   0   0  (7,500)    (2,500) 
Attorney Fees   0  0  (7,500) 
Real Estate Repairs  (20,000) 0  (20,000) 
Depreciation   0  0  (10,000) 
Personal Exemption  0  0  (600) 

60,000  85,000  39,400  Total DNI 30,000 
 
DNI (Recap)       661 Deduction 
 
Dividends   20,000   661(a)(1)   0 
    (5,000)    661(a)(2) MT ABC 10,000 (Kenan) 
Rent    30,0000     Cash 10,000 
    (20,000)    W  0 (663) 
    (10,000     F   0 (663)  
Taxable Interest   10,000     S ABC 15,000 (643(e))  
    (10,000)    D Cash 20,000  
Tax Exempt Interest  20,000       55,000 
    (2,500)     Limit DNI 30,000  

(2,500)   661(b)  30,000 x 15,000/30,000=15,000 
30,000   661(c)  30,000-15,000=15,000 

 
Taxable Income 
TTI               39,400 
661 deduction  (15,000) 

24,400 

Beneficiaries 
662(a) Potential Gross Income of Beneficiaries 
 
662(a)(1) MT  662(a)(1)  0 

S  662(a)(1)  0 
D  662(a)(1)  0 
     0 

662(a)(2) DNI  30,000 
Less 662(a)(1) (0) 
Residual DNI 30,000 

 
662(a)  MT  662(a)(1)  0 
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    662(a)(2)  20,000 
       20,000 
  S  662(a)(1)  0 
    662(a)(2)  15,000 
       15,000 
  D  662(a)(1)  0 
    662(a)(2)  20,000    
       20,000 
662(a) amount 55,000 
 
662(a)  MT  (20,000/55,000) x 30,000=10,909 
  S  (15,000/55,000) x 30,000=8,182 
  D  (20,000/55,000) x 30,000=10,909 
 
662(b) Character 
 
662(a) amount x (Item of DNI/DNI) 
 
662(b)  MT, D  10,909 x (15,000/30,000)=5,454.50 Dividends 

10,909 x (15,000/30,000)=5,454.50 Tax Exempt Interest  
S  8,182   x (15,000/30,000)=4,091  Dividends 

8,182   x (15,000/30,000)=4,091  Tax Exempt Interest 
 
Net Taxable Amount to Beneficiaries 
 
MT 5,454.50 (dividends-1(h) rate)=$5,454.50 
D 5,454.50(dividends-1(h) rate)-$5,000 (depreciation)=$454.50 
S 4,091 (dividends-1(h) rate) 
 
Depreciation 167(d)  (5,000) 
   
  (Item of FAI/Total FAI) x Depreciation Expense 
  (20/60) x 15,000=5,000 
 

Basis to Beneficiary 

 

643(e)(1) gives us the rules for determining the basis of any property received by a beneficiary in 

a distribution from an estate or trust.  The basis to the beneficiary is the adjusted basis of such 

property in the hands of the estate or trust immediately before the distribution, adjusted for any 

gain or loss recognized to the estate or trust on the distribution. 

 

For the ABC stock distributed to the Marital Trust, the basis to the estate was $5,000 and there 

was $5,000 of Kenan gain recognized, so the basis to the trust was $10,000. 

 

For the automobile, the basis to the estate was $10,000 and no gain was recognized, so the basis 

to the beneficiary W is $10,000. 
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For the MNO stock, the basis to the estate was $10,000 and there was Kenan gain recognized of 

$10,000, so the basis to beneficiary F is $20,000. 

 

For the ABC stock distributed to S, the basis to the estate was $15,000 and there was no 

643(e)(3) election to recognize gain, so the basis to beneficiary S is $15,000. 

 

Part II: 

 

The receipts and disbursements for A’s estate described in Paragraph 1 for the period 

commencing February 1, 2009 through January 31, 2010 were as follows: 

 

Dividends                     10,000.00 

Tax-Exempt Interest                      10,000.00 

Capital Loss-Stock Sold – 12/15/09 (10,000.00) 

Executor Commissions – Paid                      20,000.00 

Attorneys’ Fees – Paid                        20,000.00 

 

 There were no distributions of property or cash to the beneficiaries during the period 

from February 1, 2009 through January 31, 2010. 

 

1. Please calculate the taxable income or loss for the estate for the period ending 

January 31, 2010.  If your calculations result in the calculation of loss for the 

estate for this period, please explain if any portion of this loss is deductible by the 

beneficiaries of the estate or will carry forward to the estate’s succeeding year or 

if any amount of this loss will be available to the beneficiaries. 

 

All of the assets of the estate were distributed to the beneficiaries and A’s estate was 

closed on March 15, 2010.  The estate had the following transactions from February 

1,2010 through March 15, 2010: 

 

Tax-Exempt Interest $5,000.00 

Attorney Fees – Paid 20,000.00 

 

2. Assuming a final distribution was made of all of the assets of the estate to the 

beneficiaries and trust on or about March 15, 2010, please indicate the taxable 

income of the estate including “any carryover deduction or loss” from the period 

ending March 15, 2010. 
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3. If you had been administering Decedent A’s estate and were responsible for post-

death planning, would you have altered any of the transactions during the year 

ended January 31, 2009, the year ended January 31, 2010, or the final period 

ended March 15, 2010? 

