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THE INCOME TAXATION i
OF TRUSTS AND ESTATES— e e sasn
PART THREE

REVIEW OF TAXATION OF INCOME AND DISTRIBUTIONS
OF AN ESTATE OR TRUST

A. INTRODUCTION

A decedent’s estate is a vehicle for gathering up the assets owned by the decedent that are subject to
probate and distributing them to the decedent’s beneficiaries. For income tax purposes, the estate is
a taxpaying entity. It must pay taxes on any income that it earns—unless that income is distributed to
beneficiaries within 65 days from the end of the trust’s or estate’s taxable year. Note: It is usually very
important to distribute because of the tax rates for estates and trusts [1.R.C. §663].

B. INCOME VS. INHERITANCE

An inheritance is not subject to income tax [1.R.C. §102], but income that is earned on the inheritance
is subject to income tax. Therefore, a distribution from an estate must be allocated between the
income and the inheritance so that the beneficiary can properly include the income on his or her
tax return.

In general, a distribution from an estate will first be allocated to income. Therefore, a distribution
is generally treated as income to the extent the estate has realized income during its taxable year.

Example 1. Jo Ann’s estate includes only $100,000 of cash. During the estate’s current tax year,
the estate received $5,000 in interest and distributed $7,000 of cash to George, the only heir. The
distribution to George will be treated as $5,000 of income and $2,000 of nontaxable inheritance.

C. NONPROBATE ASSETS [I.R.C. 8§641]

The estate does not, for example, include in its calculations of gross income the income from:

e Property passing automatically by operation of the community property laws of a state
¢ Property owned in joint tenancy, which passes automatically to the surviving joint tenant(s)
e Life insurance, if there is a named beneficiary other than the estate
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e Death benefit plan proceeds and any retirement plan benefit amounts, if there is a named
beneficiary other than the estate

e Interests in trusts if the estate is not a beneficiary

e Payable-on-death accounts or bonds naming someone other than the estate as the successor
owner

D. EFFECT OF STATE LAW ON CLASSIFICATION OF INCOME

e All interest and dividends are taxable income unless exempt under federal law. Federal tax law
preempts any state-law rules.

e The taxation of income from real estate depends on state law. real estate is subject
to administration by the estate, and therefore the income from the real estate is estate income
during that period [Rev. Rul. 57-133]. However, not all states treat the administration of real
estate the same. In addition, real estate can sometimes be distributed to heirs prior to the end
of the estate administration. Specific will provisions can also sometimes change the application
of state law in regard to real estate administration.

E. TAXABLE YEAR OF ESTATE

The executor for the estate may choose a tax year that ends on the last day of any month that does
not make the first tax year longer than 12 months. This flexibility gives the executor the opportunity
to control the amount of income that falls into the estate’s first tax year. It can also provide a longer
period to make distributions to beneficiaries, thus reducing the taxable income of the estate [An
estate is on an effective cash basis]. A must use a calendar year [I.R.C. §645].

F. TAX RATES FOR ESTATES OR TRUSTS

Only the first $1700 (for tax years beginning in 1998) of taxable income of an receives
the benefit of the 15% tax rate. The successive rates are |highly| progressive.

Estate and Trust Income Tax Rates

Estates and Trusts for Tax Years Beginning in 1998

If taxable income is: The tax is:
but not of the amount

Over— over— over—

$ 0 1,700 15 % $ 0
1,700 4,000 $ 255.00 + 28 1,700
4,000 6,100 899.00 + 31 4,000
6,100 8,350 1550.00 + 36 6,100
8350 ... 2360.00 + 39.6 8,350
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Estates and Trusts for Tax Years Beginning in
1997

1997 Tax Rate Schedule

If

taxable
income
is:
but Of the
not amount
Over— over— Its tax is: over—
$0 $1,650 15% $0
1,650 3,900 $247.50 + 28% 1,650
3,900 5,950 877.50 + 31% 3,900
5,950 8,100 1,513.00 + 36% 5,950
8,100 --- 2,287.00 + 39.6% 8,100

Observation. Because the tax rates for trusts and estates allow only $1,700 of taxable income
(1998) to be taxed in the 15% bracket and another $2,300 to be taxed in the 28% bracket, it is
important to distribute almost all of the estate’s income to prevent it from being taxed at a rate
higher than the beneficiaries’ marginal tax rate.

G. DISTRIBUTION TAX TRAP [ESTATES AND TRUSTS

Practitioner Note. A trustee or an estate can elect to have certain distributions not otherwise
deductible made within 65 days of the end of the [trust’s or estate’s| tax year treated as if they were
made on the last day of the trust’s or estate’s tax year [I.R.C. 8663(b)].

Example 2. Assume there is no requirement to distribute income currently, the estate is on a
calendar-year basis, and distributes $100,000 to beneficiaries on April 1, 1998, instead of on or before
65 days after the end of the estate’s tax tear. The $100,000 is taxable to the estate, not the beneficiaries.
[Also see Section P, later in this chapter.]

H. ESTIMATED TAXES

An estate is not required to make estimated tax payments for any tax year ending within two years
of the death of the decedent [I.R.C. §6654(1)(2)(A)]. Most trusts that are will substitutes (e.g.,
grantor trusts and revocable living trusts) will qualify for the same exception from making estimated
payments. .R.C. §6654(k)(1)(2)(B) states that the estimated tax rules do not apply for tax years
ending within two years of the decedent’s death of any trust:

(i) All of which was treated as owned by the decedent, and

(if) To which the residue of the decedent’s estate will pass under his will (or, if no will is
admitted to probate, to the trust primarily responsible for paying debts, taxes, and expenses
of administration).
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Practitioner Note. If the trust pays estimated taxes, the trustee can elect to have any portion
of them treated as an estimated payment of a beneficiary or beneficiaries [I.R.C. 8643(g)]. The
election is made by filing Form 1041-T within 65 days of the end of the trust’s tax year. The
payment is treated as being made by the beneficiary on January 15 following the trust’s taxable
year and as being received from the trust on the last day of the trust’s tax year.

|. DEPRECIATION AND DEPLETION [ESTATES AND TRUSTS]

The allowable deductions for depreciation and depletion that accrue after the decedent’s death must
be apportioned between the estate and the beneficiaries, depending on the income of the estate that
is allocable to each, and reported as a separate item on Schedule K-1.

Example 3. In 1998 the decedent’s estate realized $3,000 of business income during the administra-
tion of the estate. The personal representative distributed $1,000 of the income to the decedent’s
son, Ned, and $2,000 to another son, Bill. The allowable depreciation on the business property is
$300. Ned can take a deduction of $100 (($1,000 - $3,000) X $300), and Bill can take a deduction
of $200 (($2,000 + $3,000) x $300). Depreciation is allocated on the K-1.

Example 4. Assume that a business building was owned by the decedent and his wife as tenants
in common, and that the decedent’s estate administered his share of the property. The estate will
calculate depreciation on its portion and the wife on hers. Note: The estate will have a tax basis
for its one-half share that will be different from the wife’s basis for her one-half because of the
step-up-in-basis rules. [see I.R.C. §1014]

J. ESTATE ADMINISTRATION EXPENSES

e Expenses of administering an estate can be deducted either from the gross estate in figuring
the federal estate tax on Form 706 or from the estate’s gross income in figuring the estate’s
income tax on Form 1041.

However, these expenses cannot be claimed for both estate tax and income tax purposes. In
most cases, this rule also applies to expenses incurred in the sale of property by an estate (not as
a dealer).

e To prevent a double deduction, amounts otherwise allowable in figuring the decedent’s taxable
estate for federal estate tax on Form 706 will not be allowed as a deduction in figuring the
income tax of the estate or of any other person unless the personal representative files a
statement, in duplicate, that the items of expense, as listed in the statement, have not been
claimed as deductions for federal estate tax purposes and that all rights to claim such deductions
are waived.

e One deduction or part of a deduction can be claimed for income tax purposes if the appropriate
statement is filed, while another deduction or part is claimed for estate tax purposes.

[IRS Pub. 559.]
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Estate and Trust Administration Expenses—2% Floor

Generally, under L.LR.C. 867(e), costs paid in connection with the administration of an estate or
trust, such as trustee commissions, accounting costs, legal fees, and investment counseling fees, are
deductible as administration fees not subject to the 2% floor for miscellaneous itemized deductions.
However, these expenses should be unique to the trust or estate in order to be fully deductible [see
O’Neill Jr., Irrevocable Trust v. Commissioner, 98 T.C. 227, rev'd, 994 F.2d 302 (6th Cir. 1992)].

Note: Unique means expenses that would not have been incurred if the property were not held in the
trust or estate.

K. DOUBLE DEDUCTIONS ALLOWED FOR ACCRUED EXPENSES

e The rules preventing double deductions do not apply to deductions for taxes, interest, business
expenses, and other items accrued at the date of death.

e These expenses are allowable as a deduction for estate tax purposes as claims against the estate
and also are allowable as deductions in respect of a decedent for income tax purposes.

e Deductions for interest, business expenses, and other items not accrued at the date of the
decedent’s death are allowable only as a deduction for administration expenses for both estate
and income tax purposes and do not qualify for a double deduction.

[IRS Pub. 559.]

L. EXPENSES ALLOCABLE TO TAX-EXEMPT INCOME

e When figuring the estate’s taxable income on Form 1041, do not deduct administration
expenses allocable to any of the estate’s tax-exempt income.

M. FILING REQUIREMENTS

Every domestic estate with gross income of $600 or more during a tax year must file a Form 1041. If
one or more of the beneficiaries of the domestic estate are nonresident alien individuals, the personal
representative must file Form 1041, even if the gross income of the estate is less than $600.

N. DISTRIBUTABLE NET INCOME [ESTATES AND TRUSTS]

The income tax concept used to sort out the amount of a distribution that is treated as income is
“distributable net income” (DNI).

DNI is important for both the estate’s income tax return and the beneficiaries’ returns. It
sets the limit for the estate’s distribution deduction [I.R.C. 8651(b)] and the limit for the income
that must be reported by the beneficiaries [1.R.C. 8652(a)]. The purpose of this concept is to put
estates on an equitable footing regarding income and deductions, rather than relying on local
law or the will to allocate income and deductions between the estate and the beneficiaries.
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DNl is defined in 1.R.C. 8643(a) as the taxable income of the estate modified as follows:

1. No deduction is allowed for distributions to beneficiaries.
2. The $600 personal exemption deduction under 1.R.C. §642(b) is not allowed.

3. Capital gains and losses are not included to the extent they are allocated to the corpus and are
not distributed to a beneficiary or set aside for charitable purposes.

4. Tax-exempt interest, reduced by the deductions that are allocated to it that are disallowed, is
included.

Distributable Net Income—Distribution Deductions

The basic rules for calculating DNI are included in 1.R.C. 8643. See I.R.C. 8651 for simple trust rules
and 1.R.C. §8661-663 for the rules applying to complex trusts. Fortunately, Schedule B of Form 1041
is very helpful in driving the practitioner to a final number for DNI.

The following trust example is taken from Trust Administration (lllinois Institute for Continuing
Legal Education, 1992, Supp. 1995, 2395 West Jefferson St., Springfield, IL. 62702.)

The following example illustrates the general rule for determining the amount of DNI. A trust that is
required to distribute all of its income currently has the following items of income and expenses for
trust accounting purposes in the current taxable year. Capital gains and half of the trustee’s fee are
assumed allocable to corpus under local law.

Dividends $25,000
Tax-exempt interest 15,000
Net long-term capital gains 10,000
Trustee Fee
Allocable to income (2,200)
Allocable to principal (2,200)

Trust income for fiduciary accounting purposes is determined by the trustee to be

Dividend $25,000
Tax-exempt interest 15,000

$40,000
Trustee fees allocable to income (2,200)
Trust income $37,800

The amount required to be distributed currently by the trustee to the beneficiary for fiduciary accounting
purposes is $37,800. This distribution will discharge the trustee’s obligations under the trust instrument
to distribute all income. However, how much of this distribution will be deductible by the trustee? And
how will this distribution be characterized in the hands of the beneficiary—as income or principal, and, if
income, as what type of income? In other words, how much of this distribution carries out DNI?
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The DNI is computed as follows:

Dividends $25,000

Tax-exempt interest $15,000

Less: Expenses allocable thereto (1,650) 13,350
$38,350

Deductions: Trustee fee ($4,400 — 1,650) (2,750)

Distributable net income $35,600

Note that for purposes of computing DNI the trustee has allocated $1,650 (15,000/40,000 X 4,400) of
the total trustee’s fee to the production of tax-exempt income. Treas. Reg. §1.652(b)-3(b). See also
Rev. Rul. 77-355, 1977-2 C.B.82. This Revenue Ruling holds that while the total trustee fee must be
taken into account, amounts not actually distributable to the beneficiary—such as capital gains—may
not be included in the formula for determining the proportion of the trustee’s fee to be allocated to
tax-exempt income.

DNI now becomes a reference point for (a) measuring the amount of taxable income deductible by the
trust or retained by the trust and taxable to it; (b) measuring the amount of taxable income distributed
to the beneficiaries and taxable to them; and (¢) determining the character of amounts distributed to the
beneficiaries or retained by the trust. Treas. Reg. §1.643(a)-0.

Simple Trust

In computing its taxable income, a simple trust is allowed a deduction for the amount of income
required to be distributed currently to beneficiaries under the terms of the trust agreement. If the
amount of income required to be distributed currently exceeds the DNI, the amount of deduction is
limited to the DNI. For this purpose, however, DNI does not include items (such as tax-exempt interest)
not included in the gross income of the trust. Code 8651(b).

Deduction for Distributions to Beneficiaries

The computation of the distributions deduction for a simple trust may be illustrated by reference
to the foregoing example in which DNI, which included tax-exempt interest, was determined to be
$35,600. Therefore, DNI must be further adjusted to exclude tax-exempt interest, as follows:

DNI $35,600
Less: Tax-exempt interest less expenses 13,350
Distributions deduction $22,250

Since the income required to be distributed currently ($37,800) exceeds DNI as adjusted ($22,250),
the trustee deducts $22,250 as the distribution deduction allowable for this trust. Code 8651(a). Under
these facts, the beneficiary receives a distribution of $37,800 but is taxable on only $22,500 of income
from the trust.
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Example 5. Pedro died on March 15, 1998. His estate received $4,200 of interest income on July 17,
1998. On September 13, 1998, his estate received a $10,000 dividend. The estate has no deductions
other than the personal exemption deduction.

If the beneficiaries of Pedro’s estate are in the 28% income tax bracket, income taxes can be
minimized by leaving $4,600 of the income in the estate and distributing the remainder of the income
to the beneficiaries. The first $600 of the $4,600 left in the estate is exempt due to the $600 personal
exemption deduction allowed to an estate [I.R.C. 8642(b)]. The next $1,700 is taxed at the rate of
15%, and the remaining $2,300 is taxed at the rate of 28% [I.R.C. 81(e)].

One method of leaving $4,600 in the estate’s first tax year is to choose a year end that falls
between the distribution of interest and dividends. For example, Pedro’s executor could choose
a year ending on August 31, 1998.

Another method of leaving $4,600 in the estate’s first tax year is to make a $10,000 distribution
to beneficiaries that carries out income before ending the first tax year. For example, if the will
permits, Pedro’s executor could distribute $10,000 of income to beneficiaries in January of 1999 and
choose January 31, 1999, as the end of the first tax year. That will allow the estate to claim a $10,000
distribution deduction in addition to the $600 personal exemption deduction, and therefore reduce
its taxable income to $4,000—which will be taxed at no more than the 28% marginal rate. The 1999
distribution to the beneficiaries will allow them to delay reporting this income from the distribution
until April 2000 if they are calendar-year taxpayers.

O. ALLOCATION OF INTEREST AND DIVIDEND INCOME [ESTATES AND TRUSTS]

If the estate receives interest and/or dividend income, that income must be allocated between
the estate and the beneficiaries, and the beneficiaries’ portion must be allocated among them.

Expenses must be allocated between taxable and tax-exempt income. These allocations are made
by first calculating DNI for each type of income and then allocating the lesser of DNI or the amount
distributed among the beneficiaries.

Example 6. The Estate of John R. Smith received $1,000 of dividends, $9,000 of taxable interest,
and $5,000 of tax-exempt interest during its taxable year, which ended October 31, 1998. The estate
paid $100 of income taxes, $1,500 of other expenses not directly related to any of the income, and
$400 of expenses attributable to the tax-exempt interest. The estate distributed $2,500 to each of the
beneficiaries, Sally and Billy. The following table shows the calculation of each beneficiary’s taxable
distribution:
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Tax-Exempt
Dividends Taxable Interest Interest Total
Income $1,000 $9,000 $5,000 $15,000
Less deductions
Not attributable
Taxes? 100 100
Fiduciary fees? 1,000 500 1,500
Attributable® 400 400
Total deductions 1,000 100 900 2,000
DNI -0- 8,900 4,100 13,000
Distributions
Sally* -0- 1,712 788 2,500
Billy* -0- 1,712 788 2,500
Total Distributions -0- 3,424 1,576 5,000

'Expenses that are not attributable to tax-exempt income and are not directly
attributable to a class of taxable income can be allocated among the classes
in any manner [Treas. Reg. §1.652(b)-3(b)]. For simplicity, all of the taxes are
allocated to interest income in this example.

