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Purposes of Trusts

Parties Involved in a Trust
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Advisers Involved With a Trust

• Attorney

• Insurance Agent

• Financial Adviser

USES OF TRUSTS
CPA’s Guide to Trusts
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Trust Documents

• Trustor’s Purpose for 
the Trust

• Trust Property

• Power to Change

• Distributions

– Trust Income

– Trust Principal (Corpus)

• Trustee Issues

• Administrative Issues

Types of Trusts

• Estate Planning Trusts

– Revocable Living Trusts

– Bypass Trusts

– QTIP Trusts

– Irrevocable Life 
Insurance Trusts

– GST Trusts

• Asset Protection Trusts

• Special Needs Trusts
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Operating the Trust

TRUST ACCOUNTING
CPA’s Guide to Trusts



11/25/2014

6

Trust Accounting Concepts

• Where do standards 
come from?

• Income

• Principal

• Depreciation

• Importance of Proper 
Categorization

Sources of Trust Accounting Rules

• State Principal and 
Income Acts

• Trust Document
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Preparing Trust Accountings

• National Fiduciary 
Accounting Standards

• Charge and Discharge 
Statement Format

• Primacy of Governing 
Court

National Fiduciary Accounting 
Standards Statement

• Example for:

– Estate Executors

– Trust Administrators

• Relatively complex document – “design by 
committee”

• Most jurisdictions will accept

– Some will not

– Others will prefer an altertnative
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Executors Report
Purpose of Account: William C. Doe, Executor, offers this account 
to acquaint interested parties with the transactions that have 
occurred during his administration.

*The account also indicates the proposed distribution of the 
estate.

It is important that the account be carefully examined. Requests 
for additional information or questions or objections can be 
discussed with:

[Name of Executor, Counsel or other appropriate
person]
[address and telephone number]

Summary of Account

* - Optional if applicable
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Summary of Account

Receipts of Principal
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Receipts of Principal

Note: To facilitate preparation, the accountant may prefer to 
detail the starting balance by attaching a copy of the inventory 
as an exhibit. (This would be inappropriate if the inventory is 
prepared in a form that includes substantial extraneous 
material or does not list assets in an orderly manner.) The 
opening entry would then read:

"Assets Listed in Inventory per copy attached $146,278.46"

Receipts of Principal
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Receipts of Principal

*Proceeds of sale of rights may be treated as an additional 
receipt, as illustrated here, or may be applied in reduction of 
carrying value as illustrated on page T-8 of the Model 
Trustee's Account. Either method, consistently applied, is 
acceptable.

Gains and Losses on Sales and Other 
Dispositions
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Disbursements of Principal

Disbursements of Principal
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Distributions of Principal to 
Beneficiaries

Principal Balance on Hand
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Information Schedule - Principal

Receipts of Income
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Disbursements of Income

Distributions of Income to 
Beneficiaries
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Proposed Distribution to Beneficiaries

Statement of Executor

WILLIAM C. DOE, Executor under the Last Will and Testament of JOHN 
DOE, deceased, hereby declares under (oath)* (penalties of perjury) 
that he has fully and faithful! y discharged the duties of his office; that 
the foregoing First and Final Account is true and correct and fully 
discloses all significant transactions occurring during the accounting 
period; that all known claims against the Estate have been paid in full; 
that, to his knowledge, there are no claims now outstanding against 
the Estate; and that all taxes presently due from the Estate have been 
paid.
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Model Trust Accounting

Summary of Account
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Summary of Account

Receipts of Principal
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Receipts of Principal

Note: To facilitate preparation the accountant may prefer to 
detail the starting balance by attaching as an exhibit a copy of 
the closing balance from the last account, schedule of assets 
in the deed, etc., as appropriate. The opening entry would 
then read:

"Assets awarded by adjudication dated January 30, 1967, of 
Smith, J ., upon the First Account of the executors per 
schedule of distribution pursuant thereto, copy attached 
$157,259.02."

