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PREFACE

Al l ocations anong the subtrusts created as the result of a
spouse' s death usually cannot be nmade for many nonths. Reasons for
del ays may include difficulty in identifying assets, difficulty in
determning what is community and what is separate property, and
problens in valuing assets. Wen these delays are unavoi dable, the
assets in what had been the revocable living trust nmust continue in
an "adm nistrative" trust until distributions are made. The term
of the "adm nistrative trust," commences on the date of death and
ends on the date of the final funding of the subtrusts.

This outline discusses establishing the adm nistrative trust.
It then addresses the issue of who is entitled to trust incone
during the termof the admnistrative trust. Next is discussed the
income taxation of the admnistrative trust, and filing
requi renments inposed upon the admnistrative trustee. | ssues
arising fromthe distribution of assets to the subtrusts, and the
i ncone tax consequences of those distributions, are then revi ewed.
The outline then discusses allocating assets between the
subtrusts, and the nmechanics of making these allocations. Next is
summari zed special issues arising from allocation of particular
assets. The outline then discusses the general principles of
fiduciary duty inposed upon a trustee, and the consequences of a
"stale trust” resulting from the failure to respect those
obl i gati ons.

Viii
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ASSISTING THE NONPROFESSIONAL TRUSTEE

IN IMPLEMENTING THE ADMINISTRATIVE TRUST

John A. Hartog
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| NTRODUCTI ON

| MVEDI ATE CREATI ON THEORY VS. THE ADM NI STRATI VE TRUST

1

| medi ate Creation Theory. An adm nistrative trust nmay
be avoided if the admnistration of the decedent's trust
can be acconplished in the sanme cal endar year as the year
in which death occurred. The trustee can treat the
subtrusts as having been imediately created at the
noment of the settlor's death. The trustee can treat the
subtrusts as having been created on the date of death,
and file fiduciary income tax returns accordingly on
April 15th of the year follow ng the year of death.

The Admi nistrative Trust. Generally, if one can expect
to adm nister a decedent's trust for nore than twelve
nont hs, or over the course of nore than one tax reporting

year, an administrative trust will be necessary. Most
trust instrunents provide no express authority to the
trustee to establish an admnistrative trust. A

per suasi ve factor encouraging use of an adm nistrative
trust is the numerous responsibilities inposed on the
fiduciary by the Internal Revenue Code. The Regul ations
al so contain | anguage whi ch can be construed to require
the use of an administrative trust.'®

ESTABLI SH NG THE ADM NI STRATI VE TRUST

Treasury Regul ation > 20.2053-8(a).



Theoretical Considerations. For inconme tax purposes, a
testanentary trust does not cone into exi stence when the
testator or testatrix dies.’ The Tax Court has held that
such trusts generally cone into existence after the wll
has been probated and distribution has been nmade to the
trustee in accordance with local law.® A trust will
termnate after the trustee has had a reasonabl e period
of time to "performthe duties necessary to conplete the
adnministration of the trust."® Follow ng this reasoning,
and using the probate estate as an analogy, it appears
that the subtrusts may be deenmed not to be created unti

t hey have been funded with the assets allocated to them
fromthe decedent.

Practical Consi derations

1. Dur at i on. The administrative trust may continue
during the period reasonably required to conplete
adm nistration and distribute the trust assets to
t he successor beneficiaries.”

2. Fi duci ary. The fiduciary responsible for
adm nistering a decedent's affairs is defined as
"any person acting in any fiduciary capacity for
any person."’

3. Mechani cs of Establishing Trust. Upon assum ng the
trusteeship, the fiduciary should file with the
District Director of the IRS notice of the
commencenent of the fiduciary relationship.® Form
56 should be filed with the California Franchise
Tax Board as well as with the Internal Revenue
Service.’ Form 56 nust be acconpani ed by evidence
of fiduciary authority such as letters testanentary
or letters of adm nistration. A successor trustee

US v. Britten, 161 F.2d 921 (3d Cr. 1947).
See e.g. Bryan Est. v. Conr., T.C. Menop 1963-182.
Treas. Regs. > 1.641(b)-3(b).

Treas. Reg. > 1.641(b)-3(d); See Rev. Rul. 55-287, 1955-1 C B. 130;
See Marx v. Conmi ssioner (1942) 47 BTA 204 and Coachnan v.
Conmi ssioner (1951) 16 T. C 1432.

I.R C > 7701(a)(6); Treas. Reg. > 301.7701-6.
I.R C. > 6903; Treas. Reg.> 301.6903-1.

Form 56 is usually included with nost commercially available | RS
Forms libraries, in hard copy, or on disk or CD ROM

2



3.

4.

should attach an Affidavit of Successor Trustee,
declaring that the successor is the duly
constituted successor trustee.

Tax ldentification Nunber. The adm nistrative
trust nust have its own taxpayer identification
nunber . The trustee of the adm nistrative trust

should apply for the nunmber by filing IRS Form
SS- 4.

