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Primer for a Trustee

ot a Revocable Trug

introduction

A fairly well off client comes to you following
the death of his or her spouse to discuss what
should be done with their revocable Hving trust.
You advise the client to prepare ap estate tax re-
tarn and a final income tax return, Itis then time
for either you or an attorney to discuss the terms
of the couple’s revocable living trust which usu-
ally require the funding of three trusts referred
to as:

In many cases, the surviving spouse is both the
beneficiary and the tristee of afl of these trusts.
As such, it is important to determine whether your
client has fiduciary responsibilities to contingent
beneficiaries such as the children when adminis-
tering the Exemption and Marital Trusts.

Who should advise the Trustee
Many surviving spouses acting in their trustee
capacity of their spouse’s trusts are probably
unaware of their fiduciary respongibilities. Thus,
the question becomes, should the attorney, ac-
countant, financial advisor, insurance agent or a
combination of the above provide advice to the
frustes on such issues as:

A
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The answer to whether it is advisable for the es-
tate 1o hire an attorney, accountant, financial plan-
ner or an insurance agent will depend on the facts
and circumstances of each case and of each
consultant’s knowledge of the complex issues
faced by a Trustee urder California law. The fol-
lowing discussion is intended as a basic summary
of some of the areas of California law related o
the admiristration of trusts. It is not infended to
be a definitive study of this area of the law which
is constantly chenging. However, the foliowing
discussion is a good starting point for obiaining
4 better understanding of a trustes’s responsibili-
ties under California law.

California Law - Trustee Duties
The Culifornia Probate Code provides that &
wustee of & California trust has a duty to admin-
ister the trust according to the terms of the trust
and to the applicable California law.* Thus, a
trustee should probably read the tust, a docu-
ment that usuaily runs over 50 pages. The trustee
of the irrevocable trusts also has to determine his
or her responsibilities under the relevant provi-
sions of the California Probate Code.

Management of the Trust:

A trustee must control and preserve the trust prop-
erty," make the trust property productive,’ sepa-
rate trust property from other property not sub-
ject to the trust® and make sure that trust prop-
erty is designated as trust property.” The frustee
must also enforce claims® and defend the trust.?
I performing these duties, the frustee may not
delegate those acts that can reasonably be per-
formed personally nor may a co-trustee defegate
the entire administration of the trust to a co-frustee
or other person,'® except in the case of certain
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investment and management fonctions.! If a
trustee has a special skill, he or she has a duty o
appiy the full extent of that skili to the duties as
a trustee.'?

Except as dtherwise modified by the trust, a
trustee must administer the trust withi the reason-
able care and skill under the conditions then pre-
vajling under which a prudent person acting in a
like capacity would use to accomplish the puz-
poses of the trust.® This standard of care does
not appear to be affected by whether the trustee
is compensated.™

Investing Trust Assets - Beneficiary Conflicts:

California law provides that, in the absence of -

an explicit statersent in the trust, if there are two
or more beneficiaries, the trustee must invest and
manage the trust property irmpartially, “taking into
account the differing interests of the beneficia-
ries”" For this purpose, a beneficiary inclades
not only the current income beneficiary, but also
any person who has any present or future inter-
est, vested or contingent in the trust.'® Thus, the
trustee must consider not only the interest of the
surviving spouse but also those of the remainder
beneficiaries, often the children.

A wustee also has a duty not to use or deal with
the frust property for the trustee’s own profit for
any purpose unconnected with the trust, or in any
transaction in which the trustee has an interest
adverse 1o the beneficiary.” However, the trust
may provide that the trustee, who is also a ben-
eficiary, may provide for such things as the free
use of the family residence or such other com-
mon transactions that might otherwise v1olate the
trustees duty.

A similar rule states that the trustee has a duty to
admipister the trust “solely in the interest of the
beneficiaries.”"® It then states that if the teustee
is administering two trusts {such as a QTP and
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an Exemption Trust) the trustee may sell or ex-
change property between the two tusts, if the
sale or exchange is fair and reasonable with re-
spect to “the beneficiaries of both trusts” and the
trustee gives notice of all material facts related
to the sale or exchange to all beneficiaries of both
trusts. ¥

Uniform Prudent Investor Act
Prudent Investing Requirement:
Under the Uniform Prudent Favestor Act,® ex-
cept as modified in the trust instrument, & trustee
who invests and manages the trust property st
comply with the prudent investor rule.® There
is fitfle guidance on how to do this, as law sim-
ply states that the trustee must consider the pur-
© pose, terms, disiribution requirements and other
circamstances of the trust® Moreover, invest-
ment and management decisions may not be
made in isolation. Rather they should be made
taking the entire trust portfolio into account as
part of an overall investment strategy having ob-
jectives “reasonably” suited w the trust®

Among the cirormstances that the trustee showld
consider when making investment and manage-
ment decisions of the trust’s assets are:

Trying o take all of these objectives into account
is probably more thar most trustees are capable
of. For example, must a trustee invest for capital

appreciation as stated in ltem 5, or can the trustee -

simply invest in high vield bonds?

