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INS AND OUTS OF
THE ADMINISTRATIVE TRUST

John A. Hartog

| NTRODUCTI ON

Al l ocati ons anong the subtrusts created as the result of a
spouse's death usually cannot be nmade for many nonths. Reasons
for delays may include difficulty in identifying assets,
difficulty in determning what is conmunity and what is separate
property, and problens in valuing assets. Wen these delays are
unavoi dabl e, the assets in what had been the revocable |iving
trust nmust continue in an “"adm nistrative" trust unti
distributions are nade. The termof the "admnistrative trust”
comences on the date of death and ends on the date of the final
fundi ng of the subtrusts.

1. ESTABLI SHI NG THE ADM NI STRATI VE TRUST

A. Theoretical Considerations. For incone tax purposes,
a testanentary trust does not cone into existence when
the testator or testatrix dies.* The Tax Court has
held that such trusts generally come into existence

after the will has been probated and distribution has
been made to the trustee in accordance with |ocal | aw. 2
A trust will termnate after the trustee has had a

reasonable period of tinme to "perform the duties
necessary to conplete the admnistration of the
trust.": Following this reasoning, and using the
probate estate as an analogy, it appears that the
subtrusts nmay be deemed not to be created until they
have been funded with the assets allocated to them
fromthe decedent.

B. Power To Establish Adm nistrative Trust
! US v. Britten, 161 F.2d 921 (3d Gr. 1947).
2 See e.g. Bryan Est. v. Conr., T.C. Menp 1963-182

Treas. Regs. § 1.641(b)-3(b).
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Di sagreenment exists whether the establishment of
the admnistrative trust requires enabling
| anguage within the trust instrunent.

One approach assunes that the typical |anguage
allowing the trustee to delay distribution until
fulfillment of the fiduciary responsibilities
enables the trustee to utilize the conveni ence of
t he adm ni strative trust. Si nce t he
adm nistrative trust is used primarily for incone
tax purposes, wthout inplicating state |aw
consi derations, specific enabling | anguage ought
to be unnecessary.

Anot her approach contends that a trustee's
authority is defined by the instrument. W thout
proper enabling |anguage, therefore, a trustee
cannot "create" an entity neither contenplated
nor permtted by the instrunent. This theory
postulates that a trustee's ability to delay
distribution to conplete adm nistrative tasks is
for caretaking purposes only. Such |anguage is
not for the purpose of creating other trusts,
even if the only purpose of such other trust is
for incone tax purposes. This analysis therefore
requires specific perm ssive | anguage within the
original trust instrument.

This uncertainty should not serve as a materi al
obstacle. The existence or absence of enabling
| anguage should be immterial to the authority
and ability of a trustee to nmarshal and
distribute assets to the benefit of t he
beneficiaries.

Potential tax problems may arise regarding the
marital deduction if enabling |anguage is used.
These potenti al problenms can be addressed,
however, if the | anguage of the instrunment nmakes
clear that the use of the adm nistrative trust is
solely for adm nistrative purposes.

Nevert hel ess, a plausible argunent also exists
that using a legal fiction (the adm nistrative
trust) sinply for income tax reporting purposes
is within the inherent power of the trustee.
Therefore, enabl i ng | anguage w thin t he
i nstrunent woul d be unnecessary.

-2



C.

Practi cal Consi derati ons

1.

Al l ocation of Responsibilities

a.

An inportant early step in the adm nistrative
trust process is establishing clear |ines of
responsibility anong t he fiduciary's
prof essi onal advi sors.

This allocation of responsibilities usually
occurs by agreenent, but on rare occasions nay
require a "command decision"” by the client.

Responsibilities that typically nmust be
assi gned incl ude:

e preparation and filing of the estate tax
return;

« filing of the Form 56;

e preparing and dissem nating notice of the
decedent' s deat h;

e assisting the trustee in conpl eti ng
transfer of the assets conprising the trust
estate by al | ocati on or docunent ed
transfer;

* recording or filing transfer docunents;

e reviewi ng trust assets and establishing an
I nvest ment policy for those assets;

e preparation of income tax returns;

e establishing and maintaining trust books
and records;

A part of the chall enge when undergoing this
process is creating a "teanl' approach anpng

the trustee's advisors. The concept of
cooperation is always honored in neetings, but
the commtment occasionally is nere |lip
servi ce.

The ability to create an integrated team
approach is of course dependent wupon the

- 3-



wi | I'i ngness of the professionals not to act as
"l one rangers."

f. The two participants with the greatest inpact
on being able to establish the "team' are the
client and the |awer. The client has an
I nportant inmpact sinply because he or she is
the client. The |awer can have a substanti al
i npact because the |awer typically is the
"quarterback"” of the process.

g. The lawyer should therefore educate the client
of the value to the team approach at an early
date, because the client's insistence on this
approach will inevitably prove persuasive to
t he ot her professional nenbers of the team

h. An obvi ous exanple of these strains can arise
in the context of the preparation of the
Estate Tax Return, Form 706. Trust and estate
| awyers naturally presume that they are the
best equipped to prepare the estate tax
returns. In recent years accountants have
di scovered that assumng the responsibility
for this work is a natural expansion of their
practice areas. Clients often equate tax
return preparation w th accountants. Thi s
tension can lead to unseemy "turf wars"
bet ween t he professionals who shoul d ot herw se
be cooperating.

i. The professionals should not |ose sight of the
client's goals. Those goals are usually nost
effectively acconplished when the professiona
advi sors accept the team approach

Duration. The adm nistrative trust may conti nue
during the period reasonably required to conplete
adm ni stration, and distribute the trust assets
to the successor beneficiaries.*

Fi duci ary. The fiduciary responsi bl e for
adm nistering a decedent's affairs is defined as

Tr eas.
Mar x v.

Reg. § 1.641(b)-3(d); See Rev. Rul. 55-287, 1955-1 C.B. 130; See
Conmmi ssi oner (1942) 47 BTA 204 and Coachrman v. Conmi ssioner (1951)

16 T. C 1432



"any person acting in any fiduciary capacity for
any person."s®

4, Mechani cs of Establishing Trust.

a. Upon assuning the trusteeship, the fiduciary
should file with the District Director of
the RS notice of the comrencenent of the
fiduciary relationship.?®

b. Form 56 should be filed with the California
Franchise Tax Board as well as wth the
| nternal Revenue Service.’

cC. Form 56 nust be acconpani ed by evidence of
fiduciary authority such as l etters
testanentary or letters of admnistration.
A successor trustee should attach an
Affidavit of Successor Trustee, declaring
that the successor is the duly constituted
successor trustee.