Advant ages of the Adm nistrative Trust

1

Avoi di ng Phant om | ncone. The establishnent of an
adm ni strative trust can nmaxi m ze use of deductions
and prevent the premature m smat ching of inconme and
|l osses in the hands of successor beneficiaries,
thereby preserving the decedent's incone tax
pl anni ng.

D sclainers. The adm nistrative trust can serve as
a buf f er bet ween t he decedent and t he
beneficiaries, simlar in function to a probate
est ate.

Di sadvant ages of the Adninistrative Trust

1

Special Assets. The primary drawback to the use of
the admnistrative trust is that if the decedent
owned speci al assets, such as S Corporation stock,
or IRD itens, careful planning is required to be
certain the admnistrative trust is a qualified
hol der of the asset, or inconme is not inadvertently
accel erat ed.

Addi tional Costs. Using an admnistrative trust
usual ly involves adm nistrative costs which can be
avoided if the subtrusts are treated as havi ng been
created imedi ately on death

4. ENTI TLEMENT TO | NCOVE DURI NG THE TERM OF THE ADM NI STRATI VE

TRUST
1

Allocation of Incone and Gain During Adm nistration.

| ncome earned during admnistration is allocated to the
resi due except for incone earned nore than one year after
death on specific cash gifts and property specifically
devi sed. * I nconme from specifically devised property

Prob. Code > 12006.



5.

during adm nistration belongs to the devisee, net of
expenses attributable to the devised property.?*

Al l ocation of Incone anong Residuary Beneficiaries. Two
theories of incone and gain allocation anong residua
beneficiari es have devel oped. One is known as the "fixed
fraction approach” and the other as the "changing
fracti on approach.”

Al location of Inconme According to Distributable Net
Inconme or Trustee's Discretion. In the absence of a
provision in the governing instrunment specifically
allocating different classes of incone to different
beneficiaries, for trust incone tax purposes the various
cl asses of incone are all ocated anong the beneficiaries
in accordance with their shares of DN

| NCOVE TAXATI ON OF ADM NI STRATI VE TRUST

Prob. Code > 12002(b).



Tax Year. Each trust is required to adopt the cal endar
year as its taxable year.' The adnministrative trust will
therefore report its incone and deductions on the
cal endar year. This rule nakes it likely that the incone
tax returns for the first and |ast year of the trust wll
be for short periods.

Taxed as Irrevocable Trust. On the death of the settlor
the trust becones irrevocable, functioning as a separate
taxpayer for incone tax purposes.” At this tine the
trustee wll have several opportunities to apply
sophi sticated tax expertise, provided the trustee is not
constrained by an wunnecessarily restrictive trust
docunent. The trust remains a taxpayer for a reasonable
periodaof time necessary to wind up the affairs of the
trust.

Accunul ation D stributions. Unlike an estate, an
adm nistrative trust is subject to the throwback rules
for distributions of accunulated income.’ Utinmte
distributions from the adm nistrative trust, however,
shoul d not be subject to the throwback rules.”®

I.R C. > 645.

See Rev. Rul. 57-51 1957-1 C.B. 171.
Treas. Reg. > 1.641(b)-3(b).

I.R C > 666(a).

Treas. Reg. > 1.665(d)- 1A



Taxation of Ordinary Incone. The basic rules of |.R C

» 661 and 662 for taxing the incone of trusts and
beneficiaries apply to adm ni strative trusts.”®
Distributions of incone are deductible by the trust under
5> 661 and reportable as inconme by the distributee under >
662, subject to the limtation of distributable net

incone as defined in I.R C > 643(a).

Taxation of Distributions. |1.RC > 643(e) provides that
for assets distributed in kind, the distributee takes an
incone tax basis equal to the trust's basis, adjusted for
any gain or loss the trust realizes on the distribution.
The amount of the trust's distributions deduction under

. R C. > 661 and the ambunt to be reported by the

distributee under 1.RC. > 662 is the lesser of the
trust's basis in the property or fair market value.’

Taxation of Capital Gains. Capital gains will not be
included in DNI unless they are allocated to incone, or
all ocated to principal and "paid, credited, or required
to be distributed" to a beneficiary during the taxable
year.® In addition, the allocation nust be made "by the
fiduciary on its books or by notice to the beneficiary."’
As a general rule, and under California | aw, such gains
will be allocated to principal.®

Taxation of Unrealized Appreciation. In Rev. Rul.
85-116, " the IRS has ruled that a portion of the gain
realized by a trust was includible in DNI. That ruling
al so stated that the portion of the gain includible in

10

11

Subchapter J, however, does not specify what constitutes a trust.

I.R C > 641(a)(2), (4), and (1) refer to "income which is to be
distributed currently by the fiduciary to the beneficiaries," "incone
which, in the discretion of the fiduciary, may be either distributed
to the beneficiaries or accunul ated,” and "incone accunul ated in
trust for the benefit of unborn or unascertai ned persons or persons
with contingent interests, and incone accunul ated or held for future
di stribution under the terns of the . . . trust.”

I.R C. > 643(e)(1).