Gains and Losses on Sales and Other 
Dispositions
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Gains and Losses on Sales and Other 
Dispositions

Disbursements of Principal
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Distributions of Principal to 
Beneficiaries

Principal Balance on Hand



11/25/2014

22

Information Schedules - Principal

Information Schedules - Principal
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Information Schedule - Principal

Information Schedule - Principal
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Information Schedule - Principal

Receipts of Income
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Disbursements of Income

Distribution of Income to Beneficiaires
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Balance of Income on Hand

Proposed Distribution to Beneficiaries
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Proposed Distribution to Beneficiaries

Proposed Distribution to Beneficiaries
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Trustee’s Statement

Charge and Discharge Statement

• Alternative approach used in some states

• Also used sometimes for accountings to 
beneficiaries between formal court 
accountings

• Arguably less intimidating than the full 
statement
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Accounting Issues

• Know requirements for accounting
– Jurisdiction over estate/trust

– Determine format of accounting and rules

• Reporting issues
– Litigation support exception may apply in some 

cases

– Otherwise standard financial reporting rules apply

• And, as always, “GAAP is GAAP” regardless of 
reporting
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UNIFORM PRINCIPAL AND INCOME 
ACT

CPA’s Guide to Trusts

Uniform Principal and Income Act

• Lays out general terms to deal with traditional 
concepts of:

– Corpus (principal)

– Income

• “Fills in” the blanks where trust document is 
silent
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Definitions

• Beneficiary

• Fiduciary

• Income (and related definitions that depend 
on this)

• Principal and remainder beneficiary

• Trustee

Duties of the Trustee

• Trust document may override UPIA

• Next looks to discretionary override of UPIA if 
provided (but will have to look at fiduciary 
duty)

• Finally look to UPIA
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Power to Adjust

• Requires prudent investor standard to be used

• Can work around straight-jacket of UPIA

• Problems

– Fiduciary duty to beneficiaries must be considered

– Prohibited in certain circumstances

Power to Adjust
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Power to Adjust

Power to Adjust
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Power to Adjust

Power to Adjust
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Power to Adjust

Power to Adjust
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Power to Adjust

Power to Adjust
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Judicial Control of Power to Adjust

• Officially acts limits court’s power to modify

• Must find abuse of fiduciary duty – not merely 
that court would have done it differently

• However, still means can be second-guessed

End of Income Interest

• Ties income and principal receipts to property

• Pecuniary amounts distributed first from 
income

• Issues when you have successive income 
interests to get the cut-offs right
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Remainder and Pecuniary Beneficiaries

• Income balance for those not receiving 
current distribution

• Requirement to maintain records of unpaid 
income interests

• Options for gain/loss on principal assets

When Right to Income Begins/Ends

• Right starts on

– Date stated in trust or

– Date asset becomes subject to trust

• Rules for determining such dates



11/25/2014

40

Death/End of Interest

• Allocate “income” items before DOD to 
principal

• Day to day required if:

– No due date or

– Not periodic

Apportionment at End of Interest

• Undistributed income

– Received before end of interest

– Does not include accrued 

• Also describes how to deal with the end of a 
unitrust or annuity interest
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Accrued Periodic Payments

Character of Receipts

• Receipts from an entity

– Does not generally follow traditional GAAP or 
income tax rules

– Rather cash = income (subject to certain 
exceptions)

– Other than cash = principal

• Liquidation/partial liquidation issue
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Mutual Funds

• “Capital gain” dividends

– Long term capital gain dividends are principal

– Short term capital gain dividends are income

• Reinvested dividends

– By default is a reclassification under Section 104 
(Power to Adjust)

– However, may justify moving back to income if 
done to avoid costs

Distributions from Trust or Estate

• If did not purchase it, retains nature from 
distributing trust or estate

• If purchased, then treat as entity under entity 
distribution rules

• Commentary notes that distributing trust may 
require an allocation to one type or the other 
regardless of where it came from in the 
distributing trust
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Business Activity