5. Re-titling Assets.

a. Assuming that the revocable trust was
properly funded, re-titling the various
trust assets should not need to occur until
the time is ripe for allocation to the
subt rusts.

b. Nevert hel ess, the issue of re-titling trust
assets into the nanme of the admnistrative
trustee, who is also usually the successor
trustee, occasionally arises.

cC. Theoreti cal consi derations, as well as
practi cal obstacles exist, however, to
di scourage re-titling assets in the nanme of
the adm nistrative trustee.

s I.RC § 7701(a)(6); Treas. Reg. § 301.7701-6

6 I.R C § 6903; Treas. Reg. § 301.6903-1

7 Form 56 is usually included with nost comrercially available I RS For s
libraries, in hard copy, or on disk or CD-ROM
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(1) The theoretical problemwth re-titling
is that such a transfer may disqualify
a gift otherwise intended to Dbe
eligible for the marital deduction.
| RC section 2056 requires that property
qualifying for the marital deduction
"pass fron' the decedent. An argunent
may exist for the IRS to assert that
re-titling assets in the adm nistrative
trustee causes t he subsequent
distribution to the subtrusts as not
qual i fyi ng as passi ng from the
decedent . ®

(2) The practical drawback arises fromthe
extra work required to transfer assets
for what should nmerely be an interim
period. Additionally, third parties may
unduly delay these transfers because
the adm nistrative trustee usually w Il
not have evi dence of authority
satisfactory to these third parties.
The adm ni strative trustee usually does
not possess a docunent equivalent to
the probate letters issued by the court
to a dul y appoi nt ed per sonal
representative.

6. 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.

D. Advant ages of the Adm nistrative Trust

1. Avoi di ng Phantom I ncone. The establishnment of an
adm ni strative trust can maximze use of
deducti ons and prevent the premature m snmatching
of income and |l osses in the hands of successor
beneficiaries, thereby preserving the decedent's
i ncome tax planning.

2. Di sclaimers. The adm nistrative trust can serve

as a buffer between the decedent and the

See e.g. TAM 9610004



E.

beneficiaries, simlar in function to a probate
est at e.

Di sadvant ages of the Adm nistrative Trust

1. Speci al Assets. The primary drawback to the use
of the admnistrative trust is that if the
decedent owned speci al asset s, such as S
Corporation stock, or IRD items, careful planning
is required to be certain the admnistrative
trust is a qualified holder of the asset, or
income is not inadvertently accel erated.

2. Addi tional Costs. Using an adm nistrative trust
usual ly involves adm nistrative costs which can
be avoided if the subtrusts are treated as having
been created i medi ately on deat h.

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

A

Al l ocation of Incone and Gain During Adm nistration
| ncone earned during admnistration is allocated to
the residue except for income earned nore than one
year after death on specific cash gifts and property
specifically devised.* I ncone from specifically
devi sed property during adm nistration belongs to the
devi see, net of expenses attributable to the devised
property.:?

Al l ocation of Incone anpbng Residuary Beneficiaries.
Two theories of incone and gain allocation anong
resi dual beneficiaries have devel oped. ©One is known
as the "fixed fraction approach” and the other as the
"changi ng fraction approach.™

Al l ocation of Incone According to Distributable Net
| ncone or Trustee's Discretion. In the absence of a
provision in the governing instrunment specifically
all ocating different classes of incone to different
beneficiaries, for trust income tax purposes the
various classes of income are allocated anong the
beneficiaries in accordance with their shares of DN

Prob. Code § 12006

Prob. Code ' 12002(b)



UNI FORM PRI NCI PAL AND | NCOVE ACT (UPAI A)

A.

Ef fective January 1, 2000, the UPAIA, wll be found in
Probat e Code sections 16320 et seq., and will apply to
all existing trusts and estates admnistered in
California.t

The UPAIA is intended to bring fiduciary accounting
principals into conformty wth the financial
di scipline and objectives expressed in the Uniform
Prudent | nvestor Act (“UPIA").?

The UPAIA has as its nomnal purpose the goal of
affording the trustee with maximum flexibility. This
stated goal is consistent with the stated goal of the
UPI A. Nevert hel ess, the intended purpose of
flexibility may create unintended exposure for a
fiduciary who fails to conmply with these revised
accounti ng standards.

The new act allows the trustee to make adjustnents
between principal and income “to the extent the
trustee considers necessary”® if all of the follow ng
conditions are satisfied:

(1) The trustee invests and manages trust assets
under the Prudent Investor Rule.

(2) The trust describes the anpbunt that shall or may
be distributed to a beneficiary by referring to
the trust’s incone.

(3) The trustee determines . . . that the trustee is
unable to adm nister the trust inpartially.

(4) Notw thstanding the power granted by Probate Code
section 16336(a), subdivision (b) prohibits the
exercise of this power if the adjustnment to be
made by the trustee would result in the
dim nution of a beneficiary’s interest, either by

1

3

Probate Code section 16339

The UPI A is found at Probate Code section 16045 et seq.

Probat e Code section 16336



E.

an actuarial calculation, or by jeopardi zing the
marital deduction.

