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This is Income. Or is it? 

Dennis M. Sandoval1 

Introduction 
What is considered as income for income tax purposes and for eligibility for 

government assistance purposes is different – sometimes dramatically so. What is 

considered income depends on the context in which the question is asked. One could 

be talking about the amount of income available to distribute to a trust beneficiary, 

in which case we would be talking about fiduciary accounting income. While 

viewing income from a tax viewpoint, a calculation of Distributable Net Income 

(“DNI”) and Trust Taxable Income or Beneficiary Taxable Income would have to 

be made and a determination made of the amount of DNI paid to or for the benefit 

of the beneficiary.  

When inquiring about income, one could also be referring to income for Social 

Security purposes, which is a totally different animal. 

 

1. Dennis was a finalist for the Best Dad on Wheels 2013, 2014 and 2016, sponsored by The 
Christopher and Dana Reeve Foundation, but unfortunately he never won the grand prize. Dennis 
is a NAELA Fellow and has served on the Board of Directors of SNA, NELA, NELF and other 
legal organizations. He is the only attorney in California certified as a Certified Estate Planning, 
Trust, and Probate Law Specialist; Certified Taxation Law Specialist; Certified Elder Law 
Attorney®; and Accredited Estate Planner®. He has been named a Southern California Super 
Lawyer for almost a decade. He has taught as an adjunct professor for the Stetson University 
School of Law, Chapman University School of Law, and Western State University School of Law.  
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And when considering income for purposes of qualifying for HUD Section 8 

eligibility purposes, again we have a totally different analysis. 

We will take a look at all these types of income in this overview.2 

Fiduciary Accounting Income 
When a trust provides that some or all income is to be paid to or for the benefit of a 

beneficiary, whether mandatory or at the discretion of the trustee,3 how is the actual 

amount to be distributed to the beneficiary actually determined? Fiduciary 

Accounting Income is an accounting concept that is governed by the trust document, 

or if the trust is silent, by the income and principal act of the state whose law governs 

the interpretation and administration of the document. Most states have adopted the 

Uniform Principal and Income Act.4 The UPIA defines “net income” as the total 

receipts allocated to income during an accounting period minus the disbursements 

 

2. This analysis will focus on accounting income and taxable income for a non-grantor trust, such 
as a third party Special Needs Trust. A grantor trust, such a first party Special Needs Trust, would 
be taxable to the beneficiary whether distributed or not. Taxation of grantor trusts will be covered 
in another presentation.  
3. Special Needs Trusts would not be drafted with such a provision, as it would cause a reduction 
in SSI benefits. However, many other trusts provide for mandatory income distribution and other 
trusts, including Special Needs Trusts, provide for discretionary income distribution.    
4. The Uniform Principal and Income Act has been adopted in 47 states plus the District of 
Columbia. The three states that have not yet adopted the UPIA are Georgia, Illinois and Louisiana. 
The UPIA was revised by the Uniform Law Commission in 2018. The Fiduciary Income and 
Principal Act (UFIPA) was adopted in 2018. Thus far, Arkansas, Colorado, Kansas, Utah, Virginia 
and Washington have adopted it and California, Missouri, and Tennessee have legislation up for 
consideration of adoption. 
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made from income during the period, plus or minus transfers under this Act to or 

from income during the period.5 Section 103 of the UPIA provides in allocating 

receipts and disbursements to or between principal and income, a fiduciary: 

• Shall administer a trust in accordance with the terms of the trust, even if 

there is a different provision in the UPIA, 

• May administer a trust by the exercise of a discretionary power of 

administration given to the fiduciary by the terms of the trust, even if the 

exercise of the power produces a result different from a result required or 

permitted by the UPIA, 

• Shall administer a trust in accordance with the UPIA if the terms of the trust 

do not contain a different provision or do not give the fiduciary a 

discretionary power of administration, and 

• Shall add a receipt or charge a disbursement to principal to the extent that the 

terms of the trust and the UPIA do not provide a rule for allocating the receipt 

or disbursement to or between principal and income. 