Treas. Reg. > 1.643(a)-3(a).
Treas. Reg. > 1.643(a)-(3)(a).
Prob. Code > 16303(b)(1).

1985-2 C.B. 174.



DNl was taxable to the incone beneficiary in the year in
which it was realized even though it was not distributed
to the beneficiary until a subsequent year.

Quarterly Estimated Tax Paynents

1.

Ceneral Rule. A trust nust pay its incone tax
liability in quarterly installnents.” |If estimated
tax paynents are at |east 90% of the trust's tax
l[iability for the current year, or 100% of the

trust's tax liability for the prior year, no
penalty may be inposed for underpaynent of
estimated taxes. If the trust's adjusted gross

i ncome” exceeds $150,000, the prior year safe
harbor is 110% rat her than 100% *

El ection to Credit Paynents to Beneficiary. The

trustee can nmake an el ection under I.R C. > 643(Q)
to have the quarterly tax paynents treated as
havi ng been nmade on behalf of the distributees. |If
the election is made, the tax paynents are treated
as having been distributed to the distributee on
the |ast day of the tax year, and as having been
credited to the fourth quarterly estimted tax
paynent of the distributee. The election nust be
made by the 65th day after the close of the
adm nistrative trust's tax year (by March 6 of the
next tax year) and is made on IRS Form 1041-T. "

12

13

14

15

I.R C

5> 6654(1).

As defined in I.R C > 67(e).

I.R C

I.R C

> 6654(d) (1) (C).

5 643(g); Form 1041-T is usually included with nost

conmercially available IRS Fornms libraries, in hard copy, or on disk
or CD- ROM



6. FI LI NG REQUI REMENTS

1. Estat e Tax

1. Duty to File. The trustee of the adm nistrative
trust has a nondlschargable duty to file a federal
estate tax return’ when the decedent's gross estate
exceeds the amount sheltered by the unified credit.

I.R C > 2208.

I.R C > 6018.



2. Wen to File. Form 706 nust be filed within nine
nmont hs after the date of death unless an extension
has been received.’® The Internal Revenue Service
may grant a reasonable extension of tinme to file
Form 706 on a showi ng of good and sufficient cause
why it is inpossible or inpractical to file a
timely return. The extension of tinme to file is
not given automatically and cannot be granted for
nmore than six nmonths unless the fiduciary is
"abroad. "’

2. | ncone Tax

1. Filing the Final Incone Tax Return. The successor
trustee will have the task of filing a decedent's
final federal income tax return for the tax year
ended on the date of decedent's death.® Wen an
i ndividual dies after the end of the year, but
before the April 15 filing deadline, the fiduciary
also has the responsibility of filing the return
for the year preceding death.®

2. Wo May File. |If the decedent was nmarried at the
time of death, the successor trustee may file a
joint final return with the surviving spouse for
the decedent and the surviving spouse.’ The
spouse's inconme for the full year would be included
in the return.

: |.R C. > 6075(a); Treas. Reg. > 20.6075-1

! I.R C. > 6081(a); Treas. Reg. > 20.6081-1(a).
° I.R C. > 6013; Treas. Reg. > 1.443-1.

¢ I.R C > 6013(c); Treas. Reg. > 1.6072-1(b).
! I.R C. > 6013(a)(3).



Separate or Joint Return. Unpaid incone taxes are
deductible by the trustee if the taxes are for
i ncone properly includible in an incone tax return
of the decedent for the period before his or her
death.® If income received by a decedent during
life is included in a joint inconme tax return filed
by the decedent's estate and the surviving spouse
(or filed by the decedent and the surviving
spouse), a deduction will be allowed for only a
portion of the joint liability for the period
covered by the return.” This portionis limted to
the anmount for which the estate would be liable
under local law, as between the decedent and the
spouse, after enforcenent of any effective right of
rei nmbursement or contribution. The regul ation®™
further provides that, in the absence of evidence
to the contrary, the deductible anpbunt is
determned using a formula. ™

| ncone Included on Final Return. The incone included in

a decedent's final return is generally determned in the

same manner as though the individual were still alive,
except that the taxable period ends on the date of
deat h.

1. Constructive Receipt of Interest and D vidends.

General ly, wunder the cash nmethod of accounting,
only interest and dividend paynents actually
received by a decedent are included on the
decedent's final return. Interest from a bond
coupon is considered constructively received upon
the coupon's maturity even if the decedent had not
yet cashed the coupon before death.” [If the coupon
date is prior to the date of death, the interest
shoul d be included in the final return.

A stock dividend is considered constructively
received when it was available for the decedent's

use wi thout restriction. I f the dividend-paying
s Treas. Reg. > 20.2053-6(f).
® |.R C. > 6013; Treas. Reg. > 20.2053-6(f).
10 Treas. Reg. > 20.2053-6(f).
H (Joint tax) x (decedent's separate tax ) both separate taxes).
1 |.R C. > 6013.
13 |.R C. > 454(c); Treas. Reg. > 1.454-1(a)(3).