2Expenses that are not directly attributable to any class of income but are in-
directly attributable to tax-exempt income must be allocated pro rata to tax-
exempt income. The amount not allocated to tax-exempt income can be allo-
cated in any manner to taxable income [Treas. Reg. 81.652(b)-3(b)]. Therefore,
since tax-exempt interest is one-third of all income ($5,000/ $15,000), one-third
of the fiduciary fees are allocated to the tax-exempt interest. The remaining
$1,000 of fees can be allocated in any manner between the two classes of tax-
able income. For simplicity, the remaining $1,000 is allocated to dividend income
in this example.

3The $400 of expenses attributable to the tax-exempt income must be allocated
to that class.

4Since the amount that was distributed is less than the DNI, the taxable income
that Sally and Billy must report is limited to the portion of the distributions allo-
cable to taxable income [I.R.C. §662(a)]. That amount is calculated by multiply-
ing the amount distributed to a beneficiary ($2,500) by a fraction in which the
numerator is the DNI allocated to taxable interest ($8,900) and the denominator
is the total DNI ($13,000): $2,500 X $8,900/$13,000 = $1,712.

P. DISTRIBUTIONS TO BENEFICIARIES—SPECIAL RULES [ESTATES AND TRUSTS]

Some special rules apply for determining the deduction allowable to the estate for distributions
to beneficiaries and the amount includible in the beneficiary’s gross income.

Bequest

A bequest is the act of giving or leaving property to another through the last will and testament.
Generally,| any distribution of income (or property in kind) to a beneficiary is an allowable deduction
to the estate and is includible in the beneficiary’s gross income to the extent of the estate’s distributable
net income.
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However, it will not be an allowable deduction to the estate and will not be includible in the
beneficiary’s gross income if the distribution meets three tests:

1. Itis required by the terms of the will,
2. Itis a gift or bequest of a specific sum of money or property, and
3. Itis paid out in three or fewer installments under the terms of the will.

Specific sum of money or property. To meet this test, the amount of money or the identity of
the specific property must be determined by the decedent’s will. To qualify as specific property, the
property must be identifiable both as to its kind and as to its amount.

Example 7. Dave Rogers’s will provided that his son, Ed, receive Dave’s interest in the Rogers-Jones
partnership. Dave’s daughter, Marie, would receive a sum of money equal to the value of the
partnership interest given to Ed. The bequest to Ed is a gift of a specific property ascertainable at the
date of Dave Rogers’s death. The bequest of a specific sum of money to Marie is determinable by the
same will on the same date.

The following distributions are not bequests that meet all of the three tests listed earlier that
allow a distribution to be excluded from the beneficiary’s income:

e Paid only from income. An amount that can be paid only from current or prior income of the
estate does not qualify even if it is specific in amount and there is no provision for installment
payments.

e An annuity. An annuity or a payment of money or of specific property in lieu of, or having the
effect of, an annuity is not the payment of a specific property or sum of money.

e Residuary estate. If the will provides for the payment of the balance or residue of the estate to a
beneficiary of the estate after all expenses and other specific legacies or bequests, that residuary
bequest is not a payment of a specific property or sum of money.

¢ Gifts made in installments. Even if the gift or bequest is made in a lump sum or in three or
fewer installments, it will not qualify as a specific property or sum of money if the will provides
that the amount must be paid in more than three installments.

[IRS Pub. 559.]

The regulations provide guidance in determining which distributions are deductible.

Summary of Treas. Reg. §1.661(a)-2. Deduction for distributions to beneficiaries.

(@) In computing the taxable income of an estate or trust there is allowed as a deduction for
distributions to beneficiaries the sum of:

(1) The amount of income for the taxable year which is required to be distributed currently,
and

(2) Any other amounts properly paid or credited or required to be distributed for such taxable
year.

[However, the total amount deductible cannot exceed the distributable net income.]

(b) The term “income required to be distributed currently” includes any amount required to be
distributed which may be paid out of income or corpus (such as an annuity), to the extent it
is paid out of income for the taxable year. [See §1.651(a)-2 (below) which sets forth additional
rules which are applicable in determining whether income of an estate or trust is required to be
distributed currently.]
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(c) The term “any other amounts properly paid or credited or required to be distributed” includes
all amounts properly paid, credited, or required to be distributed by an estate or trust during
the taxable year other than income required to be distributed currently. Thus, the term includes
the payment of an annuity to the extent it is not paid out of income for the taxable year, and a
distribution of property in kind [see paragraph (f)].

(d) The terms “income required to be distributed currently” and “any other amounts properly paid
or credited or required to be distributed” also include any amount used to discharge or satisfy
any person’s legal obligation as that term is used in §1.662(a)-4.

(e) The terms “income required to be distributed currently” and “any other amounts properly paid
or credited or required to be distributed” include amounts paid, or required to be paid, during
the taxable year 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. [The term “any other amounts properly paid or
credited or required to be distributed” does not include the value of any interest in real estate
owned by a decedent, title to which under local law passes directly from the decedent to his heirs
or devisees.]

(f) If property is paid, credited, or required to be distributed in kind:

0 (1) No gain or loss is realized by the trust or estate (or the other beneficiaries) by reason of the
0 distribution, unless the distribution is in satisfaction of a right to receive a distribution in a
specific dollar amount or in specific property other than that distributed.
(2) In determining the amount deductible by the trust or estate and includable in the gross
income of the beneficiary the property distributed in kind is taken into account at its fair
market value at the time it was distributed, credited, or required to be distributed.

(3) The basis of the property in the hands of the beneficiary is its fair market value at the time it
was paid, credited, or required to be distributed, to the extent such value is included in the gross
income of the beneficiary.

To the extent that the value of property distributed in kind is not included in the gross income
of the beneficiary, its basis in the hands of the beneficiary is governed by the rules in sections
1014 and 1015 and the regulations thereunder.

Summary of Treas. Reg. §1.651(a)-2. |Income required to be distributed currently.|

e (a) The determination of whether trust income is required to be distributed currently depends
upon the terms of the trust instrument and the applicable local law.

e For this purpose, if the trust instrument provides that the trustee in determining the distributable
income shall first retain a reserve for depreciation or otherwise make due allowance for keeping
the trust corpus intact by retaining a reasonable amount of the current income for that purpose,
the retention of current income for that purpose will not disqualify the trust from being a “simple”
trust.

e The fiduciary must be under a duty to distribute the income currently even if, as a matter of
practical necessity, the income is not distributed until after the close of the trust’s taxable year.

e For example: Under the terms of the trust instrument, all of the income is currently distributable
to A. The trust reports on the calendar year basis and as a matter of practical necessity makes
distribution to A of each quarter’s income on the fifteenth day of the month following the close of
the quarter.

e The distribution made by the trust on January 15, 1955, of the income for the fourth quarter of
1954 does not disqualify the trust for treatment in 1955 under section 651, since the income is
required to be distributed currently.
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o However, if the terms of a trust require that none of the income be distributed until after the year
of its receipt by the trust, the income of the trust is not required to be distributed currently and
the trust is not a simple trust [For definition of the term “income” see I.R.C. 8643(b) and Treas.
Reg. §1.643(b)-1].

e (b) Itisimmaterial, 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.

e 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.

Q. DETERMINATION OF WHETHER A GIFT OR BEQUEST IS INCLUDED IN GROSS INCOME
OF BENEFICIARY—REGULATION EXAMPLES [ESTATES AND TRUSTS|

The regulations provide rather clear interpretive rules. Treas. Reg. 81.663(a)-1.

Example (1). Under the terms of a will, a legacy of $5,000 was left to A, 1,000 share of X company
stock was left to W, and the balance of the estate was to be divided equally between W and X.
No provision was made in the will for the disposition of income of the estate during the period
of administration. The estate had income of $25,000 during the taxable year 1954, which was
accumulated and added to corpus for estate accounting purposes. During the taxable year, the
executor paid the legacy of $5,000 in a lump sum to A and transferred the X company stock to W.
No other distributions to beneficiaries were made during the taxable year. The distributions to A
and W will qualify as exclusions.

Example (2). Under the terms of a will, the testator’s estate was to be divided equally between A and
B. No provision was made in the will for the disposition of income of the estate during the period
of administration. The estate had income of $50,000 for the taxable year 1954. In accordance with
an agreement among the beneficiaries that part of the assets of the estate would be distributed
in kind to the beneficiaries, stock in corporation X was distributed to A during 1954. The fair
market value of the stock was $40,000 on the date of distribution. No other distribution was made
during the year. The distribution does not qualify as an exclusion, since it is not a specific gift to
A required by the terms of the will. Accordingly, the fair market value of the property ($40,000)
represents a deductible distribution [Section 661(a) and section 662(a)].

Example (3). Under the terms of a trust instrument, income is to be accumulated during the
minority of A. Upon A’s reaching the age of 21, $10,000 is to be distributed to B out of the income
or corpus. Also at that time, $10,000 is to be distributed to C out of the accumulated income and
the remainder of the accumulations are to be paid to A. A is then to receive all the income until
he is 25, when the trust is to terminate. Only the distribution to B would qualify for exclusion.

o A gift or bequest of a specific sum of money or of specific property is not disqualified solely because
its payment is subject to a condition. For example, provision for a payment by a trust to beneficiary
A of $10,000 when he reaches age 25, and $10,000 when he reaches age 30, with payment over
to B of any amount not paid to A because of his death, is a gift to A of a specific sum of money
payable in two installments, even though the exact amount payable to A cannot be ascertained
with certainty under the terms of the trust instrument.
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(c) Installment payments. (1) In determining whether a gift or bequest of a specific sum of money
or of specific property is required to be paid or credited to a particular beneficiary in more
than three installments—

(i) Gifts or bequests of articles for personal use (such as personal and household effects,
automobiles, and the like) are disregarded.

(ii) Specifically devised real property, the title to which passes directly from the decedent to
the devisee under local law, is not taken into account, since it would not constitute an
amount paid, credited, or required to be distributed.

(iii) All gifts and bequests under a decedent’s will (which are not disregarded under (i) and
(ii) above) for which no time of payment or crediting is specified, and which are to be
paid or credited in the ordinary course of administration of the decedent’s estate, are
considered as required to be paid or credited in a single instaliment.

(iv) All gifts and bequests (which are not disregarded under (i) end (ii) of above) payable
at any one specified time under the terms of the governing instrument are taken into
account as a single installment.

For purposes of determining the number of installments paid or credited to a particular beneficiary, a
decedent’s estate and a testamentary trust is each treated as a separate entity.

R. CAPITAL GAINS AND LOSSES—TAXABLE TO FIDUCIARY OR BENEFICIARY
[ESTATES AND TRUSTS]

Capital gains and losses are occasionally considered as paid to the beneficiary (and are
therefore treated as a part of DNI). However, they are usually taxable to the estate or trust. The
regulations are helpful in making the determination:

Treas. Reg. 81.643(a)-3. Capital gains and losses.

(a) Exceptas provided in §1.643(a)-6, gains from the sale or exchange of capital assets are ordinarily
excluded from distributable net income and are not ordinarily considered as paid, credited, or
required to be distributed to any beneficiary unless they are:

(1) Allocated to income under the terms of the governing instrument or local law by the
fiduciary on its books or by notice to the beneficiary,

(2) Allocated to corpus and actually distributed to beneficiaries during the taxable year, or

(3) Utilized (pursuant to the terms or the governing instrument or the practice followed by the
fiduciary) in determining the amount which is distributed or required to be distributed.

However, if capital gains are paid, permanently set aside, or to be used for the purposes specified
in section 642(c), so that a charitable deduction is allowed under that section in respect of the
gains, they must be included in the computation of distributable net income.

(b) Losses from the sale or exchange of capital assets are excluded in computing distributable net
income except to the extent that they enter into the determination of any capital gains that are
paid, credited, or required to be distributed to any beneficiary during the taxable year (but see
§1.642(h)-1 with respect to capital loss carryovers in the year of final termination of an estate or
trust).
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Examples

(d) The application of this section may be illustrated by the following examples:

Example (1). A trust is created to pay the income to A for life, with a discretionary power in the trustee to
invade principal for A’s benefit. In the taxable year, $10,000 is realized from the sale of securities at a profit,
and $10,000 in excess of income is distributed to A. The capital gain is not allocated to A by the trustee.
During the taxable year the trustee received and paid out $5,000 of dividends. No other cash was received
or on hand during the taxable year. The capital gain will not ordinarily be included in distributable net
income. However, if the trustee follows a regular practice of distributing the exact net proceeds of the sale
of trust property, capital gains will be included in distributable net income.

Example (2). The result in example (1) would have been the same if the trustee had been directed to pay
an annuity of $15,000 a year to A (instead of being directed to pay the income to A with a discretionary
power to distribute principal).

Example (3). The trustee of a trust containing Blackacre and other property is directed to hold Blackacre
for ten years, and then sell it and distribute its proceeds to A. Any capital gain realized from the sale of
Blackacre will be included in distributable net income.

Example (4). A trust instrument directs that the income shall be paid to A, and that the principal shall be
distributed to A when he reaches age 35. All capital gains realized in the year of termination will be included
in distributable net income. (See §1.641(b)-3 for the determination of the year of final termination and
the taxability of capital gains realized after the terminating event and before final distribution.)

Example (5). If in example (4) the trustee had been directed to distribute half of the principal to A when
he reached 35, the capital gain would be included in distributable net income (and in the distribution to
A) to the extent the capital gain is allocable to A under the governing instrument and local law. Thus, if
the trust assets consisted entirely of 100 shares of corporation M stock and the trustee sold half the shares
and distributed half the proceeds to A, the entire capital gain would normally be considered as allocated
to A. On the other hand, if the trustee sold all the shares and distributed half the proceeds to A, half the
capital gain would be considered as allocable to A.

Example (6). If in example (4) the trustee had been directed to pay $10,000 to B before making distribution
to A, no portion of the capital gains would be allocable to B since the distribution to B is a gift of a specific
sum of money within the meaning of section 663(a)(1) [Reg. §1.643(a)-3].

[Also see Rev. Rul. 68-392.]

Allocation of Principal and Income

This allocation is sometimes perplexing to the executor or trustee. Sometimes the will or trust
instrument provides guidance. If not, state law will control. Generally, state law is found in the
state’s Principal and Income Act. Most states have adopted the Uniform Principal and Income
Act. As a result, the provisions governing allocations are similar from state to state. However, the
appropriate state statute should be carefully reviewed.

¢ The lllinois Principal and Income Act defines receipts that are generally allocated to principal
as follows:

(b) ...Principal includes:

(1) consideration received by the trustee on the sale or other transfer of principal or on
repayment of a loan or as a refund or replacement or change in the form of principal;

(2) proceeds of property taken on eminent domain proceedings;
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(3) proceeds of insurance upon property forming part of the principal except proceeds of
insurance upon a separate interest of an income beneficiary;

(4) stock dividends, receipts on liquidation of a corporation and other corporate distributions,
as provided in Section 7;

(5) receipts from the disposition of bonds or other obligations, as provided in Section 8;
(6) receipts from disposition of natural resources, as provided in Sections 10 and 11;

(7) receipts from other principal subject to depletion, as provided in Section 12;

(8) any profit resulting from change in the form of principal;

(9) any allowances for depreciation established under Section 9 and paragraph (2) of subsec-
tion (a) of Section 14;

(10) receipts from the granting of options.
¢ Income in respect of a decedent (I.R.C. 8691) is allocated to principal as follows:

(b) In the administration of a decedent’s estate or of an asset becoming subject to a trust by reason
of a will or by reason of the death of a decedent, income which is earned or accrued to the date
of death of the decedent but not yet payable, including, but not limited to, income in respect of
a decedent, or which is due but not yet paid, shall be added to principal when received. [85(b)
of the Illinois Act]

S. HOLDING PERIOD

An estate (or other recipient) that acquires a capital asset from a decedent and sells or otherwise
disposes of it within one year of the decedent’s death is considered to have held that asset for the
required long-term holding period of more than one year.

T. BASIS OF ASSET
The basis used to figure gain or loss for property the estate receives from the decedent usually is its

fair market value at the date of death, or at the alternate valuation date. The exception is for items
that are considered to be I.R.C 8691 property—Income in respect of a decendent.

FIDUCIARY TAX PROBLEM

The following facts are used in all of the following scenarios to illustrate the preparation of
the decedent’s final income tax return and the income tax return of the estate. In all of the
scenarios, the estate elects the calendar year.

e Ace Retired was born on January 28, 1925. He was married to Alice Retired, who was born on
February 10, 1928. They have a son, Robert, who is an adult. Ace died on May 1, 1998. The
following tables analyze the assets Ace owned at the time of death.