Probate Code section 16336(f) specifically allows a
trustee to overrule a limtation on the trustee’s
power to nake adjustnents between principal and income
“unless it is clear fromthe trust that it is intended
to deny the trustee the power of adjustnment . . ..~

This section appears to be one that wll be an
invitation to litigation in the appropriate factual
circunstances regarding the clarity of the trust
| anguage intending to deny the trustee this power. |If
this hypothesis appears renmote, practitioners only
need consider the several recent cases interpreting
the effect of the equitable apportionnment statutes on
tax allocation clauses.*

Probat e Code section 16336 al so sets out the standard
by which the trustee may exercise the power to make
adj ustnments. This standard consists of the follow ng
gui del i nes:

(1) The nature, purpose and expected duration of the
trust;

(2) The intent of the settlor;

(3) The identity and ci rcunst ances of t he
benefi ci ary;

(4) The need for liquidity, regularity of incone, and
preservation and appreciation of capital;

(5) The assets held in the trust, and the various
allocation to different asset categories, and
whet her an asset was purchased by the trustee or
received fromthe settlor;

(6) The net ampunt allocated to incone;

(7) The extent to which the trust gives the trustee
the power to invade principal or accunulate
i ncone;

(8) The actual and anticipated effect of economc

See, e.g. Estate of Wathen (1997) 56 Cal.App.4'" 48
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conditions on principal and inconme, as well as
the effects of inflation and defl ation;

(9) The anti ci pat ed t ax consequences of t he
adj ust nment ;

As a practitioner can readily infer, this standard is
So broad as to constitute no neani ngful guideline at
all. The interest in preserving fiduciary flexibility
wi || have the undoubted effect of preventing a trustee
from gai ning any security in having a safe harbor. In
short, it appears that this standard wll allow a
trustee intent on nmaking the adjustnents to be able to
find any kind of rationalization in which to do so.
Simlarly, this standard will allow a trustee to
refrain from making any adjustnents, even when it
woul d be beneficial to do so, or from being able to
make a decision to act affirmatively.

One of the significant procedur al devel opnent s
contained in the UPAIA concerns the ability of the
trustee to change fiduciary accounting principles by
means of a notice of proposed action.® The new section
defines matters covered by this notice as including a
course of action, as well as covering courses of
i nacti on.

Persons entitled to receive this notice include incone
and principal beneficiaries. The notice of proposed
action is not required to be served upon a beneficiary
who consents in witing to the trustee's proposed
action or inaction.

New Probate Code 816337(d) sets out the procedural
requirenents for a trustee to conply in order to avoid
liability for adopting the course of action or
i nacti on.

The notice nust specify that the receiving beneficiary
must have not | ess than 30 days in which to object to
the trustee’ s proposed action or inaction.

The beneficiary nust serve a witten objection to the
notice of proposed action within the time period
specified in the notice. |If the beneficiary fails to
serve this witten objection in a tinely fashion, the

Probate Code 816337

-10-



trustee wll not be liable subsequently to the
beneficiary for adopting the action or inaction
subj ect to the notice.

N. If an objection is tinmely received by the trustee from
a beneficiary, the trustee has the recourse to then

file
t he

V. CREDI TORS’

A. Cr edi

a petition with the court seeking confirmation of
trustee’s acti on.

Rl GHTS AGAI NST THE TRUST AND TRUST BENEFI Cl ARl ES

tors of a Trustee

1.

The trust estate is not, as a general rule,
liable for a trustee’'s individual debts as
di stingui shed fromthose debts incurred on behal f
of the trust.

2. Thus, property in the nanme of a debtor which the
debtor holds in trust for another (i.e., a client
trust account) cannot be used or subjected to the
paynent of the debtor/trustee’s individual debts.?

B. Creditors of the Trust

1. Initially, the trustee has the powers given by
the trust instrunment and the Probate Code.?
Unl ess restricted by the Probate Code, the powers
are extensive and additional powers nay be
inferred from Probate Code 8 16200(c) giving the
trustee the power “to perform any act that a
trustee would perform for the purposes of the
trust under the standard of care provided in
Section 16040.”

2. Creditors nmust enforce their clainms against the
trust in the civil courts; however, the probate
court has concurrent jurisdiction over such
actions,® and if conbined wth a petition
concerning the internal affairs of the trust
[i.e., a petition for instructions under Probate

! (N shi v. Downing (1937) 21 C A 2d 1, 67 P.2d 1057; Mller v. Mller

(1942) 55 C A 2d 199, 130 P.2d 438)

2 Probate Code 8§ 16200-16249
8 Probat e Code § 17000(b)
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Code § 17200(6)], the probate court could hear
and deterni ne both actions.

a. However, if no consideration was given
settlor for the creation of the trust (which
is wusually the case), then it my be

possible to apply the Uniform Fraudul ent
Conveyance Act* to the transaction and
i nval idate the trust.

b. Query: effect of settlor retaining a general
power of appoi ntnment ?°

Revocabl e Trusts: Before Settlor’'s Death

Probate Code 8 18200 provides that the trust
estate is subject to the clains of a creditor of
settlor to the extent of the power to revoke. 1In
short, the trust can be ignored to the extent
that it is revocable.

Revocable Trusts: After Settlor’s Death® The
assets of the trust subject to the settlor’s
power to revoke are subject to the clains of the
creditor’s of the deceased settlor “to the extent
that the deceased settlor’s estate is inadequate
to satisfy those clainms and expenses.”’

a. Definition of clains.® Famly allowance is
not a claim for which the trust estate is
liable.?

(1) Queries:

(a) If there is a probate estate,
creditor nust file a creditor’s

Gv.

Code 8§ 3439-3440.9

See Probate Code 88 680-684

Probate Code 8§ 19000- 19400

Probat e Code § 19001

Probat e Code & 19000

Probate Code § 19001; Parson v. Parson (1996) 49 C A 4th 537, 56 C R 2d

686
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claim What t hen?

(b) Must the decedent’s estate be
exhausted before resort to the
trust?

(c) Wat does the term “inadequate”
mean?

(d) Mst all specific gifts under a
wi ||l abate before determ ning that
an estate is “inadequate”?

(e) What constitutes “the decedent’s
estate”? Probably not assets
passi ng outside decedent’s estate
(i.e., life insurance proceeds or
joint tenancy assets. However,
what about community property
passing to a surviving spouse? O
property transferred under Probate
Code 8§ 13100 et seq.?

In the event of doubt as to whether the
trust is liable for paynent, the trustee may
petition the court for instructions under
Probate Code 8§ 17200(b) (20).

If no petition for admnistration of a
deceased settlor’s estate has been filed

the trustee may voluntarily file a proposed
notice to creditors in the probate court
which initiates a trustee’s notice and cl ai m
procedure for creditors?®

(1) The entire statutory procedure for
trust creditors’ cl ai ns parall els
decedent’s estates set forth in Probate
Code 88 9000, et seq.