10



corporation customarily mails its dividend checks
and a check was in the mail at the tinme of a
decedent's death, the dividend should not be
included in the decedent's final return.™

U.S. Series EE and Series E Bonds. A cash basis
i ndi vidual need not report interest earned on
Series EE or Series E bonds until the interest is
recei ved.

14

15

Tr eas.

I.R C

Reg. > 1.451-2(b).

> 454,

11



The trustee may elect to include all interest
earned on Series EE or Series E bonds up to the
date of death in the decedent's final return if the
decedent had not nmade the election to report the
interest annually.”™ The trust then reports only
the interest earned after death and no part of this
interest is considered incone in respect of a
decedent.' The trustee may also elect to include
in the decedent's final return interest earned on
bonds owned by the decedent's revocable or other
grantor trust created before the decedent's death.®

If the interest earned before death is considered
income in respect of a decedent, it is not included
in the decedent's final return.”

Partnership |ncone. The taxable year of a
partnership generally does not <close as a
consequence of a partner's death.” A partner nust
individually report the partner's distributive
share of partnership inconme, gain, |oss, deduction,
and credit for the partnership's tax year ending
within or with the taxable year of the partner.

When the partnership's tax year ends after the date
of death, the decedent's distributive share of
partnership incone earned up to and including the
date of death is incone in respect of a decedent.?*

If shifting the deceased partner's share of
partnership income from the final return to the
adm nistrative trust is not desirable, a sale of
the decedent's partnership interest to the
remaining partners, or to a third party, on the
date of death may serve to close the partnership's
tax year with respect to the decedent on the date
of sale.” To be effective, the remmining buyers

16

17

18

19

20

21

22

23

Rev. Rul. 68-145 1968-1 CB 203.

Rev. Rul. 68-145 1968-1 CB 203.

Rev. Rul. 79-409, 1979-2 CB 208.

Rev. Rul. 79-409, 1979-2 CB 208.

I.R C

I.R C

Tr eas.

I.R C

> 706(c)(1).
> 706(a).
Reg.> 1.691(a)-1(b).

5 706(c)(2)(1).

12



should avoid treatnent as a liquidation of the
deceased partner's interest.*

S Corporation Incone. A decedent's final return
must include the decedent's share of S corporation
income for the corporation's tax year that ends
within or with the decedent's tax year. This rule
is simlar to rules applicable to partnerships.

24

I.R C

> 736.

13



1.

| ndi vi dual Retirenent Accounts. An | ndi vi dual

Retirement Account (IRA) contribution may not be
made for an individual after death.® The estate is
not permtted to nmake such a contribution on behal f
of the decedent because the contribution would not
be for retirement purposes.”

Deducti ons

Deductions Allowed. Deductions that apply during
life also apply to a decedent's final return.” A
personal exenption is allowed, regardless of the
date of death.”*

Medi cal Expenses. Unpai d nmedi cal expenses incurred

by the decedent before death are deductibl e agai nst
the decedent's gross estate as debts.” If the
decedent's personal representative so elects, the
medi cal expenses may instead be clainmed as an
item zed deduction on the decedent's incone tax
return for the year in which the expenses were
incurred. ™

Losses. Net operating |oss (NOL) carryovers from
busi ness operations in a prior year and capital

25

26

27

28

29

30

I.R C

5> 408, > 219.

Letter Ruling 8439066.

Poor baugh v. U. S., 69-1 USTC Para. 9134 (D. Pa. 1968).

Rev. Rul. 71-159, 1971-1 C B. 50.

I.R C

I.R C

> 2053.

> 213(c).

14



| oss carryovers are deductible only on a decedent's
final incone tax return.?*

7. | SSUES ARISING FROM SIMIUTANEOQUS PROBATE AND TRUST
ADM NI STRATI ON

31

I.RC > 172.

15



The entry of an order for probate will in sone ways place the
adm nistrative trustee in a supporting role, regardl ess of the
di screpancy in the nunber and value of the assets in the trust
versus the estate. A duly appointed executor assunes the
statutory responsibility for the filing of the estate tax
return. Additionally, under the statute the executor is the
person responsible for filing any gift tax returns that nmay be
due’, and the decedent's final incone tax return.?

| DENTI FYI NG TRUST ASSETS AND DEDUCTI ONS

One of the first tasks facing a trustee after the death of the
settlor is identifying the assets belonging to the settlor

whi ch are subject to trust adm nistration. Frequently the
trust estate includes nore than assets titled in the nanme of
the trust at the tinme of death. For exanple, the trust

instrument may list certain property as a trust asset although
title to the asset may never have been changed to the nane of
the trust. Identifying all assets, whether or not titled in
the trust nane, will be of critical inportance to the post-
deat h trustee.

Dl STRI BUTI NG FROM THE ADM NI STRATI VE TRUST: FUND FAST OR FUND
SLOW

1. | npracticability of Funding Fast. A substantial nunber
of problens that arise fromthe distribution and funding
of the subtrusts can be mnimzed, and even avoi ded, by
funding them as soon as practicable after the date of
death. Neverthel ess, "as soon as practicable" does not
mean inmmedi ately. Several required decisions wll
i nevi tably cause sone delay in funding.

