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FIGURE 12.11 Page 2 of 2014 Form 8949 for Estate of Frances Goodnight
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FIGURE 12.12  2014 Schedule E (Form 1040) for Estate of Frances Goodnight
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FIGURE 12.13  2014 Form 8960 for Estate of Frances Goodnight
(The 2014 Form 8960 was not available at press time.)
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2015 Form 1041 for Estate
The executor and trustees distributed all of the 
assets in the estate and in the trust on or before 
March 15, 2015, and closed the estate and the 
trust on that date. The final income tax return 
for the estate includes income, deductions, and 
distributions from January 1, 2015, through 
March 31, 2015. Because most of the adminis-
trative expenses for the estate and the trust were 
paid in 2015, they are deducted on the 2015 Form 
1041 and create a significant tax loss that passes to 
the three beneficiaries.

Figure 12.14 shows the 2015 Form 1041 for 
Frances’s estate.

Income (Lines 1–9)
Hometown Accountants reported $3,600 of 
dividends from the trust’s brokerage account on 
lines 2a and 2b. Line 5 reports $6,000 of ordinary 
income from Spencer Company. The $9,600 
total income is reported on line 9.

Deductions

Line 14: Attorney, Accountant,  
and Return Preparer Fees
The $44,740 sum of the $32,565 attorney’s fees for 
trust administration, the $7,500 fee for preparing 

FIGURE 12.14  2015 Form 1041 for Estate of Frances Goodnight
(The 2015 Form 1041 was not available at press time.)
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her Form 706, and the $4,675 fee for preparing 
Frances’s Forms 1041 is deducted on line 14.

Line 15a: Other Deductions Not  
Subject to the 2% Floor
The $12,000 sum of the $7,500 trust administra-
tion fee paid to Preston Spencer and the $4,500 
trust administration fee paid to Kenneth Broker is 
deducted on line 15a.

Line 15c: Allowable Miscellaneous 
Itemized Deductions Subject to the  
2% Floor
The $400 of miscellaneous itemized deductions 
from Spencer Company is deducted on line 15c.

Line 18: Income Distribution Deduction
The estate has no income distribution deduction 
because it has negative income and therefore no 
distributable net income.

Taxable Income
The estate computes its negative $47,540 taxable 
income on line 22 by first totaling its $57,140 of 
deductions on line 16, subtracting those deduc-
tions from its $9,600 of total income reported 
on line 9, and entering the negative $47,540 
of adjusted total income on line 17. The $600 
exemption deduction on line 21 cannot be used 
to increase the negative taxable income, so a 
$47,540 negative taxable income is also reported 
on line 22. 

That amount (the excess deductions on termi-
nation) is divided equally among the three benefi-
ciaries and is eligible to be treated as an itemized 
deduction subject to the 2%-of-AGI floor on their 
respective Forms 1040.

Schedules K-1 (Form 1041)  
for Beneficiaries
Because the three beneficiaries shared equally in 
the estate and trust, their Schedules K-1 (Form 
1041) report the same amounts to each of them. 
Figure 12.15 shows the Schedule K-1 (Form 
1041) for Preston Spencer. 

Even though the beneficiaries received distri-
butions from the estate and the trust during its 
final year, they have no taxable income because 
the combined taxable income for the estate and 
the trust is negative.

Each beneficiary’s $15,847 ($47,540 ÷ 3) 
share of the estate’s excess deductions is reported 
in box 11 of the Schedule K-1 (Form 1041) with 
code A to indicate it is a final-year excess deduc-
tion. The beneficiaries can claim that amount as 
an itemized deduction subject to the 2%-of-AGI 
floor on their 2015 income tax returns.