(2) There is no duty on a trustee to
initiate or liability of a trustee for
failure to initiate the clains notice
pr ocedur et

10 Probate Code § 19003, et seq.
1 Probate Code § 19010
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Caveat : Code of Civil Procedure 8§ 366.2
should not be overlooked 1in strategic
planning as the filing of the creditor’s
claim (not the notice to creditors) tolls
the statutes of limtation until the trustee
acts on the claim?

Options of Creditors:
(1) Force a probate.

(2) Sue the trust as a “successor-in-
interest” of deceased settlor®® under
Probate Code 8§ 19001(a).

(3) Do both.

In re Marriage of Perry (1997) 58 Cal. App. 4'"
1104, 68 Cal.Rptr. 2d 445. A case in which
an arguably proper result was reached by use
of a peculiar anal ysi s. The case
denonstrates the court’s attitude wth
respect to use of trust to avoid just debts.

6. Judgnment s Agai nst Settlor or Trust®

a.

Money judgnents are payable in the course of
adm nistration of the trust and are not
enforceabl e agai nst the trust property.?®

A judgnment for the possession of specific
trust property or sale of specific trust
property (not noney judgnent) may  be
enforced by execution under Code of Civil
Procedure 8 680.10 et seq.?®

If the trust property was subject to a
judgnment lien or attachnment lien which is

12

13

14

15

16

Probate Code § 19253(b)

Code G v.

Proc. 8§ 377.11 and 377.41

Probat e Code 8§ 19300- 19304

Probate Code 8§ 19300( a)

Probate Code & 19302
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subsequently converted into a judgnent |ien,
then a creditor may execute on the trust
property pursuant to the provisions of the
Code of Civil Procedure?

(1) Probate Code & 15306.5 - general
j udgnent creditor:

(a) General judgnent creditors nmay
reach part or all of mandatory or
di scretionary paynments to the
beneficiary wupon petition under
Code of Civil Procedure 8 709.010
subject to the foll ow ng:

(i) Amounts necessary for the
support of the beneficiary or
the beneficiary s dependents
are excl uded.

VWhat is the standard to be
determ ned as necessary for
beneficiary support?

(ii) The order nmay not require
that nore than 25%to be paid
to the creditor. |If there is
nore than one such order, the
aggregate nmay not exceed 25%
except orders for paynent of
support judgnents nmmy exceed
the 25% limtation.

(iii) Payments of a support
j udgment wi || reduce the
ampunt avail able for paynent
to general judgnent creditors
so that if support paynents
exceed 25% the «creditor
recei ves not hing.

(iv) A support j udgnment has
priority over any ot her
j udgnent .

(b) There is no provision dealing with

o Probat e Code 88 19303, 19304
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the priorities of general judgnent
creditors or of paynents to

mul tiple gener al j udgnment
creditors. Since the court has
the discretion to satisfy “all or
part” of the judgnent, it seens

| ogical to assune the court could
exerci se such di scretion by
deciding how nmuch to pay each
general judgnment creditor.

(c) This section does not conpel a
trustee to exercise discretion in
order to provide funds to satisfy

t he beneficiary’s creditors.
Thus, the trustee with discretion
coul d alter t he amount or
term nate payment to t he

beneficiary entirely and defeat
the creditor’s judgnment.

(d) The trustee has no obligation to
oppose a petition by a general
judgnment creditor or assert any
claim of exenption on behalf of
t he beneficiary.®

Any amunt in excess of that required for
t he support and education of beneficiary my
be ordered by the court to be paid to
satisfy a noney |judgnent agai nst t he
beneficiary.

(1) How does this section apply in light of
the 25% limtation of Probate Code 8§
15306. 57

(2) What is the standard to determ ne the
appropriate support or education |evel?
Is the standard different than the
anount necessary for support of 8§
15306. 57 If the standard is the
beneficiary’'s “station in life”, a rich
spendthrift beneficiary support |[evel

18

19

Probate Code § 15306. 5(e)

Probat e Code § 15307
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may be consi derably higher than a poor
beneficiary’s to the detrinent of a
creditor.?

e. Under the prior law (which presumably still
applies), the burden of showi ng the
exi stence of the surplus paynents to the
beneficiary is on the creditor.?*

f. Notwi t hstanding state law, the Internal

Revenue Service can levy on all of a
beneficiary’'s interest in a non-spendthrift
or spendthrift trust.?

7. Liability of Distributee/Beneficiaries (Probate

Code 88 19400-19403)

a. Subj ect to Code of Civil Procedure § 366.2
(1-year statute of Jlimtations against
decedents), if there is no probate estate
and the trustee does not initiate the
creditor claim notice pursuant to Probate
Code 8§ 19040, et seq., then a beneficiary
who receives a distribution fromthe trust
is personally liable for the unsecured claim
of the <creditors of deceased settlor’'s
estate. 2

b. Even if the trustee filed and published a
creditor’s claimnotice and if the identity
was known to, or reasonably ascertainable
by, the trustee within 4 nonths of the
publication of notice, then a beneficiary is
personally liable for the creditor’s claim
wi thout a claimbeing filed, if
(1) the claimwas not nerely conjectural;

20 See Magner v. Crooks (1903) 139 C. 640, 73 P.585, where the court adopted

21

22

23

the “station in life” standard under old | aw

Estate of Laurence (1968) 267 C A 2d 77, 72 C.R 851; D Mara v. Bank of
California, supra

IRC § 6331: Leuschner v. First Western Bank (9'" Gir. 1958) 261 F.2d 705
Probate Code § 19400; On the horizon - a public policy exception for a

beneficiary’ s intentional or negligent tort creditors? See Sligh and
Sligh v. First National Bank, Trustee, 1997 Mss. Lexis 505 (Mss. 1997)
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(2) notice was not given to the creditor
and neither the creditor nor his
attorney had actual know edge of the
adm nistration of +the trust estate
sooner than one year after the first
publ i cation; and

(3) the statute of limtations of Code of
Civil Procedure § 366.2 has not run.?#

cC. Both 88 19400 and 19401 are subject to the
provi sions of Probate Code § 19402 which
provi des that:

(1) the distributee nay assert any defense,
cross-conplaint or setoff available to
t he deceased settlor; and

(2) the personal liability is only to the
ext ent t hat the claim cannot be
satisfied fromthe trust estate and is
limted to the prorata portion based on
the proportion that the value of the
property received by the beneficiary
bear s to the total trust assets
distributed to all beneficiaries; and

(3) the personal liability shall not exceed
the fair market value of the property on
the date of distribution to the
beneficiary fromthe trust.

d. The prorata liability provisions of 19402
applied to only one defendant beneficiary
(others were not naned and trustee was not
liable for distributing trust even if it was
intended to defeat creditor’s claim.?