2. Reason to Fund Fast. Dilatory funding can expose the
fiduciary to difficulty if there are substantial changes
in the values of the allocated assets. |f the asset

val ues have decreased, the size of the bypass trust may
suffer a resulting reduction.

3. O her Effects. Delays in funding can cause recognition
of capital gain if an appreciated asset is used to fund a
pecuniary formula gift.

Treas. Reg. > 25.2502-2.

I.R C. > 6012(b)(1).
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Fundi ng | ssues Involving Pecuniary Gfts. |If a pecuniary
gift is not funded pronptly, decreases in value of the
estate assets may result in a substantial reduction of
the residuary gift. The trustee therefore may find it
advi sable to fund the pecuniary bequest at an early date.

Partial Distributions. I f circunstances prevent a
conplete distribution to the subtrusts in a pronpt
manner, the trustee should consider the advisability of
undertaking a partial distribution, simlar to a
prelimnary distribution in a probate adm nistration.

10. I NCOVE TAX | SSUES OF DI STRI BUTI ONS AND FUNDI NG MARI TAL DEVI SES

1

Gain or Loss on Fundi ng

1. Fundi ng R sks of Pecuni ary Fornula Bequests. Gains
are recognized when appreciated property is
distributed in satisfaction of a specific pecuniary
bequest . The amount of gain is equal to the
di fference between the date of distribution value
of the property and its basis, which is usually its
estate tax value.' Conversely, however, the trust
will not be allowed to deduct a | oss suffered when
funding a pecuniary anount in kind with property
that has decreased in val ue.?’

2. Determining Distribution Date. California appears
to follow the common | aw that requires distribution
of property as of the date of its distribution.?®

3. Assets to Fund Pecuniary Bequests. The funding of
a pecuniary fornmula gift is not considered the
devi se of a specific sumof noney.*

4. Tax Effect of Distributions. To the extent there
is undistributed DNI, a distribution of principa
to satisfy a pecuniary credit shelter or marita
deduction bequest will carry with it distributable
net inconme which nust be reported by the
di stributee.”®

Treas. Regs. > 1.1014-4(a)(3).
I.R C. > 267(b)(6).

Treas. Reg. > 1.663(a)-1(b)(1).
Treas. Reg. > 1.663(a)-1(b)(1).

I.R C. » 661(a(2) and 662(a)(2)(B)
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Distribution in Satisfaction of Fractional Share
Bequest . A distribution in satisfaction of a
fractional share fornula bequest is a distribution
of a portion of the residuary estate, and does not
qualify as a specific devise.

D stribution Pursuant to a Fornula C ause or to Satisfy a

Pecuni ary Anmount

1. Distribution Rules Generally. A distribution from
a trust to a beneficiary ordinarily carries out
di stributable net inconme (DNI) that is deductible
by the trust® and reportable as taxable incone by
the beneficiary.’

2. Distributions to Satisfy a Specific Devise.
Distributions in satisfaction of a specific devise
do not carry out DNI.°

3. Dstribution to Satisfy Pecuniary Mrital Deduction
Gft. Marital deduction fornula gifts are not
treated as specific devises because the exact
anount of the devise is not ascertainable at the
tinme of death.’

4. Pecuniary Carve-Qut Fornmula Gft. |If a "pecuniary
carve-out" clause is wused, the fornula anount
cannot be determ ned until after the date of death.

|.R C > 661.

|.R C > 662.

I.R C. > 663(a)(3).

Treas. Reg. > 1.663(a)-1(b)(1).
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Timng of Distributions: Basic Rules. | nconme is
deductible by the distributing trust™ up to the anount of

DNI, with a |ike anount includable in the i ncome of the
recipient trust."

10

11

I.R C > 661.

I.R C > 662.
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11.

Ri sks in Funding. A typical risk to the trustee in
funding a marital deduction trust arises when val uation
adjustnents, e.g. discounts, are used. Adj usting the
value of property may cause an under funding of the
marital deduction trust.” In Chenoweth v. U S.,"” 51% of
a famly corporation was bequeathed to the surviving
spouse, and 49% was bequeathed to the children. The
estate argued, and the Court agreed, that the 51% bl ock
bequeat hed to the spouse should carry a control prem um
and that the mnority interest bequeathed to the children
shoul d be discounted. This approach allowed fewer shares
to be placed in the marital deduction trust, resulting in
nore shares passing to the children. The result in
Chenowet h shoul d be conpared with Provident Nat'l Bank v.
US.," in which the value of nonvoting common stock
recapitalized after death into preferred stock as
required by the decedent's will was not altered.

Trapping Distributions. "Trappi ng” distributions can
occur when (1) the initial distribution carries out DN
to the distributee trust; (2) a portion or all of that
di stribution constitutes trust corpus of the distributing
trust; and (3) the distributee trust does not nake a
distribution to its beneficiaries. Under current |aw
trust incone tax rates are higher than individual rates,®
and trapping distributions are not useful.

