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START

Before any decisions recommendations, or tax considerations are made, you must 
read the governing instrument (Trust) and all the amendments, restatements, 
modifications, court adjustments or decanted documents.  

What should you look for? 
Who is the Grantor? Is the Grantor really the Grantor? If the Grantor funded 
the Trust with their assets, then the Grantor probably is the Grantor.  
However, if someone else’s funds were deposited to the Trust, then perhaps 
they were the Grantor or made a gift to the Grantor of their Trust. 

Does this really matter? 
It may not to you, as you are being asked to opine as to taxes or possibly 
prepare the Income Tax Return (Form 1041) or maybe a gift tax return 
(Form 709) and related state returns.  However, many states will tax (or 
attempt to tax) the income of the Trust based on where the assets are 
administered or where the Trustee resides, regardless of the domicile of the 
Grantor or Beneficiary, so it is important to review the Trust again and 
determine the State that may control the taxation of the Trust.  Very often, 
the Donor (really the drafting attorney) includes language that dictates the 
jurisdiction for administration of the Trust. 

That could change by one of a number of factors: 

1) The Trustee moves to a state that requires taxation based on the 
domicile of the Trustee. 



3196174 

2) The Trustee may have the right to adjust the jurisdiction of the taxation 
of the Trust, either by the terms of the Trust, by amendment allowed by 
the Uniform Trust Code (UTC), or by a Trust Protector. 

3) A change in the Trustee is accomplished to eliminate state income tax 
where a State has no income taxes on Trusts.  Be aware that a mere 
recitation of where the tax situs is per the Trust may not control the true 
state of taxation.  For example, the trust could state that the State of 
Florida controls the taxation of the Trust, but if the Trustee, Beneficiary 
and Assets are all located in Pennsylvania, then Pennsylvania probably 
has the right to tax the income of the Trust. 

SLOW DOWN! 

Now that you know the Grantor, Tax Jurisdiction, and Beneficiary, you need to 
understand some tax basics.  

The Rules of the Road 

1. Read the Return.  Familiarize yourself with the Form 1041 and related 
schedules.  There are some lines that you will never use, but note what 
they are.  The basic lines are for income, expenses, calculation of the 
tax and deductions.  These are ones that really matter in 90% of all 
cases.  

2. Read the instructions for the 1041.  Perhaps you will only peruse them, 
but pay attention to the Trust rules.  Of course, the Estate and 
Bankruptcy rules are important.  You are concerned with the Trust 
provisions.  The instructions aren’t too bad, but can you imagine writing 
these?  These are “line by line” instructions, which are written quite well 
by the IRS, so only read what is necessary.  If these get too confusing, 
then read the Code and regulations referred to in the instructions.  

ETA – The instructions for the 1041 Form estimate it takes over 50 hours 
to prepare the return. Billable?? 
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PROCEED WITH CAUTION

It’s time to get in gear.  

The Forms 

Form 56.   

This is a relatively “simple” form to complete.  Many preparers don’t 
even bother with it, but it is good practice to complete it to identify the 
Trustee, current addresses, tax identification number (TIN).  This 
form is also used to change the address of the Trustee, the Trustee’s 
name, or a change in Trustee.  

SS4.   

Most TINS are applied for on-line, however, it is good practice to 
have the authorization of the client to apply for the TIN and supply all 
needed information.  By having this form completed, you then have 
all of the information to submit to the IRS for the TIN. 

Form 2848.   

This form is the Power of Attorney.  You may not need this currently 
unless you need to communicate with the IRS to obtain information 
on prior years’ return.  Of course, if you are the Trustee, you won’t 
need this form.  Be sure to include all years of returns or information, 
including past and future years.  You may be taking over a matter for 
a family member Trustee who has no information, no prior returns 
file, no 1099s and perhaps no returns were ever filed.  You may need 
this form to have authority to obtain information.  Be sure to have the 
client also sign your State’s Power of Attorney form if the State has 
income taxes.  If the beneficiary is working, you may also want to 
obtain a 2848 for the beneficiary personally.  