¢ Assume that the estate has waived the right to deduct (on Form 706) any expenses that qualify
as both an estate tax deduction and as an income tax deduction.
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|Asset Analysis|

May 1, 1998 (Cost)
Asset Fair Market Value  Depreciation Tax Basis Ownership at Death

1. 100 shares of Go Go $ 40,000 N/A $ 4,000 Ace

stock
2. 1,000 shares of High $100,000 N/A $ 50,000 Ace
Flyer Mutual Fund
3. Four vacant lots $ 10,000 N/A $ 5,000 Ace
4, Little Bank CD $ 10,000 N/A $ 10,000 Ace
(all) (all) (all)
5. Rental home $ 50,000 $ 31,050 $ 13,950 Ace and Alice
18-yr ACRS (joint tenancy)—
acquired April 28,
1985
(all) (all) (all)
6. 300 acres farmland $900,000 $ 10,000 $100,000 Ace and Alice as
(unimproved) tenants in com-
mon

7. Installment obligation $150,000 N/A $ 75,000 Ace

received on sale of
property to son; con-
tract amount $200,000,
basis $100,000; of 20
payments 5 have been
made (GPP—50%)

8. Keogh plan $120,000 N/A $ 0 Ace—{Alice ben-
eficiary]

9. Personal residence $200,000 N/A $ 50,000 Acquired 1980
(joint tenancy)
with Alice

10. Auto $ 15,000 N/A $ 20,000 Joint tenancy
with Alice
Taxable estate [As- $760,000

sumes no deduction
other than joint tenancy
and Keogh plan marital
deductions]
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Income and Expenses Analysis 1998|

Ownership
after Date
Asset Prior to Date of Death After Date of Death of Death
1. 100 shares of Go Go stock $100 dividends received $200 dividends received Estate
2. 1,000 shares of High Flyer $1,000 tax-exempt dividend $3,000 tax-exempt dividend Estate
Mutual Fund received received
$1,000 long-term capital gain $1,000 long-term capital gain
received received
3. Four vacant lots No expenses $2,000 property tax Estate
No income $12,000 received on sale
by estate on 12/20/98
4, Little Bank CD $250 interest received $350 interest received Estate
5. Rental home $2,500 rent received $3,500 rent received Alice
$200 legal fee paid $2,000 property taxes paid
$500 repairs paid $500 insurance paid
$750 depreciation? $500 repairs paid
$1,394 depreciation?
6. 300 acres of farmland $6,000 received from sale $4,000 received from sale Alice—
(unimproved) (Ace did not of corn of soybeans one-half
materially participate.) $1,000 paid for seed $20,000 received from sale Estate—
$2,000 paid for fertilizer of feeder calves one-half
$8,400 paid for property taxes
$1,600 paid for chemicals
$1,000 paid for repairs
$1,000 paid for insurance
[Total—100% of expenses and
income]
7. Installment obligation Nothing received $10,000 principal received Estate
received on sale of unim- 1$9,000 interest received|
proved property to son; con-
tract amount $200,000, basis
$100,000; 5 of 20 payments
have been made; GPR is 50%
8. Keogh plan $5,000 distribution received Alice
9. Personal residence No expenses $4,000 property taxes paid Alice
10. Auto No deductible expenses No deductible expenses Alice

0ne-third of the 1998 depreciation is claimed for the period before death since death occurred one-third of the
way through the year ($45,000 X 5% X Y3 = $750).
2Two-thirds of the 1998 depreciation is claimed for the half that Alice owned before Ace’s death ($22,500 X 5% X
2/3 = $750). The half that Alice received upon Ace’s death is depreciated using a date-of-death value basis and a
new life as if it were placed in service on the date of death ($25,000 X 2.576% = $644.) ($750 + $644 = $1,394).
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Other Estate Expenses

during 1998

Attorney fees $3,000
Accounting fees 1,000
Burial expenses 3,000
Appraisal fees 500

Alice received $6,894 in wages from her employment as a teacher’s aide.

SCENARIO #1|

Ace’s will leaves all assets to Alice. Under state law, the executor of the estate is to take possession
of and administer both personal and real property. The executor has discretion to distribute or not
distribute income. On December 1, 1998, the executor distributed $15,000 to Alice.

Step One—Prepare the Estate 1041—Alice received an estate distribution so we need the K-1 before
doing the decedents final return.

1998 Income Tax Return for the Estate—Form 1041

Income earned after the date of death and before January 1, 1999, on assets that are owned by the
estate are reported on lines 1 through 9 of Form 1041. Notice that only one-half of the income from
the sale of soybeans and feeder calves and one-half of the farm expenses after the date of death are
reported on the estate’s Form 4835, since the farm was owned as tenants in common by Ace and Alice
before his death, and therefore it is owned by the estate and Alice after his death. The soybeans and
feeder calves do not get a basis adjusted to the date-of-death value because Ace was a nonmaterially
participating landowner when he received the beans and calves as his share of the crop and livestock
under a share lease. [This is I.R.C. 8691, Income in Respect of a Decedent.]

Deductions for expenses that are paid by the estate after the date of death are reported on lines
10 through 21 of Form 1041. The $2,000 of taxes reported on line 11 are the property taxes paid on
the vacant lots. Taxes paid on the farmland are reported on Form 4835.

The total tax reported on line 24 is calculated on Schedule D.

Schedule B (Form 1041)—Income Distribution Deduction. The tax-exempt income (asset #2) that is
reported on line 12 is calculated by multiplying the $3,000 of tax-exempt income by a fraction. The
numerator of the fraction is the income required to be distributed currently, and the denominator is
the distributable net income ($3,000 X $15,000/$12,050 = $3,734(limited to 3,000)).

Schedule 1 (Form 1041)—Alternative Minimum Tax. The $2,000 adjustment for real property taxes
results in a different income distribution deduction on a minimum tax basis (line 28) compared
to the income distribution deduction for regular tax purposes (line 15 of Schedule B), because it
increases the denominator of the fraction used to calculate the tax-exempt income reported on line
28 ($3,000 X $15,000/$15,050 = $2,990).
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The estate’s share of the alternative minimum taxable income is less than the $22,500 exemption.
Therefore, the estate does not owe any alternative minimum tax.

Form 4835. The estate uses Form 4835 to report income and expenses from the farm lease. Note that
the soybeans and feeder calves have a zero basis. They did not get a date-of-death value basis since
Ace was a nonmaterially participating landowner when he received them as his share of the crop and
livestock. If Ace had been materially participating, the basis of the beans and calves would have been
adjusted to their date-of-death value, and the sale would have been reported on lines 1 of form 4835.

Form 6252. The estate uses the same gross profit ratio that [50%] Ace used to report gain from
payments on the installment contract. [This is also I.R.C. 8691 income.]

Schedule K-1 (Form 1041). The $15,000 that Alice received from the estate is allocated among the
types of income received by the trust on a pro rata basis. That allocation is done by multiplying the
net income received by the estate in each category by a fraction.

Alice only pays tax on the amount shown on the K-1. The rest of the $15,000 distribution is a
nontaxable inheritance.

The numerator of the fraction is the $15,000 Alice received, and the denominator is the
$12,050 of distributable net income.

The net income received in each category is the gross income for that category reduced by
deductions that are attributable to that category. If the deductions for a given category exceed
income from that category, the excess can be deducted from any category the taxpayer chooses,
except that excess expenses allocable to tax-exempt income cannot be deducted from another
category [Treas. Reg. 881.652(b)-3(a) and (d)].

Deductions that are not attributable to any one category can be allocated to any category the
taxpayer chooses, except that a pro rata share must be allocated to tax-exempt income [Treas.
Reg. 81.652(b)-3(b)].

In this example, all of the expenses are attributable to the four vacant lots. Since they did not
generate income, the taxpayer chose to allocate those expenses to the interest income.

179

Copyrighted by the Board of Trustees of the University of lllinois.
This information was correct when originally published. It has not been updated for any subsequent law changes.



1998 Workbook

The $15,000 that was distributed to Alice is allocated as follows:

Interest

Amount received by estate $9,350

Minus deductions allocated $6,500

Total distributable $2,850

Times allocated fraction (1) (2)

Interest distributed to Alice $2850.00

Dividends

Amount received by estate $200
Times allocation fraction (1)
Dividends distributed to Alice $200

Farm Rental Income

Amount received by estate $6,000
Times allocation fraction (1)
Farm rental income distributed to Alice $6,000

Tax-Exempt Income

Amount received by estate $3,000

Times allocation fraction (1)

Tax-exempt income distributed to Alice $3,000
Total $12,050

(1) Doesn't apply because the distribution to Alice was
greater (15,000) than the DNI (12,050).

(2) If for example the DNI was $30,000 then the “times al-
located fraction would be 15,000/30,000 or .50 and interest
allocated to Alice would be 2850 X .50 or $1425

On line 13c of Schedule K-1, Alice’s share of gross farm income is reported for purposes of
calculating her gross income from farming for provisions such as the exception to the estimated tax
penalty under 1.R.C. 86654(i). It is calculated by using the same fraction that was used to allocate net
income ($6,000 X $15,000/$12,050 = $7,469).

Note: Not all required schedules and attachments are included in the following pages.
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Depantment of the Treasury—internal Revenue Sernce
..5. 1041 U.S. Income Tax Return for Estates and Trusts 1]@97

For calendar year 1997 or fiscal year beginning. 1997, and ending .19 OMB No 15450092
A Type of entity Name of edate or rust (If & grantor type Urust, see page 8 of the imsructions ) € Employ fi
B Decedent's estate The Estate Of ACC SI'I'Tth 6 :1000327
O sempie rust D Date entry created
Dcarnplelu\nl. 5—; = ?8
D Grantor type tust Name and (e of fiduciary € Nonexempt chardabie and spi.-
! . check apphcable
D Banksuptcy estate-Ch 7 J-Oe Sml'f'h EXeC o +0 r ;T':“m 10 of the
Duumcyume—cr& 11 | Number, sucet. and room of sute no (f a PO box. see page 8 of the mnstructions ) nuCbons)
[.:l:owa-:mmm = Your STI"EET D Descnbed n section 4947(a)1)
B umber of Schedules K- Cay o town, state, and Z2IP code [:] Not a private foundation
ey Your To wn, Your ng te I/ [ Described in section 4947(a)2)
4 g[?l(::uwc Intial return D Final return D Amended returmn G Pooled mongage account [see page 10 of the mstrucuons)
boxes Change n fiducary’s name D Change n lduciary’s adaress D Bought D Sold Date
1 Interestincome . ASsets# 4 And #7 1 9350
2 Dwdends. . ASSet ¥ I 2 200
" 3 Business income or (loss) (attach Schcdulc Cor C EZ [Form 1040}] x 3
E| 4 capital gain or (loss) (attach Schedule D (Form 1041)Assets ¥ 3, and 2 4 8,000
81 5 Rents, royaltics, partnerships, other estates and tusts, etc. (attach Schcdule £ (Form 1040} 5 6,000
E| 6 Farmincome or (loss) (attach Schedule F (Form 1040) A A
7 Ordinary gain or (oss) (attach Form 4797) . . . . . . . . . . . . . . .. |2
8  Otherincome. List type and 3MOUNL ... ..iuiuieiiiinieiieiiisiisanenneansianeransanss 8
9 Totalincome. Combinclines 1through8 . . . . . . . . . . . . . . . .» |9123550 |
10 Interest. Chegk if Form 4952 isattached > OO . . . . . . . . . . . . . . . |10
11 Taxes . sset#3 ... ... ... ... . .....|n]l 20001
12 Fiduciary f(‘.‘l.".'S o = 2 e i 4
13 Chaitable deduction (from Schedule A, ine7) . . . . . . . . . . . . ... |13
" ul| £500
c (14 Attorney, accountant, and return preparer fees . | T r}
8 [15a Other deductions NOT subject to the 2% floor (attach schedde) . . . . . . . . . |15
8| b Allowable miscellancous itemized deductions subject to the 2% floor, . . . . . . . |15b
T [16  Total. Add lines 10 through 15b . . . . . . el 6,500 |
Q147 Adjusted total income or (loss). Subtract line 16 from line 9. Enter here and on Schedule 8, line 1 » | 17 17,060

18 Income distribution deduction (from Schedule B, line 15) (attach Schedules K-1 (Form 1041)) |18 | 9,050

19  Estate tax deduction {mdu(ﬁng certain gcncrabon sksppmg taxes) (attach computation) . . |19 B —
20 Reserved, . . . . 4 i ; T Ll
21  Exemption . . P SR R e w8 w21 600
22 Total deductions. Add lines 18, 19, and 21 . . . . . > |22] 9,650
23 Taxable income. Subtract line 22 from line 17. If a loss, sce page 14 ol the instructions | 23 | Z 400
24 Total tax (from Schedule G, line 8) . . . . .. 2l L3
« |25 Payments: a 1997 &stimated tax payments and arnounl apphcd ltom 1996 rcturn .. . |25a =
E b Estimated tax payments allocated to beneficiaries (from Form 1041-T) ., . ., . . . . |25b =
E. c Subtract line 25b from line 25a |, R I 2.~ o
@| d Tax paid with extension of time to file: O Form 2758 [ Fom 8736 [ Form 8800 |25d =
% e Federal income tax withheld. If any is from Form(s) 1099, check ®» O . . ., ., , . . [25e =
£ Other payments' f Form2439 ........................ ;gFomdI36 .., :Toal » [25h ==
x |26  Total payments. Add lines 25c through 25¢,and25h, . . . . . . . . . . .» |26
2|27 Estimated tax penalty (see page 15 of the instructions) . B 4 =
28 Tax due. If kine 26 1s smaller than the total of knes 24 and 27, cnlcl amoml owcd e . 28 f,- 315
29 Overpayment. If inc 26 is larger than the total of lincs 24 and 27, enter amount overpaid 29 =
30  Amount of linc 29 to be: a Credited to 1998 estimated tax b ; b Refunded > 30 -—
Please Under penalties of perjury, | declare that | have examened thrs return, ncluding accompanying schedules and statements, and U the best ol my knowicdge
S' and bebel, A 1s Wue, carrect, and complete. Declaration of preparer (othet than fiduciary) is based on all inf of w ich prep has any knowiedge
ngn X |X > :
ere Segnature of Mduciary or officer representing Nduciary Date EN of foucary € 8 franca! mtaton (see page 5 of The mucton)
Paid Preparer’s ’x Date o ser. Pnpnﬂ uchl security no.
| wensture empioyed O : :
PI'QP&I'H' s Frm’s name for x » :
Use Only | yours # se-empioyed) ’ £ {
and address 2IP code >
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EXITMIYY  Charitable Deduction. Do not complete for a simple trust of a pooled income fund.

1 Amounts paid or permanently set aside for chartable purposes from gross income (see page 15 | 1
2 Tax-exempt income allocable to charitable contributions (see page 16 of the instructions) 2
3 Subtract line 2 from line 1 . .. 3
4 Captal gans for the tax year allocated to corpus and pand o pamancmry set nsnde I'ot chatltable ptrpmes 4
S Addhnes 3 and 4 ]
6 Section 1202 exclusion allocabtle to capdal gasns pa-d or pcrmancntly set asode lor chamablc
purposes (see page 16 of the instructions) . . T i 6
7 Charitable deduction. Subtract hne 6 from 5. Enlcrrmeandmpagc‘l line 13 7
ST  income Distribution Deduction
1 Adusted total income (from page 1. ine 17) (sce page 16 of the instructions) 1| JZ050
2 Adjusted tax-exempt interest , 2 2,000
3 Total net gain from Schedule D (Form 1041) lme 16 column [1] {sm page IB of lhc mmcmm] 3
4 Enter amount from Schedule A, ine 4 (reduced by any allocable section 1202 exclusion). 4
5 Capaal gains for the tax year included on Schedule A. line 1 (see page 16 of the instructions) 5
6 Enter a in from 1. hne 4, as a ative number. If 1. ne 4, 15 a loss, enter the
loss as?::sxtwe mm : i L .. . |8 /8 000)
7 Distributable net income (DN). Combine lines 1 lhrough 6. I 2010 of less, enter -0-, . . 1 112,050
8 liacomplexuust.emcraccourmgmmtumemyearasL I
determined under the governing instrument and applicable local law |8
9 Income required to be distributed currently . . . PR K. (&)
10 Other amounts paid, credited, or otherwise required o be distributed . . . 10] [5000
11 Total distributions. Add lines 9 and 10. If greater than line 8, seepagenolthensuucmns 1| ISO0O0
12 Enter the amount of tax-exempt income includedonline 11 . . . . . . . . . . . . (121 3000
13 Tentative income distribution deduction. Subtract line 12 from line 11 ., . 13 12000
14 Tentative income distribution deduction. Subtract kine 2 from line 7. If zero or less. enter -0- | 14 o050
15 Income distribution deduction. Enter the smaller of line 13 or line 14 here and on page 1. line 18| 15 1050

I Tax Computation (see page 17 of the instructions)

1 Tax a [ Taxrate schedule or JX Schedule D (Form1041) . . |ta| 13/ 5
b Other taxes . . R -] &5
¢ Total. Add kines 1a and 1b. e Baba BEE REG B d w.e6 L0 1315
2a Foreign tax credit (attach Form 1116) . . . .. |2 —
b Check: ) Nonconventional source fuel credit (J Form 8834, . . | 2b —
¢ General business credit. Enter here and check whuch forms are attached:
O Form 3800 or [ Forms (specify) P .............cccovvvvvevreennnnnn 2¢ —
d Credit for prior year minimum tax (attach Form 8801) . . . . . L2d e
3 Total credits. Add lines 2athough2d . . . . . . . . . . . . . . ....» | 3] O
4 Subtract line 3 from line 1c . . 411315
S Recapture taxes. Check if from: [J Form 4255 [J Form 8611, . ] =
6 Alernative minimum tax (from Schedule I, line 42). . . . . . . . . . . 6 —
7 Household employment taxes. Attach Schedule H (Foom1040) . . . . . . . . . . . |7 =
8 Total tax. Add lines 4 through 7. Enter here andonpage 1, line 24 . . . . . . . . . P> 811315
Other Information
Yes| No
1 Did the estate or trust receive tax-exempt income? If “Yes.” attach a computation of the allocation of expenses. X<
Enter the amount of tax-exempt interest income and exempt-interest dividends > § .........3000.