 

4. Please discuss, without calculations, the circumstances in which a beneficiary of 

A’s estate may obtain an excess deduction that may be deductible by the 

beneficiary pursuant to §642(h). 
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Chapter 10:  Income in Respect of a Decedent (IRD) 

 

 

10.1 Introduction to IRD 

 

Part II of Subchapter J deals with Income in Respect of Decedents (IRD).65  The relevant 

code section is §691.  There is no clear definition in the Code for IRD.  It can best be 

understood by way of example and case law.  Generally, IRD is income a decedent 

earned and was entitled to receive but never actually received before his or her death.  

§691 is concerned with income the decedent has substantially earned before passing 

rights to that income to others at death.66  In other words, IRD is gross income which the 

decedent was entitled to at the time of death, but which was not properly reportable on 

the decedent’s pre-death income tax return.  As a general rule, if there is taxable income 

which, if the decedent lived long enough to receive, the decedent would have received, 

then it is IRD.  In order to determine if a specific item is IRD, we must analyze the cases, 

regulations, and rulings relating to IRD.  The main question centers around whether 

income is substantially earned to be labeled IRD. 

 

One group of commentators offers the following tentative working definition of items of 

IRD: 

 

They are payments received toward satisfaction of a right or expectancy created 

almost entirely through the efforts or status of the decedent and that, except for 

the decedent’s death and without further action on his or her part, the decedent 

would have realized as gross income.67 

 

The reason for §691 is to prevent death from removing potential income from the income 

tax.  §1014(c) is an exception to the general rule that assets receive a new basis at death.  

If IRD items were allowed a “step-up”68 in basis, any appreciation in value would escape 

tax entirely.  §691 is in line with the idea that gross income should be taxed by preventing 

death from removing ordinary income and realized capital gains from the income 

taxation.69 

 

                                                           

65 See Appendix B for an Overview of Subchapter J. 

66 Ferguson, Freeland, Ascher.  Federal Income Taxation of Trusts, Estates, and Beneficiaries (3rd Edition, 

2008) at 3-6. 

67 Id. at 3-9. 

68 Jeff Pennell would appreciate me pointing out that it could be a “step-down” in basis if the value asset 

in question is lower at death then at the time of the acquisition. 

69 Acker,  862-2nd Income in Respect of a Decedent, Section I, page 2. 



60  

10.2 Common Examples of IRD 

 

A typical IRD asset is the decedent’s last paycheck for wages not paid until after death. 

Because the decedent’s tax year closes on his or her death date, these funds aren’t 

included in the decedent’s income on his or her final tax return.  As an item of IRD, the 

paycheck is included in the decedent’s estate for estate tax purposes and is taxed as 

income to whoever receives it.70  IRAs and other qualified retirement plans are other 

common examples of property subject to IRD when received by a beneficiary.  

Additional types of IRD include the decedent’s: 

 

   Unpaid bonuses, 

   Deferred compensation benefits,71 

    Uncollected proceeds of a sale made before death, 

   Accrued but unpaid interest, dividends and rent, 

   Unpaid fees and commissions, and 

   Uncollected payments on an installment note.72 

  

In general, income that an individual had to wait to receive pursuant to a contractual 

arrangement is IRD.  Suppose individual A owns a bond that pays semiannually, and A 

dies on March 31, 2009.  If the bond pays out interest on December 31 and June 30, then 

A has 3 months of accrued interest.  The accrued interest would have been paid had A 

lived until June 30.  This income is not included in A’s final income tax return.  Any 

income that an individual had to wait to receive pursuant to a contractual arrangement is 

IRD. 

 

Whether money received as a dividend constitutes IRD depends on the declaration date, 

record date, and payment date.  Decedents must be entitled to the dividend at death for 

the dividend to be considered IRD.  A decedent would be entitled if the record date of the 

                                                           

70 For example, suppose employee A is paid once a month at the end of the month.  If A dies on April 20, 

the April paycheck is not included in A’s final return.  When the 20 days of income are paid after 

death, the payment will constitute IRD.  It will be taxed to the recipient, not A’s final return. 

71 A Roth IRA is an exception to the rule that deferred compensation is IRD.  With Roth IRAs, the tax free 

distributions even apply to the successors in interest. 

72 Suppose O sells Blackacre to B for $5,000,000.  O purchased the land in 1998 for $3,000,000, so there 

is a $2,000,000 gain on the sale.  B agrees to pay O the sale price over 5 years, paying $1,000,000 

every year.  O dies at the end of the third year.  Since A has not received the gain, it does not show 

up on O’s final return.  When it is paid to the estate/successor, it will be included in gross income as 

an item of IRD. 
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dividend precedes the decedent’s date of death.  If the record date is after the date of 

death, dividends are considered ordinary income to the decedent’s beneficiary.73 

 

10.3  Characteristics of IRD in General 

 

 Items of IRD can be identified by four characteristics:74 

   

1. The item of income must have been taxable to the decedent, had the 

decedent survived to the time the income realization occurred. 