8. Statute of Limtations/Code of Civil Procedure 8
366. 2

a. In the wake of Tul sa Professional Collection
Services, Inc. v. Pope (1988) 485 U S. 478,
108 S.Ct. 1340, the California |egislature

24 Probate Code § 19401

25 Val entine v. Read (1996) 50 C. A 4'" 787, 57 C.R 2d 836
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not only enacted substantial changes in the
creditor claim notice provisions set forth
in Probate Code 8§ 9050, et seq., but also
enacted Code of Civil Procedure 8 366.2 as a
sel f-executing 1-year statute of limtations
on cl ai ms agai nst a deceased person.

Code of Civil Procedure 8 366.2 provides
that if a person agai nst whom an action may
be brought on an “accrued or unaccrued
liability” whether arising in contract, tort
“or otherw se” dies before expiration of the
applicable statute of limtations and the
cause of action survives (see C C P. 8§
377.20, et seq.), suit nust be comenced
within 1 year after the date of the said
deceased person and the otherw se applicable
statute of limtations does not apply.

(1) Caveat: This statute can have the
effect of extending or reducing the
normal statute of limtations period.

(2) This statute by its ternms applies only
to the decedent and does not apply to
ot her persons who may be jointly or
severally liable on the sanme cause of
action.

Furt hernore, Code of Civil Procedure 8§ 366.2
is “not tolled or extended for any reason”
except by:

(1) tinmely filing of a creditor’s claim
(2) a 8 9103 petition to file a late claim

Query: Can the filing of such a
petition prior to the order for final
di stribution extend beyond the 1-year
limtations period?

(3) tinmely filing of a Probate Code § 19000
revocabl e trust asset claim

(4) filing of a Probate Code § 21300
decl aratory relief petition on no-
contest cl auses.

-19-



d. Exceptions: At the present

time, there are

two statutory exceptions and one recently
deci ded case law  exception to t he
applicability or enforceability of Code of

Civil Procedure 8§ 366.2:

(1) Insured clains against
be pursued so long as

t he decedent may
limted to the

i nsurance coverage and may be filed
after the 1-year period;?

(2) VLien clains in which

the 1|ienhol der

files a judicial foreclosure where the

I i enhol der expressly
recourse agai nst other
estate; ?

(3) Equitable estoppel?

wai ves al |
property in the

e. A creditor’s conpliance with the Probate
Code filing requirenents pursuant to Probate
Code § 8000 et seq. Is a prerequisite to a

creditor’s right to maintain an action on

the claim# Ther ef or e,

if there is no

probate estate opened, a creditor nust open
an estate and file the claim prior to the
running of the 1-year period under Code of
Civil Procedure 8 366.2 to preserve his

cl ai m

Caveat: The Battuell o case

may now provide

an equitable estoppel defense to the

l-year limtation.

f. Strategi c considerations.
9. El ection of Renedies and Secured Debts
a. The doctrine of election of renedies applies
where the filing of a claimis inconsistent

26

27

28

29

Probat e Code 8§ 550- 555
Probate Code § 9391
See Battuello v. Battuello, (1998) 64 Cal.App.4'" 842

Probate Code 8§ 9002
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10. Li abi

with anot her renedy. For exanple, if at the
date of decedent’s death there is a
conditional sales contract for personalty
(i.e., stock or chattel), the filing of a
creditor’s claimis a waiver of the right to
repossess the personalty.®* However, this
el ection does not apply to a vendor’s lien
on the sale of realty to decedent.

The Probate Code allows for the filing of a
creditor’s claim on a secured debt.?3?
However, if no claimis filed, the rights to
a deficiency judgnment and attorney fees or
to proceed against other estate property
must be wai ved upon a judicial foreclosure.?

A creditor may file a nonj udi ci al
foreclosure against the westate property
securing the debt without filing a claim(or
even after filing a claim and wthout a
Probate Code 8§ 9391 wai ver because recourse
to other estate property is barred as a
matter of |aw 3

Strategi c Considerations.

lity for Paynent of Creditor’s Clains

In general, all of a decedent’s estate
property is chargeable with the paynment of
decedent’ s debts, expenses of adm nistration
and fam |y allowance (except property exenpt
from execution such as a probate honestead
or small estates set aside) in the order of
priority set forth in Probate Code § 11420.

Certain preferred debts set forth in Probate
Code § 11421 (funeral expenses, | ast

30

31

32

33

34

Holt Mg. Co.

v. Ewing (1895) 109 Cal.353, 42 Pac. 435

Selna v. Selna (1899) 125 Cal. 357, 58 Pac. 16

See Probate Code & 9152(b)

Probate Code § 9391

C.C.P. 88 580b, 580d; Cosentino v. Coastal Const. Co. (1994) 30
Cal . App. 4th 1712, 36 Cal. Rptr.2d 444
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illness, famly allowance and wage cl ai ns)
are to be paid as soon as the personal
representative has sufficient funds to do
so. Al remaining clains are not required
to be paid until paynent has been ordered by
the court.

C. If the personal representative fails to pay
a debt as ordered by the court, the persona
representative individually and the surety
bond are liable for its paynent.3* However,
an unpaid creditor (whether or not ordered
to be paid by the court) has no right of
contribution from another creditor who is
pai d. ®’

d. A distributee of estate property my be
liable to an unpaid creditor, even if no
claimis filed, but only if the conditions
set forth in Probate Code § 9392 are
sati sfi ed. The conditions to be satisfied
are:

(1) the creditor was known to, or
reasonably ascertainable, within 4
nmont hs by the personal representative;

(2) the claimis not merely conjectural;

(3) notice of adm nistration was not given
to the creditor;

(4) neither the creditor nor his attorney
had act ual know edge of t he
adm ni stration of the estate before the
final order for distribution;

(5) the statute of |limtations under Code
of Civil Procedure 8§ 366.2 has not
expired. 3

Probat e Code § 11422
Probat e Code § 11424
Probat e Code § 11429

Does this nean that only estates closed within one year of the date of
death qualify?
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e. Assunmi ng all of these conditions are
satisfied, liability of the distributee is
allowed only to the extent that the claim
cannot be satisfied out of the decedent’s
estate and then is linmted to a prorata
portion of the total distributed property
not to exceed the equity value of the
property on the date of distribution.?