2 D-dtheesuteortrustlecervealotanypanolwea:rmgslsauywages andothetcanpensaboo]olany
individual by reason of a contract assignment or similar arrangement? .
3 At any time during calendar year 1 dndlhecstateormmhaveannmstnoraswuxeormam

over a bank, securities, or other financial account in a foreign country? See page 19 ol the instructions for
exceptions and fiing requirements for Form TD F 90-22.1. If “Yes.,” enter the name of the foreign country

During the tax year, did the estate or trust recerve a distribution from, or was it the grantor of, or transferor to, a
foreign trust? If “Yes.” the estate or trust may have to file Form 3520 or 926. See page 19 of the instructions.

Did the estate or trust recerve, or pay, any seller-financed mortgage interest? If “Yes,” see page 19 lor required attachment .
if this s an estate or a complex trust making the section 663(b) election, check here (see page 19) . b D
To make a section 643(e)(3) election, attach Schedule D (Form 1041), and check here (seepage‘lgl .0
If the decedent’s estate has been open for more than 2 years, check here . i s D'D
Are any tust beneficiaries skip persons? See page 19 of the instructions .

X|X

wm~NO W,
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SCHEDULE K-1
(Form 1041)

Depanment of the Tieawsy
ternal Bevers Serwce

1998 Workbook

Beneficiary’s Share of Income, Deductions, Credits, etc.
for the calendar year 1997, or fiscal year

. 1997, ending
P Complete a separate Schedule K-1 for each beneficiary.

OMB No 15450092

19978

.19

Name of trust or decedent’s estate

The Estate of Ace Smith

DAMMNK-'I
[ Finat K1

Beneliciary’s identdying number »

Estate’s or trust's EIN »

161000327

Beneficiary's name, addeess, and ZIP code

Alice Smith

Fuducwary's name, address, and ZIP code

Ace Smith

Your Town, Your State 111/ Your Town, Your State 11111
(a) Allocabie share fem ) Amount & L*::_:!;m:rlgg:l z:ltr:h:‘ol:)?t’:m e
1 Interest, 1 Z,ﬁSO Schedule B, Part |, ine 1
2  Dwdends . " : 2 200 | Schedule B, Partll, ine §
3 Net short-term capital gam . 3 Schedule D, ine §
4  Netlong-term capital gan:  a 28% rate g.m 4a Schedule D, ine 12, column (g)
b Unrecaptured section 1250 gan .. 4b See the nstructions for Schedule D, kne 25
c Total for year 4c Schedule D. ine 12, column (1)
Sa Annuities, royaltes, and other nonpassive INCome
before d"m[)u apportioned deductions .. 5a Schedule E, Part 1ll, column (f)
b Depreciation , . . . - 5b Include on the applicable ine of the
C Depletion -« v wiw oo v w8 Sc appropnate tax form
d Amortization , . . . L. 5d
6a Trade of business, rmulrulemle lﬂd om« rental ncome
before directly apportioned deductions (see instructions) , | 6a 6,000 Schedule E, Part Il
bgpreciaum. Y e OB D ol w :: Include on the applicable line of the
¢ Depletion . . iate tax f
d_Amortization . i i 6d SRRRRTRAR AT
7 Income for minimum tax purposes . . . . 7 6,000 3
8 Income for reqular tax purposes (add kines 1, 2, 3 4c,
$a,and 62) . . 8 9,050
9 Adustment for mnu'mrn ux pu:poscs {subum Im
8 from line 7). ; iz eawl® o Form 6251, kne 12
10 Estate tax deduction (mdud-ng certain gcnctatm
skipping transfer taxes) , . ... R [ Schedule A, line 27
11 _Foreigntaxes. . . . . . . . . . . . . . IM Fotrrl!'llsot Schedchl’Fonﬂ'lOlOl line 8
12 Adjustments and tax preference items (temize): ) 2EATTE A N S S RIS BN Y
a Accelerated depreciaion . . . . . . . . . |12a Include on the applicable
b Depletion . . . . . . . . .. ..... 2 line of Form 6251
c Amortization , . . . . . . . . . . . . . |12
d Exclusion items , A . |12d 199& Form 8801
13 Deductions in the final ycarollrustot decedent's estate: [N SFRETIRE SRR SACEISIRIIS UG iR R e
a Excess deductions on termination (see instructions) | 133 Schedule A, lne 22
b Short-term capital loss carryover | 13b] ( ) | Schedule D, line 5
¢ Long-term capital loss carryover , 3| ( ) | Schedule D, line 12, columns (0) and (g)
d Net operating loss (NOL) carryover for regul.ar tax purpos.es. 13d] ( ) | Form 1040, kine 21
e NOL carryover for minimum tax purposes . . |13e See the instructions for Form 6251, ine 20
s e R e S e A A T 13 } Include on the applicable line
g 139 of the npp«opmtc un: Iotm
14 Other (itemize): NS 7 RESh T APATS Sid [Fi11 NPT i g e s I N R
a Payments of estimated taxes credited 1o you 14a Form 1040, kne 55
b Tax-exempt interest . . . ... el 3 00O | rom 1040, line 8b
c Gross. Farming. Income....... Vc| Z 469 |
d 14d
14e Include on the applicable linc
141 of the appropriate tax form
149
h 14h
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SCHEDULE D : . OMB No. 15450092
(Form 1041) Capital Gains and Losses ‘ﬂ @ 9 'g
Deparyment — » Attach to Form 1041 (or Form 5227). See the separate instructions for 7
mn—::s:m Form 1041 (or Form 5227).
Name of estate or trust . Employer identification number
Estate of Ace Smith l6: 1000327

Note: Form 5227 filers need to complete ONLY Parts | and .
2l  short-Term Capital Gains and Losses—Assets Held One Year or Less

(a) Description of ®) Date {c) Date s0kd fe) Cost or other basis| (0 Gan or foss)

P100 shares T od Sales tor

O ovelored o 2° Co) (ma. ay. yr) | (™. Gy 4 Sales price toe p9e 26 | o’ e Yol e
1
2 Shon-term capital gain or (loss) from Forms 4684, 6252, 6781, and 8824 . 2
3 Net short-term gain or (loss) from partnerships, S corporations, and other

estates or trusts ., . . S
4 SmwrmcapaallosscarryoveffmmWBGSChemieD ne28 . . . . 4l
S Net short-term gain or (loss). Cormhmslmoughlmcobmn{n Entcf

here and on ne 14 below . . . & . > 5
XMl Long-Term Capital Gains and Losses—Assets Held More Than One Year

(a) Description of M) Date {c) Date soid fe) Cost or other bass M Gan o floss) g) 28% rate gan

Cume 1O eI | | s | | (SO | @ssepce OGRS ot | et
6 Inherited [12/20/98] 12,000 [0,000 2000

Asset#3
7 Long-term capital gain o (loss) from Forms 2439, 4684, 6252, 6781, and 8824, 7 | S000
8 Net long-term gain or (loss) from partnerships, S corporations, and other estates or tusts . X| 8
9 Capital gain distributions . . A SSeT#2 . A.rse'rd 7. |9l 1000
10 Gain from Form 4797, Part| , . . a w w A0
11 Long-term capital loss carryover. Emefmbolhcolumnsm and (gJ lhe

amount, if any, from 1996 Schedule D, line 35 . . : 1 ( )
12 Combine lines 6 through 11 in column (g) . 12
13 Net long-term gain or (loss). Combmelnesﬁthwgh 1 nnr.olunmm Enlet

here and on line 15 below . . . .» |13| 8000

*28% rate gain or (loss) includes all gains and Iosses in Pant ll, column m from sales, exchanges, or conversions (including
instaliment payments received) either:

® Before May 7, 1997, or

e After July 28, 1997, for assets held more than 1 year but not more than 18 months.

It also includes ALL “collectibles gains and losses” (as defined on page 26 of the instructions) and the laxable gain (but not more
than the section 1202 exclusion) on the sale or exchange of qualified small business stock.

(1) Beneficiaries’ (2) Estate’s

m Summary of Parts | and |l (see page 27) st (3) Total
14 Net short-term gain or (loss) (from line 5 above) . 14
15 Net long-term gain or (loss):

a 28% rate gain or (loss) (from kine 12 above) . . . . 15a

b Unrecaptured section 1250 gan [seepagel’?olthenwucwhsl 15b

c Total for year (from line 13 above), . . . . 15¢ §ooo 8000
16 Total net gain or (loss). Combine lines 14 and 15 > L6 8000 8000

Note: I kne 16, column (3). 15 a net gain, enter the gan on Form 1041, kne 4. If knes 15¢ and 16, column (2) are net gans, go to Part V. and
DO NOT complete Part IV._If kne 16. column (3). is a net loss. complete Part IV and the Capital Loss Carryover Worksheel, as necessay
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EEfXIM Capital Loss Limitation

17 Enter here and enter as a (loss) on Form 1041, line 4, the smaller of:
a The loss on hne 16, column (3), or
b $3000 . . 17 |( )
If the loss on hne 16, cobmn (3} s more Ihan SJOOO OR#Form ron poge r Ine 23 ¢s 2 loss. ccwnplete the Capital Loss
Carryover Worksheet on page 27 of the instructions to determine your capital loss carryover.
[Part V| Ta; Computation Usiqg Maximum Capital Gains _Rates (Complete this part only if both lines 15c and
16 in column (2) are gains, and Form 1041, line 23 is more than zero.)

18  Enter taxable ncome from Form 1047, e 23, . . . . . . . . . . . . . . . . . |18 ol
19 Enter the smaller of ne 15c or 16 column (2), . . . . .19 8000

20 1 you are filing Form 4952, enter the amount from Form 4952, line de . | 20

21 Subtract kne 20 from ne 19 If zero or less, enter -0- . . . . . . . 121 8000

22 Combine lines 14 and 153, column (2). If zero or Icss. enter -0- . . .| 22 (=]

23  Enter the smaller of lne 15a, column (2), or kne 22, but not less than zero 23 =)

24 Enter the amount from ne 15b, column (2). . . . . . . . . . .|.=24 (=)

25 Reserved . . I I T B

26 Add lines 23 and 24 . . . e e e . . . L26 (o]

27 Subtract ine 26 from hne 21. Il:crootiess enter 0- R RN YA s w hEd BOO_
28 Subtract hne 27 from line 18, f zero of less. enter -0- . . . . . . . . . . . . . . . |28 (o]
29Emefthcsmalietotlm‘lsot.ﬂﬁso....................29 16 50
30 Enter the smaller of kne 28 or kne 29 . . . . iR S s Eas o BN (@)
31 Subtract ine 21 from line 18. Iizerootless.errter-o T - 1) (0)
32  Enter the larger of ine 30 of line 31 . . . A o
33  Tax on amount on line 32 from the 1997 axRataSchedule. SR EBE G B w e wke 1233 (@)
34 Entertheamountfromline 29 . . . . . . . . . . . s w e e e ... .. |34l 1650
35 Enter the amount from line 28 . . . . N osp N mN oo e g [J3S @)
36 Subtract line 35 from hine 34. If zero of less, enter -0 . . . . . . . . . . . . ... |3 1A50O
37 MuRiply ine36by10% (10) . . . . . . . . . . . e e e e e e ... |31 IS
:ssmeuhesm.u«oumlaorunezr....................-“7‘1‘00
39  Enter the amount from line 36. . . . . R = 1 - o]
40 Subtract fine 39 from line 38. If zero ot less, enter -0 . . . . . . . . . ... ... |«]5750
41 MuRiplyline 40by20%(20) . . . . . . . . . . . ... .. ....»|l@lIlI50O
42 Enterthe smallerof ine 21 00kine 24 . . . . . . . . . . ... oa e e ... L42 o
43 AGdlines21and32 . . . . . . . e e e e . |8 8ooo

44  Enter the amount from kine 18 . . . . . R I | 7400

45 Subtract kne 44 from line 43. If zero or less, emcr 0- e e i e s . |esl 600
46  Subtract line 45 from ne 42. If zeroor less, enter -0- . . . . . . . . . . . . . . . |46

47 MuRiply ine46by25%(25) . . . . . . . . . . . . . it ... a1 O
48 Entertheamountfrombine 18 . . . . . . . . . . . i e e e e . .. . |4]7Z400
49 Addhnes32,36,40,a0d46 . . . . . . . . . i e e e e e e .. |9 7ZHOO
50 Subtactiine 49fromhne 48 . . . . . . . . . . . . e ... . |80l O
S1 Muliplyine SOby28% (28) . . . . . . . . . . . . . i ... |82 O
52 Add lines 33, 37, 41, 47, and 51 . A -7 1 i ¥ -
53 rauon:rmmnonummhommewv%mme&mmm e e e e .. .| 8312018
54 Tax. Enter the smaller of line 52 or line 53 here and on line 1a of Schedule G, Form 1041, . » [s4| |13 /6
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Alternative Minimum Tax (see pages 19 through 24 of the instructions) R
Part I—Estate's or Trust's Share of Alternative Minimum Taxable Income
1 Adjusted total income or (loss) (frompage 1. kine17). . . . . . . . . . . . . . . 1 |17Z2050
2 Net operating loss deduction. Eucrasaposmemum. PR R e s s b = _____
3 Addlnesland2 . . . . 3 A R ¥ A E |Z050 *
4 mmmr.lndmwdmncemm

Iterestss iz S E e ew R A 8 mE 4a

Taxes 4b 2000

Miscellaneous itemized deducucws l'l'rompage‘l fine ‘ISbl 4c

Refund of taxes . 4d |( )

Depreciation of property piaced in service e after 1986 4e

Circulation and research and experimental expenditures Ll

Mining exploration and development costs | | 49

Long-term contracts entered into after February 28, 1986 . . . . |4h
Amontization of pollution control facilities, . . . . . . . . . |4
Instaliment sales of certain property . . B K.
Adjusted gain o loss (including incentive stock. opuonsl . L.
Centain loss kmitations . . . . . . . O . |
Tax shefter farmactivities . . . . . . . . . . . . . . . |4m
Passive activities. . . S 1L
Beneficiaries of other tusts or decedent’s estates . . . . . . | 40
Tax-exempt interest from specified private activity bonds . . . . . | 4P
Depletion . . . . 4q
Accelerated deprl:mhon of real ptopony placed in service before 1087 |4
Accelerated depreciation of leased personal property placed in service before 1987 | 4S
Intangible drilling costs, . . . N L
Othmadwmems.‘..............‘“

CE~n "0V O03 ] =xX=—=TO=00a000CHw

S5 Combinehines 4athrough 4u. . . . . . . . . . . e e e e e e e s | 2000
6 Addlines 3 and 5 ) 6 115050
7 ARernative tax net operating Ioss deductm ['sec pagc 23 ol me mtn.-cl-ons Ior lnmnahons) L =
8 Adjusted alternative minimum taxable income. Subtract line 7 from kine 6. Enter here and on kine 14 8115050

Note: Complete Part Il below before going to line 9.
9 Income distribution deduction from ine 28below . . . . . . . | -9 ] 90SO
10  Estate tax deduction (from page 1, line19) . . . . . . . . . |10
11 Reserved . . . . . . . .. B h |
12 Addlines9and10 . . . . ; . 2! 9050
13 Estate’s o rust’s share of akernative minimum taxable income. Subract line 12 from ine 8 . 131 HOQO

If line 13 is:

® 322,500 or less, stop here and enter -0- on Schedule G, ine 6. The estate or trust is not lable

for the aernative minimum tax.

® Over $22,500, but less than $165,000, go to hne 29.