2. Although the decedent must have “entitled” to the income at death, these 

rights must not have matured sufficiently to require inclusion of income in 

the decedent’s final income tax return under the decedent’s regular 

accounting method. 

3. What passes at death must be a passive right to receive income, not 

“property” entitled to a fair market value basis under §1014(a). 

4. The recipient of the right to the income in question must have acquired it 

solely by reason of the death of the decedent. 

 

10.4 IRD in the Compensation Area 

 

One commentator summarizes the relevant case law for IRD in the compensation area.  

He points out that items of IRD will encompass the following in the compensation area: 

 

1. Wages, compensation, and other benefits payable to the decedent because 

of and for his or her services and labor over which the decedent has a legal 

right to enforce such payments; 

 

2. Post-death bonuses or other payments payable to the decedent because of 

and for his or her services and labor and in which there was a substantial 

certainty existing at the date of the decedent’s death that such bonuses or 

other payments would be awarded to the decedent, even though the 

decedent had no legal enforceable right to such bonuses or payments; and 

 

                                                           

73 Ferguson, Freeland, Ascher.  Federal Income Taxation of Trusts, Estates, and Beneficiaries (3rd Edition, 

2008) at 3-65-3-66. 

74 These four characteristics are identified and explained in great detail in Ferguson, Freeland, Ascher.  

Federal Income Taxation of Trusts, Estates, and Beneficiaries (3rd Edition, 2008) at 3-10-3-13.  
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3. Post-death payments payable to a third party because of and for the 

decedent’s services and labor in which there was a substantial certainty 

existing at the date of the decedent’s death that such payments would be 

made to the third party, even though the decedent had no legal enforceable 

right to such bonuses or payments.75 

 

Halliday v. U.S., 655 F.2d 68 

  “The definition of the phrase was discussed in Trust Company of 

Georgia v. Ross, supra, 392 F.2d 694. In that case the decedent executed a 

contract for sale of land although the actual conveyance of the property 

did not occur until after the decedent's death. The Court deemed the 

proceeds from the sale to be “income in respect of a decedent.” In arriving 

at that conclusion, the Trust Company of Georgia Court rejected the 

notion that income under Section 691 depended upon the economic efforts 

and activities of the decedent and instead determined that the proper test 

was whether the decedent had a right to the income. 

  Although it is pertinent to inquire whether the income received 

after death was attributable to activities and economic efforts of the 

decedent in his lifetime, these activities and efforts must give rise to a 

right to that income. And the right is to be distinguished from the activity 

which creates the right. Absent such a right, no matter how great the 

activities or efforts, there would be no taxable income under s 691. 

   392 F.2d at 695. The focus of analysis, therefore, is upon the 

presence or absence of a right to income at the time of the decedent's 

death. Accord, Miller v. United States, 389 F.2d 656 (5th Cir. 1968); Keck 

v. Comm., 415 F.2d 531 (6th Cir. 1969). 

  The right to income test may not be a paragon of clarity. However, 

unlike the district court, we do not read the test to require that a decedent 

have a legally enforceable right to income in order for it to be taxable 

under Section 691. While this precise question was not at issue in Trust 

Company of Georgia, the Court did cite and discuss case law that rejected 

such a narrow interpretation.[FN2] Significantly, that decision did not 

repudiate the rationale of those cases; instead the Court simply 

promulgated a “more precise” definition of “income in respect of a 

decedent.” Had the Trust Company of Georgia Court intended to adopt the 

restrictive definition that the right to income must be legally enforceable, 

it presumably would have done so in a clear and specific manner. Further, 

acceptance of the district court's interpretation would unnecessarily restrict 

the scope of Section 691. Such an interpretation would permit parties to 

avoid taxation simply by failing to embody obligations incurred by reason 

                                                           

75 Acker,  862-2nd Income in Respect of a Decedent, Section III, page 11. 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&SerialNum=1967119284
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&SerialNum=1967119284
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS691&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS691&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&ReferencePositionType=S&SerialNum=1967119284&ReferencePosition=695
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&SerialNum=1967119252
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&SerialNum=1969120031
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&SerialNum=1969120031
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS691&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS691&FindType=L
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of decedent's services into a binding contract even in situations where 

benefits were otherwise paid to discharge these obligations. We cannot 

sanction, nor do we read Trust Company of Georgia as sanctioning, such a 

broad circumvention of Section 691. 

  FN2. The Court cited O'Daniel's Estate v. Comm., 173 F.2d 966 

(2nd Cir. 1949) and Riegelman's Estate v. Comm., 253 F.2d 315 (2nd Cir. 

1958). In both cases, the Courts acknowledged that the right to income 

need not be legally enforceable. 