The entire $47,540 loss arises from adminis-
trative expenses that are deductible from invest-
ment income to compute the net investment 
income that is subject to the NIIT [Treas. Reg. 
§ 1.1411-4(f)(3)(viii)]. Consequently, each benefi-
ciary can deduct a portion of his or her $15,847 
share of the loss on line 9c of Form 8960. The 
allowable deduction on Form 8960 depends on 
the beneficiary’s AGI, because the I.R.C. § 68 
reduction (2%-of-AGI) and the I.R.C. § 68 Pease 
overall limitation on itemized deductions must be 
applied first [Treas. Reg. § 1.1411-4(f)(7)].
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FIGURE 12.15 Schedule K-1 (Form 1041) for Preston Spencer
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Assets Received by Beneficiaries
Figure 12.16 shows the FMV and the basis of 
the assets each of the beneficiaries received from 
Frances. The following notes explain the amounts 
reported in Figure 12.16.

FIGURE 12.16 Beneficiaries’ Assets

FMV Basis
Unrecognized 

Gain (Loss)

Julie Spencer

Probate estate (one-third) $    8,617 $    8,617 $            0

IRA (one-third) 118,250 0 118,250

Life insurance (one-third) 58,485 58,485 0

Spencer Company (one-third) 170,000 184,217 (14,217)

Stock portfolio 142,750 137,599 5,151

Condominium 500,000 450,000 50,000

Total $998,102 $838,918 $159,184

   

Preston Spencer and Harry Spencer (each)

Probate estate (one-third) $    8,617 $    8,617 $            0

IRA (one-third) 118,250 0 118,250

Life insurance (one-third) 58,485 58,485 0

Spencer Company (one-third) 170,000 184,217 (14,217)

Stock portfolio 592,750 571,363 21,387

Total $948,102 $822,682 $125,420

   

Probate Estate
The distribution to each beneficiary is $8,617 
($25,850.28 ÷ 3). The basis of this cash distribu-
tion is the face value.

IRA
The distribution to each beneficiary is $118,250 
($354,750 ÷ 3). Because the IRA is income in 
respect of a decedent, Frances’s zero basis carries 
over to the beneficiaries.

Life Insurance
The amount the insurance company paid to 
each beneficiary is $58,485 [($175,000 proceeds  
+ $354.65 dividends + $101.75 interest) ÷ 3]. The 
basis of these cash payments is their face value.

Spencer Company
The value of the 25% interest distributed to each 
beneficiary is $170,000 ($510,000 ÷ 3). The trust’s 
basis in its 75% interest is $552,650, as shown in 
Figure 12.17. Each beneficiary’s basis in his or 
her 25% interest is $184,217 ($552,650 ÷ 3).
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I.R.C. § 754 Election 

I.R.C. § 754 allows Spencer Company to elect 
to increase the basis of its assets to reflect the 
increase in the inherited partnership interests. 
That increase in basis benefits only the owners of 
the inherited interests. See pages 525–528 of the 
2011 National Income Tax Workbook for a discus-
sion of the I.R.C. § 754 adjustment of the basis in 
partnership assets.

Stock Portfolio
As shown in Figure 12.3 on page 370 in this 
chapter, Julie received only $142,750 of the 
$1,328,250 stock portfolio because she also 
received the entire condominium; Preston and 
Harry each received $592,750 of the stock 
portfolio.

FIGURE 12.17 Basis of Interests in Spencer Company

Basis of Trust’s 75% Interest in Spencer Company

Date-of-death value $550,000

Taxable income in 2014

  Net income $12,500

  Short-term capital gain 500

  Subtract itemized deductions (   950)

  Net 2014 taxable income  12,050

Taxable income in 2015

  Net income $ 6,000

  Subtract itemized deductions (  400)

  Net 2015 taxable income  5,600

Subtract distributions ($5,000 in each of 3 quarters) (15,000)

Trust’s basis in 75% interest $552,650

 

Each beneficiary’s basis in 25% interest ($552,650 ÷ 3) $184,217

 

The trust’s basis in the entire stock portfolio 
on the date it was distributed to the beneficia-
ries is $1,280,325 [$835,000 date-of-death value; 
$432,425 ($465,000 – $32,575) net proceeds from 
the sale of the townhouse; and $12,900 ($9,300 + 
$3,600) income that was taxed on the 2014 and 
2015 Forms 1041]. 