• Option to maintain separate accounting 
records

• Determines need to retain cash (basically keep 
it in principal)

• List of specific activities that qualify for this 
option

Principal Receipts

• Assets transferred into the trust

• Proceeds from sale of asset

• Payments from 3rd parties to reimburse trust 
for 

– Environmental matters

– Other reasons not based on loss of income

• Eminent domain proceeds (though some may 
be allocated to income).
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Principal Receipts

• Net income in a period without an income 
beneficiary

• Other specified receipts in the UPIA

Rental Property

• Payments of rent go to income (commentary 
discusses issues where power to adjust may 
be appropriate)

• Deposits 

– Added to principal

– May not be distributed until obligation ends
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Obligation to Pay Money

• Interest must be allocated to income without 
regard to any amortization of premium

• Sale of obligation is allocated to principal (unless 
maturity < 1 year)

• Rules do not apply to
– Deferred compensation
– Liquidating assets
– Mineral, water, natural resources
– Timber
– Derivatives and options
– Asset based securities

Insurance Policies

• Principal

– Life insurance

– Other insurance contract where named 
beneficiary

• Dividends on Policies

– Income if premium paid from income

– Principal if premium paid from principal

• Does not apply to deferred compensation
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Insubstantial Allocations

• Can ignore insubstantial allocations required 
for

– Deferred compensation

– Liquidating assets

– Mineral, water and other natural resources

– Timber

– Asset backed securities

Example
For example, assume that a trust's assets, which include a working interest 
in an oil well, have a value of $1,000,000; the net income from the assets 
other than the working interest is $40,000; and the net receipts from the 
working interest are $400. The trustee may allocate all of the net receipts 
from the working interest to principal instead of allocating 10%, or $40, to 
income under Section 411. If the net receipts from the working interest are 
$35,000, so that the amount allocated to income under Section 411 would 
be $3,500, the trustee may decide that this amount is sufficiently significant 
to the income beneficiary that the allocation provided for by Section 411 
should be made, even though the trustee is still permitted under Section 
408 to allocate all of the net receipts to principal because the $3,500 would 
increase the net income of $40,000, as determined before making an 
allocation under Section 411, by less than 10%. Section 408 will also relieve 
a trustee from having to allocate net receipts from the sale of trees in a 
small woodlot between principal and income.
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Deferred Compensation

• Portion of payment categorized as interest, 
dividends or payments in lieu go to income

• Otherwise

– 10% to income

– 90% to principal

Example of Designation of 
Interest/Dividend

For example, some deferred compensation plans that hold debt obligations or 
stock of the plan's sponsor in an account for future delivery to the person 
rendering the services provide for the annual payment to that person of 
dividends received on the stock or interest received on the debt obligations. 
Other plans provide that the account of the person rendering the services shall 
be credited with "phantom" shares of stock and require an annual payment that 
is equivalent to the dividends that would be received on that number of shares 
if they were actually issued; or a plan may entitle the person rendering the 
services to receive a fixed dollar amount in the future and provide for the 
annual payment of interest on the deferred amount during the period prior to 
its payment. Under Section 409(b), payments of dividends, interest or payments 
in lieu of dividends or interest under plans of this type are allocated to income; 
all other payments received under these plans are allocated to principal
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IRA Issues

Thus, if an IRA holds a portfolio of marketable 
stocks and bonds, the amount received by the 
IRA as dividends and interest is not taken into 
account in determining the principal and 
income allocation except to the extent that the 
Internal Revenue Service may require them to 
be taken into account when the payment is 
received by a trust that qualifies for the estate 
tax marital deduction (a situation that is 
provided for in Section 409(d)).