  Our determination that the right to income need not be legally 

enforceable concurs with decisions in other jurisdictions. O'Daniel's Estate 

v. Comm., 173 F.2d 966, 968 (2nd Cir. 1949) (A decision under the 

predecessor to Section 691, where the court noted that income in respect 

of a decedent “is not necessarily a legally enforceable right but merely any 

right derived through (the decedent's) services rendered while living”); 

Comm. v. Linde, 213 F.2d 1, 3 (9th Cir. 1954) (citing with approval 

proposition that right to income need not be legally enforceable). See also 

Estate of Harry B. Sidles, 65 T.C. 873, 881 n.6 (1976) (noting that courts 

have held “that the requisite right (to income under Section 691) need not 

be a legally enforceable one”). 

  [1] We conclude, therefore, that the district court erred in requiring 

that the right to income be legally enforceable. We find that for purposes 

of Section 691, a right to income arises where the evidence shows a 

substantial certainty that benefits directly related to the decedent's past 

economic activities will be paid to his heirs or estate upon his death, 

notwithstanding the absence of a legally enforceable obligation. This is a 

finding of fact to be made by the district court.” 

Rollert, et al v. Commissioner of Internal Revenue, 752 F.2d 1128 

  “’Income in respect of a decedent’ is not defined in the Code. 

However, the Service's regulations do provide a definition. 26 C.F.R. § 

1.691(a)-1(b) states that, in general, “the term refers to those amounts to 

which a decedent was entitled as gross income but which were not 

properly includible in computing his taxable income for the taxable year 

ending with the date of his death or for a previous taxable year....” More 

specifically, the term includes three categories of income: (1) all accrued 

income of the decedent who reported his income by use of the cash 

receipts and disbursements method; (2) income accrued solely by reason 

of the decedent's death in case of a decedent who reports his income by 

use of the accrued method of accounting; and (3) income to which the 

decedent had a contingent claim at the time of his death. It is not clear 

from this definition whether the term “entitled” means legally entitled, as 

appellant contends, or whether it simply means substantial likelihood of 

receiving the income, as the Commissioner argues. 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS691&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&SerialNum=1949118160
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http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&ReferencePositionType=S&SerialNum=1949118160&ReferencePosition=968
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http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS691&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&ReferencePositionType=S&SerialNum=1954117667&ReferencePosition=3
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=838&FindType=Y&ReferencePositionType=S&SerialNum=1976290348&ReferencePosition=881
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS691&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000546&DocName=26USCAS691&FindType=L
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  Our circuit has, on two previous occasions, attempted to clarify 

this definition. In Keck v. Commissioner, 415 F.2d 531 (6th Cir.1969), the 

court held that “entitled”, as used in the regulation, contemplated that the 

decedent was required to have a “right” to the income. However, the court 

failed to definitively answer whether this “right” had to be legally 

enforceable or whether the substantial likelihood that the decedent would 

receive the income would suffice.FN3 Twelve years later, in Claiborne v. 

United States, 648 F.2d 448 (6th Cir.1981), the court was again faced with 

this issue. In Claiborne, the government asked the court to overrule Keck 

to the extent that it implied that legal enforceability was required. The 

court, in an opinion written by Judge Edwards, concluded that the 

decedent had a legally enforceable right to the income at issue in the case 

and, therefore, it need not address the issue of whether a lesser standard, 

such as the “economic activities” test suggested by the government,FN4 

would be sufficient. This issue is squarely presented in this case, however, 

because the parties have agreed that the decedent did not have a legally 

enforceable right to receive the post-mortem bonus. 

  FN3. While the conclusion of Judge McAllister's opinion implies 

that the right must be legally enforceable (“... at the date of his death, 

decedent ... possessed neither the right nor the power to require the 

corporations to liquidate and did not, prior to his death, possess the right to 

receive any proceeds from the contemplated liquidation.” 415 F.2d at 535 

[emphasis added] ), other portions of his opinion stress that the degree of 

certainty, at the time of his death, that the decedent would receive the 

income is an important consideration. (“... his stock had not been 

converted to an item of income ‘in respect of a decedent under section 

691’, because of the fact that the sale of the stock was subject to a number 

of contingencies; that it was, at that time subject to the approval of the 

Interstate Commerce Commission, a condition precedent which was not 

met until eighteen months after decedent's death, and that such approval 

was neither routine or perfunctory.” Id. at 534). 

  FN4. See generally, Note, Judicial Responsibility for Equitable 

Taxation: A Survey of Sixth Circuit Decisions on Income Tax, 14 

U.Tol.L.Rev. 831, 878-79 (1983). 

  The Second Circuit held, in O'Daniel's Estate v. Commissioner, 

173 F.2d 966 (2d Cir.1949), a case factually identical to the instant case, 

that as long as the decedent had provided services from which he had a 

reasonable expectation that he would be rewarded, any bonuses awarded 

subsequent to his death for those prior services would constitute income in 

respect of the decedent, notwithstanding that he did not have a legally 

enforceable right to the bonus. Other circuits have expressed their 

approval of this holding. FN5 

  FN5. Commissioner v. Linde, 213 F.2d 1, 3 (9th Cir.), cert. denied, 
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348 U.S. 871, 75 S.Ct. 107, 99 L.Ed. 686 (1954); Halliday v. United 

States, 655 F.2d 68, 71-72 (5th Cir.1981). Cf. Estate of Peterson v. 