Requirement of Diversification:

After taking all of these objectives into account,
the statute provides that a trustee has a duty to
diversify the investments of the frust, “unléss
under the circumstances, it is prudent not to do
50" A trustee apparently can not continue to
hold the assets historically held by the decedent,
since the aw states that the trustee is required
within a “reasonable time after aceepting a frust-
eeship or receiving trust assets” to review the
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assets and make and implement decisions to di-
versify the assets.®

Does this mean that if the trust is silent on the
issue a relatively small estate will be required to
sell the family residence or closely heid busi-
ness in order to diversify? The answer is not
obvious from the statute. What if the trustee sells
the house and invests in the stock market which
subsequently goes down while the housing prices
rise? Apparently this is considered prudent be-
havior, since the compliance with these diversi-
fication standards is determined in light of the
facts and circumstances existing at the time of
the trustee’s decisions and not by Mndsight”

Delegate Investment Decisions:

A trustee who is not skilled in investing may
delegate the investment decisions to an invest-
ment advisor. In doing so, the trustee must nse
prudence in selecting an agent and the trustee
must establish the scope and terms of the agency.
The trustee must also periodically review the
agent’s overall performance ® The agent must
act in a manner consistent with the purposes and
terms of the trust.® The law states that z trustee
who Tollows these rules is not liable to either the
beneficiaries or the trust for decisions or actions
of the agent to whom the function was del-
egated.® Thus, hiring & professional investment
advisor (broker) may be a prudent decision if
the trustee is concerned with possible lawsuits
by beneficiaries regarding the trustee’s invest-
ment decisions.

These prudent investor requirements apply both
to trusts existing on the effective date of the stat-
ute and also to those created after the effective
date of the statute.”

Duty to Inform Beneficiaries
‘When a revocabie trust becomes iirevocable, the

trustee must notify all the beneficiaries and ad-
ditional notice must be provided when there is a
change of tiustees® The notification must be
made by mail to the last known address of the
beneficiary, unless the beneficiary can not be
located after reasongble diligence or if the ben-
eficiary is unknown to the frustee.® Notifica-

tion must be made within 60 days of the dme the

irust becomes irmevocable or the iime the trustee
commences £ serve as trustee. ™ If requested,
the trustee must provide a copy of the trust to
any beneficiary or any heir of a deceased settlor
who reguests it.¥

The gotification of the beneficiary must contain
the identity of the settlor, the date of the execu-
tion of the trust, the name and address of each
trustee, the address of the principal place of ad-
ministration of the trust, any information required
by the trust, notification that the beneficiary is
entitled seceive from the trustee a true and com-
plete copy of the terms of the trust and a warn-
ing, set out in 10-point boldfaced type, or area-
sonable equivalent thereof, that states the follow-
ing:

You may not bring an action to con-

test the trust mere than 120 days from

the date this notification by the trustee

is served upon you or 60 days from the

day en which a copy of the terms of

the trust is mailed or personally defiv-

ered to you in response to your request

during that 120-day period, whichever

is later

A trustee who fails to serve notice to a benefi-
clary is responsible for ail damages, including
attorney’s fees and costs caused by that fajlure,
uniess the trustee made a good faith effort to com-
ply with the notification requirement® The
terms of the frust can not waive this notice re-
quirement, as such waiver is agatnst public policy
and therefore void.*® The trustee may also serve
notice to any person in addition to the beneficia-
ries without incurring any personal Hability.®®
Once notification is received, a beneficiary must
bring an action to contest the trust within the time

. period listed in the beneficiary notification, gen-

eraily the later of 120 days from the date of noti-
fication or 60 days from the date of receip: of a
copy of the trust.4

Notice of Trust Administration:

Beginndng July 1, 1991, trustees have a duty to
keep the bepeficiaries of the trust “reasonably
informed of the trust and its administration.™

continue to page 20
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In addition, upon a reasonable request by a ben-
eficiary, the trustee must provide 2 report regard-
ing the assets, liabilities, receipts and disburse-
ments.? In addition, the trustee must also pro-
vide particulars relating to the administration of
the trust relevant to the benefickary’s imterest, in-
cluding the terms of the trust that describe or af-
fect that interest.” These requirements do not
begin until the trust becomes frrevocable.