Liquidating Assets

• Expected to decrease in value
– Leasehold

– Patent 

– Copyright

– Royalty right

– Payments over > 1 year without stated interest (such 
as lottery winnings)

• Allocate
– 10% income

– 90% principal
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Minerals, Water Rights, Natural 
Resources

• If received as rental right, to income

• If received as production payment

– Amount treated as interest to income

– Remainder to principal

• Royalty, shut-in-well payment, take-or-pay 
payment, bonus, delay rental

– 10% income

– 90% principal

Minerals, Water Rights, Natural 
Resources

• Working interest or other interest

– 90% principal

– 10% income

• Water

– Renewable – allocate to income

– Not renewable 

• 10% income

• 90% principal
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Timber

• Income to extent amount removed does not 
exceed growth rate

• Principal to the extent exceeds growth rate

• Between the two based on above principals 
for

– Lease of timberland

– Contract to cut timber

• Other payments to principal

Timber

• Must allocate reasonable amount to principal 
for depletion
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Property Not Productive of Income

• Marital deduction trust issue

• Trustee makes (or doesn’t make) use of right 
to adjust but income not sufficient, spouse 
can force the issue

Derivatives and Options

A "derivative" means a contract or financial instrument 
or a combination of contracts and financial instruments 
which gives a trust the right or obligation to participate 
in some or all changes in the price of a tangible or 
intangible asset or group of assets, or changes in a rate, 
an index of prices or rates, or other market indicator for 
an asset or a group of assets.
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Derivatives

• If don’t account under business rule, receipts 
and disbursements are allocated to principal 
from transactions related to derivatives

Options

• Amounts received when granting an option 
are allocated to principal

• Amounts paid when receiving an option are 
allocated to principal

• Gain/loss is also a principal item
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Asset Backed Security

In this section, "asset-backed security" means an asset 
whose value is based upon the right it gives the owner 
to receive distributions from the proceeds of financial 
assets that provide collateral for the security. The term 
includes an asset that gives the owner the right to 
receive from the collateral financial assets only the 
interest or other current return or only the proceeds 
other than interest or current return.

Asset Backed Security

• Payments

– From interest or other current return to income

– All other to principal

• Disposal of interest

– If all paid in one accounting period, all to principal

– If paid over more than one accounting period

• 10% to income

• 90% to principal
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Disbursements from Income

• From income

– ½ of regular compensation

• Trustee

• Investment adviser or custodian

– ½ of expenses for 

• Accountings

• Judicial proceedings

• Other matters that involve both interests

Disbursements from Income

• From income
– All other ordinary expenses incurred for

• Administration, 

• Management and 

• Preservation of property

– Includes
• Repairs

• Taxes assessed against principal

• Expenses of proceeding involving the income interest

– Recurring insurance premiums covering loss of income
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Disbursements from Principal

• Remaining ½ of fees that were half charged to 
income

• Trustee’s compensation calculated on 
principal fee for acceptance, distribution, or 
termination, and disbursements made to 
prepare property for sale

• Payment on principal of a trust debt

• Proceedings primarily concerning principal

Disbursements from Principal

• Other insurance premiums

• Estate, inheritance or transfer taxes

• Environmental matter payments

• Reimburse income if required to make 
payment on encumbered asset from income
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Depreciation

• Reduction in value due to wear, etc (not the 
GAAP idea)

• Trustee may transfer amount of cash receipts 
to principal but not

– Used by beneficiary as residence

– During administration of decedent’s estate

– If accounting for as business

Transfers to Reimburse Principal

• Large repairs, etc.