Commissioner, 667 F.2d 675, 677-78 and n. 5 (8th Cir.1981) (The court 

affirmed a Tax Court decision, which had held that one of the tests for 

determining whether proceeds of a sale constituted income in respect of a 

decedent was “whether the decedent entered into a legally significant 

arrangement regarding the subject matter of the sale”, but also cited 

Halliday specifically for the proposition that the right to income need not 

be legally enforceable.). 

  [1][2] O'Daniel's Estate should be followed in this case. The key 

test for determining whether the decedent had a “right” or was “entitled” 

to the post-mortem bonus should be based on the likelihood, at the time of 

his death, that he would receive the bonus, not on his legal rights to it. The 

alternative interpretation “would permit parties to avoid taxation simply 

by failing to embody obligations incurred by reason of decedent's services 

into a binding contract even in situations where benefits were otherwise 

paid to discharge these obligations.” Halliday v. United States, 655 F.2d 

68, 71 (5th Cir.1981). If Congress had intended such a result, it could have 

expressly adopted the legal enforceability test. Similarly, the Service could 

have done the same, through its regulatory powers, if it had believed that 

this was Congress' intent. Given their failure to do so, we believe it is 

unwise for the courts to impose such a requirement. 

  There was a substantial certainty, at the time of decedent's death, 

that he would be awarded a bonus for his work for G.M. in 1969. G.M. 

had consistently awarded bonuses to its executive vice-presidents and it 

had already made a tentative decision, even prior to his death, to award 

bonuses to decedent and its other vice-presidents for their 1969 labors. 

Accordingly, the decedent had a “right” to the post-mortem bonus, within 

the meaning of § 691, and the bonus, therefore, constituted income in 

respect of the decedent. Since the bonus is such income, § 691 mandates 

that Taxpayer report it as income when it was received, not when the 

rights to it were received.” 
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10.5 IRD in the Sales Area-A Synopsis of the Peterson Case 

 

Estate of Peterson v. Commissioner,76 74 TC 630 (1980) is the leading case with respect 

to determining whether proceeds from a post-death sale constitute IRD.  In Peterson, 

Charlie Peterson was a rancher.  He entered into a contract to sell calves.  He was 

required to have them up to a certain with and weaned from the mother cows at the time 

of delivery.  At delivery time, Charlie told the buyer that he only had a few cows that 

were up to weight.   Charlie and the buyer decided to postpone the sale for a few weeks 

until all the calves were up to weight.  He died a few weeks later.  The executor kept on 

taking care of the calves after Charlie’s death and eventually sold them to the buyer.  The 

IRS said the proceeds from the sale were IRD.  The case went up to the U.S. Tax Court.  

The Tax Court formulated a four-part test.   

 

The Tax Court listed the following four requirements for determining whether post-death 

proceeds are IRD: 

 

1. The decedent entered into a legally significant arrangement, e.g., a 

contract, regarding the disposition of the subject matter of the sale; 

2. The decedent performed the substantive acts required as preconditions to 

the sale, i.e., the subject matter of the sale was in a deliverable state at the 

decedent’s death;  

3. At decedent’s death there were no economically material contingencies 

which might have disrupted the sale; and 

4. The decedent would have received, actually or constructively, the sale 

proceeds if he or she had lived. 

 

Trust Company of Georgia v. Ross, 392 F.2d 694 

  “[1] Although it is pertinent to inquire whether the income 

received after death was attributable to activities and economic efforts of 

the decedent in his lifetime, these activities and efforts must give rise to a 

right to that income. And the right is to be distinguished from the activity 

which creates the right. Absent such a right, no matter how great the 

activities or efforts, there would be no taxable income under 691. For a 

compilation of the various factual situations involving § 691 see the cases 

in 2 Mertens § 12.102c, pp. 302-310. 

  The tortuous language of the statute is of little help in divining the 

proper test, but the regulation does help. The regulation, 26 CFR 1.691(a)-

1 entitled ‘Income in respect of a decedent’ provides in pertinent part: 

  ‘(b) General definition. In general, the term ‘income in respect of a 

decedent’ refers to those amounts to which a decedent was entitled as 

                                                           

76 74 TC 630 (1980). 
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gross income but which were not properly includible in computing his 

taxable income for the taxable year ending with the date of his death or for 

a previous taxable year under the method of accounting employed by the 

decedent. * * *‘ 

  [2] It is implicit in the statute and in the definition that this 

condition or limitation has reference to the date of death of the decedent. 