VI. | NCOVE TAXATI ON OF ADM NI STRATI VE TRUST
A Tax Year. Each trust is required to adopt the
cal endar year as its taxable year.! The admnistrative
trust will therefore report its income and deductions

on the calendar year. This rule makes it |ikely that
the inconme tax returns for the first and | ast year of
the trust will be for short periods.

Taxed as Irrevocable Trust. On the death of the
settlor the trust becones irrevocable, functioning as
a separate taxpayer for income tax purposes.2 At this
time the trustee will have several opportunities to
apply sophisticated tax expertise, provided the
trustee is not constrained by an unnecessarily
restrictive trust docunent. The trust remains a
t axpayer for a reasonable period of tinme necessary to
wind up the affairs of the trust.:?

Accunul ation Distributions. Unli ke an estate, an
adm nistrative trust is subject to the throwback rul es
for distributions of accunulated incone.* Utimte
distributions fromthe adm nistrative trust, however,
shoul d not be subject to the throwback rules.?

39

Probate Code § 9392(b)

I.RC 8§ 645

See Rev. Rul. 57-51 1957-1 C. B. 171
Treas. Reg. 8§ 1.641(b)-3(b)

I.R C 8 666(a)(d)-1A

Treas. Reg. § 1.665(d)-1A
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Taxation of Ordinary |ncone. The basic rules of
| . R.C. 88 661 and 662 for taxing the incone of trusts
and beneficiaries apply to adm nistrative trusts.?®
Di stributions of incone are deductible by the trust
under 8 661 and reportable as incone by the
di stributee under 8§ 662, subject to the limtation of

distributable net incone as defined in |I.RC §
643(a) .
Taxation of Distributions. |.R.C. 8 643(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

t he di stri bution. The anount of t he trust's
di stri butions deduction under |.R C. ' 661 and the
ampunt to be reported by the distributee under |I.R C.

8 662 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 allocated to principal and "paid, credited, or
required to be distributed" to a beneficiary during
the taxable year.® 1In 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 law, such gains wll be allocated to
princi pal .

Taxation of Unrealized Appreciation. In Rev. Rul.
85-116,* the IRS has ruled that a portion of the gain

10

11

Subchapter J, however, does not specify what constitutes a trust. I.RC §
641(a)(2), (4), and (1) refer to "incone which is to be distributed
currently by the fiduciary to the beneficiaries,"” "incone which, in the
discretion of the fiduciary, nmay be either distributed to the

beneficiaries or accunul ated," and "incone accurmul ated in trust for the

benefit of unborn or unascertained persons or persons wth contingent
interests, and income accunmul ated or held for future distribution under
the terns of the . . . trust."

I.RC § 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
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VI,

realized by a trust was includible in DNI. That ruling
al so stated that the portion of the gain includible in
DNI 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 Estimted Tax Paynents

1. Ceneral Rule. A trust nust pay its incone tax
liability in quarterly installnments.?®? | f
estimted tax paynments are at |east 90% of the
trust's tax liability for the current year, or
100% of the trust's tax liability for the prior
year, no penalty may be inposed for underpaynment
of estimated taxes. If the trust's adjusted gross
i nconme®* exceeds $150,000, the prior year safe
harbor is 110% rather than 100%

2. El ection to Credit Paynents to Beneficiary. The
trustee can make an election under |I.R C
8 643(g) to have the quarterly tax paynents
treated as having been nmade on behalf of the
di stri but ees. If the election is made, the tax
payments are treated as having been distributed
to the distributee on the last day of the tax
year, and as having been credited to the fourth
quarterly esti mat ed t ax payment of t he
di stri but ee. The el ection must be made by the
65'" day after the close of the administrative
trust's tax year (by March 6 of the next tax
year) and is made on IRS Form 1041-T.

FI LI NG REQUI REMENTS

A.

| ncome Tax
1. Filing the Final | nconme Tax Return. The
successor trustee will have the task of filing a

12

14

15

I.RC § 6654(l)
As defined in |.RC § 67(e)
I.RC 8§ 6654(d)(1)(0O

I.RC 8 643(g); Form1041-T is usually included with nost comercially
available IRS Forns libraries, in hard copy, or on disk or CD-ROM
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decedent's final federal incone tax return for
the tax year ended on the date of decedent's
deat h.® When an individual dies after the end of
the year, but before the April 15 filing
deadl i ne, t he fiduciary al so has t he
responsibility of filing the return for the year
precedi ng death.?®

2. VWho May File. |If the decedent was narried 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 incone for the full year would be
included in the return.

3. Separate or Joint Return. Unpai d incone taxes
are deductible by the trustee if the taxes are
for inconme properly includible in an income tax
return of the decedent for the period before his
or her death.® If incone 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 wll be
allowed for only a portion of the joint liability
for the period covered by the return.?® Thi s
portion is limted to the anount for which the
estate would be |I|iable wunder local Iaw, as
between the decedent and the spouse, after
enf or cenent of any effective ri ght of
rei mbursement or contribution. The regul ati on?
further provides that, in the absence of evidence
to the <contrary, the deductible amunt is
determ ned using a fornula.®

5 I.RC § 6013; Treas. Reg. § 1.443-1

6 I.RC § 6013(c); Treas. Reg. § 1.6072-1(b)

’ I.R C § 6013(a)(3)

8 Treas. Reg. § 20.2053-6(f)

® I.R C § 6013; Treas. Reg. § 20.2053-6(f)

10 Treas. Reg. § 20.2053-6(f)

1 (Joint tax) x (decedent's separate tax ) both separate taxes).
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B.

| ncome I ncluded on Final Return. The incone included

in a decedent's final return is generally determ ned
in the sane manner as though the individual were still
alive, except that the taxable period ends on the date
of death. 2

1.

Constructive Receipt of Interest and Dividends.
Generally, under 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
t he 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
i nterest should be included in the final return.

