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INTRODUCTION 

Fiduciary income tax exists in every single estate administration and trust administration matter, 
ever . . . period. And, every will and trust draft is meant to be administered at some point. So, every 
attorney who drafts a will or a trust should be familiar with fiduciary income taxation and every 
attorney who assists with the administration of a will or trust needs to be familiar with fiduciary 
income tax. However, it seems that many elder and special needs law attorneys know little to 
nothing about fiduciary income tax and they run when topic arises. 

So, what makes fiduciary income tax different from individual income tax is the deduction for 
distributable net income, also known as DNI. DNI should not be avoided but instead celebrated.  

But before we get too far, let’s begin at the beginning. 

I. TAXABLE INCOME 

It is critical to remember that there are two types of income, both of which must be known in order 
to administer an estate or trust. They are: taxable income and accounting income. Taxable income 
and accounting income are not typically the same amount, as both are calculated differently and 
include or exclude separate categories of income and deductions.  

Taxable income for a Trust is, generally, calculated in the same way as an individual’s taxes. It is 
the return, in money or property, derived from the use of principal after the date of the decedent’s 
death, in the case of an Estate, or following the creation for an irrevocable trust. Included in taxable 
income are dividends, ordinary interest, and capital gains. In this way, taxable income includes 
receipts allocable to both income and to principal. The allocation of receipts to income or principal 
has little effect on tax but is critical when calculating DNI! 

Examples of receipts allocated to income are:  

• Rents from real and personal property, including lease cancellation fees;  
• Interest; 
• Cash dividends; 
• Net income from business and farming (but not losses); 
• Portion of receipts from natural resources (this portion will vary by state); 
• Portion of net sales proceeds of under productive property (this portion will vary by state); 

and 
• Ordinary income of a mutual fund or investment partnership. 

Examples of receipts allocated to principal are: 

• Net proceeds on sale of assets (including all capital gains and losses); 
• Principal collections on notes; 
• Stock dividends, non-cash dividends, stock splits, subscription rights and corporate 

liquidations;  
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• Proceeds from insurance on trust property; 
• Portion of receipts from natural resources (this portion will vary by state); 
• Portion of net sales proceeds under productive property;  
• Changes in the form in which principal is held;  
• Net losses from business and framing; 
• Bond premiums and discounts (corporate and municipal bonds); and 
• All distributions from mutual fund or investment partnership other than ordinary income. 

There are exemptions permitted, and the amount allowed in the deduction is dependent on what 
type of entity the taxpayer is. An estate may deduct a $600 annual exemption. A simple trust may 
deduct a $300 annual exemption, and a complex trust is allowed a $100 annual exemption. The 
difference between simple and complex trusts will be discussed below in Section IV (a).  

II. FIDUCIARY ACCOUNTING INCOME  
a. REQUIRED IN ALL CASES – A GOOD IDEA WHEN EVERYONE ‘GETS 

ALONG’ 

Accounting income, in comparison to taxable income, refers only to income available for payment 
to estate or trust income beneficiaries. This number includes dividends, interest, and ordinary 
income earned by the trust, but excludes capital gains from its calculation. It is for accounting 
income purposes that the allocation of receipts and expenses to principal and income is critical 
which is then factored into DNI. 

It is fiduciary accounting income that allows the Court and the Beneficiaries to see the distinction 
between principal and income in the Trust or Estate account. The accounting will also show details 
of what transactions and investments the Fiduciary is making with the assets and which can be the 
basis for liability on the part of the fiduciary (which is beyond the scope of this paper here).  