Form 4506. 

You will need this form to request copies of prior returns or a 
transcript of all information reported to the IRS by payors of interest, 
dividends, gains, employment incomes, etc.  The clients are not good 
record keepers, so you often have to be the detective to obtain all 
information that the IRS has to produce and prepare a return that 
reports all information properly.  



3196174 

SPEED LIMIT Increased 

Form 1041 – you are ready to prepare the return.  After reading the Trust, 
you have to determine the type of Trust:  

Qualified Disability Trust (QDT) 
Simple Trust 
Complex Trust 
Grantor Trust 

The QDT is most preferable if it can be used.  This allows the deduction of 
$4,400.00 (2022) to be utilized which basically eliminates income on the 
first $4,400.00 received by the Trust.  To be used, the Trust must have only 
a disabled beneficiary, so if there are multiple beneficiaries, it cannot be 
used unless the Trust may be divided into separate shares with each 
beneficiary having a separate TIN.  

A Simple Trust provides only a $300.00 exception.  
A Simple Trust is one that is required to distribute income. 

A Complex Trust provides an exemption of $100.00. This type of Trust 
provides that income may accumulate or distribute income.  

Grantor Trusts are those created by a Grantor and can be either Revocable 
or Irrevocable.  A Revocable Trust will almost always be a Grantor trust, 
regardless of who receives the income because the Grantor retains the right 
to revoke it.  Therefore, IRC §§671-677 and 679 requires the Grantor to pay 
the tax at the Grantor’s rate.  Most times, when opening up a bank or 
brokerage Account, the Trustee is requested to obtain a TIN because that’s 
what most financial institutions believe.  Then when the 1041 is prepared, 
a statement is needed to be placed on the 1041 as follows: 

All income earned is reported on the Grantor’s 1040 (SS# 123-45-
6789) as this is a Grantor Trust and pursuant to IRC §671, all income 
is taxed to the Grantor. 

The Grantor then reports this income on their Form 1040 on Schedule B 
and the 1041 has no tax liability.  
The preferred method is to use the Grantor’s Social Security Number for all 
accounts and thus avoid this extra step in filling out forms. 
Rev. Ruling 85-13 clearly provides this procedure, and you may want to 
provide copies to anyone opening up an Account who insists on making the 
client obtain a TIN. 
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If a person creates the Irrevocable Trust for themselves, and if they reserve 
the right to receive income, then this Trust may also be classified as a 
Grantor Trust.  This may also be true for a person who establishes a 
Revocable Trust and later converts to be Irrevocable.  

MERGE 

It’s time to prepare the Return.  You need to understand where items are 
reported on return and the best way is to initiate the return “by hand”.  You 
can check the accuracy by completing the return with a tax program, but 
you need to “see” how information is included/deducted to determine the 
net tax due.  Preparing a return via a program is only accurate if you know 
where entries are included and how they flow to correct fields on the Return.  

ONE WAY 

DNI – Distributable Net Income. 
This is one of the most important line items on the 1041. Why?  
Because it determines who pays the tax at different rates of tax.  Note 
that if an individual receives taxable income of $10,275.00 in 2022, 
their tax is “0”, and then taxes start at 10%.  If a Trust receives 
income of $13,451.00 in 2022, the tax rate is 37% (Is the IRS or the 
individual the beneficiary?) 

Therefore, based on the type of Trust (Simple, Complex, or QDT), 
the income will either be taxed to the Trust, passed out on a K-1 form 
to the beneficiary who will report the income on this personal income 
tax return (Form 1040), or perhaps some income will be taxed to the 
beneficiary and some income will be taxed to the Trust. 

Remember that you may not merely “pick and choose” who reports 
the income and pays the tax.  The type of trust will determine the 
taxation of the Trust. 