That is, income is to be included if decedent was entitled to the income at 

the date of his death. The entitlement test is in accord with the right to 

income test discussed, supra, and is more precise than the causal 

connection test used by the District Court.FN3” 

Keck v. Commissioner of Internal Revenue, 415 F.2d 531 

  “The proper test for determining whether gain from the sale of 

property is to be treated as income in respect of a decedent is the status of 

the transaction at decedent's death, not who carried on the ‘economic 

activity’ which brought it to that status. Thus, as Example (4) of the 

Regulations explains, where, pursuant to a contract made by ‘A’ 

obligating his executor to sell his stock, a sale is made, ‘there is no income 

in respect of a decedent with respect to the appreciation in value of A's 

stock to the date of his death’ because ‘the sale of stock is consummated 

after A's death.’ However, if ‘A’ had in fact sold his stock prior to his 

death, but payment was not received until after his death, any gain from 

the sale would be section 691 income. Section 1.691(a)-2(b), Example 

(4).' 

  It was further pointed out by Judge Featherston that at the time of 

decedent's death, his stock had not been converted to an item of income 

‘in respect of a decedent under section 691,’ because of the fact that the 

sale of the stock was subject to a number of contingencies; that it was, at 

that time, subject to the approval of the Interstate Commerce Commission, 

a condition precedent which was not met until eighteen months after 

decedent's death, and that such approval was neither routine or 

perfunctory; that, at the time of his death, neither the decedent nor the 

other stockholders were contractually committed to the plan to liquidate 

the corporation; that Owen O. Orr, the majority stockholder, for reasons of 

his own, might have decided not to liquidate the corporations, and that 

decedent's own stock was not committed to vote for the plan until May 23, 

1960, when the proxies were signed and delivered. 
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  In the prevailing opinion of the Tax Court, the case of Trust 

Company of Georgia v. Ross, 262 F.Supp. 900 (D.C.Ga.) was heavily 

relied upon, since the decision in the cited case was based on the 

‘economic activities' test, and it was said: 

  ‘Thus it is apparent that all the significant economic activity in 

connection with the sale of corporate assets had been accomplished prior 

to decedent's death in November 1958, and under these circumstances it is 

immaterial that the actual consummation of the sale did not occur until 

after decedent's death.’ 

  However, on appeal of the above case to the United States Court of 

Appeals for the Fifth Circuit, the ‘economic activities' test was rejected, 

the Court of Appeals stating: 

  ‘Although it is pertinent to inquire whether the income received 

after death was attributable to activities and economic efforts of the 

decedent in his lifetime, these activities must give rise to a right to that 

income. And the right is to be distinguished from the activity which 

creates the right. Absent such a right, no matter how great the activities or 

efforts, there would be no taxable income under § 691.’   392 F.2d 694, 

695 (1967) 

  The Court then, quoting Regulation 1.691(a)-1(b), ruled that 

‘income is to be included if decedent was entitled to the income at the date 

of his death. The entitlement test is in accord with the right to income test 

discussed, supra, and is more precise than the causal connection test used 

by the District Court.’   Trust Company of Georgia v. Ross, 392 F.2d 694, 

696 (C.A.5) cert. denied 393 U.S. 830, 89 S.Ct. 97, 21 L.Ed.2d 125, 

October 14, 1968.” 

10.6 4 Part IRD Analysis 

 

Application of §691 depends on the answer to four questions:  1) How much §691 

income is there?  2) What is its character for tax purposes?  3) Who must report it? and 4) 

When is it reportable? 

 

10.6.1 Determining the Amount of IRD 

 

The holder of the right to receive IRD is required to report as income the portion of the 

total amount received that the decedent would have reported had the decedent lived to 

receive the payments.77  For example, if D died on April 1 and D’s estate had the right to 

receive D’s salary from January 1 to March 31, D’s estate would report the salary 

representing 3 months of income. 
                                                           

77 Ferguson, Freeland, Ascher.  Federal Income Taxation of Trusts, Estates, and Beneficiaries (3rd Edition, 

2008) at 3-10-3-13., 3-12. 

http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=345&FindType=Y&SerialNum=1966119904
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=345&FindType=Y&SerialNum=1966119904
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1012823&DocName=26USCAS691&FindType=L
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&ReferencePositionType=S&SerialNum=1967119284&ReferencePosition=695
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&ReferencePositionType=S&SerialNum=1967119284&ReferencePosition=695
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&ReferencePositionType=S&SerialNum=1967119284&ReferencePosition=696
http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&ReferencePositionType=S&SerialNum=1967119284&ReferencePosition=696


69  

 

However, the inclusion may be different when deferred sales receipts represent a 

recovery of the decedent’s basis.  In that case, to the extent that proceed represent a 

recovery of basis, they are not IRD.78  Where there is a partial recovery of basis, only the 

excess over the basis would have been reportable by the decedent; therefore, only the 

excess is reportable by the recipient.  For example, if D had a basis of $50,000 in 

Blackacre and his estate received $100,000 in proceeds from the sale of Blackacre which 

was executed during D’s life, and the proceeds paid after D’s death, then only $50,000 of 

the proceeds would constitute IRD.  The remaining $50,000 would represent a tax-free 

return of basis. 

 

10.6.2 Determining the Character of IRD 

 

§691(a)(3) tells us that the character of IRD is determined by reference to the decedent.  