While the Fiduciaries are required to keep and maintain records in all cases, it is especially 
important to keep detailed records of any transaction made when the Beneficiaries are contentious. 
If detailed records have been kept by the fiduciary, when, or if, a Beneficiary challenges an action 
taken by the Fiduciary, there are records regarding the transaction type, amount, and purpose, in 
order to defend against allegations of a breach of fiduciary duty.  

b. LOOK TO RULES IN DOCUMENT FIRST, THEN UNIFORM PRINCIPAL 
AND INCOME ACT 

In order to determine what income is allocated to principal and what income is allocated to income, 
the default rule is to first look to the document and then look to the appropriate state principal and 
income act. However, it is helpful to first understand the principal and income act before 
understanding how the terms of the document may alter what is allocated between principal and 
income. All but four states in the US have enacted some version of the Uniform law Commission’s 
Fiduciary Income and Principal Act (often called the Uniform Principal and Income Act or 
“UPIA”). The UPIA allocates to income rent, dividends, interest, a unitrust payment amount, etc 
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(see above). In addition the UPIA allocates to principal, receipts from an estate, receipts from the 
sales of capital assets, the proceeds of life insurance, etc.  

Trusts and Wills are able to redefine what is allocated to accounting income within the terms of 
the document. In doing so, a Testator or Grantor can direct that capital gains be included in the 
amount to be distributed or he or she can authorize the fiduciary to allocate gains to income as 
appropriate.  

Aside from how a will or trust instrument may define ‘income’ or direct the distributions to be  

c. ALLOCATION OF EXPENSES BETWEEN PRINCIPAL AND INCOME 

How expenses are allocated is very important for tax purposes. Expenses allocated to income are 
considered when calculating fiduciary income, but expenses allocated to principal are not included 
in the calculation of fiduciary income.  

Expenses typically allocated to income are: 

• Ordinary administration expenses; 
• Management expenses; 
• Property carrying expenses; 
• Property taxes; 
• Utilities; 
• Insurance; 
• Interest;  
• Ordinary repairs; 
• Court costs (ordinary probate costs);  
• Income taxes (except on capital gains and other principal items); and 
• Portion of attorneys’ and trustee fees. 

Expenses typically allocated to income are: 

• Payment of debts (principal portion); 
• Sales and fix-up expenses; 
• Cost of investing corpus;  
• Costs to construe trust, protect property, and determine title; 
• Extraordinary repairs and capital improvements; 
• Income taxes on capital gains and other principal items; 
• Estate and inheritance taxes;  
• Portion of attorneys’ and trustee’s fees; 
• All expenses after termination of income interest; and  
• Allowance for allowed depreciation (amortization and depletion). 
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The net result of accounting income minus receipts as appropriately allocated is what is eligible to 
distribution to the income beneficiaries. What is distributed to the beneficiaries is how tax gets 
figured. 

 

III. TAX REPORTING 
 
a. WHAT TYPE OF ENTITY? CHARACTERIZATION IS BASED ON 

FIDUCIARY ACCOUNTING INCOME NOT TAXABLE INCOME 

Fiduciary income tax is reported on federal Form 1041 “US Income Tax Return for Estates and 
Trusts.” The first question asked on the return is whether the entity is a 1) decedent’s estate 2) 
simple trust 3) complex trust 4) qualified disability trust 5) ESBT (“electing small business trust” 
6) grantor trust 7) bankruptcy estate – chapter 7 8) bankruptcy estate – chapter 11 or 9) pooled 
income fund.  

A decedent’s estate is fairly self-explanatory and bankruptcy and ESBT elections are outside of 
the scope of this paper but, of particular importance is the difference between a simple trust and a 
complex trust. A simple trust must, by its terms, distribute all FAI currently and cannot withhold 
or accumulate income, does not set aside or direct any amounts to be paid for charitable purposes, 
and no trust principal is distributed in the current year. A simple trust has an annual exemption of 
$300. A complex trust must allow the trustee the discretion to pay, withhold, or accumulate trust 
income, and it may have charitable beneficiaries. The annual exemption for a complex trust is 
$100.  

A trust may have different classifications throughout its duration. The characterization is based off 
the actual actions taken during the reporting period which means that a trust may be a simple trust 
in one year and a complex trust the next.  

b. CALCULATING FIDUCIARY INCOME TAX 

Once the fiduciary has determined what sort of entity they are working with (simple v. complex, 
etc) which is based off fiduciary accounting income (and distributions) then they can next turn to 
taxable income and the calculation of tax. For purposes of calculating income tax, now the 
fiduciary must be concerned with taxable income. For example, while capital gains are allocated 
to principal for purposes of figuring accounting income, the US treasury still requires capital gains 
be reported and tax paid. 