DI STRI BUTI ON OF GROMH AND WASTI NG ASSETS

1

G owmh Assets. If an asset wth high gromh potenti al
but little or no current yield is distributed to a QInP
trust, there is a risk of disqualifying the QIlP trust
because of the retention of unproductive property.

12

13

14

15

See Chenoweth v. U. S, (1987) 88 T.C 1577
Chenoweth v. U. S. (1987) 88 T.C. 1577
Provident Nat'l Bank v. U 'S. (1978) 581 F. 2d 1081 (3d Cir.).

Conpare 1.R C. > 1(a)-(d) (individual rates) with I.R C > 1(e) (rates
for trusts and estates).
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12.

13.

WAsting Assets. A trustee will ordinarily want to
allocate a wasting asset to the trust that is to be taxed
on the second death, such as the Survivor's Trust or the
Marital Trust.

METHODS OF ALLOCATI ON OF ASSETS FROM THE ADM NI STRATI VE TRUST
TO THE SUBTRUSTS

1

Internal Allocation. California |law generally requires
the trustee to keep trust property separate and
designated as property of the trust.' Nevertheless, a
trustee may nake an "internal" allocation of trust assets
rather than a physical separation. To justify an
internal allocation, the Probate Code is interpreted to
mean that the internal allocation of assets is the
equi val ent of keeping trust property separate from ot her
property.”® The Tax Court has rul ed that mere bookkeepi ng
entries are not enough to constitute a distribution for
i ncome tax purposes. Failure to account properly for
inconme and principal can cause confusion when the tine
cones to prepare incone tax returns or to make
di stributions.

Fornmal Asset Transfer. Formal allocation establishes the
al l ocation date for valuation and tax purposes. Using a
formal allocation will assist the trustee in determ ning
whet her any incone taxable gain nust be recognized. The
formal allocation nmethod also "clears title" and hel ps
t he nonprofessional trustee account for trust assets in
the future. Tracing of assets upon subsequent
termnation of the trusts also will be sinplified with
the formal asset transfer nethod, especially if the
several subtrusts have different inconme or remainder
benefi ci ari es. Formal asset transfers also can be
hel pful upon an estate tax audit of the incone
beneficiary's estate, to denonstrate which trust, if any,
should be included or excluded from the subsequent
decedent's gross estate. The trustee will still have the
continued obligation to maintain the separate identity of
the several trusts throughout the existence of each.

PREPARI NG A SCHEDULE OF ASSETS AND TRANSFERRI NG ASSETS FROM
THE ADM NI STRATI VE TRUST TO THE SUBTRUSTS

Prob. Code > 16009.
Prob. Code > 16009.

See Estate of Johnson, 88 T.C 225
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14.

Schedul e and Proposed Allocation of Assets. The trustee
should make a witten schedule of each asset to be

all ocated to each subtrust. |In preparing the proposed
allocation, the practitioner should nake sure to account
for all assets that will be held by the trust. Al

assets, including probate and nonprobate assets that will
pass to the trust as a result of the settlor's death,
must be accounted for. Once the practitioner has
determ ned how to allocate the trust assets, the trustee,
either directly or through the trustee's professiona
advi sor, should convey title, by deed or otherwi se, to
t he nane of the new subtrusts.

Physical Distribution of Assets Required. To be
considered a distribution, the transfer nust cause the
property to be either paid or "properly credited"; nere
bookkeeping entries are not enough.® In a Technica
Advi ce Menorandum the IRS has taken the position that
the distribution deduction is not available to elimnate
doubl e taxation if the funds are not actually distributed
to the beneficiaries.?

MECHANI CS AND DOCUMENTATI ON OF DI VIDI NG THE ADM NI STRATI VE
TRUST

1

Dividing and Naming the Subtrusts. The nane of each
subtrust ordinarily reflects the nature of that subtrust
as created by the governing trust instrunent. In sone

cases, the trust instrunent itself will specify the nanes
of the various subtrust or provide guidance as to how
these trusts are to be naned.

Taxpayer ldentification Nunber. All irrevocable trusts
must obtain a separate taxpayer identification nunber.’
Since the bypass trust always becones irrevocable on the
first settlor's death, a separate tax identification
nunber nust al ways be obtained for that subtrust.

Fundi ng Date. Except when date-of-death values are
required to be used for allocating assets, the asset
valuation will be determ ned as of the funding date, so
t hat appraisals of real property, and market val ues for
publicly traded securities as of that date, should be
obtained. |If the alternate valuation date is elected,
any property distributed, sold, exchanged or otherw se

Estate of Johnson (1988) 88 T.C 14.
TAM 9413005.

Treas. Reg. > 31.6011(b)-1(a)(1).
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di sposed of within six nonths after the date of death
nmust be valued as of the date of distribution, sale,
exchange or disposition.?

4. Term nation of Adm nistrative Trust. As the subtrusts
are established, the adm nistrative trust, if any, nust
be termnated. A final fiduciary inconme tax return for
the admnistrative trust wll need to be filed.
Responsibility for the preparation and filing of the
final return should be assigned anong the trustee and the
prof essi onal practitioners.