Accounting Requirement:

There is an accounting requirement which states
that a trastee must account annually, at the ter
mination of the trust, and upon the change of
trustee to each beneficiary to whom iricome or
principal is required or currently distributed.®
In those cases in which the surviving spouse is
the sole beneficiary and trustee, such as in many
QTIP trusts, no accounting will be required, Bven
if the spouse is not the frustee, an accounting is
not required if the living trust was executed prior
toJuly 1, 1987.% Inadditon, the trust may waive
the accounting requirernent, unless the sole
trustee is the decedent’s spouse.® In those cases
where an accounting is not required, a court may
require an accounting if there is a showing that it
is reasonably likely that a material breach of trust
has ocourred.”

seope of the Accounting:

If an accounting is required, it must contain the
following information (for either the last fiscal
year or for the period since the last accounting):

Who can not be 2 beneficiary®:

Trustees are usually reguired to follow the terms
of the trust and distribute property as prescribed
by the trust or by state law. However, California
law provides that no provision of any instrument
is valid to make a donative transfer if the transfer
is made to;

bibog:
-oran employee

Hage, a cobabitant with,

There are exceptions which make an otherwise
invelid transfer valid. Thus, a mansfer is valid if
the beneficiary is related by blood o matriage to
ot is a cohabitant with the transferee or the per-
son who drafted the instrument® Thus, it ap-
pears that “my daughter the attorney” can draft
Mom and Dad’s trust and still be a transferee.

Other otherwise prohibited fransfers will be per-
mitted if the instrement is reviewed by an inde-
pendent attorney who counsels the client about
the nature of the transfer and signs and delivers
to the transferor and the drafter a certificate es-
sentially stating that the attorney has counseled
the-settlor and there does not appear to be any

fraud, menage, duress, or undue influence. The .

certificate should contain the following:

CERTIFICATE OF
INDEPENDENT REVIEW

1, (attorney’s name), have reviewed
(name of instrument) and counseied
my client, (name of client), on the na-
ture of the transfer, or transfers, of
property to (name of disqualified per-
son) contained in such instrument. ...
On the basis of this counsel, I conclude
that the transfer or transfers... that
would otherwise be invalid ... are valid
becanse such transfer, or transfers, are
not the preduct of fraud, menace, du-
ress, or undue influence,”

Another otherwise invalid fransfer will be valid
if there is full disclosure of relationship and it is
approved as required by stafute. In limited cir-
cumstances, the transfer will also be permitted if
a court determines, upon clear and convincing
evidence (excluding evidence by the prohibited
wansferee) that the transfer was not the product
of frand, menace, duress or undue influence.”

It does not appear that the trustee is under an
affirmative duty to determine the validity of trust
instrument’s provisions as they relate to poten-
tially prohibited transferces, uniess the trustee has
actual rotice of the possible invalidity of the trans-
fer.™ Once notice is received, the trustee shall
not be held liable for failing to make transfers,
unless the validity of the transfer has been con-
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clusively determined by a coust.” The statue of
limitations for commencing an action (o prevent
a prohibited transfer other than by will is the later
of three years after the transfer becomes iirevo-
cable or three years from the time the person
bringing the action discovers, or reasonably
should have discovered, the facts material to the
transfer.’

ustees Duty 10 Determine Principal and In-
corme;
Another duty of the trustee is to classify cash
receipts and expenditures as either income or
principal. This task is often informally delegated
by the Trustee to the accountant who must fol-
Tow the terms of the trast. California law effec-
tive January 1, 2000 generally adopted the (re-
vised) Uniform Principal and Income Act.” The
puarpose of this discussion s simply to highlight
a few issues that a trustes may not be aware of
given the new law,

California law provides that unless the trust states
otherwise, income is the return of money or prop-
erty derived from the use of principal, including
rent, cancellation of a lease, interest, accrued
bond discounts, depletion, and certain receipts
from unproductive property. Principal is the
property heid in. trust for the eventual delivery to
a remainder or incotne bepeficiary and includes
proceeds from the sale of principal, the repay-
ment of & Joan, proceeds of eminent domain, in-
surance proceeds, stock dividends or liquidating
distributions, and profits received on the change
of form of principal.