After taxable income is calculated, trusts and estates are allowed deductions from income. These 
deductions include (among other things) taxes paid, fiduciary fees, attorney and accountant fees. 
It is important to note that, for calculation of fiduciary accounting income, fees such as attorney’s 
fees would be allocated equally between principal and income but the entire amount is deductible 
against taxable income.  
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The most important deduction allowed by an estate or trust is the DNI deduction. It is this 
deduction, more than anything else, that reduces the amount of taxes that an entity would otherwise 
pay. 

c. WHAT IS DISTRIBUTABLE NET INCOME (DNI)? 

Distributable Net Income, or DNI, is a tax concept that ensures a trust or estate avoids double-
taxation. DNI serves several purposes: it establishes the maximum income distribution deduction 
that may be claimed, it establishes the maximum amount of the entity’s annual income taxable to 
the beneficiaries, and it determines the character of the items of income taxable to the beneficiaries. 
DNI is the sum of taxable income before exemptions, distribution deductions, and other special 
deductions are taken.  

For tax purposes, DNI is calculated first but then an adjustment is made in order to calculate the 
deduction. 

d. HOW IS THE DNI DEDUCTION CALCULATED? 

The calculation of DNI is as follows:  

 + Adjusted Total Income 

 + Tax Exempt Interest 

 + Expenses Allocated to Tax Exempt Interest 

 + Capital Gains  

 - Distributions Made 

 = DNI  

e. WHO PAYS THE TAX? 

Essentially, the DNI deduction gives the estate or trust a deduction for the amounts that were paid 
out to the beneficiaries so the entity does not pay tax on those amounts. Instead the income that is 
paid to a beneficiary is reported to the beneficiary on Form K-1 and the beneficiary pays the tax. 
In the alternative, if no distributions are made to the beneficiaries, then the entity pays the tax on 
the income. This makes an estate or trust almost a hybrid ‘pass-through’ entity. This also provides 
some planning opportunities.  

IV. ADDITIONAL THINGS TO CONSIDER 
a. 65 DAY RULE 

The 65-day rule allows a fiduciary to elect to treat a distribution made within 65 days of the end 
of the filing year for an estate or a trust as being made in the previous tax period. This allows the 
fiduciary to effectively put the income tax for that distribution off on the beneficiaries. As 
individuals, the beneficiaries have lower thresholds for tax brackets than estates and trusts do (for 
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example, the highest tax bracket at 37% for single individuals is $518,000, but for an estate or trust 
it is $13,050), so this can potentially lower the tax rate that the estate or trust is taxed at and result 
in tax savings.  

b. 645 ELECTION 

A 645 election can give fiduciaries more flexibility when filing income taxes. The 645 election 
allows a fiduciary to elect to treat a Qualified Revocable Trust (QRT) as part of the Estate for 
taxation purposes, thereby only requiring the fiduciary to file a single tax return.  

Some advantages of this election include the trust being able to elect to file on a Fiscal Year basis 
rather than Calendar Year, the trust is eligible for the $600 annual exemption estates are allowed 
to elect, the trust may deduce amounts paid or permanently set aside for charity without the 
requirement that such amounts actually be paid, and when the election period terminates, the 
combined estate and QRT are deemed to distribute all their assets to a new trust, among others.  

This election may not be revoked, so a consideration that must be made prior to making the 645 
election is the tax burden. Estates and trusts have lower income thresholds to reach the highest tax 
bracket, so if combining the two into one return would cause the tax to be higher than it would be 
otherwise, that is something to carefully consider.  

c. EXCESS DEDUCTIONS ON TERMINATION 

If the entity has deductions in excess of its income during its year of termination, those excess 
deductions can be passed out to the beneficiaries. The beneficiaries are then allowed to report those 
on their income taxes as miscellaneous itemized deductions. This is only allowed for the 
beneficiaries in the same reporting year as the termination occurred and cannot be carried forward 
to another tax period. If it is not used, this excess deduction will expire.  