15. PROBLEMS W TH DI STRI BUTI NG SPECI AL ASSETS TO AND FROM THE
ADM NI STRATI VE TRUST

I.R C > 2032(a)(i); Estate of Aldrich v. Conr. (1983) 46 T.C M
1295.
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16.

1. S Corporation Stock Owmed by the Administrative Trust.
If an adm nistrative trust holds S corporation stock, the
trustee nust either distribute those shares or cause the
adm nistrative trust to neet the requirenents of trusts
hol ding S corporation shares; in other words, qualify as
a qualified subchapter S trust in order to avoid | oss of
S corporation status. Alternately, the trustee may
commence a probate admnistration to hold the S
corporation stock, because an adm nistrative trust may
not qualify as an eligible S corporation sharehol der.”
This procedure may be essential when the S Corporation
stock is a substantial asset of the decedent.

2. Partnership Interests
1. Effect of Death. A partner or a partner's
successor in interest realizes partnership incone
at the close of the partnership year.?® If the

decedent dies late in the partnership year and
sheltering inconme or deductions were realized by
the decedent earlier in the year, the trustee
shoul d consider an imediate distribution to the
surviving spouse in the year of death.

2. Section 754 Election. The 1.R C. > 754 election
woul d benefit the trustee if the value of the
under|lyi ng assets as of the date of death exceeded
their basis. The effect of such an election is to
transfer the decedent's stepped-up basis in the
partnership interest to the assets of the
part nershi p.

GENERAL PRI NClI PLES OF FI DUCI ARY DUTY

One of the first tasks the practitioner nust undertake is
educating the trustee on the principles of fiduciary duty.
The practitioner should begin by giving the trustee witten
materials which explain in general terns the role of a trustee

in the admnistration of an irrevocable trust. These
subj ects should then be discussed in nore detail at the
initial neeting. In particular, the practitioner should

di scuss the followi ng subjects with the trustee:

I.R C. > 1361(c)(2)(d).

I.R C. > 706(a).
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The trustee has a duty to admnister the trust
according to the trust instrunent. The trustee nust
therefore read and remain famliar with the terns
of the trust instrunent.’

The trustee has a duty to admnister the trust
solely for the benefit of the beneficiaries.” Were
there are nultiple beneficiaries, the trustee nust
deal inpartially with all beneficiaries.’

The trustee nust avoid conflicts of interest.”® The
trustee cannot act as trustee of another trust that
may have interests adverse to the trust.”’

Prob. Code > 16000; See Saks v. Danobn Rai ke & Co. (1992) 7 Cal.
App. 4th 419, 8 Cal. Rptr. 2d 869.

Prob. Code > 16002; See Pierce v. Lyman (1991) 1 Cal. App. 4th 1093,

3 Cal.

Rptr. 2d 236; Van de Kanp v. Bank of America (1988) 204 Cal.

App. 3d 819, 251 Cal. Rptr. 530.

Prob. Code > 16003.

Prob. Code > 16004; See, e.g., Estate of Auen (1994) 30 Cal. App.
4th 300, 35 Cal. Rptr. 2d 557; Ramirez v. Sturdevant (1994) 21 Cal.
App. 4th 904, 26 Cal. Rptr. 2d 554.

Prob. Code > 16005.
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4. The trustee has a duty to keep control of and
preserve the trust property,® to nmake the trust
property productive, unless the trust instrunent
provi des otherwi se,’ to keep trust property separate
fromother property,® to enforce clains on behal f of
the trust,® and to defend actions that may result in
aloss to the trust.” The trustee should keep bank
accounts in insured accounts to mnimze risk of
loss in the wevent of the failure of the
institution.

Prob. Code > 16006; See Purdy v. Bank of America N. T. & S. Assn.
(1935) 2 Cal.2d 298; Estate of Duffill (1922) 188 Cal. 536.

Prob. Code > 16007; Saks v. Danmpbn Rai ke & Co. (1992) 7 Cal. App. 4th
419, 8 Cal. Rptr. 2d 869.

Prob. Code > 16008.
Prob. Code > 16010.

Prob. Code > 16011.
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5. The trustee generally may not del egate duties of
the trustee to others,™ but may del egate investnent
and managenent functions "as prudent under the
ci rcunst ances". *

6. Except with respect to investnent and managenent
functions, which are governed by a different
section of the Probate Code,” the trustee "shal
adm nister the trust wth reasonable care, skill
and caution under the circunstances then prevailing
that a prudent person acting in a |like capacity
woul d use in the conduct of an enterprise of I|ike
character and with like ainms to acconplish the
pur poses of the trust as determ ned fromthe trust
instrument.""

The Uniform Prudent Investor Act” nodifies the nore
traditional duties of a trustee as set out above. A duty
i nposed upon a new trustee by the Uniform Prudent |Investor Act
is the duty, "within a reasonable tine after accepting the
trusteeship”" to "review the trust assets and nake and

11

Prob. Code > 16012.

12

Prob. Code > 16052.

13

Prob. Code > 16047.

