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forwarding comments of members of the State Bar Estate Planning, Trust and
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income for the income beneficiary.” (Exhibit p. 1.)

The State Bar materials are provided to assist the Commission at the March
meeting and have not been discussed by the Executive Committee as a whole, as
noted on Exhibit p. 7. With respect to the adjustment power in UPAIA Section
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“numerous problems ... in practice.” (Exhibit pp. 9-12.) Like the California
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Dear Mr. Ulrich:

I am a law professor at the School of Law at the University
of California at Davis. I am a co-reporter for the Uniform
Principal and Income Act (1997). I am writing you with my
comments regarding California adopting this new uniform act.

I am in favor of the act.

The act has two purposes: (1) to update the nuts and bolts
rules of principal/income allocation and (2) to provide a
solution to the "problem" that proper total return investing
under the Prudent Investor Rule can easily lead to returns that
are superior, but that contain little or no traditional income
for the income beneficiary. Trustees are now free to invest in
anything, and anything doesn’t always crank out a convenient
stream of traditional income.

The nuts and bolts revisions are top-notch, represent
thousands of human hours of work and should be adopted.

The Modern-Portfolio-Theory/total-return solution is an
equitable adjustment power to be found in Section 104 of the new
act. If a trustee invests wisely and well, applies the basic
terms of the act and finds that the allocation is initially
unfair to income or principal, then the trustee has the power to
adjust return so that it is impartial.

Modern prudent investing creates the problem discussed

above -- trust portfolio return may not come to the trustee in a
neat package. There are three basic sclutions for sale. One, do
nothing, because "there is no problem" -- there is no train

coming down the tracks and everyone I know agrees with me. Two,
allow trustees to make a limited equitable adjustment only if
it’s needed (that’s Section 104). Three, convert some or all
trusts, on some basis, into something else. Something else may
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be a unitrust or a discretionary trust. The unitrust is said to
be under consideration in at least one money center state.

Equitable adjustment is the Goldilocks solution -- not too
hot and not too cold. It is the wisest and least disturbing
solution to a problem that must be faced. It, too, is the
product of years of consideration, debate and compromise. It,
too, is top-notch.

* k &

Here are some specific comments from me on items you have
received.

First, I have the following comments re the David Lauer
letter. I refer to the larger page numbers at the bottom of your
pages. Thus the discussion of 104 begins on a page that is
labelled both small number 3 and large number 4. I will refer to
that page as 4. I am on page 4.

I refer to the first paragraph of the Section 104
discussion.

I say, a trustee always refers to all relevant factors and
to no irrelevant factors. To do otherwise is a breach of trust.

The list of possibly relevant factors is taken from the
Uniform Prudent Investor Act, is a convenience for the trustee,
and is likely to be a complete list of factors for most trustees,

I refer to the last paragraph on page 4.

I disagree that most of the concepts that constitute modern
portfolio theory as found in the UPIA have been in California law
for 15 years.

Even if they have, the investment climate has changed so
much in the last few years that California experience in the
1980s, and even the early 1990s, is not instructive. The
problems are really just starting now. A wisely-chosen portfolio
can easily earn less than 2% traditional income. The trustee who
wants to prudently buy that portfolio cannot do so, unless s/he
has a power to pay principal to the income beneficiary.

I refer to the numbered paragraphs on page 5.

Paragraph 1. As I wrote above a trustee always refers to
all relevant factors and does not refer to irrelevant factors.
To do otherwise is a breach of trust. Today, in California, that
is the law. Trustees are second-guessed and their decisions are
viewed in hindsight all the time. That is what they get paid
for. Trustees have to consider inflation and deflation, now. If
they don’t, they can be sued, successfully.
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Paragraph 2. A trustee must always consider the settlor’s
intent. To do otherwise is a breach of trust. Today, in
California, that is the law.

Paragraph 3. The trustee is precluded from making
adjustments that have adverse tax consegquences. This has many
purposes, including protecting trustees from surcharge. Trustees
make tax-oriented decisions all the time. They do not have to
hire counsel each time they make such decisions.

Paragraph 4. This argument proves too much. It would
preclude the trustee from making any investment decision or any
decision that would affect the value of trust principal.

Paragraph 5. The reference to liability for purchase of a
single asset suggests to me that the author of this comment may
not have internalized the nature of portfolio investing. The
number of occasions when a single asset purchase will lead to
liability is now very small. The adjustment gsimplifies
investing. It does not complicate it. The trustee can simply
invest for total return without worrying about the form of the
return.

Paragraph 6. The majority of trusts will need no
adjustments and the majority of trustees will soldier on asg they
have in the past. A small population of trustees -- that will
grow over the years -- will come to appreciate the availability
of adjustment power as they invest under UPIA. Section 104 is
the spare tire and jack in the back of the car. You carry then
in case you need them. It is always annoying to change a tire if

you do get a flat, but it’s nice to have the tools.

Paragraph 7. The basic model of trustee conduct is act
wisely and account in the future. The trustee has dozens of
discretions. Virtually none of them lead to petitions for
approval. The model will hold true for Section 104. The bankers
predict thousands of petitions for adijustment approval. I
predict very, very few.

Paragraph 8. The tax implications are not unclear.