In some cases, the beneficiary will not receive any direct income, but 
will be charged with the tax on it.  This could be a situation where the 
Trust is a Grantor Trust by its terms.  Another situation is where the 
Trustee made payments from the Trust to or for the benefit of the 
beneficiary, and the income is then “charged” to the beneficiary.  The 
Trustee will issue the K-1 form to the beneficiary who will then report 
the income to the IRS on their 1040.  Be sure to determine all income 
of the beneficiary as there could be employment income, IRA 
Distributions, funds received by another Trust, and Social Security 
which would be reported to the IRS.  This may cause a tax to be due, 
and if so, read the Trust to determine if the trustee has the authority 
to pay the tax, as the Beneficiary may not have assets to pay it.  
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Again, the Beneficiary may be taxed on the income used for their 
benefit even though it was not received by them.  Whether the K-1 
reflects income, dividends or capital gains, the amount reported on 
Form K-1 must be reported on the 1040. 

CONSTRUCTION ZONE 

The IRS and Social Security Administration exchange tax information 
between the 2 Agencies.  So it may appear to the SSA that the beneficiary 
of a Supplemental Needs Trust who is on SSI received funds.  The K-1 data 
is shared to Social Security and this cross-check shows up on their records 
as a SSI recipient who is receiving income, which could disqualify them for 
benefits.  

Normally, it is of no benefit to try to attempt to notify the SSA in advance of 
the pending reporting of the income.  It may be preferable to wait to see 
“what happens” as the SSA may not match up the income for some reason.  
If the Beneficiary receives a letter questioning the income, a letter of 
explanation should be provided explaining that DNI is merely a distribution 
from the Trust for tax purposes, but the SSI Beneficiary never received the 
funds.  Often it is necessary to provide receipt or paid bills to conclusively 
establish the Trustee’s payment of goods and services.   

Also consider informing the SSI recipient, parent or guardian that they may 
receive a letter from SSA claiming that the beneficiary had too much income 
and benefits will be suspended or reduced.  Be sure they send the notice to 
you so that either a letter of explanation may be forwarded to the SSA or an 
appeal will be filed timely.  There is a short period to file a Notice of Appeal, 
so don’t miss the time period.  Informing the client prior to receipt of the 
letter of denial of benefits puts them at ease as opposed to the receipt of 
letter that causes them to have a panic attack.  It is also often beneficial to 
have the same tax preparer complete the 1040 and 1041 to allow 
consistency as well as minimization of tax preparer fees charged for both 
returns.  

DETOUR

If it appears that there is too much income being received that is taxable to 
the Trust at a high rate as well as state income tax, then there are options.  
The same is true if DNI is pretty high and there is an annual “audit of” SSI 
benefits based on the amounts reported by the beneficiary. 
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CONE ZONE ALERT #1 

Consider converting the income producing assets to more growth 
oriented assets where dividends are nominal but there is the 
potential for more growth, which will cause capital gains.  Be sure to 
read the Trust and your state’s laws as to taxation and the state 
Principal and Income Act.  Very often, in non-Grantor Trusts, income 
is taxed to the beneficiary but capital gains are paid by the trust.  
Capital gains may be taxed at a lower rate and are incurred only 
when the assets are sold. 

CONE ZONE ALERT #2 

Consider the purchase of assets that do not incur taxable income.  
This could be U.S. Savings Bonds (check out Series I Bonds), 
Annuities (Really?) or Municipal Bonds.  

The Savings Bonds are going to defer the tax on the income until 
they are redeemed, so if the Beneficiary does not need the income, 
let it get deferred.  There could be a higher rate of tax on income 
when the bonds are redeemed, hopefully not until the termination of 
the Trust, but the income will be distributed to the remainder 
beneficiaries, and they will report the tax on their personal returns.  
Of course, if a charity(ies) is the remainderman, taxes won’t be an 
issue if the charity is tax exempt.  

If Municipal bonds are purchased, their value does fluctuate based 
on the market.  However, since the municipal bond interest is tax 
free, no income has to be “taxed” at either the Trust or personal tax 
level.  This income does get reported, but it is not taxable.  But note 
if the Beneficiary is a New York resident and the Municipal Bonds 
are New York Bonds, all is well until the Beneficiary moves to 
Pennsylvania and now the tax free income is no longer income tax 
free.  