® $165.000 or more, enter the amount from line 13 on kne 35 and go to ine 36
Part ll—Income Distribution Deduction on a Minimum Tax Basis
14 Adjusted alternative minimum taxable income (frombne 8). . . . . . . . . . . . . |14 15,050
15 Adpusted tax-exempt interest (other than amounts ncludedmlmcalp] v w e D 1 3000
16 Total net gain from Schedule D (Form 1041), line 16, column (1). If a loss, enter o . . 16
17 mmbumpanmmammmhwmmMAnu 17 8000
18 Captal gans paid or permanently set aside for chartable purposes from gross income (see page 23 of the instructions) , [ 18 Q
19 Capital gains computed on a minimum tax basis included on line 8. . . . 1wl O )
20 Capnal losses computed on a minimum tax basis included on hine 8. Enter asaposmveanmm 20 (@)
21 Detriasable net atemative mnemum taxable ncome (DNAMTY). Combme ines 14 through 20 ¥ zer0 or less, entes 0- . |21 ] 26,050
22 Income required to be distributed currently (from Schedule B, ne 9) . . . . 22 (@)
23 Other amounts paid, credited, or otherwrse required o be distributed (from Schedule B, ine 10) | 23| 15,000
24 Total distributions. Add lines 22 and 23 . . . . ... . |24l 15,000
25 Tax-exempt income inchuded on line 24 fother than amounts included on e 4p) . . . . . |25 3 000
26 Tentative income drstribution deduction on 3 minimum tax basis. Subtract line 25 from kine 24. | 26 | 12,000
27 Tentatve income drstribution deduction on 2 Mnemum Lax bass. Subtract ine 15 from fne 21 K zero o less. e 0- . | 27| 23,050
28 Income distribution deduction on 3 mi x basis. Enter the smaller of line 26 or kne 27, Enter here andon kne 9 | 28 12,000
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Part lll—ARternative Minimum Tax

29 Exemption amount 29 $22,500
30 Entcfmeammkomhncu - uei s m e m o mom bl 30 i)
31 Phase-out of exemption amount i B e oS $75.000 jos
32 Subtract kne 31 from line 30. I zero o less, “enter -0- R - iz
33 Muttiply line 32 by 25% (25) . . . . : i 33 (=)
34 Sublract lne 33 from line 29. If zefo of less, enter -0 34 22,500
35 Subtract line 34 from line 30 . 35 o
36 If the estate or trust completed Schcddc D (Fotm ‘IOHJ and had an amount on I-ne 24 or 2? 3

(as refigured for the AMT, if necessary). go to Part IV to figure kne 36. All others: If ine 35 is—

® 3175,000 or less, multiply kne 35 by 26% (.26)

e Over $175,000, multiply ine 35 by 28% ( 28) and subtract $3.500 from the result 16 o
37  Alternative muinimum foreign tax credit (see page 24 ol instructions) . 37 ke
38 Tentative mirimum tax. Subtract hne 37 from hne 36 . T 38 o
39  Regular tax before credits (see page 24 of mstructions) . . . . . |39
40 Section 644 tax included on Schedule G, e b . . . . . . . LA40 2
41 Add knes 39 and 40, a1 o
42 Alternative minimum tax. Sul'macl Innc 4! lrorn Imc 33 II’ :cm or Icss cnlet 0 Enter hcfe and s

on Schedule G, line 6 . 42 O
Part IV—Line 36 Computation Using Maximum Capital Gains Rates
43  Enter the amount from line 35 | | “ o
44 Enter the amount from Schedule D (Form 1041; I-ne 2? {,as :er. ed i

for AMT, if necessary) . . gut 44 8000 &
45  Enter the amount from Schcd.rle D {Form 1041; Imc 24 (as lcﬁgufed i

for AMT, if necessary) . . - . 45 W
46 Add knes 44 and 45. If zero or lcss enter 0- . . 46 8000 ,,‘1
47 Enter the amount from Schedule D [Form 1041), hne 21 (as rcr cd il

for AMT, if necessary) . . o . ’9“’ 47 8000 R
48 Enter the smaller of kine 46 or line 47 . . | 8000
49 Subtract line 48 from line 43. If zero or less, enter -0 49 [e)
50 If kne 49 is $175,000 or less, multiply kne 49 by 26% (.26). Omcrwrse mu!upty |cnc 49 ny 28%

(.28) and subtract $3,500 from the result , .» |50 o
51 Enter the amount from Schedule D (Form 1041), lnc 36 {as ﬁgurcd I'ot lhc rcgular taxj £l / é_s !
52  Enter the smallest of ine 43, ine 44, o lne ST . . . . . . . . . . . . . ... |52 (@]
§3 Multiplyine S2by10% (10). . . . . . . . . . . e e e e e e ... .p |83 o
54 Enter the smaller of kne 43 or line 44 , 54 o
55 Enter the amount from line 52 , . G le G EEe N W E % t1] Q
56  Subtract line 55 from line 54. If zero of less, enter -0- . . . . . . . . . . . . . . |se (@)
57 Multiplyline S6by20% (20). . . . . . . . . . . . . e ... . w82 [@)
58 Enter the amount from line 43 e G E e W & e W W Te W 58 (@)
59 Addnes49,52,and 56 . . . . . . . . . . . ... ... 59 (®)
60 Subtracthine S9fromline 5B . . . . . . . . . . . . . e e e e . ... . |80 (@)
61 Multiplyline 60by 25% (25). . . . . . . . « « . i e e .. . |8 Q
62 Add lines 50, 53, 57, and 61 . . 62 (®)
63 If line 43 is $175,000 or less, rnulplyhncﬂ by 25%[25] D{l'lenm‘se mul.plyhcﬂ by 28%[23] gt

and subtract $3,500 from the resut ., . 63 ()
64 Enter the smaller of ine 62 or line 63 hcrc and on llnc 36 T T T D‘ 64 [@)

Copyrighted by the Board of Trustees of the University of lllinois.
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Name(s) shown on retun. Do not enter name and social securty number if shown on other sde

Estate of Ace Smith [6-/000327

Your soclal security number

.

Note: If you report amounts from farming or fishing on Schedule E, you must enter your gross inco
41 below. Real estate professionals must complete line 42 below.

from those activities on line

m] Income or Loss From Partnerships and S Corporations Note: If you report a loss
esther column (e) or () on kne 27 to descnbe your nvestment in the actraty. See page E-4. If you check

h at-nsk actmty, you MUST check
1 0. you must attach Form 6198.

27 (a) Name t:'m[n':.:h:.m; I‘IIS’:;: J q; *mfm (o) AN 18 ﬁ;m:‘
tor S corporation| partnership {4 #enumber at sk | not at nsk

A a q;w:-'.‘

B -

c L . -

D & |t Sedems

E o P g e

Passive Income and Loss Nonpassive Income and Loss
(9) Passive loss alowed (h) Passwve mcome () Nonpassve loas o &qz\d::lg-orm“ (k) Nonpassive ncome
(attach Form 8582 # requred) trom Schedule K-1 from Schedule K-1 from Form 4562 trom Schedule K-1

A >

E i b € ) s -

c o<l PR S S 1

D b il & £ o ine ol vy

E e . # % -

28a Totals ¢ &

b Totals

29 Aaacommns(h)andméhmaaa S 8 5 CE ; c & 29

30 Add columns (g), (i), and m‘d'f 1ing ‘28b’ ) 30 |( )

31 Total partnership and S corporabon n!:ome or {FOSS] Combrne Imes 29 and 30 Entef lhe resutl

here and include in the total on line 40 below : 5 A a1

Income or Loss From Estates and Trusls

) Employer
32 (a) Name identihicaton number
A
B
Passive Income and Loss Nonpassive Income and Loss
(c) Passrve deduction or loss alowed (d) Passive income (o) Deduction or loss (N Other ncome from
(attach Form B582 f required) from Schedule K-1 from Schedule K-1 Schedule K-1
A
B
33a Totals |©7 MUY ]
b Totals : LA

34 Add columns (d) and (f) of line 33a .
35 Add columns (c) and (e) of line 33b .

36 Total estate and trust income or (loss). Combune Imes 34 and 35 Enler the TESU“ here and mclude
in the total on line 40 below

. . DR DR

A
35

Income or Loss From Real Estate Mongage investment Conduits {REMICS}-—Residual Holder

(c) Excess incluson trom

(b) Employer
Schedules Q, kne 2¢ (see from 8 jules Q, ke 1b

(a) Name dentification number

37

{d) Taxable rcome |net loss)

(o) Income trom Schedules Q,
hne 3b

page E-5)
| |

38 Combine columns (d) and (e) only. Enter the result here and include in the total on line 40 below

Summary

39 Net farm rental income or (loss) from Form 4835. Also, complete line 41 below .
40 TOTAL ncome or (loss). Combine ines 26, 31, 36, 38, and 39. Enter the result here and on Form 1040, Inneﬂ b

41 Reconciliation of Farming and Fishing Income. Enter your gross

farming and fishing income reported on Form 4835, line 7; Schedule
K-1 (Form 1065), line 15b; Schedule K-1 (Form 1120S), line 23; and

Schedule K-1 (Form 1041), line 14 (see page E-5) . /12,000

41

42 Reconciliation for Real Estate Professionals. If you were a real estate
professional (see page E-4), enter the net income or (loss) you reported
anywhere on Form 1040 from all rental real estate activities in which

you materially participated under the passive activity loss rules.

42

188
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Asset #6

4835 Farm Rental Income and Expenses | OM8 No. 15450187

Form (Crop and Livestock Shares (Not Cash) Received by Landowner (or Sub-Lessor)) m
(income not subject to self-employment tax)

Department reasury Attachment
ity i > Attach to Form 1040. > See instructions on back. Sequence No 37
Name{s) shown on Form 1040 h Your lodd_mli[‘w
Smit : :
Estate of Ace o 1o e T
116:110|0|0|3|2|7]
A Did you actively participate in the operation of this farm during 19977 See instructions . . . . . . . . PdY¥es [OJNo
m Gross Farm Rental Income—Based on Production. Include amounts converted lo cash or the equivalent.
1 Income from production of livestock, produce, grans. andothercrops . . . . . . . . } 1 ({2,000
2a Total cooperative distributions (Form(s) 1039-PATR)| 2 2b Taxable amount | 2b
3a Agricultural program payments. See instructions 3' 3b Taxable amount | 3b
4 Commodity Credit Corporation (CCC) loans. See instructions:
aCCCIoansrepmcdundcfc!cclion‘ e e e e e e e 42
b CCC loans forfeted . . . . ... 4w | |4c Taxable amount dc
§ Crop insurance proceeds and certain disaster payments. See instructions: -
a Amount received in 1997 . . . . . [Sa] | ] 5b Taxabie amount | 5B
¢ If election to defer 1o 1998 s attached, check here » (] §d Amount deferred from 1996 . | 59
6 Other income, including Federal and state gasoline or fuel tax credit or refund. See instructions 6
7 Gross farm rents. Mdamouﬂlshlmngmcdmmfalncslltroows Enter the total here
and on Schedule E (Form 1040). line 41 . . . > 1] 72,000
Bl Expenses—Farm Rental Property. Do not include personal or living expenses.
8 Car and truck expenses. See 21 Pension and profit-sharing
Schedule F instructions—also plans . . . 21
attach Form4s62. . . . .| 8 22 Rent or lease. See instructions:
9 Chemicals . . . 9 800 a Vehicles, machinery, and
10 Conservation expenses (see equipment . . . . 22a
instructions) . |10 b Other (land, animals, etc) . |22b
1" Customhm(nwclinewom M 23 Repairs and maintenance . |23 500
12 Depreciation and section 179 24 Seceds and plants
expense deduction not purchased . . . 24
claimed elsewhere, . . . .| 12 25 Storage and warehousmg 25
26
13 Employee beneft programs 26 Supplies purchased .
other than on line 21. See 27 Taxes. . . . R i 4 ) 4,200
Schedule F instructions ., . |13 28 Utiities . . . 28
14 Feed purchased . . . . .| 14 zswumbcmc\gaw
15 Fenilizers and lime, . . . .| 18 medicine. . . . 29
16 Freight and trucking . . . |16 30 Other expenses .
17 Gasoline, fuel, and oil, . . .} 17 (specity):
18 Insurance (other than health) .[ 18 500 B 30a
19  Interest: EE I 30b
a Mortgage (paid to banks, etc) .|19a € e e 30c
b Other . . . .|18b T e od
20 Labor hired fless empioymem SN 30e
credits). See Schedule F USRS RORRSTPSPRORPY 3of
instructions . . . . . . .|l20 9 30q
31 Total expenses. Add lines Bthrough 309 . . . . . . ... .» |ml 6000
32 Net farm rental income or (loss). Subuacthne!lﬁomhm? Itmcres-unlsncome enter it 6.000
here and on Schedule E, line 39. If the result is a loss, you MUST goontoline 33 . . . . 32 AASAS
33 If line 32 is a loss. yauMUSTchecktheboxthat desmbesyoumstmnt nthrsaclmty I 33a X A investment is at risk.
See instructions . . . o re W % e W A e . 33b L some investment s not at risk
You may need to complete Form ISIZ to determine your deductible loss, regardlcss ol whcch
box you check (see instructions). However, if you checked 33b, you MUST complete Form
6198 before going to Form 8582. In either case, enter the deductible loss here and on
ScheduleE.lne 39 . . . . . . . . . L .. oo e e e . . . . . . |33
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Asset # 7
= 5252 Installment Sale Income
* See weparsie instructons. & Ailsch 1o pour Llas return
of P oy * Use s o
,:_..:-“W mn—:ni:'mhiﬁ ather despoisn of

Bty phomers on NELEN

Estate of Ace Smith

1 Descrption of propemy = Farmland ... . . -
2a Date acquired (month, day, year) » | Zinkeri #ed | b Date soid fmonth, .
1 'Was the property So0id 10 a rolated parly after May 14 19807 Soe sty [

4 Was the proprty you sold 10 8 related paty 8 marketablo secunty?
compiete Par Il for the yoar of salo and the 2 yoars sRer the

E-tmlli‘ml'il-ull:-nunclhﬁ Com thi dslle

Selling prce ncluding mongages. and olher debis
Morigages snd pif detis ife Bunyped 55 umed of iook

16 Dl Fol nev mongages the buyer gol rom MAETE &
7 Subbract e & rombne 5, . . T 7
B Costof othed Dases of propety ;

. o s et A . . A2
Do not complete the rest of this form |, [ 14
m.mmmdmnm

gain. Otharwsse, enter | 18
17 Subtrsct bne 13 from ling orbess enber O-, . . . L ., . . . . .. .. |17
18 Contract price. Add ke 7 Bme 17, . 18

mmmwl“ﬁmfmwyﬂldﬂﬂﬂlﬂjﬂljﬂJWIWE
have certain debls you must treal 85 8 payment on installment obligations.