Section 501 of the UPIA provides a trustee shall make the following disbursements 

from income: 

 

5. Uniform Principal and Income Act § 102(8). Transfers under this Act mean transfers under 
UPIA §§ 104(a), 412(b), 502(b), 503(b), 504(a) and 506. 
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• One-half of the regular compensation of the trustee and of any person 

providing investment advisory or custodial services to the trustee, 

• One-half of all expenses for accountings, judicial proceedings, or other 

matters that involve both the income and remainder interests, 

• All of the other ordinary expenses incurred in connection with the 

administration, management, or preservation of trust property and the 

distribution of income, including interest, ordinary repairs, regularly 

recurring taxes assessed against principal, and expenses of a proceeding or 

other matter that concerns primarily the income interest, and 

• Recurring premiums on insurance covering the loss of a principal asset or the 

loss of income from or use of the asset. 

Fiduciary Accounting Income 
Interest $10,000  

Dividends $10,000  

Capital Gain $0 $25,000 capital gain is allocated 
entirely to principal under UPIA 

- Trustee 
Fee - $2,500 One-half of $5,000 trustee fee 

- Investment 
Fee - $2,500 One-half of $5,000 investment 

advisory fee 
- Bond Fee - $1,000 Full amount of bond fee 
Amount to 

be 
distributed 
to income 

beneficiary 

$14,000 Not $9,000 as some might imagine 
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Trust distributions made for the benefit of a beneficiary are generally classified as 

income for fiduciary accounting and tax purposes (but not necessarily for Social 

Security purposes).6 Thus, if the above trust was a Third Party Special Needs Trust 

(taxed as a non-grantor trust) and the $14,000 of fiduciary accounting income was 

not distributed to the beneficiary but instead used to pay for a new whiz bang 

wheelchair that the beneficiary ordered, the $14,000 would be considered income to 

the beneficiary for fiduciary accounting purposes. How the income is taxed to the 

beneficiary is explained further below.  

Distributable Net Income 
Distributable Net Income (“DNI”) is a tax law concept. It is governed by the Internal 

Revenue Code and the Treasury Regulations. DNI is used to determine the amount 

of the Distribution deduction of a non-grantor trust. It is calculated as follows: 

• All types of income are added together and expenses subtracted to determine 

net income. 

• In determining tax-free income, any expenses directly attributable to its 

generation should be subtracted, plus a pro rata share of the general trust 

 

6. Wanamaker Trust v. Com’r., 11 TC 365 (1948)  
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administration expenses. For instance, if the trust contained a portfolio of 

municipal bonds managed by a portfolio manager, all costs of the municipal 

bond portfolio manager would be subtracted, but only a pro rata share of the 

trustee., legal and accounting fees would be subtracted. 

• In determining net rental income, all property related expenses should be 

subtracted, but depreciation should not be subtracted unless the trust 

document or state law requires the establishment of a reserve for depreciation 

purposes. 

• Capital gain earnings (from sale of appreciated property) are excluded from 

DNI unless an election is made under Internal Revenue Code § 643.   

• Any deductions or expenses not specially allocated to tax-free income or 

rental income (plus the pro rata share of general expenses that were allocated 

to tax-free or rental income) are deducted from the other types of income, 

either on a pro rata basis or on any reasonable basis that the trustee selects. 

The result is Distributable Net Income. Any DNI paid to or for the benefit of the 

beneficiary is potentially taxable to the beneficiary. Any DNI retained in a non-

grantor trust, such as a Third Party Special Needs Trust, would be taxable to the 

trust itself. 
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Distributable Net Income (DNI) 
Interest $10,000  

Dividends $10,000  

Capital Gain $0 $25,000 capital gain is normally 
taxable to the trust 

- Trustee Fee - $5,000 All of $5,000 trustee fee 
- Investment 

Fee - $5,000 All of $5,000 investment 
advisory fee 

- Bond Fee - $1,000 Full amount of bond fee 
DNI $9,000  

 

Beneficiary Taxable Income 

Interest $10,000 

Less 
$10,000 

deduction
s 

$0 interest income 

Dividends $10,000 

Less 
$1,000 

deduction
s 

$9,000 dividends 

 

Thus, even though $14,000 was distributed to the beneficiary, only $9,000 of the 

$14,000 was taxable and the whole $9,000 was taxed at capital gain rates because 

the income is qualified dividend income. 