In other words, Code treats IRD as if the recipient acquired the IRD item in the 

transaction in which the right to receive the income was originally derived.  The Code 

thus considers such income to have the same character in the hands of the recipient that it 

would have had in the hands of a decedent had he lived and received such amount. 

 

10.6.3 Identifying the Taxpayer Obliged to Report IRD 

 

 §691(a)(1) tells us that §691 only applies to three classes of taxpayers: 

 

1. The estate of the decedent if the right to receive the amount is acquired by estate 

from the decedent.7980 

2. The person who by reason of the death of the decedent acquires the right to 

receive the amount.81 

3. The person who acquires the right to receive the amount by bequest, devise or 

inheritance, if amount is received after distribution by the decedent’s estate.82 

   

                                                           

78 Id. 

79 §691(a)(1)(A). 

80 An estate that receives a right to IRD must include the item in gross income to the extent it actually 

receives the income.  If it distributes a right to potential 691 income to a beneficiary, the beneficiary 

becomes the taxpayer who must report it.  The section only applies to a specific or residuary 

distribution.  If an estate transfers a right to potential IRD in satisfaction of a pecuniary legacy, the 

estate makes a taxable transfer, and a Kenan gain is triggered. 

81 §691(a)(1)(B). 

82 §691(a)(1)(C). 
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10.6.4 Time at Which IRD is Realized 

 

§691(a)(1) states that IRD is includible in GI for the taxable year when received.  Thus, 

taxpayers who receive IRD are automatically put on cash basis method. 

 

10.7 §691(b) Deduction 

 

The logic behind the §691(b) deduction is the same as the logic behind the §691 income 

inclusion.  Just as certain items of income should not escape taxation, so too should 

certain deduction not be lost because of death.  Without a special rule allowing 

deductions in respect of a decedent (DRD), potential income tax deductions would be lost 

with the death of the taxpayer whose activities generated them.83 

 

§691(b) lists six classes of deductions and one credit that can be treated as DRD:  (1) 

§162 business expenses, (2) §163 deductions, (3) § 164 deductions for taxes, (4) §212 

expenses for the production of income, (5) §611 deductions for depletion, and (6) §27 

foreign tax credits. 

 

The only statutory requirement is that deduction be one which is not properly allowable 

to the decedent in respect of taxable period in which falls the date of his death.  Thus, an 

item of deduction that had not ripened to the point of accrual at the date of death would 

constitute DRD when paid by the estate. 

 

10.8 §691(c) Deduction 

 

The calculation of an individual’s gross estate upon death includes all property the 

decedent owns or has an interest in,84 and therefore would include any income owed to 

the decedent at the time of death but not yet received.  Thus, for estate tax purposes, IRD 

is included in a decedent’s gross estate under §2031. The fair market value of IRD is 

included in the income tax return of the beneficiary, whether an heir, an estate, or a 

trust85. Because the inclusion in both the estate tax return and the income tax return of the 

recipient can create double taxation, the tax laws provide for a tax deduction under 

§691(c).  

 

This deduction is allowed to the beneficiary of any IRD that caused an increase in the 

estate tax of the decedent. The deduction can reduce the added income tax the beneficiary 

would bear as a result of including the IRD on its return. Even though this is conceptually 

                                                           

83 Acker,  862-2nd Income in Respect of a Decedent, Section V, page 2. 

84 §2031. 

85 §691. 
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simple, the mechanics are quite complex, and this chapter will address the computation 

only in general terms.86 

 

The formula for calculating the §691(c) deduction requires identifying §691(a) income 

items and §691(b) deductions.  It then apportions the estate tax attributable to “the net 

value for estate tax purposes of all” §691 items among the recipients of §691 income in 

accordance with their respective percentages of the total.  Each recipients share is 

allowable as an income tax deduction in the year or years in which §691 income is 

taxable to him or her. 

 

No matter the intricacy of the computation, the goal remains the same: 1) calculate the 

estate tax that qualifies for the deduction, and 2) determine the IRD recipient’s portion of 

the deductible tax. 

 

According to §691(c) and Treasury Regulations §1.691(c)-1, the federal estate tax 

deduction available to a beneficiary is calculated as follows:  

 

1. Establish the fair market value of all IRD items that are included in the 

gross estate. This value may not be what is ultimately collected by the 

beneficiary. Next, determine the net value of the IRD by reducing the 

above value by all related DRD, regardless of which beneficiary claims 

the deductions.87  

2. Calculate the net estate tax on the gross estate, including the value of all 

IRD, and reduce it by any credits allowed. Exclude the net value of all 

IRD, and recompute the net estate tax. The difference between the two 

calculations is the estate tax attributable to the inclusion of the net IRD 

and is the total deduction available to all IRD beneficiaries.88 

 

                                                           

86 For a detailed discussion of the mechanics and calculation of the 691(c) deduction, see Acker,  862-2nd 

Income in Respect of a Decedent, Section VI. 

87 §691(c)(2)(B). 