Gross profit percentage. Divicko lina 16 by line 18. For yoars afler the year of sale, see instructions. | 19 ] O.5 000
For year of sals only: Enter amownt from bre 17 abowe: obfersise, enter 0. | | 20

Fayments reconhed dunng yoor, 5o nstnictong mmm.de:mum“-mumu 1| 0,000
Add hnes 20 and 21, T o T o P & - —
Paymasnts recioved n pron years. See instruchons. De not includo

nberesi whither slated o urmstated | £ B ETE 4 | oo

Instaliment sale income. Mulliply e 22 by bne 19 . . C e e e .. |24l 5000 |
Fmﬂ“inhur;mmuﬂumpuum&ummmm . LS =l

2RE UNuZEI

Sublract ing 5 from Ene 34, Enter heng and on Schedules D or Form 4797, See instuctions m| 5000 |
Hdﬂdﬂ.thﬁ“iﬁhmmm:mrmmwﬁm
Mame, sddness. and taxpayes hentifying Pt Of PeUBB PBIMY .. ... ..0.c .o sgs sgsssesssssbomsimssssssmssessnsssmssnsssasos
_Bob_Smith, Your town, Your State . $33-33-3%833 T
hdﬂmrﬁﬂudpmyﬂmngﬂnmyuuﬂaﬂudmdhpmwrwmﬂuﬁmﬂuﬂ? . . .Ovs Hwno
M the answer to question 28 s “Yes,” complets lines 30 through 17 below wunless one of the lollowing conditions
Mﬂl-rhﬂd:hhuﬁltlp:::i =
s O Thee second depotion was mom than § years after the st dapostion fobher than dispositions
of maretabie socuntios). ¥ this bos m checked, enter the date of degostion (month, day, year B | / / |
D The first daposition was 8 sake of oachange of S10Ck 10 the FSUNG CoFpOBLON
O The second depostion was an involuntary CoMversion whire the tveat of corvession occurmed sfler the first dispasition
O Tmmmmmmmmmuwmmuwuwuuump
O B can be esabished to the ssirfacton of the Inbernal Revenes Sondice That tax avoidanco was nol a principal purpase
fo githenr of the dinpoations. IF thes box s chocked, aitach an oaplanagton. See stnactons.
Selling price of propety sokd by relsted party ;
Entor contract prce from lne 18 for yoar of first saie |
Enter the smaller of kne 30 or ine 37 | .
Imﬂw;vwmwmuwlﬂﬂuupthm i
Sulbtract e 11 bom ne 32 W fero of leda, onder <0-
Mﬂrhﬂl‘h]“ﬂﬂ!lﬂﬂ'ﬂﬂ:ﬂmpmhﬂﬂhrpﬂdﬁﬂm
Part of e 35 that is ofdinary inCome under ecapture ries. Se instructions
Sublract bne 36 rom kne 35. Enter hete snd on Scheduls D of Form 4787 Ses itruclions

4

& an T

HEEEEESE
i a2 1 [0 o oo s
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Final Return—Filed Jointly
Decedent Ace E. Smith Died 5-1-1998

1 040 Departmient of the Treasury —intemal Fleverues Servece
S U.S. Individual Income Tax Return "1]@93 ! IRS Une Oriy—D0 not werie or atapie n s space
For the year Jan 1-Dec 31, 1998 or other lax year begnmng . 1998, ending .19 | omB No 15450074
Label r Your test name and itial Last name . Your soclal security number
see & ce E. Smith UL
on page 12) g, I a ot return, spouse’s lest name and indial Last name 3 Spouse’s soclal security number
Usethe IRS | * éﬁfmﬂ- A\V.YA pSmifh % 222 222222
. ress (number and streef] If you have a P O bos, see 12 no
g’b'"“l""""’- ¢ Your Street ' "*7" "é A Y'MPORTANT! A
sleise beex |8 ou must enter
of type £ City. 1own or post office, state, and 21 code 1! you have a loresgn mdrﬁl. see page l? .. -{3 your SSN(s) above
Presidential L_Ynu.r_'['a.wn Your State " 2ntm W J. [Yes] No Tot: (hackng
Election Campaign Do you want $3 10 go 10 this fund? . . [ g ¥ sl
(See page 1?‘: ! ’ i am1 retumn, ﬂmgovnut ":;m':.ﬁ want $310 g0 to thls lun-cr‘ "l’l A ‘f‘"ﬁ" ste you rehsnd
. 1 Single : G R T, S
Filll‘lg Slalus 2 A Marned hiing jomt return (even if only one had ncome) o ‘:" 4 -
3 _J Marned hing separate retusn. Enter Spouse s sooial sacunty no. above and fu ﬂa:'\e hete B
Check only 4 Head ol household (with qualilying person), {Soepage 12)1 tha qualitying person s a child but not your dependent,
one bax enter thes child’s name here &
5 Qualitying widow{er) with dependent chid (year spouse died P 19 ) (See page 12)
. 6a Dd Yourselt. If your parent (or someone else) can clam you as a dependent on his or her tax | Ne. of bexes
Exemptions refum. domotcheckboxGa. . . . . . . . . . . . . . . ,} theckedon 2
baw......‘...............)-.::..T“ __-—_
¢ Dependents: (2) Dependent's ) Dependerts [V To9% eigren on ¢
(1) Furst name Las! name socal securty number telatonthy fo TS b clé e who
you jcredt (1ee pace 131
o T e
Sepacens L) . gnpeww
see page 13 O feerapets)
] Dependents on 6
F : 0O nol entered above
= § O l!.l -“!ﬂ
d Totalnumber of exemptions claimed . . . . . . . . . . ... . . . Iualh::nb
| 7 Wages. salaries, ps, etc. Attach Form{(s)W-2. . . . . . . . . . . . . |zt 6,89%
ncome 8a Taxable interest. Altach Schedule B drequired ., . . . ., . . . . . . . 8a 3' 1 00
Attach b Tax-exempt interest, DO NOT include onne8a. . . |8b] 3,000 | ’
(F::r;nmﬂ OYour 9 Ordinary dwidends. Attach Schedule B f requred . . . o 300
W-2G, and 10 Taxable refunds, Credits, or offsets of state and local income taxes tsee page o1s) . . |10
1099-R here. 11 Alimony recerved , R A1
12 Business income or (l0ss) ‘Antach Schedule C or C-E2 A R R & | :
";0:‘:'@‘,"'0' 13 Capdal gain or loss). Atach Schedule® . . . . . . . . . . . ... |1l {,000
206 ohos 1 14 Other gains or losses) Attach Form 4797 . . . . . . . . . . . . . . |14
15a Total IRA distributions , | 153 b Taxable amount (see page 16) | 150
Enclose. bul do 162 Tota pensons and anrutes | 16a | 5,000 b Taxable amount (see page 16) | 160 | 5,000
?qumh’:}f 17 Rental real estate, royalies, partnerships, S corporations, trusts, etc. Altach Schedule E 17 |15,156
please use 18 Farmincome or (loss). Attach Schedule F . . . . . . . , . . . . . . |18
Form 1040-V. 19 Unemployment compensation ¢ @ o oE e % @ &N & % oo w oM
202 Social securty benelds Lmii | ] b Taxadie amount (see page 18) | 20b
21 Other income. List type and amount—see page 18 . ... ... 21
22 Add the amounts in the far nght column for lines 7 through 21. This is your total income » | 22 | 31,450
23 IRA deduction (see page 19) . . . . . R B £ S
Ad]usled 24 Student loan interest deduction (see page 21] co .. 24 3
Gross 25 Medical savings account deduction. Attach Form 8853 , | 25
Income 26 Mowing expenses. Attach Form 3903 , . , ., . |26
M lne 33 1s under 27 One-half of seif-employment tax. Attach Schedule se . |21
$30.095 (under 28  Sel-employed health insurance deduction (see page 22) | 28
z::fgﬂ;:o a :::d 29 Keogh and self-employed SEP and SIMPLE plans ., . | 28
youk. 368 EIC 30 Penalty on earty withdrawal of savings , . . . . . |30
inst. on page 30. 31a Almonypad b Recipent's SSN B P 31a
32 Add knes 23 through 31a ., . S W M % e
33 Subtract line 32 from ine 22_ This is your adjusted gross income . . . . . b 3,450
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34 Amount from line 33 (adjusted gross income)
.(I;?':cilai?sd 352 Chock it: JK] You were 65 or older, [ Bind; JR Spouse was 65 or oider, [J Bind. 2
Add the number of boxes checked above and enter the totalhere , . ., . > 352
b If you are married filing separately and your spouse itemizes deductions or
s you wore a dual-status alien, seepage 23 andcheckhere . . . . . . P
Standard 38 mwtmumerotwmwmtrms&mauwzam
for Most deduction shown on the left. But see page 23 to find your standard ded
People checked any box on line 35a or 35b or if someone can daim you as a depeQUs
Single: 37 Subtractline 36 fromline 34 . . . . . . . B -
";-::"M 38 I line 34 is $33,400 or less, rrmﬂolysz?OObylhetow ions limed on
household: line 6d. If line 34 is over $93,400, see the worksheet png p amount to
$6,250 39 Taxable income. Subtract line 38 from a7, ent
:‘mwﬂg'fm 40  Tax See page 24. Check if any tax 9
Cualdying 41 Gedﬂmdidxﬂdep«ﬂuﬂmu )=
widow{er) 42
$7.100 Y
Marmed «
filng 44
o
46
47
48 . ' =
49 48 i§'Mobre than ine 40, enter -0- . . > 2850
Other ms@&se. C .
Taxes 51 AttachForm 6251 ., . . . . . . . . . .
52 .ir:::xmwmmuwwwmmumrmusr .
53 plans, and MSAs. Attach Form 5329 if required
54  Advance eamed income credit payments from Form(s) W-2 | & W W % Se e
55 Household employment taxes. Attach Schedule H, ., . . . . . . . . . . . |55 I
56 Add hnes 49 through 55. Thisisyourtotaltax. . . . . . . . . . . . . » |s6| 2850
Payments 7 Federdl income tax withheld from Forms W-2 and 1099 . . |57 2500
58 1998 estimated tax payments and amount apphed from 1937 return, | 58
:mw-z 59a Eamed income credit. Altach Schedue EIC f you have a quaidying | % °
and W-2G chid b Nontaxable earned income: amount B % )
mw:a%m AN PO B e anaaiane OO
Foo 2R 60  Addtional child tax credit, Attach Fom 8812 . . . . . | 60
mgxmwgs 61  Amount paid with Form 4868 (request for extension) , . . | 61 z
62  Excess social security and RRTA tax withheld (see page 37) | 62
63  Otner payments. Check if from a (] Form 2439 b[JForm 4136 | 63
64 Add lines 57, 58, 59a, and 60 through 63. These are your total payments ., , . . » 2500
Refund 65 I ine 64 is more than ling 56, subtract line 56 from line 64. This is the amount you OVERPAID
Mave i 66a Amount of line 65 you want REFUNDED TO YOU, . . . . >
oy b rosingrmos LT T TTTT T » ¢ type: O crecting O avigs
o &L,.ammeHllllllllllllH]
66c. and 664 67 Amount of ine 65 you want APPLIED TO YOUR 1539 ESTIMATED TAX » | 67 | |
Amount 68 I ine 56 is more than kne 64, sublract line 64 from line 56. This is the AMOUNT YOU OWE. ’
You Owe For details on how 10 pay, see page 38 ., . B 350 —
69  Estimated tax penalty. Aso include on ne 68 . . . . . | 69 | | PRI L et 1o
5[gn mmmﬂwmld-cl-wol‘hdIhm.smmd'mrdmwxcmmmmu:hmu_l:'\dlamb-oﬂothr::rwmf
Here , they are true, comect, and complete. Declaration of preparer (other than taxpayer) s based on all nformation of whech preparer any knowledg
Js?:p;e;oums; V;\(n sgnature ;)(atu Your occupation E:;t;clm
g‘wpyo‘a"m Spouse’s signature If a jont return, BOTH must sign Date Spouse’s occupaton
records X X « )
Paid il 2% o Chack ¢ Ppee’s Soodl 2eosmtyne
Preparer's —— petisrowred L)
Use Only  «serempioyes and. <8
address 2P code
192

Copyrighted by the Board of Trustees of the University of lllinois.
This information was correct when originally published. It has not been updated for any subsequent law changes.



1998 Workbook

Nama(s) shown on Form 1040 Do not enter name and social securnity number if shown on other ede. Your social security number
Ace E. & Alice Smith RN TR
Schedule B—Interest and Ordinary Dividends Sequence No 08
Note: If you had over $400 in taxable interest income, you must also complete Al
r art | 1 List name of payer. If any interest is from a seller-financed mortgage @né Amount
nterest buyer used the property as a personal residence, see page B-1 and list
(See pages 12 interest first. Also, show that buyef's social security
and B-1)
2, 8 50|
Z 50
Note: If you
received a Form
1099-INT, Form 1
1099-0ID, or
substitute
statement from
a brokerage fim,
kst the firm's
name as the
payer and enter =
the total interest
shown on that
form,
2 Add the ai tﬁonlhtﬂ... e 2| 3,100
3 Excludablé ter&tonsenes EE U.S. savings bonds issued after 1989 from Form
8815, line 14,,You MUST attach Form 8815 to Form 1040 . . . . . L3 =
4 _Subtract line 3 from line 2. Enter the result here and on Form 1040, line aa > 4 3,100
Note: If you had over $400 in ordinary dividends, you must also complete Part Il
Part Il § List name of payer. Include only ordinary dividends. Hepoﬂ any capital gain Amount
Ordinary distributions on Schedule D, e 13 B .........cueeueeeeeeeeeeeereseseeeesennns
Dividends T ;
andB-1) Frem.. l6-jo00327 200
P ..... ...................
received a Form
OGO-DIV Of  *==t=+teeteeeeeeterienteiesieieisiiei e bbb r et et assse s e ts
substitute e S B e .
a brokerage firm,
BSLhe 'S "ooeeteesssssssssssessessetnesasestsenatesestettsteseesesssasissssssassessssassrrirarastoas 5
AAMIO @5 T = ceeteesssssssssssssssssassssssssssssssssssssssssssssssnssnsassssssssssssnasssssssnssassnsnss
the ordinary
GIVdends Shown ***'ttteesesssetserettesttttatitetenetieststetetetetetesssstassesssiteteseasassssssssrstats
ORINRIIOIM, 3 crismsindissiesiviirssir s s s it i b ssriisrer i esadasisrbssritiasiaitsssiis snsusss bmesis
6 Add the amounts on line 5. Enter the total here and on Form 1040, line 9 . » [ 6 200
You must ¢ lete this part if you (a) had over $400 of interest or ordinary dividends; (b) had a foreign
Part Il account; of ‘ received a d:strbm(m from, or were a grantor of, or a transferor o, a foreign trust. | YoS | NO
Foreign 7a Atany time during 1938, did you have an interest in or a signature or other authority over a financial |28
Accounts account in a foreign country, such as a bank account, securities account, or other financial
and Trusts account? See page B-2 for exceptions and filing requirements for Form TD F 90-22.1 , . . L
(So0 b If "Yes,” enter the name of the foreign country P ... e re e e e s rneaans
page B-2) 8 During 1998, did you receive a distribution from, or were you the grantor of, or transferor to, a i

foreign trust? If *Yes,” you may have to file Form 3520 or 926. Seepage B-2 . . . . . .

Copyrighted by the Board of Trustees of the University of lllinois.
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(spco:-n ML;E Supplemental Income and Loss OMB No. 1545-0074
1 (From rental real estate, royalties,
Ot iy S Corporations, estates, Uusts, REMICE, elc) 1998
> Attach to Form 1040 or Form 1041. > See Instructions for £ (Form 1 "
Nama(s) shown on retumn Schedule oqvu Attachment
Ace 2 Alice Smith ,”“"';M” e

241  Income or Loss From Rental Real Estate and Royalties Note: Report income ag% Yo mmwdm

1 | Show the kind and location of each rental real estate property: Yu Ho

Al Rental Home #I. .. ...
Sourh Artumm

2 31 PP

C | cinnianttavaininessitirsiieis s Tr e

Income:

3 Rents receved, , .

4 Royalties reoewedﬂ.
Expenses:

Advertising

Auto and travel (
Cleaning and mainteg:
Commussions
Insurance ,,

Legal and other profossnfws
11 Management fees. . .

12 Mortgage interest paid to banks,

-
oOWwoE~NOWB

etc. (see page €-2) . . . . . |12 12
13 Othermterest . , . , . ., . |13
14 Repars . . . . . . . . . |14]]000
15 Supphes . . . . . . . . . |15 -
16 Taxes. . . . . . . . . . |16] 2000
17 Utles . . . . . . . . . 17 o
18 Other (ist) »..........vvvnrnannnn. Ny
R -
19 Add lnes Sthrough 18 . , . , |19 3700 19| 3700
20 Depreciation e se of letion
(saepageE?pr“.‘ ; dop 20|21 HY b B s o

21 Total expenses. Addlines 19and20 | 21 | SBYH
22 Income or (loss) from rental real
estate or royalty propertes.

AR

oy
"

Subtract line 21 from kine 3 (rents) o

or lne 4 (royalties). If the result is =

a (loss), see page E-3 to find out a0

i you must file Forme198. . . | 22] 156 "y
23 Deductible rental real estate loss. £y

Caution: Your rental real estate .';,,;_

loss on ine 22 may be kmited. See Sy

page E-3 to find out ff you must Eys

file Form 8582 Real estate x4

professionals must complete hne 3

42onpage2 . . . 23 |( ) U )]
24 Income. Adclposmveanmntsshownonmzz Do not include any losses. . . . 24 *'56____
25 Losses. Add royalty losses from kne 22 and rental real estate losses from kne 23. Enter total losses hers | 25 |( )
26 Total rental real estate and royalty income or (loss). Combine lines 24 and 25. Enter the result here.

If Parts 11, 1ll, IV, and lne 39 on page 2 do not apply to you, also enter this amount on Form 1040,

kna 17. Otherwise, include this amount inthe totalon lne d40onpage2 . . . . . . . . .l26| 156
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mrmmshmmonruun Do not enter name and social securty number if shown on other sde

Ace & Alice Smith

Your aodd

It : i HH

Note: If you report amounts from farming or fishing on Schedule E, you must enter your gross inco
41 below. Real estate professionals must complete ne 42 below.

from those activities on line

Part Il Income or Loss From Partnerships and S Corporations Note: If you report a loss
ether column (e) or (1) on kne 27 o descnbe your investment in the actvity. See page E-4. If you gheck

* at-nsk actaty, you MUST check
(N, you must attach Form 6198.