• Capital improvement

• Prepare property for rental

• Periodic payments on obligations secured by 
principal asset to extent depreciation transfer 
inadequate

• Environmental matters
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Income Taxes

• Tax imposed on receipts charged to income 
paid from income

• Tax imposed on receipts charged to principal 
paid from principal

• Allocated appropriately if based on both

Income Taxes



11/25/2014

58

Income Taxes

Income Taxes
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Income Taxes

Income Taxes



11/25/2014

60

Adjustments for Taxes

• Another adjustment clause

• Due to

– Elections and decisions

– Distribution triggered taxes

– Passthrough entities

INCOME TAXATION OF TRUSTS
CPA’s Guide to Trusts
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Revocable vs. Irrevocable Trust

• Revocable Trust

• Irrevocable Trust

– Simple Trust

– Complex Trust

Unique Characteristics

• Taxable Income

• 2% Floor on Itemized 
Deductions

• Distribution Deduction

• Income Reported by 
Beneficiaries
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Unique Characteristics of Form 1041

Filing Requirements

• Electronic Filing

• Filing Requirements

• When to File

• What to File
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Estimated Payments of Income Tax 
Liability

Distributable Net Income
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Effect of Losses

Fiduciary Accounting Rules

• Taxable Items Generally 
Allocable to Corpus

• Expenses Allocable to 
Corpus
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Depreciation

Allocation Between Principal and 
Income

• Effect of Capital 
Transactions

• Marital Claims
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Marital Trusts

Income Distribution Deduction
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Tiered Distribution Structure

Allocation of Classes of Income to DNI
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Allocation to Beneficiaries

• Nature of Income

• Allocation of 
Deductions to Classes of 
Income

• Year of Income 
Inclusion

Gains/Losses on Transfers of Property 
to Beneficiaries

• When Recognition of 
Gain is Required

• When Recognition of 
Gain is Elective

• Nonrecognition of Loss
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Reporting and Tax Compliance

Termination of Trusts and Estates

• Trust Termination

• Estate Termination

– Termination Event

– Unduly Prolonged 
Administration

– Planning

• Taxation
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GRANTOR TRUSTS
CPA’s Guide to Trusts

Grantor Trust Triggers

• Power to 
Revoke/Return Corpus

• Distribute for Benefit of 
Grantor

• Reversionary Interest 
Rules

• Power Over Beneficial 
Interests

• Administrative Powers
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Grantor Trust Triggers

• Power to Take Principal 
or Income

– Note – does not need to 
be the grantor

– Any person holding right 
has an issue

Income Tax Treatment of Grantor 
Trusts

• Income Treated as That 
of Grantor

• Gain on Sale of 
Residence

• Tax Planning Logic 
Behind IDGTs
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Income Tax Filing Requirements

• Standard Method

• Trusts Treated as 
Wholly Owned by One 
Person

– Grantor’s TIN Option

– Trust TIN/1099s

• Trusts With More than 
One Grantor or Owner

Income Tax Filing Requirements

• Changing Reporting 
Methods

• Trusts that May Not Use 
Alternative Methods
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NET INVESTMENT INCOME TAX
CPA’s Guide to Trusts

Trusts and Estates Subject to Tax

• General Rules

• Exempted Trusts and 
Estates
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Computing the Tax

• Adjusted Gross Income 
Limitation

• Undistributed Net 
Investment Income

• Capital Gain Issues

Special Issues Facing Trusts and Estates

• Passive Activities

• Bankruptcy Estates

• Charitable Remainder 
Trusts

• “Simplified” CRT 
Method

• Impact on ESBTs
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STATE COMPLICATIONS OF TRUSTS
CPA’s Guide to Trusts

State Law Governing Trusts

• State Principal and 
Income Act

• Prudent Investor Act

• Other State Trust Laws
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State Income Taxation Issues

• Tests in Determining Tax 
Status

• Dealing with State 
Income Tax Issues

CPA’S DUTIES AND EXPOSURES
CPA’s Guide to Trusts
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Professional Obligations

• Conflict of Interest 
Issues

– AICPA Code of 
Professional Conduct

– Circular 230 §10.29

• Due Diligence

• Financial Reporting 
Issues

Expectations of the Parties

• Surviving Spouse

• Offspring

• Other Interested Parties

• Other Professionals
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Who is the Client?

• Key Issue for 
Communication

• Fiduciary Responsibility 
Issues