88 §691(c)(2)(C). 
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10.9 IRD and DNI 

 

§691(a) causes items of IRD received by an estate to enter into its gross income, and thus 

its taxable income, unless removed by some other provision. DNI under §643(a) is 

defined as taxable income with certain modifications, none of which are relevant under 

the facts described above. Therefore, under the circumstances described above, DNI will 

generally include the IRD items received if those items were properly included in the 

gross income of the trust. The income distribution deduction of the estate under §661(a) 

will be limited by the DNI so calculated. The beneficiary who receives a distribution 

from the estate will include the IRD received in that beneficiary’s gross income subject to 

the rules of §662. 

 

10.10 Effect of Marital or Charitable Deduction on §691(c) Deduction 
 

The drafting of Wills and Trusts may be affected by the effect the residuary marital or 

charitable deduction has on the §691(c) deduction if the pre-residuary bequests are 

greater than the amount of the unified credit.  If an estate or trust has significant items of 

income in respect of a decedent and if the existence of non-deductible pre-residuary 

bequests exceeds the unified credit and causes there to be an estate tax, the Service has 

argued in a number of cases that the residuary charitable or marital deduction eliminates 

or significantly reduces the §691(c) deduction.  See Thomas M. Chastain, 59 T.C. 461 

(19872), Estate of Kincaid v. Commissioner, 85 T.C. 25 (1985) and Estate of Cherry v. 

U.S., 133 F.Supp.2d 949 (WD Ky. 2001).  In all of these cases, the estate paid an estate 

tax and included items of income in respect of a decedent in the gross estate.  The fact 

that the Will or Trust was structured to provide the residuary in a manner that was 

deductible under the marital or charitable amounts for estate tax purposes severely 

impacts the amount of the §691(c) deduction.  Therefore, if possible, the Will or Trust 

should be structured such that the marital or charitable bequest is the pre-residuary 

amount with the non-deductible portion going to the residuary to maximize the §691(c) 

deduction. 

 

10.11 Illustrations for Chapter 10 

 

IRD Illustration 

 

#1  Decedent owned stock in ABC Corporation and upon his death ABC Corporation 

purchased decedent’s shares of stock in the corporation pursuant to a valid Buy Sell 

Agreement.  Does 691 apply to this situation? 

No, because the decedent would not have received the sales proceeds had decedent 

lived. 

#2  ABC Corporation paid decedent’s spouse $10,000 a month after his death in 

keeping with a long established practice of making payments to a deceased employee’s 

survivors.  Does 691 apply to this situation? 
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Yes, as long as a substantial certainty existed at the decedent’s death that such 

payments would be made to the third party. 

#3  Decedent had entered into a contract to sell unimproved property provided that 

certain property defects were corrected prior to closing.  Decedent died prior to closing on 

the contract with the property defects yet to be remedied.  The buyer refused to close until all 

contingencies were met but the Personal Representative and the buyer quickly agreed to a 

price reduction of $20,000 and the sale closed within a short time of decedent’s death.  Does 

691 apply to this situation? 

No, because under Peterson fixing the property defects would be considered 

economically material contingencies which might have disrupted the sale.    

#4  Decedent was owed salary for the month prior to his death and subsequent to his 

death a salary check was received by the Personal Representative.  Additionally, ABC 

Corporation paid a bonus to his estate.  Does 691 apply to either payment? 

The salary would definitely be IRD.  The bonus would be IRD if there was a 

substantial certainty existing at the date of the decedent’s death that such bonuses 

would be awarded to the decedent. 

#5  ABC Corporation declared a dividend payable to shareholders of record prior to 

decedent’s death but the actual dividend check was not received until after decedent’s death.  

Does 691 apply to the dividend payment?  What result if the record date was subsequent to 

decedent’s date of death? 

Since the record date was before death, 691 would apply.  If the record date was after 

death, then 691 would not apply. 

#6  Assume that the total estate tax value of all rights to receive 691(a) income is 

$24,000, the net value for estate tax purposes (after reduction by 691(b) items) is $20,000, 

and the estate tax attributable to such net value is $6,000.  If a distributee of a 691(a) income 

item with an estate tax value of $4,000 receives gross income of $4,000 in full satisfaction of 

the claim, how much of a 691(c) deduction is she permitted? 

 



74  

The formula for determining the 691(c) deduction requires taking all 691(a) rights to 

income (24,000), including value of certain stock options and the value of surviving 

joint annuitant’s interest.  Then reduce that amount by any  and all 691(b) deductions 

(arrive at 20,000).  Then we must determine the estate tax attributable to the net value 

for estate tax purposes of the aggregate 691 items (6,000).  In essence this is the net 

increase in the estate tax that inclusion of the net value in taxable estate causes.  So 

the excess of the actual estate tax w/out 691(a) amounts over the net is the amount of 

deduction to be taken by IRD recipients.  So in essence you must compute a 

hypothetical estate tax w/out 691(a).  Then the excess of the actual estate tax over this 

hypothetical estate tax is the maximum amount deductible. 

 

6,000 deduction.  Distributee gets 1/6 of the IRD, so he gets 1/6 of 6,000 or 

$1000. 

 