27 (a) Name g’a]rtl::h';_' : mrg:;: " E { ‘Jamfu'm |m m:
tor S corporation| partnershp Y8, Benum at rak |not at nek
A e i‘ 1W/
B i -—r—
C Vit S & W
5 T . i
E 2 AN Ll
Passive Income and Loss Nonpassive Income and Loss
() Passive loss alowed (] Passwe ncome () Nonpassne koas - :m ?m‘gtg'w“ () Nonpassve income
{attach Form 8582 4 requred) trom Schedulo K-1 from Schedule K-1 Ffrom Form 4562 trom Schedule K-1

A .
B 5t
c
D
E
28a Totals

b Totals

29 Add columns (h) and (k) of ine 28a . ,. .
30 Add columns (g), (i), and () '©f ling 28D ..
31 Total partnership and S corporation income or (loss} COmbme hnes 29 and 30 Enter the resu!t

8|3

here and include in the total on line 40 below . 31
Income or Loss From Estates and Trusts
) Employer
32 (A} Name ndenl.\'-ca:‘;n number
Al Estate of Ace Smith l6-/000327
B
Passive Income and Loss Nonpassive Income and Loss
(c) Passve deduchon or loss alowed (d) Passwve income (e) Deduction or koss (N Other ncome from
(attach Form B582 f required) trom Schedule K-1 from Schedule K-1 Schedule K-1
A 6,000
B
33a Totals 3 “ 6:00 O B e ".‘"*Jn.‘ff-‘;.'.i- b, .'_'a" - . . —
b Totals e bR e
34 Addcoumns () and (D of 0333 . . . . . . . . . . e e e e . . u| 6,000
35 Add columns (c) and (¢) of ine 33b . . . . 35 |( )
36 Total estate and trust income or (loss). Combine hnes 34 and 35 En!er the rasutt hera and mclude
in the total on line 40 below % | 6,000

Income or Loss From Real Estate Mortgago Investment Condunts {REMICs}—Hesidual Holder

(¢} Excess incluson trom
Schedules Q, kne 2c (see
page E-5)

() Empioyer

{8) Nams dentificaton number

37

{d) Taxatle rcome (et loss)
from Schedules Q, ke 1b

l |

38 Combine columns (d) and (e) only. Enter the result here and include in the total on line 40 below

Summary

39 Net farm rental income or (loss) from Form 4835, Also, complete line 41 below . . .
40 TOTAL ncome or (loss). Combine hnes 26, 31, 36, 38, and 39 Ent«tMrm&Memem 1040, ine t? b

41 Reconciliation of Farming and Fishing Income. Enter your gross
farming and fishing income reported on Form 4835, line 7; Schedule
K-1 (Form 1065), line 15b; Schedule K-1 (Form 1120S), line 23; and

25469

Schedule K-1 (Form 1041), line 14 (see page E-5) . . . A

Reconciliation for Real Estate Professionals. If you were a real estate
professional (see page E-4), enter the net income or (loss) you repornted
anywhere on Form 1040 from all rental real estate activities in which
you materially participated under the passive activity loss rules,

42

42
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4835 Farm Rental Income and Expenses OMB No. 15450187
Form (Crop and Livestock Shares (Nat Cash) Received by Landowner (or Sub-Lessor) 1]@978
(income not subject to self-employment tax)

Department of the T
Intarmal Revenue Senice > Attach to Form 1040. > See instructions on back. Soqueme No. 37
Name{s) shown on Form 1040 Your iodd‘uu.rkylm
: ; NIRRT
Ace &Alice Smith Employer ID number (EIN), H amy
N I I O
A Did you actively participate in the operation of this farm during 19977 Seeiinstructions . . . . . . . . [JYes [JNo
A1 Gross Farm Rental Income—Based on Production. Include amounts converted to cash or the equivalent.
1 Income from production of livestock, produce, grains, and othercrops . . . . . . . . 11 18,000
2a Total cooperative distributions (Form(s) 1099-PATR)| 23 2b Taxable amount | 2b
3a Agricuttural program payments. See instructions [ 3a 3b Taxable amount | 3b
4 Commodity Credit Corporation (CCC) loans. See instructions:
a CCC loans reported under election . . . . . . . . . . . . . . oo ... . |42
b CCC loans fofeited . . . . . . . . .l4bl |___]4c Taxable amount
§ Crop insurance proceeds and certain disaster payments. See instructions:
a Amount received in 1997 . . . . . . |5al | Jsb Taxable amount
c If election to defer to 1998 is attached, check here [0 5d  Amount deferred from 1996 .
6 Other income, including Federal and state gasoline or fuel tax credit or refund. See instructions
7 Gross farm rents. Add amounts in the right column for lines 1 through 6. Enter the total here
and on Schedule E (Form 1040), line 41 ~. . . . oo g > 1721/8,000
XX Expenses—Farm Rental Property. Do not include personal or living expenses.
8 Car and truck expenses. See 21 Pension and profit-sharing
Schedule F instructions—also plans . 21
attach Form4se2, . . . .| 8 22 Rent or lease. See nslruclms
9 Chemicals . . . . . -9 800 a Vehicles, machinery, and
10 Conservation expenses {see equipment . . (oaa
instructions) . . . . .10 b Other (land, animals, otc) . |22b
11 Custom hie (machine work) .| 11 23 Repairs and maintenance . |23 S500
12 Depreciation and section 179 24 Seeds and plants
expense deduction not purchased . . . . . . (24 1,000
claimed elsewhere. . . . .| 12 25 Storage and warehousmg . |25
26
13 Employee benefit programs 26 Supplies purchased . . .
other than on line 21. See 27 Taxes, . . . . . . . |21 4,200
Schedule F instructions , , .| 13 28 Utilties . . . . . |28
14 Feed purchased . . . . .| 14 29 Veterinary, brccdnng and
15 Fertilizers and lime. . . . .J151 2000 medicine. . . . . . . |29
16 Freight and trucking . . . .| 16 30 Other expenses
17 Gasoline, fuel, and oil. . . .| 37 (specify):
18 Insurance (other than heahth) | 18 500 B e 30a
19  Interest: W s assi 30b
a Mortgage (paid to banks, etc) .|19a Bl s amas R 30c
b Other . . . . |8 R 3o0d
20 Labor hired (less emp!oymcnl B 30e
credits). See Schedule F 3ot
instructions . . . . . . .| 20 g 309
31 Total expenses. Add lines 8 through 309 . . . . . . TR <} | 9,000
32 Net farm rental income or (loss). Subtract line 31 from line 7 If the result is income, enter it 9 000
here and on Schedule E, line 39. If the result is a loss, you MUST goontoline 33 ., . . . 32 2
33 If line 32 is a loss. you MUST check the box that describes your investment in this activity. 33a A investment is at risk.
See instructions . . . c oo | 330 ] some imesimentis motatrisk
You may need to complete l-‘orm 8582 to dctcrrrunc your deductible loss, regardless of which
box you check (see instructions). However, if you checked 33b, you MUST complete Form
6198 before going to Form 8582. In either case, enter the deductible loss here and on
Schedule E, line 39 . . . . A R U S S AP A i 0 ) b -
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OMB No. 1545-0074
SCHEDULE D Capital Gains and Losses
(Form 1040) 1998
> Attach to Form 1040. > See Instructions for Schedule D (Form 1040).
Department of the Treasury Attachment
Wtemal Revernse Sorce  (77) > Use Schedule D-1 for more space to list transactions for lines 1 and 8. Sequence No. 12

Name(s) shown on Form 1040

ce & Alice Smith

Your soclal security number

Ly in:

il

I Short-Term Capital Gains and Losses—Assets Held One Year or Lg

(a) Description of property 5{3::; (c) Date scid () Sales price {e) Cost or
(Example 100 sh. XY2 Co) Odo.. day. yt ) Mo, day, yt) (see page D-3)
1 :
o :
o :
! g :
2 Enter your short-term totals, a@'.&ﬂo“?]{?! i
Schedule D-1 _‘l’ngei'{. - == ;
3 Total short-térm sales priceamounts. m : g ;
Add column (d}ofiqeslan&‘g; I : ol
4 Short-term gain | Form 6252 anddshqﬁ%f[n gair) ot {lo‘s‘;f| from Forms
4684, 6781, and 8824 S EIEIR, - - SR
5 Net short-term gain or (Ioss} partnerships, S corporations, estates, and
trusts from Schedule(s) rg s - . S
6 Short-term capital loss canyo-vef. Ent the amount, ;f any, from Imeeol your
1997 Capital Loss Carryover Workshéet 6
7 Net short-term capital gain or (loss). Combm hnos 1 through 6 in
column (f). > |7

Long-Term Capital Gains and Losses—Assets Held More Than One Year
(a) Description of property (b) Date {c) Date sald {d) Sales prce fe) Cost or (N GAIN or (LOSS) (g) 28% RATE GAIN
(Example 100 sh X¥Z Co) L‘-';‘-:q;:‘:.dyf ) Mo, day, yr) (see page D-3) Is::r:;?b:B?I: Subtract (e) from (d) -t“:'.&?:l“,
8 : : : i
9 Enter your long-term totals, if any, from
Schedule D-1,lne9 , . . . i 9
10 Total long-term sales price nmoun!s
Add column (d) of lines 8 and 9 10
11 Gain from Form 4797, Part I; long-term gain from Forms 2439 and 6252; and
long-term gain or (loss) from Forms 4684, 6781, and 8824 . . . . . . | 11
12 Net long-term gain or (loss) from partnerships, S corporations, estates, and
trusts from Schedule(s) K-1. 12
13 Capital gain distributions. See pages D-1 and D-6 . i 13
14 Long-term capaal loss carryover. Enter in both columns (f) and () lhe amoum
if any, from line 13 of your 1997 Capital Loss Carryover Worksheet 14 J ( i)
15 Combine lines 8 through 14 in column (g) . ; 15 - e E_'
16 Net long-term caputal gain or (Iossl Combine lnes 8 lhmugh 14 in : A e < @:’
column (). . ., BRI TR N IOOO b i FOR
X T [ ]
Noxt: Go to Part lll on the back. ST e A T AT G s

*28% Rate Gain or Loss includes all “collectibles gains and losses” (as defined on page D-4) and part or all of the eligible gain
on qualified small business stock (sea page D-4).
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XX Summary of Parts | and Ii

17 Combine lines 7 and 16. If a loss, go to line 18. If a gain, enter the gain on Form 1040, line 13 | 17] 100 O
Next: Complete Form 1040 through line 39. Then, go to Part IV to figure your tax if: 2

e Both lines 16 and 17 are gains, and
® Form 1040, line 39, is more than zero.

18 Ifline 17 is a loss, enter here and as a (loss) on Form 1040, line 13, the smaller of
® The loss on line 17; or

® ($3,000) or, if married filing separately, ($1,500) . . . . P R : 5 e
Next: Complete Form 1040 through line 37. Then, comple!e | .c

Worksheet on page D-4 if:
e The loss on line 17 exceeds the loss 18, or
e Form 1040, line 37, is a loss.

Tax Computation Using Maximum pap‘ﬂal Gains'Rates #£°¢

19 Entervouftaxablenmelroml-‘mmﬂlg%% B oy % [1a9] 19,250
20 Enter the smaller of line 16 or lin 20| . 000 st
21 If you are filing Form 4952 n fr orm 4952 ﬁne 4e , 4 f"" : ':',."-,
22 Subtract line 21 @_ﬁ% s. enter -0:,\-. .. - a2 1000 e
23  Combine line St 20f00f enter -0- ¢ _"‘ . } .. |23 O X
24 Enter the smallerof finé 15 oriine 23, but Aot Iess.th;n zero [ . . |24 o e
25  Enter your unrecaptured section 1250 gam any (see pgge D- 4) . |25 o s
26 Addlines24and 258\ . . . | P ¥ S I o :
27 SublractIne26fro¢11lne22.lf:eroorlass eafer-0- . . . . ... ....... |2l JOOO
28 Subtract line 27 from Ims 19. fzerooriess enter0- . . . . .. ........|28l18250
29 Enter the smaller of: R i

® The amount on line 19, orze? v ok

e $25,350 if single; $42,350 if married filing jointly or qualifying widow(er); cwx ¢ oo 120,250

$21,175 if married filing separately; or $33,950 if head of household
30 Enter the smallerof line 28 or line29. . . . . e M) o
31 Subtract line 22 from line 19. If zero or less, enter 0- . . . . . . . . . .. . . . |[3]I8& =250
32 Enterthelargerofline300rtine3d1 . . . . . . . . . v v e v e oo . .. |82]18,250
33 Figure the tax on the amount on line 32. Use the Tax Table or Tax Rate Schedules, whichever

apPes . . . . . e e e e e e e e e e e e e e e e e e .. . |83 2738
34 Enterthe amountfromlne29 ., . . . . . . . . . . . . 4119250
35 Enter the amount from line 28 _— e e el 250
36 Subtract line 35 from line 34. If zero or less, enter -0- PR R s e s v oew 198 1000
37 Multiply ine 36 by 10% (10) . . . . . . . . . . . e e e e e ... w87 100
38 Enterthe smallerof me 190r M@ 27 . . . . . + . o + v u e .. 8| |OOO
39 Entertheamountfromline36 . . . . . . . + « « v v v 4w e e e e . . .89 |OOO
40 Subtracthned3fomhne3d8 . . . . . . . . . . . . . . . . . . . . ... |40 (@)
41 Multiply line 40by20% (20). . . . . . + v 4 v e e e e e e .. L LA o
42 Enterthe smallerof line 22 or N@ 25. . . . . . . . . . . . . . . . . . . . |42 o
43 Addlines22and32. . . . . . . . . . . u . . . . . |43] 19250
44  Enter the amount from line 19 , , .. ... Llsal 9250
45 Subtract line 44 from fine 43. If zero o less, enter -0~ . . . . . . . . . . . . . . |45 o
46 Subtract line 45 from line 42. If zero or less, enter -0- . . . . . . . . . . . . . . |46 (@)
47 Multiply lne 46 by 25% (25). . . . . . . . e e e e e e e AT 9)
48 Entertheamountfromhne 19 . . . . . . . . . . v 4w e e e ... . |e8]l19. 250
49 AJdIines32,36,40,a0d46 . . . . . . . . . e e e e e e e e 19.250
50 Subtractlned9fromlined8 . . . . . . . . . . . . . . . e oo, |80 (@]
51 Multiply ine SOby 28% (28) . . . . . . . . . . . e e .. . w |8 o
52 Add lines 33, 37, 41,47, and 51. . . . 52| 2850
53 Figure the tax on the amount on line 19. Use lha Tax TableorTax Rate Scnoduies wh:che\rer appl:es 53| 2888
54 Tax on taxable income lncludmg capilal gams Enter the smaller of ine 52 or line 53 here and

on Form 1040, line 40 . . L % 3 B E G S . ... .» |sa| 2850
198
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SCENARIO #2

Scenario #2 has the same facts as Scenario #1, except that:

1. No distributions are made to Alice in 1998 nor during the following 65 days.

2. Ace’s will creates two trusts. All property of the estate is to be divided between the two trusts.
Assume that Alice is the sole income beneficiary of each trust for her lifetime.

3. Neither trust is funded in 1998 nor in the following 65 days.
1998 Income Tax Return for the Estate

Since no distributions are made in 1998, all of the income is taxed to the estate. The Schedules K-1
for Alice, Trust A, and Trust B show no reportable amounts.

1998 Federal Income Tax Summary

The Estate of Ace Smith
Scenario #3

Income

INtEreStinCOME ... 9,350

Dividend iNCOME ... 200

Capital gain (loss) (1041 and 1041-Aonly)...................... 8,000

Farmincome (FOrm4835) ..........covvrviiii i, 6,000

TOtal INCOME. ...t 23,550
Deductions

TAKOS . ottt 2,000

Attorney, accountant, and appraisal fees...................... 4,500

TOtal. . 6,500
Adjusted total income

Adjusted total income ... 17,050
Income distribution deduction

Adjusted totalincome ................ccoiiii 17,050

Adjusted tax-exemptinterest. ... 3,000

Subtract capital gain incl.inincome........................... —8,000

Distributable netincome ..............ccoviiiiiiiiii. 12,050

Income required to be distributed ............................. 0

Other amounts distributed . ... 0

Total distributionS . .......covii 0

DNI less tax-exemptincome...............c.c.ciiiiinn. 9,050

Income distribution deduction.........................ooiaaL 0
Other deductions

EXEMPLioN . . ... 600

Total otherdeductions. ..o 600
Tax computation

Taxable INCOME. . ..o 16,450

Tax from rate schedule or ScheduleD......................... 4,060

Total tax fromSchedule G ..o 4,060
Refund or amount due

[AMOUNt OF tAX U] . .+ .o e, 4,0600

(1) see the schedule D calculation on the next page.
199
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Schedule D (Form 1041) 19978 Estate of Ace Smith page 2
Capital Loss Limitation

17 Enter here and enter as a (loss) on Form 1041, line 4, the smaller of:
a The loss on line 16, column (3); or
b $3000 . . 17 {( )
If the loss on line 16, cwmmsmmanssooo ORi'form wn page 1 lne23 :saloss. cm&pletelhec‘apttuloss
Carryover Worksheet on page 27 of the instructions to determine your capital loss carryover.
Tax Computation Using Maximum Capital Gains Rates (Complete this part only if both lines 15¢ and
16 in column (2) are gains, and Form 1041, line 23 is more than zero.)