The result would not be any different even if the $14,000 was not distributed directly 

to the beneficiary but instead was paid for the benefit of the beneficiary. For instance, 

if the trustee of a Third Party Special Needs Trust purchased a new whiz bang 

wheelchair for the benefit of the beneficiary of the Special Needs Trust, this is an 
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indirect distribution of DNI to the beneficiary. Even though the beneficiary received 

no actual cash, the beneficiary would receive a 1041 K-1 from the trustee showing 

distributions of $14,000. As with the direct payment of cash, $9,000 would be 

taxable as qualified dividends on the beneficiary’s income tax return. The other 

$5,000 of distributions would not be taxable. It may be possible the beneficiary 

would be entitled to a medical deduction for most of the cost of the wheelchair, so 

in the end the beneficiary in this example would have little, if any, actual income 

that would be taxable. The qualified dividend income would be taxable at capital 

gain rates for federal income tax purposes. This is not any different than the 

contestant on The Price is Right who wins a brand new car and along with the car, 

also gets a 1099 for the value of the care that must be reported on the contestant’s 

income tax return. 

Trust Taxable Income (“TTI”) 
Either the beneficiary or the trust must pay the income tax on the DNI and other 

income earned by the trust. Who pays the tax is determined by who receives the 

income (either directly or indirectly) and the nature of the income (such as capital 

gain income from the sale of trust property). Generally, the beneficiary will pay 

income tax on DNI distributed to or for the benefit of the beneficiary. Any DNI and 

other income retained by the trustee will then be taxable to the trust. Because the 
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trust no longer has the DNI paid to or for the benefit of the beneficiary, the trust will 

receive a Distribution Deduction for that amount (in order to avoid double taxation 

on the income). Trust Taxable Income is calculated as follows: 

• All types of income are added together and expenses subtracted to determine 

net income. 

• Tax-free income and all any expenses directly attributable to its generation 

as well the pro rata pro rata share of the general trust administration expenses 

allocated to tax-free income should be excluded from income. 

• Capital gain income would be included in determining TTI. 

• Deductions and expenses incurred by the trust (excluding those allocated to 

tax-free income) should be subtracted from income to arrive at trust taxable income. 

Certain types of expenses, such as investment advisory fees, will be subject to a 

“hair-cut.” This is because these types of expenses can only be deducted to the extent 

they exceed two percent of the trust’s adjusted gross income. A full discussion of 

limitations on the deduction of trust expenses based on the type of expense is beyond 

the scope of this presentation. 

• The Distribution Deduction is subtracted in arriving at TTI. In calculating the 

Distribution Deduction, the portion of DNI attributable to net tax-free income is 
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excluded due to the fact that net tax-free income is excluded from the that calculation 

of TTI. 

• The Trust is entitled to an exemption deduction. A Special Needs Trust would 

be characterized as a complex trust and therefore entitled to a $100 exemption 

amount. A simple trust (one that mandates distribution of all net income) would be 

characterized as a simple trust and be entitled to a $300 exemption amount. 

Trust Taxable Income (Non Grantor Trust) 
Interest $10,000  

Dividends $10,000  

Capital Gain $25,000 

$25,000 capital gain is taxable 
to the trust unless an election 
under IRC § 643 is made by 

the trustee 
Total Income $45,000  
- Trustee Fee - $5,000 All of $5,000 trustee fee 

- Investment Fee - $5,000 All of $5,000 investment 
advisory fee 

- Bond Fee - $1,000 Full amount of bond fee 
- Distribution 

Deduction - $9,000  

Total Deductions -
$20,000  

Less exclusion 
amount -$100 complex trust = $100; simple 

trust = $300 
Trust Taxable 

Income $24,900 Taxed at capital gain rates 
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The trust tax rates for 2022 are as follows: 

2022 Trust / Estate Tax Rates 

Trust Taxable 
Income Above – 

Trust Taxable 
Income Not Over 

– 
Base Tax Amount Plus Percentage of 

Amount Over 

$0 $2,750 $0 10% 
$2,750 $9,850 $275 24% 
$9,850 $13,450 $1,979 35% 
$13,450  $3,239 37% 

 

Income for Social Security Purposes 
42 U.S.C. § 1382a defines income for Social Security purposes. A discussion of 

earned income is beyond the scope of this presentation and would not generally 

effect the administration of a Special Needs Trust. See the POMS7 for the rules 

relating to earned income. 

Unearned income includes all income other than earned income, including cash and 

in-kind support and maintenance. Unearned income also includes interest, dividends, 

rents, annuity, pension and disability benefits. Distributions from a Special Needs 

Trust would be considered income to the beneficiary if such distribution would be 

characterized as income if received from any other source. For example, cash 

received from a parent would be considered income, as would cash received from 

 

7 POMS SI 00820.000 et seq 



 

13 

 

 

the trustee of a Special Needs Trust. Interest income distributions from a Special 

Needs Trust would be income in the same manner interest income derived from a 

savings account owned by the beneficiary would be income for Social Security 

purposes. 