A stock dividend is considered constructively
received when it was avail able for the decedent's
use without restriction. If the dividend-paying
corporation customarily mails its dividend checks
and a check was in the mail at the time 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. *®

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
t he decedent had not nade 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

12

13

14

15

16

. § 6013

. 8§ 454(c); Treas. Reg. 8§ 1.454-1(a)(3)

Reg. § 1.451-2(b)

. § 454

Rev. Rul. 68-145 1968-1 CB 203
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of a decedent. The trustee nmay 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 inconme 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
nmust i ndi vidual ly report t he partner's
di stributive share of partnership incone, 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
di stributive 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 inconme fromthe final return to the
adm ni strative trust is not desirable, a sale of
the decedent's partnership interest to the
remai ning partners, or to a third party, on the
date of deat h my serve to close the
partnership's tax year wth respect to the
decedent on the date of sale.?® To be effective,
the remai ni ng buyers should avoid treatnent as a
i quidation of the deceased partner's interest.?

17

18

19

20

21

22

23

24

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.RC

§ 706(c) (1)

. § 706(a)

Reg. § 1.691(a)-1(b)

. § 706(c)(2) (1)

. § 736
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4, S Corporation Incone. A decedent's final ret

nmust I ncl ude t he decedent's share
S corporation incone for the corporation's

urn
of

t ax

year that ends within or with the decedent's tax
year. This rule is simlar to rules applicable

to partnerships.

Retirement Account (IRA) contribution nmay not
made for an individual after death.? The est

5. | ndi vi dual Retirenment Accounts. An | ndi vi dual

be
at e

is not permtted to make such a contribution on
behal f of the decedent because the contri bution

woul d not be for retirement purposes. ?

Deducti ons

1. Deducti ons Allowed. Deductions that apply during

life also apply to a decedent's final return.
personal exenption is allowed, regardless of
date of death.?

incurred by the decedent Dbefore death

27A
t he

2. Medi cal Expenses. Unpaid nedical expenses

ar e

deducti bl e agai nst the decedent's gross estate as
debts. ?° | f t he decedent's per sonal
representative so elects, the nmedical expenses
may i nstead be clainmed as an item zed deduction
on the decedent's inconme tax return for the year

in which the expenses were incurred.®

3. Losses. Net operating loss (NOL) carryovers f

rom

busi ness operations in a prior year and capital

| oss carryovers are deductible only on
decedent's final income tax return.

25

26

27

28

29

30

31

I.R C § 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. § 2053

I.R C § 213(c)

I.RC § 172
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VITT.

| 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 which are subject to trust admnistration
Frequently the trust estate includes nmore than assets
titled in the name of the trust at the time of death. For
exanple, the trust instrunent may |list certain property as
a trust asset although title to the asset may never have
been changed to the name of the trust. I dentifying all
assets, whether or not titled in the trust name, will be of
critical inportance to the post-death trustee.

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

A | npracticability of Funding Fast. A substanti al
nunber of problenms that arise from the distribution
and funding of the subtrusts can be mnim zed, and
even avoi ded, by funding them as soon as practicable
after the date of death. Nevert hel ess, "as soon as

practicable” does not nean inmmediately. Sever al
required decisions will inevitably cause sone delay in
fundi ng.

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

asset values have decreased, the size of the bypass
trust may suffer a resulting reduction.

C. O her Effects. Delays in funding can cause
recognition of capital gain if an appreci ated asset is
used to fund a pecuniary fornula gift.

D. Funding Issues |Involving Pecuniary Gfts. If a
pecuniary gift is not funded pronptly, decreases in
val ue of the estate assets may result in a substanti al
reduction of the residuary gift. The trustee
therefore may find it advisable to fund the pecuniary
bequest at an early date.

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

X. | NCOME TAX | SSUES OF DI STRI BUTI ONS AND FUNDI NG MARI TAL

DEVI SES

A. Gain or Loss on Funding

1. Funding Risks of Pecuniary Fornula Bequests.
Gains are recogni zed when appreci ated property is
distributed in satisfaction of a specific
pecuni ary bequest. The amount of gain is equa
to t he di fference bet ween t he dat e of
di stribution value of the property and its basis,
which is usually its estate tax value.!
Conversely, however, the trust wll not be
all owed to deduct a | oss suffered when funding a
pecuniary anount in kind with property that has
decreased in val ue.?

2. Determning Distribution Date. California
appears to follow the common |aw that requires
di stribution of property as of the date of its
di stribution.:?

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

4. Tax Effect of Distributions. To the extent there
is undistributed DNI, a distribution of principa
to satisfy a pecuniary credit shelter or marital
deduction bequest wi |l carry with It
di stri butable net income which nmust be reported
by the distributee.?

! Treas. Regs. § 1.1014-4(a)(3)

2 I.R C. § 267(b)(6)

8 Treas. Reg. § 1.663(a)-1(b)(1)

4 Treas. Reg. § 1.663(a)-1(b)(1)

s |.R C. 8§ 661(a(2) and 662(a)(2)(B)
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5. Distribution in Satisfaction of Fractional Share

Bequest . A distribution in satisfaction of a
fractional share formul a bequest IS a

distribution of a portion of the residuary
estate, and does not qualify as a specific
devi se.

Distribution Pursuant to a Fornmula Clause or to
Satisfy a Pecuni ary Anpunt

1. Distribution Rules Generally. A distribution
froma trust to a beneficiary ordinarily carries
out distributable net inconme (DNI) that s

deducti ble by the trust® and reportabl e as taxable
i ncome by the beneficiary.’

2. Distributions to Satisfy a Specific Devise.
Distributions in satisfaction of a specific
devi se do not carry out DNI.®

3. Di stribution to Satisfy Pecuni ary Mari t al
Deduction Gft. Marital deduction fornula gifts
are not treated as specific devises because the
exact anount of the devise is not ascertainable
at the time of death.®

4, Pecuni ary Carve- Qut Formula G ft. | f a
"pecuni ary carve-out" clause is used, the fornula
ampbunt cannot be determ ned until after the date
of deat h.

Timng of Distributions: Basic Rules. | ncome is
deducti ble by the distributing trust® up to the anount
of DNI, with a Iike anpunt includable in the inconme of
the recipient trust.®

10

11

I.RC § 661

I.RC 8§ 662

I.RC § 663(a)(3)

Treas. Reg. § 1.663(a)-1(b)(1)
I.RC § 661

I.R C § 662
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Xl .