18  Enter taxable income from Form 1041, 6ne 23, . . . . . . . . . . . . . . .. . L8] /6,450
19  Enter the smaller of line 15¢ o 16 in column (2). . . |19 £,000

20 If you are filing Form 4952, enter the amount from Form 4952, line 4¢ . | 20 -0~

21 Subtract line 20 from line 19. If zero or less, enter -0- . . R 3 f.000

22 Combine lines 14 and 15a, column (2). If zero or less, enler-o- . 22 -O-

3% Epwerthenmaliorof kw35 colmn (): or e 52, but ot less e zem 23 A

24  Enter the amount from line 15b, column (2). . . . . . . . . . .|=24 -O -

25 Reserved . P 4

26 Addlines23and 24 . . . . M . -O-

27 Subuact line 26 from line 21, If zero of less, enter -0- . . . . . . . . . . .. ... |l21] 8000

28 Subtract line 27 from line 18. I zero of less, enter -0 . . . . . . . . . . . . ... || 8%¥50

29 Enterthesmallerof ine 180r$1.650 . . . . . . » . v W v v e e e e ... b2 LESO
30 Enter the smaller of line 28 orline 29 . . . e e e e e e e e e e |30l 650
31 Subtract ine 21 from line 18. If zero of less, enter 0- . . . . . . . . . . . . ... | e
32  Enter the larger of line 30 or line 31 . : S s b om0 s e s Rl BN DE

33 Tax on amount on line 32 from the 1997 Tax Rate Scheddle . . . . . . . . . . . .» |33] 2460

34 Entertheamountfromine2d . . . . . . . . . . . .o v, .|l e50]
35  Enter the amount from line 28 . . . . S T I )
36 Subtract line 35 from line 34, Hzewuless.emor-o-. A - Y« L.d

37 Muiplyline36by10% (10) . . . . . . . . . 4ot e e e e e e e ... 31 -O-

38 Enter the smallerof ine 180rkne 27 . . . . . . . . . . . . . . . .. ... |38] 8oo0o
39 Enter the amount from line 36. . . . A N EE Y il -0 -

40 Subtract line 39 from line 38. If zero of less, enter 0 . . . . . . . . . . . ... . |4o] 8,000

41 Multiplyine 40by20% (20) . . . . . . . . . . e e e e ... .» |41] 1,600
42 Enterthesmallerofline 2106 lin@ 24 . . . . . . . . . . . . e e ... . 421 -O-

43 Addlines21and32 . . . . . . . . e e e ... M3 26850

44  Enter the amount from line 18 . . . . i e 5 g oeatbf

45 Subtract line 44 from line 43, If zero of less, enter -0 . . . . . . . . . .. . ... |4] -O-

46 Subtract line 45 from line 42. M zero or less, enter -0- . . . . . . . . . . . . . . . |46] O~

47 Muliplyine 46by25%(25) . . . . . . . . e e e e e e .. |4 -O-

48 Entertheamountfrombne@ 18 . . . . . . . . . . . e e e e e .. . a8 lle Y5O
B AT M A0 00U - o v o s o s s s s s e & e e e s RARLIBHGON
50 Subtactline 49fromline 48 . . . . . . . . . . . e e e e e e e e . )80 -O-

§1 Muliplyine 50by28% (28) . . . . . . . . « « v . e i e e e |81 -O-

52 Add lines 33, 37, 41, 47, and 51 . R -7 3 B A~Y Yo

53 Tax on the amount on fine 18 from the 1997 fax Rate Schedule . . . . . . . . . . . | 53| 5568

54 Tax. Enter the smaller of line 52 or line 53 here and on line 1a of Schedule G, Form 1041, . » | 54 | 4 ©O6 O
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SCENARIO #3

Scenario #3 is the same as Scenario #2, except that the two trusts are funded on December 28, 1998.

The 1,000 shares of High Flyer, Inc., are transferred to Trust A to satisfy a pecuniary formula
bequest. The High Flyer shares were worth $110,000 when they were transferred to Trust A.

Half of the other assets are transferred to Trust B and the other half are retained by the estate
until 1999.

1998 Income Tax Return for the Estate and Trusts

Transferring assets to satisfy a pecuniary formula bequest triggers the recognition of gain or loss on
the asset transferred. Therefore, $10,000 of gain ($110,000 — $100,000) on the High Flyer stock must
be recognized.

The estate will pay the taxes on the gain realized on the transfer of the High Flyer stock.
Note:

1. The estate of Ace Smith will file a Form 1041 for 1998, reporting all capital gain. Because
the funding of the trust is not a qualifying bequest, the funding (it exceeds the estate’s
DNI) will carry out the other income of the estate and will be shown on K-1’s for the trusts. A
proportionate part of the income will be shown on separate K-1’s for each trust. The proportion
of each type of income each trust will report is based on the relative FMV of assets distributed
to each trust.

2. Each trust can distribute the income allocated to the trust under point 1, above, to Alice, the
only income beneficiary.

3. Note that if this was a total distribution by the estate to the two trusts, the capital gain would
also flow through to the trusts and be taxable at the trust level.

REVOCABLE LIVING TRUSTS—INFORMATION AND EXAMPLES

1. IN GENERAL

e Revocable living trusts to avoid probate are being extensively promoted. Various kinds of do
“it” yourself kits have been advertised, and other promotional efforts by certain groups are
continuing. As aresult, many questions have been raised about the advantages and disadvantages
of living trusts.

e A living trust is not a special kind of trust. It is created and administered like any other kind
of legal trust. A person (the grantor) transfers property to a trust, to be administered by a
trustee for the benefit of the individuals named as beneficiaries. The trust is revocable (that is,
its provisions can be changed or revoked by the grantor). All or some of the grantor’s property
can be conveyed or otherwise transferred to the trust and will be subject to the trust provisions.

¢ Individuals who are creating the living trust generally try to transfer to the trust all of the
property they own that will be subject to probate. The grantor will name himself or herself as
trustee and will give the trustee the power to pay all the income and any of the principal of the
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trust to the grantor. On the date that the grantor (who is also the trustee in many instances)
becomes incapacitated in a way that the grantor can no longer manage his or her financial
affairs, a successor trustee will act for the benefit of the grantor. Upon the grantor’s death, the
trust will specify how and to whom the property owned by the trust will be distributed. Once
the property is distributed, the trust is terminated.

2. IMPORTANT CONCERNS WHEN CONSIDERING A LIVING TRUST

A living trust should not be created without the assistance and advice of an attorney.

A living trust is a separate legal entity. To accomplish the objectives of the person creating
the trust, it is necessary to legally transfer to the trust a variety of assets. This is sometimes a
complicated procedure and requires the assistance of an attorney.

e Since the grantor’s property will ultimately be transferred by the trust provisions and not by the
provisions of the person’s will, the drafting of the provisions transferring the property on the
death of the grantor of the trust must be done as carefully as when a will is drafted.

e If an institution qualified to administer trusts is named as a trustee, a trust administration fee
will be charged. The grantor should be aware of the amount of the fee and the basis for its
calculation.

e At the time when the grantor is no longer a trustee, a separate fiduciary income tax return will
have to be filed for the trust for the duration of the life of the trust.

e For the duration of the trust, property within the trust will be owned by the trust and must
be transferred and accounted for differently than if the grantor owned the property. This is
especially difficult if property being used in an active trade or business is a part of the trust.

e In order to avoid probate, all property that would be subject to probate would have to be
transferred to the trust. Although avoidance of probate is one reason for creating a living trust,
the probate process in many states has been streamlined in recent years and is not usually the
timely, costly process that it once was.

e A properly drafted living trust, combined with properly executed Powers of Attorney and
Health, usually eliminates the necessity of having a court appoint a guardian for the person and
property of an individual who is mentally or physically incapacitated and unable to manage his
property.

e The cost of having a living trust drafted, the property transferred, and the accompanying will
drafted may run up to $3,500 (or more). The cost will depend on the kind and amount of the
property transferred, the nature of the clauses that dispose of the property that is a part of the
trust, and other special drafting or planning needs of the person creating the trust.

e One attractive aspect of the revocable living trust is the right of the grantor to change the
provisions or terminate the trust and take the assets back at any time.

e The living trust, like many kinds of legal arrangements, needs to be tailor-made to meet the
objectives of the person who wants to create the trust. Many attorneys, and this author, believe
that the trust is most advantageous for certain classes of individuals. Its most common use
is for older persons who are no longer involved in an active trade or business and who do
not frequently shift the kind of assets they own. These people most frequently can utilize the
advantages of the living trust without having to encounter some of the disadvantages. In all
cases, it is highly recommended that a lawyer be involved in the analysis of whether or not a
living trust is beneficial, and in the drafting of this important legal document.
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3. PROBATE VS. REVOCABLE LIVING TRUST
Compare the cost of creating, operating, and terminating the trust with probate cost.
Probate is public; a revocable living trust is private and does not have to be filed.

e Consider the possible delay in distribution of property with probate. A trust can be quicker but
may not be. It depends on the provisions of the trust.

A revocable living trust can avoid ancillary probate. [Probate for real estate in another state.]

These trusts allow management of assets during lifetime by someone other than the grantor.
This may be a reason to create the trust.

See the 1997 Act chapter for a new tax related code section.

4. TAXISSUES
e These trusts save no income, estate, or gift taxes.

e There are 1041 filing requirements and identification number consequences if the trustee is
other than the settlor (person transferring the assets to the trust) [I.R.C. §676(a), 671, Regs.
1.671-4(b)]. Otherwise a 1041 is not filed, and the grantor pays income tax just as before the
trust was created.

e Upon the grantor’s death, the revocable trust becomes an irrevocable trust—a new tax entity.

5. ASSETS TRANSFERRED TO REVOCABLE LIVING TRUST—OVERVIEW
o Taxpayer will lose §1244 loss benefits.
Check carefully professional corporation stock for any disqualification.
Sub. S. stock: OK, but some post-death problems are possible.
E and H bonds: OK (see examples below).

Principal residence: OK for 8121 purposes [Rev. Rul. 66-159, P.L.R. 8006056, 8007050 and
8025027].

Installment obligations: OK in and out [I.R.C. §453(e) and (f)(1); Rev. Rul. 76-100].

82032A property: OK as long as qualified heir retains full control over the trustees and right to
revoke [P.L.R. 8109073].

6. GIFTS FROM REVOCABLE TRUSTS WITHIN THREE YEARS OF DEATH

[See the 1997 Act chapter.]

7. SOME POSSIBLE DISADVANTAGES OF REVOCABLE TRUSTS

e Title transfer costs and procedures
a. Deeds
b. Stock
c. Taxing authorities - assessed valuation
d. Permits, licenses, deed restrictions
® Costs
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a. Attorney fees

b. Trustee fees

c. Conveyance costs

d. Administration costs

8. WHEN TO USE A REVOCABLE TRUST—OVERVIEW

e Need for asset management

¢ Privacy from public probate records

e People with age disabilities who need management assistance through a successor or co-trustee
e Probate avoidance

9. ALTERNATIVES TO REVOCABLE LIVING TRUST TO AVOID PROBATE
e Joint tenancy

Payable on death clause

Transfers with donor or seller retaining a life estate

Powers of attorney

Beneficiaries named for life insurance, pensions, annuities, etc.

10. TRANSFERS TO AND FROM THE REVOCABLE LIVING TRUST—SPECIFIC EXAMPLES
Sale of Principal Residence

If a taxpayer conveys his or her personal residence to a revocable living trust and the trust later sells
the personal residence, the sale will qualify for the 1.R.C. 8121 exclusion of gain only if the taxpayer
is considered the owner of the trust under the grantor trust rules (Rev. Rul. 66-159, 1966-1 C.B. 162;
Rev. Rul. 85-45, 1985-1 C.B. 183).

Example 1. Garnet conveyed his personal residence which he bought in 1960 to a revocable living
trust that is treated as a grantor trust under I.R.C. 88671 through 678. In 1998 the trust sold the
personal residence and bought another house, which Garnet uses as his personal residence.

The sale qualifies for I.R.C. 8121 since Garnet is treated as the owner of the trust and meets all
of the requirements.

Installment Obligations

Transferring an installment obligation to a trust or from a trust may trigger recognition of gain, but
see (2) below.

(1) Amount of Gain. The amount of gain that will be recognized is the difference between the fair
market value of the obligation and the basis of the obligation.

Example 2. George transferred an installment obligation to a trust and the transfer triggered
recognition of gain. At the time of the transfer, George had received three of ten $10,000 payments
of principal on the obligation. His gross profit ratio on the obligation is 40%.

George’s basis in the obligation at the time of the transfer is as follows:
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Beginning basis $ 60,000
Recovered basis: $30,000 X 60% 18,000
Basis in obligation $ 42,000

Assuming that the obligation is valued at the face amount of the remaining balance to be paid,
George’s gain on the transfer is as follows:

Fair market value $ 70,000
Basis 42,000

Gain $ 28,000

Observation.  If the fair market value of the obligation is the same as its face value, the gain
on the transfer can be calculated by multiplying the gross profit ratio of the obligation by the
remaining payments due. In Example 2, the calculation would be 40% X $70,000 = $28, 000.

(2) Transfer to a Trust.

Grantor Trust.  If a taxpayer is treated as the owner of a trust under the grantor trust rules, then the
transfer of an installment obligation to the trust by the taxpayer is not a taxable disposition (Rev. Rul.
74-613, 1974-2 C.B. 153).

Example 3.  Harriet transferred an installment obligation to a trust in which she retained the right
to income for the rest of her life and the power to revoke the trust.

Since Harriet is treated as the owner of the trust, no gain is triggered on the transfer of the
installment obligation and Harriet will continue to report the installment payments on her tax return
as they are received by the trust.

Nongrantor Trust.  If a taxpayer transfers an installment obligation to a trust for which the taxpayer is
not treated as the owner under the grantor rules, then the transfer is treated as a taxable disposition.

Example 4.  Ike transferred an installment obligation to a trust in which he retained no interest or
powers. The transfer will trigger recognition of gain on the obligation.

(3) Transfers from a Trust. Generally, the distribution of an installment obligation from a trust to a
beneficiary is not a taxable disposition. However, if the installment obligation is transferred to satisfy
an obligation to distribute a specific dollar amount or other specific property, then the distribution
will be treated as if the obligation were sold for its fair market value and the money were used to
satisfy the distribution requirement. Therefore, the transfer will be a taxable disposition [Treas. Reg.
§1.661(a)-2(fH) ()]

Example 5.  Jack is the beneficiary of a trust set up by his mother’s will. Under the terms of the trust,
Jack is to receive all of the income from the trust. In 1998 the income is $50,000. The trustee and Jack
agree to distribute an installment obligation that has a fair market value of $50,000 and an income
tax basis of $30,000 instead of $50,000 in cash.

Since the obligation is distributed to satisfy a distribution of income, the trust must include the
$20,000 ($50,000 — $30,000) gain realized on the obligation in its income.
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Exception. If the trust distributes an installment obligation to a beneficiary who is treated as
the owner of the trust under the grantor trust rules (revocable living trust), no gain has to be
recognized (Ltr. Rul. 8001045).

Example 6.  Katie is treated as the owner of a trust under the grantor trust rules. In 1998 the
trust distributed an installment obligation to her to satisfy an income distribution requirement. The
obligation had a fair market value of $40,000 and a $25,000 basis.

The trust does not have to report the $15,000 gain on the transfer of the trust. Katie will continue
to report the gain as she receives payments on the obligation.

(4) Basis. The trust’s basis in an obligation transferred to it is the grantor’s basis increased by any
gain recognized by the grantor as a result of the transfer to the trust. Similarly, the beneficiary’s basis
in an obligation distributed by the trust is the trust’s basis increased by any gain recognized by the
trust as a result of the distribution.

Example 7. Assume the same facts as in Example 6. Katie’s basis in the obligation is still $25,000.
Series E and H U.S. Savings Bonds

(1) Series EE or Series E Bonds. If a taxpayer is considered the owner of a trust (as in a revocable
living trust) and transfers Series EE or Series E Bonds to it, the taxpayer continues to be taxable for
the increase in value of the bonds. Therefore, the transfer has no effect on the timing of the income.

If the taxpayer was not reporting the increase in value each year, he or she can continue to
postpone reporting that increase in value until the bonds are cashed or finally mature, whichever is
earlier.

Example 8.  Lyle owned a Series EE U.S. Savings Bond. He was not reporting the increase in value
each year. He transferred the bond to a revocable living trust. He is considered the owner of the trust.

Lyle can continue to postpone reporting the increase in value of the bond until the earlier of the
date it matures or the trust cashes the bond.

If the taxpayer is reporting the increase in value each year, he or she must continue to report the
increase in value each year after the bond has been transferred to the revocable trust.

Example 9. Martha owned a Series EE U.S. Savings bond. She was reporting the increase in value as
income each year. She transferred the bond to a revocable living trust. She is considered the owner
of the trust.

Martha must continue to report the increase in value of the bond as income each year.

Practitioner Note. If Series EE or Series E bonds are transferred to a trust of which the taxpayer is
not considered the owner, the taxpayer must report any increase in value that has not previously
been reported.
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