Julie’s share of that basis is $137,599 
[($142,750 ÷ $1,328,250) × $1,280,325]. Pres-
ton’s and Harry’s shares of the basis are $571,363 
[($592,750 ÷ $1,328,250) × $1,280,325] each.

Condominium
The trust distributed the entire condominium 
to Julie. Her basis is the $450,000 date-of-death 
value.
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merely by reason of the ownership of property 
may be fully deductible under other provisions 
of the Code, such as sections 62(a)(4), 162, or 
164(a), which would not be miscellaneous item-
ized deductions subject to section 67(e).
(3) Tax preparation fees. Costs relating to all estate 
and generation-skipping transfer tax returns, 
fiduciary income tax returns, and the decedent’s 
final individual income tax returns are not subject 
to the 2-percent floor. The costs of preparing all 
other tax returns (for example, gift tax returns) 
are costs commonly and customarily incurred by 
individuals and thus are subject to the 2-percent 
floor.
(4) Investment advisory fees. Fees for investment 
advice (including any related services that would 
be provided to any individual investor as part of 
an investment advisory fee) are incurred com-
monly or customarily by a hypothetical indi-
vidual investor and therefore are subject to the 
2-percent floor. However, certain incremental 
costs of investment advice beyond the amount 
that normally would be charged to an individual 
investor are not subject to the 2-percent floor. For 
this purpose, such an incremental cost is a special, 
additional charge that is added solely because the 
investment advice is rendered to a trust or estate 
rather than to an individual or attributable to an 
unusual investment objective or the need for a 
specialized balancing of the interests of various 
parties (beyond the usual balancing of the vary-
ing interests of current beneficiaries and remain-
dermen) such that a reasonable comparison with 
individual investors would be improper. The por-
tion of the investment advisory fees not subject 
to the 2-percent floor by reason of the preceding 
sentence is limited to the amount of those fees, if 
any, that exceeds the fees normally charged to an 
individual investor.
(5) Appraisal fees. Appraisal fees incurred by an 
estate or a non-grantor trust to determine the 
fair market value of assets as of the decedent’s 
date of death (or the alternate valuation date), 
to determine value for purposes of making dis-
tributions, or as otherwise required to properly 
prepare the estate’s or trust’s tax returns, or a 
generation-skipping transfer tax return, are not 

APPENDIX: TREASURY REGULATION § 1.67-4  This new regulation 
is effective for tax years beginning on or after May 9, 2014. 