Risks in Funding. A typical risk to the trustee in
funding a marital deduction trust arises when
val uation adjustnments, e.g. discounts, are used.
Adjusting the value of property my cause an under
fundi ng of the marital deduction trust.® |n Chenoweth
v. US ,® 51%of a famly corporation was bequeat hed
to the surviving spouse, and 49% was bequeat hed to the
chil dren. The estate argued, and the Court agreed,
that the 51% bl ock bequeathed to the spouse should
carry a control premum and that the mnority
interest bequeathed to the children should be
di scounted. 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. U S ,*in which the value of nonvoting commobn stock
recapitalized after death into preferred stock as
required by the decedent's will was not altered.

Trapping Distributions. "Trapping" distributions can
occur when (1) the initial distribution carries out
DNI to the distributee trust; (2) a portion or all of
that distribution constitutes trust corpus of the
distributing trust; and (3) the distributee trust does
not nmake a distribution to its beneficiaries. Under
current law trust inconme tax rates are higher than
i ndi vidual rates,® and trapping distributions are not
useful .

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

A

| nt er nal Al | ocati on. California Jlaw generally
requires the trustee to keep trust property separate
and desi gnat ed as property of t he trust.?
Nevertheless, a trustee my mke an "internal"

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 Gr.)

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

Prob. Code § 16009
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al l ocation of trust assets rather than a physical
separation. To justify an internal allocation, the
Probate Code is interpreted to nean that the interna

all ocation of assets is the equivalent of keeping
trust property separate from other property.2 The Tax
Court has ruled that nmere bookkeeping entries are not
enough to constitute a distribution for inconme tax
pur poses.® Failure to account properly for income and
princi pal can cause confusion when the time cones to
prepare inconme tax returns or to make distributions.

B. Formal Asset Transfer. Formal allocation establishes
the allocation date for valuation and tax purposes.
Using a formal allocation will assist the trustee in

determ ni ng whether any incone taxable gain nust be
recogni zed. The formal allocation nethod also "clears
title" and hel ps the nonprofessional trustee account
for trust assets in the future. Tracing of assets
upon subsequent term nation of the trusts also will be
sinplified with the formal asset transfer nethod,
especially if the several subtrusts have different
income or remainder beneficiaries. Formal asset
transfers al so can be hel pful upon an estate tax audit
of the income 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

mai ntain the separate identity of the several trusts
t hr oughout the existence of each.

XlI'l1. PREPARI NG A SCHEDULE OF ASSETS AND TRANSFERRI NG ASSETS FROM
THE ADM NI STRATI VE TRUST TO THE SUBTRUSTS

A. Schedul e and Proposed Allocation of Assets. The
trustee should nmake a witten schedul e of each asset
to be allocated to each subtrust. In preparing the
proposed al |l ocation, the practitioner should nake sure
to account for all assets that will be held by the
trust. All assets, including probate and nonprobate
assets that will pass to the trust as a result of the
settlor's death, nust be accounted for. Once the
practitioner has determ ned howto all ocate the trust
assets, the trustee, either directly or through the

2 Prob. Code § 16009

s See Estate of Johnson, 88 T.C. 225
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trustee's professional advisor, should convey title,
by deed or otherwse, to the nanme of the new
subtrusts.

Physical Distribution of Assets Required. To be
considered a distribution, the transfer nmust cause the
property to be either paid or "properly credited";
mere bookkeeping entries are not enough.? In a
Techni cal Advice Menorandum the IRS has taken the
position that the distribution deduction is not
available to elimnate double taxation if the funds
are not actually distributed to the beneficiaries.?

2

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

TAM 9413005
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X,

A.

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

Di viding and Nam ng the Subtrusts. The nane of each
subtrust ordinarily reflects the nature of that
subtrust as created by the governing trust instrunent.

In some cases, the trust instrument itself wll
specify the nanes of the various subtrust or provide
gui dance as to how these trusts are to be naned.

Taxpayer Ildentification Nunber. Al'l irrevocable
trusts nust obtain a separate taxpayer identification
nunber.* Since the bypass trust always becones
irrevocable on the first settlor's death, a separate
tax identification nunmber nust always be obtained for
t hat subtrust.

Fundi ng Dat e. 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 that appraisals of real property, and market val ues
for publicly traded securities as of that date, should
be obtai ned. If the alternate valuation date is
el ected, any property distributed, sold, exchanged or
ot herwi se di sposed of within six nonths after the date
of death nust be valued as of the date of
di stribution, sale, exchange or disposition.?

Term nati on of Adm nistrative Trust. As the subtrusts

are established, the admnistrative trust, if any,
nmust be term nated. A final fiduciary inconme tax
return for the admnistrative trust will need to be

filed. Responsibility for the preparation and filing
of the final return should be assigned anong the
trustee and the professional practitioners.

2

Treas. Reg. § 31.6011(b)-1(a)(1)

I.R C 8§ 2032(a)(i); Estate of Aldrich v. Conr. (1983) 46 T.C M 1295
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XI'V. PROBLEMS W TH DI STRI BUTI NG SPECI AL ASSETS TO AND FROM THE
ADM NI STRATI VE TRUST

A.

S Corporation Stock Owmed by the Adm nistrative Trust.
| f an admi nistrative trust holds S corporation stock,
the trustee nust either distribute those shares or
cause the adm ni strative  trust to meet t he
requi renents of trusts holding S corporation shares;
in other words, qualify as a qualified subchapter S
trust in order to avoid |loss of S corporation status.
Alternately, the trustee may comence a probate
adm nistration to hold the S corporation stock,
because an admi nistrative trust nmay not qualify as an
eligible S corporation sharehol der.* This procedure nay
be essential when the S Corporation stock is a
substanti al asset of the decedent.

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.? |f the
decedent dies late in the partnership year and
sheltering income or deductions were realized by
the decedent earlier in the year, the trustee
shoul d consider an i medi ate distribution to the
surviving spouse in the year of death.

2. Section 754 Election. The I.R C. §8 754 el ection
woul d benefit the trustee if the value of the
underlying 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 partnership.

1

2

I.RC § 1361(c)(2)(d)

I.RC § 706(a)

-37-