Some items can be either income or principal
depending on facts and circemstances such as
corporate distributions and receipts from the dis-
position of natural resources. Under the revised
statute, income from a partnership is based upon
actual distributions, not taxable income. Under
one new provision, the trustee is given broad
powers to adjust items between principal and in-
come aocounts to take info account the nature of
the trest’s investments.® Thos, if a trust’s port-
folio consists mainty of growth stock (and little
current income), the Tostee may allocate some
of the capital gain o the income account.®

Some common provisions that are often
misclassified as income rather than principal are
receipts due, but not paid, at the time of death,
accrued interest at the time of death and divi-
dends payable before death but not received un-
til after the death. For example, under the new
law, only incomé actually received is payable fo
a beneficiary who dies. The beneficiary is not
entitled to accrued income (unless the frust states
otherwise).

As for expenditures, ordinary expenses incimzed
in'connection with the administration, manags-
ment or preservation of the trust property, recuz-
ring taxes and insurance are to be charged against

continue to page 27
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income unless the trust instrument states other-
wise. One half of the court costs of attorney’s
fees and other fees on periodic judicial account-
ing are charged to income, unless the court di-
rects otherwise, Those trusts that have unusual
items of income or expense shouid seek the ad-
vice of an expert in this area.

Trustees are advised to spend some time review-
ing (learning) these new provisions. One article
not specific to the California law which exam-
ines the provisions of the revised Act is Put Your
Trost in Trustees by Albert D. Spaiding.®

Cutting off Creditors

In some cases, the decedent’s assets may be sab-
Jjeet to numerous known and unknown creditors.
California law provides that a revocable trust is
subject to the claims of the decedent’s creditors
o the extent that the decedent’s estate is inad-
equate to satisfy those claims.® In order to cut
off liability for those claims, a trustee may com-
mence a notice to creditors by filing with the Su-
perior Court in the county where the decedent
resided™ and serving notice to creditors and pub-
lishing notice in local newspapers in order to
notify unknown creditors.®

The effect of proper notice to creditors through
filing, pnblishing and serving notice is compa-
rable to probating an estate and forces all claim-
ants to file. Since failure to file a claim by whom
either commences a legal proceeding or whom
secures the surviving spouse’s acknowledgment
in writing of the liability of the surviving
spouse,® bars the coliection of that claim against
the trust.® This protection is also afforded o
any other trust set up by the decedent and to the
trustees and the beneficiaries of the trusts.®

This procedure is not mandated, it is simply one
choice for the trustee. Thus, the law does not
impose any duty on the trustee to initiate the pre-
ceding and the trustee is not liable for failure to
initiate the proceeding.” However, if the proce-
dure is not followed, a2 beneficiary of the trust to
whom paymerit, transfer or delivery of wrust as-
sets is made, may be personally Hable for znse-
cured claims to the extent of the value of the prop-
erty received.®®

This procedure does not affect the interests of
the various trusts estabiished by the decedent as
against each other for the payment of the
decedent’s debts.®® These provisions apply to
deceased settlor’s who die on or after January 1,
199270 _ :

Conclusion:

Catifornia laws affecting trusts are very compli-
cated and effect most-aspects of frust administra-
tion. A trustee should attempt to gain as much
knowledge of those laws or seek the counsel of

skilled advisors to make sure they comply with

those laws and the terms of the trust.
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How to Import a File From Your
Tax Software to the Palm Pilot

By David Stabbe Orange County/Long Beach Chapter

Generate and name a computer file of ail

your client’s names, addresses, phone numbers,
etc. to be exported to the Palm Pilot. The
technical support people get paid to help you
do this.

3. In your Pakn program, click on file then
import then change Files of type to either
Comma Separated or Tab Separated Values and
type the name of the list you are exporting.
Then check on the left hand column the items
you want in the Palm pilot, Seme of the

2. In the Palm program, change the title of
your category from “business”™ or “quick list” to
TAX CLIENT or some other name (if vou want
to do this). To do this, click on the category -
and then click on edit categories and make the
change.

The Successhsd Callfornia Accountant, Summet 2000

' categories are:

Last name
First name
Address
City State

Zip

Home
Work

(Phone)

(Phone) continue to page 30

27