§ 1.67–4 Costs paid or incurred by estates  
or non-grantor trusts. 
(a) In general. Section 67(e) provides an exception 
to the 2-percent floor on miscellaneous itemized 
deductions for costs that are paid or incurred in 
connection with the administration of an estate 
or a trust not described in § 1.67–2T(g)(1)(i) (a 
non-grantor trust) and that would not have been 
incurred if the property were not held in such 
estate or trust. A cost is subject to the 2-percent 
floor to the extent that it is included in the defi-
nition of miscellaneous itemized deductions 
under section 67(b), is incurred by an estate or 
non-grantor trust, and commonly or customarily 
would be incurred by a hypothetical individual 
holding the same property.
(b) “Commonly” or “Customarily” Incurred—(1) In 
general. In analyzing a cost to determine whether 
it commonly or customarily would be incurred by 
a hypothetical individual owning the same prop-
erty, it is the type of product or service rendered 
to the estate or non-grantor trust in exchange for 
the cost, rather than the description of the cost of 
that product or service, that is determinative. In 
addition to the types of costs described as com-
monly or customarily incurred by individuals in 
paragraphs (b)(2), (3), (4), and (5) of this section, 
costs that are incurred commonly or customar-
ily by individuals also include, for example, costs 
incurred in defense of a claim against the estate, 
the decedent, or the non-grantor trust that are 
unrelated to the existence, validity, or adminis-
tration of the estate or trust.
(2) Ownership costs. Ownership costs are costs that 
are chargeable to or incurred by an owner of 
property simply by reason of being the owner of 
the property. Thus, for purposes of section 67(e), 
ownership costs are commonly or customarily 
incurred by a hypothetical individual owner of 
such property. Such ownership costs include, but 
are not limited to, partnership costs deemed to 
be passed through to and reportable by a partner 
if these costs are defined as miscellaneous item-
ized deductions pursuant to section 67(b), condo-
minium fees, insurance premiums, maintenance 
and lawn services, and automobile registration 
and insurance costs. Other expenses incurred 
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third parties that would have been subject to the 
2-percent floor if they had been paid directly by 
the estate or non-grantor trust are subject to the 
2-percent floor, as are any fees or expenses sepa-
rately assessed by the fiduciary or other payee of 
the bundled fee (in addition to the usual or basic 
bundled fee) for services rendered to the estate or 
non-grantor trust that are commonly or custom-
arily incurred by an individual.
(4) Reasonable Method. Any reasonable method 
may be used to allocate a bundled fee between 
those costs that are subject to the 2-percent floor 
and those costs that are not, including without 
limitation the allocation of a portion of a fidu-
ciary commission that is a bundled fee to invest-
ment advice. Facts that may be considered in 
determining whether an allocation is reasonable 
include, but are not limited to, the percentage 
of the value of the corpus subject to investment 
advice, whether a third party advisor would have 
charged a comparable fee for similar advisory ser-
vices, and the amount of the fiduciary’s attention 
to the trust or estate that is devoted to investment 
advice as compared to dealings with beneficiaries 
and distribution decisions and other fiduciary 
functions. The reasonable method standard does 
not apply to determine the portion of the bundled 
fee attributable to payments made to third parties 
for expenses subject to the 2-percent floor or to 
any other separately assessed expense commonly 
or customarily incurred by an individual, because 
those payments and expenses are readily identi-
fiable without any discretion on the part of the 
fiduciary or return preparer.
(d) Effective/applicability date. This section applies 
to taxable years beginning on or after May 9, 
2014.

incurred commonly or customarily by an indi-
vidual and thus are not subject to the 2-percent 
floor. The cost of appraisals for other purposes 
(for example, insurance) is commonly or custom-
arily incurred by individuals and is subject to the 
2-percent floor.
(6) Certain Fiduciary Expenses. Certain other fidu-
ciary expenses are not commonly or customarily 
incurred by individuals, and thus are not subject 
to the 2-percent floor. Such expenses include 
without limitation the following: probate court 
fees and costs; fiduciary bond premiums; legal 
publication costs of notices to creditors or heirs; 
the cost of certified copies of the decedent’s death 
certificate; and costs related to fiduciary accounts.
(c) Bundled fees—(1) In general. If an estate or a non-
grantor trust pays a single fee, commission, or 
other expense (such as a fiduciary’s commission, 
attorney’s fee, or accountant’s fee) for both costs 
that are subject to the 2-percent floor and costs 
(in more than a de minimis amount) that are not, 
then, except to the extent provided otherwise by 
guidance published in the Internal Revenue Bul-
letin, the single fee, commission, or other expense 
(bundled fee) must be allocated, for purposes of 
computing the adjusted gross income of the estate 
or non-grantor trust in compliance with section 
67(e), between the costs that are subject to the 
2-percent floor and those that are not.
(2) Exception. If a bundled fee is not computed on 
an hourly basis, only the portion of that fee that 
is attributable to investment advice is subject to 
the 2-percent floor; the remaining portion is not 
subject to that floor.
(3) Expenses Not Subject to Allocation. Out-of-pocket 
expenses billed to the estate or non-grantor trust 
are treated as separate from the bundled fee. In 
addition, payments made from the bundled fee to 
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