In-Kind Support and Maintenance8 payments made by a parent are countable as 

income subject to the VTR9 and PMV10 rules. In the same manner, ISM payments 

made by the trustee of a Special Needs Trust are countable in the same manner. It 

doesn’t matter if the ISM payment was made from the income or from the principal 

of the Special Needs Trust (although that would affect the taxability of such 

payment). 

The purchase of an item that is not ISM by a parent or other third party for the 

benefit of a special needs beneficiary would generally not be considered income to 

the beneficiary for social security purposes. For instance, purchase of tickets to 

Disneyland or DisneyWorld would not be considered income. In the same manner, 

the purchase of these items by the trustee of a Special Needs Trust would not be 

considered income for Social Security purposes. If the trustee used the income of 

 

8. POMS SI 00835.001  
9. POMS SI 00835.200  
10. POMS SI 00835.300  
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the Special Needs Trust to purchase the tickets, the value of the tickets could be 

income for accounting and income tax purposes even though it is not income for 

social security purposes. 

Explaining the Disconnect 
Beneficiaries will sometimes receive a notification from the Social Security 

Administration that his or her SSI benefit is being reduced or eliminated because of 

excess or unreported income. This determination is often in error due to the 

disconnect between income for income tax purposes (what is put on the tax return, 

Form 1040, for the beneficiary) and what is reported to the Social Security 

Administration as income. Many eligibility workers have extreme difficulty 

understanding why income on an income tax return is not income for social security 

purposes. 

It is equally difficult to explain to a trustee or a parent why the payment  for the trip 

to DisneyWorld for the special needs person is showing up as income on the Form 

1041 K-1 and must be reported on an income tax return for the beneficiary. It is even 

more difficult to explain if one year the trip was paid for from principal (and 

therefore non-taxable) and in another year the cost of the trip was paid from income 

(and therefore taxable). 

Unfortunately, the author has no simple solution to explain the differences between 
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Fiduciary Accounting Income, Distributable Net Income, taxable income, and 

income for Social Security purposes. The attorney and trustee have to develop a 

workable understanding of all of these types of income and inform the beneficiary 

and/or others interested in his or her welfare of the adverse consequences, if any, of 

receipt of the income for purposes of taxation and benefits calculations. 

social security purposes. 

Income from SNT for HUD Purposes 
Unfortunately, determinations of whether a distribution from a Special Needs Trust 

income for purposes of determining eligibility for Section 8 housing, or more 

importantly, the amount of rent the tenant must pay have been very inconsistent. 

When examining a Special Needs Trust, the assets of the Special Needs Trust are 

not considered in determining eligibility for Section 8 housing. Instead, the amount 

of rent that the disabled tenant must pay is based on the tenant’s “income.” The 

amount of rent is 30% of the tenant’s “income.” 

The HUD Handbook at §4350.3 describes a Special Needs Trust and the treatment 

of income earned by the SNT as follows: 

A Special Needs Trust is a trust that may be created under some state 

laws, often by family members, for disabled persons whop are not able 

to make financial decisions for themselves. Generally, the assets within 
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the trust are not accessible to the beneficiary. 

If the beneficiary does not have access to the income from the trust, 

then it is not counted as income; 

If income from the trust is paid to the beneficiary regularly, those 

payments are counted as income. 

Distributions from the SNT that are temporary, non-recurring or sporadic are exempt 

from being included in the calculation of income.11 

Amounts specifically excluded by any other Federal statute from consideration as 

income for purposes of determining eligibility or benefits under a category of 

assistance programs that include assistance under any program to which the 

exclusions set forth in 24 C.F.R § 5.609(c) apply. Two examples of this exempt 

income would be certain foster child assistance and a lump sum distribution from 

the Social Security Administration for past SSI distributions owed. 

As with the disconnect for determination of “income” between distributions of non-

ISM on behalf of a SNT beneficiary for Social Security eligibility purposes and the 

taxability of those distributions as income for income tax purposes, the practitioner 

and trustee of the Special Needs Trust must be careful as whether distributions from 

 

11 24 C.F.R § 5.609(c)(9). 
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the Special Needs Trust can render the beneficiary ineligible for Section 8 housing 

or significantly increase his or her contribution toward rent. Non-ISM distributions 

that do not count as “income” for SSI eligibility purposes will count as “income” for 

purposes of determining rent unless they are sporadic, non-recurring, or temporary. 