14

Prob. Code > 16040(a); See e.g. Pillsbury v. Karngard (1994) 22 Cal.
App. 4th 743, 27 Cal. Rptr. 2d 491; D Gazia v. Anderlini (1994) 22
Cal. App. 4th 1337, 28 Cal. Rptr. 2d 37; Estate of Gunp (1991) 1 Cal.
App. 4th 582, 2 Cal. Rptr. 2d 269.

e Prob. Code 3> 16045 et seq.
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i mpl ement decisions;" that is, the trustee has the duty to
prepare and conpl ete an investnent policy statenent.

2.

Revi ew of Trust Law. After the practitioner has revi ewed
with the trustee the trustee's duties under state | aw and
under the trust instrunment, the practitioner should
review with the trustee the powers given the trustee
under the trust instrument and under state |aw. "

Prob. Code > 16049.

Prob. Code 3 16200-16249.
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Powers of Del egation. Except with respect to investnent
and managenent functions, the trustee has a duty not to
del egate to others functions that the trustee can
reasonably perform®™ The duty not to del egate does not,
however, preclude the trustee's enploynent of agents in
t he proper circunstances.

Clarifying Division of Responsibilities. Whet her the
practitioner or the trustee assunes responsibility for
specific tasks incident to the admnistration of the
trust, all persons concerned wth the adm nistration
shoul d have a cl ear under st andi ng of t hese
responsibilities, and to whom each task has been
assi gned. Once an understanding is reached, prudence
woul d suggest that the practitioner <confirm the
assignnents in witing.

17. FAILURE TO FUND: THE " STALE TRUST"

1

Defining the Problem A "stale trust" is a trust that
the trustee has negl ected of abandoned. A "stale trust”
results from a trustee's disregard of the trustee's
fiduciary duties during the termof the trust. A stale
trust can be created upon the death of the first spouse
by the trustee's failure to fund the Bypass Trust and the
Marital Trust. A stale trust also can result during the
termof the survivor's lifetime by the trustee's failure
to adm nister the subtrusts properly. Wuatever the cause,
the stale trust is wusually not discovered until its
exi stence has been a fact for several years.

Traci ng Trust Transacti ons

1. In General. ldentifying trust assets at the tine
the stale trust is discovered usually requires
tracing the assets back to the date of death of the
deceased spouse.

2. Never Funded. If the stale trust was stale from
t he begi nning because none of the subtrusts was
ever funded, curing the stale trust wll be a
daunti ng endeavor. If the deceased spouse died
many years earlier, the trustee may not have the
previ ous Form 706, estate tax return. The trustee
may request a copy fromthe Service by conpleting
| RS Form 4506

3. Poor Administration. A stale trust can also result
from inattentive admnistration of the subtrusts

18

Prob. Code > 16012(a).
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following their funding and term nation of the
adm ni strative trust.

Tracing Trust Incone. Allocation of trust incone to the
proper subtrust is a corollary to the problemof tracing
trust assets. The trustee should have filed a Fiduciary

| ncone Tax Return, IRS Form 1041, and California FTB
Form 541, for each year that each irrevocabl e subtrust
exi st ed. In the context of the stale trust, it is

unlikely that such returns were ever filed.

Tax | ssues

1. | ncone Tax. The practitioner should be sensitive
to the income tax consequences of a late allocation
of trust assets. If the trust instrunent specified
that asset distribution was to be done according to
date of distribution values; i.e., a "true worth"
cl ause, substantial capital gain mght result upon
f undi ng. If the stale trust resulted from

nonfunding of the subtrusts, and if there was
l[ittle turnover in trust assets, the anmount of gain
can be neasured. |If the assets have appreciated,
the gain will be significant. This potential gain
may beconme anot her reason to deter the trustee from
"freshening" the stale trust.

2. Estate Tax. The stale trust can create substanti al
estate tax exposure for the surviving spouse's
est at e. The IRS may argue that the failure to
fund, or the failure to adm nister properly, caused
the decedent's Bypass Trust never to conme into
exi stence, or caused it to cease to exist.

Curing the Stale Trust. Curing the problens created by
the stale trust will usually require considerable effort
on the part of the practitioner. After the assets have
been traced, and an allocation between the subtrusts has
been conpl eted, docunents evidencing the allocation
shoul d be prepared and conpl et ed.

Simlarly, fiduciary incone tax returns should be
prepared and filed for the years in which they were due
but not filed. The 3-year statute of limitations' does

I.R C. 36501
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not comrence until a return has been filed:;?
consequently, every year for which a return is due wll
still be open.

Avoiding the Stale Trust. The nost effective way to
avoid a stale trust resulting froma failure to fund the
subtrusts is to fund them quickly; i.e., early in the

adm ni stration process. Many of the probl ens discussed
can be mnimzed, or avoided entirely, by allocating
assets to the respective subtrusts in a tinmely manner at
t he conclusion of the termof the adm nistrative trust.

. R C >6501(a); Hotel Equities Corp. v. Com=r 546 F.2d 725 (7th Cir.
1976) .
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