Paragraph 9. If the beneficiaries are prone to hostility
then they will be hostile. A trust is about money and about
people, whether there is a Section 104 or not. When there are
money and pecple involved, there’s always a potential for
hostility. The greater likelihood for hostility comes from poor
trustee investment performance, overall, because the trustee
cannot invest as s/he chooses. Poor overall performance, because
the best investments for the trust in question can’t be used,
because they don’t generate enough traditional income, is worse
than having to make adjustments.

Paragraph 10. If banks cannot control their investment
personnel then banks have a big problem, one that cannot be
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solved by refusing to enact Section 104. Diversification is to
be defined for each trust. The allocation between equity and
debt should be made for each trust on a portfolio basis after an
analysis of risk and without regard to the form of return. A
trustee should never make (or have to make) a decision to buy
debt, just to buy an income stream. A trustee should buy bonds
because the trust portfolio needs some bonds for investment
purposes.

The memo fails to understand a trustee should never buy
bonds s/he doesn’t want, just to get an income stream. This is
demonstrated by the comment to Section 425 on page 11. The
reader is told that if the trust contains assets unproductive of
income that the trustee can always buy some income producing
assets in other parts of the portfolio. WHAT IF THE TRUSTEE DOES
NOT WANT TO BUY THOSE ASSETS? What if the trustee believes the
best portfolio for the trust does not include income assets
sufficient to produce the necessary income for the beneficiary?
California must have an answer to this question.

The complaint about the possible conduct of bank investment
personnel highlights an important problem that the Law Revision
Commission should focus on. Bank investment personnel have
embraced Modern Portfolio Theory because it is a better way of
investing. It’s so good it’s mandated by UPIA and the
Restatement. Bank administrative personnel have not yet come to
terms with MPT. The typical bank trust department has two sides.
They have got to communicate with each other. This is a banking
industry problem that should not determine the Law Revision
Commission’s agenda.

Paragraph 11. Pre-existing trusts were established to
provide in the best possible way for the settlor’s beneficiaries.
No settlor wanted poor returns for beneficiaries in order to
preserve a package of administrative powers in a trust. Settlors
didn’t think about adjustments. They did think about their
beneficiaries. Again, the memo proves too much. The argument
would prevent the use of UPIA and any statute that improves the
administration of trusts by giving trustees new powers.

* % %

S8econd, I have the following comments re Alexander Misheff‘’s
letter of February 9, 1998, on pages 15 and 16.

Paragraph 1. I think the memo of 1995 does not meaningfully
inform the discussion of the final version of the Act in 1998
except to show that some persons on a bankers committee in 19295
did not like a different version of the act.

Paragraph 2 makes six points. These are my comments.

First subparagraph: I hope that agitation for reform is not
the Law Revision Commission’s precondition to act. The National
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conference offers law reform proposals for the good of society.
This process toock almost a decade. If the Law Revision
commission waits until the train comes down the track, until
there is agitation for reform, providing for the problem of total
return will be done in a hasty and tardy way, and not in a
timely, fashion.

Mr. Misheff writes that "almost every professional trustee
trustee [sic] I am aware of is against the proposal (once they
understand it)." I understand my co-reporter to say that almost
every banker he speaks with is for the proposal, once it is
explained.

Second subparagraph: The letter complains about a nebulous
world. Trustees inevitably have discretion. They get paid to
exercise their discretion. If a legislative solution is good for
trust beneficiaries, and is required to allow UPIA to work, then
it may be necessary to require some trustees, on some occasions,
to exercise additional discretion. It is expectable that the job
of being a trustee will become more complex as we enter a new
millennium. Bankers have to be willing to deal with complexity.

Third subparagraph: The standards are initially from the
UPIA and ultimately from the law of trusts. They are clear.

Fourth subparagraph, on page 16: UPIA has opened whatever
battle grounds may come to exist. When the family bought the car
(UPIA) it made the decision to buy the spare tire and the jack
(Section 104).

CALIFORNIA MUST HAVE A WAY TO DEAL WITH THE UPIA PORTFOLIO
THAT TS UNDERPRODUCTIVE. There is a train coming down the track,
whether the bankers hear it or not.

Fifth subparagraph, on page 16: Mr. Misheff complains of
increased costs and the like. The increase in costs is
inevitable -~ it comes from Modern Portfolio Theory investing.
Inadequate traditional income is an inevitable cost of MPT
investing for some trustees. That cost is likely to be much less
than feared.

Sixth subparagraph, on page 1i6: A large number of trusts
are still drafted on the basis of income to A, remainder to B,
with no power of invasion for the income beneficiary. Although
the drafter of the letter didn’t mean to, he makes the case for
the very dramatic change, that is being proposed elsewhere, of
making every trust a discretionary trust. That more dramatic
proposal, is the kind of solution that makes the “Goldilocks"
solution of Section 104 all the more attractive.

Thank you.

Sincerely,



C, Dot

Jdel C. Dobris

Professor of Law

Telephone 530 752 1600

Fax 530 752 4704

email: jecdobrisfucdavis.edu
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MEMORANDUM

TO CALI FORNI A LAW REVI SI ON COMM SSI ON

FROM EXECUTI VE COW TTEE OF THE ESTATE PLANNI NG
TRUST, AND PROBATE LAW SECTI ON OF THE
CALI FORNI A STATE BAR ASSOCI ATI ON

DATE: MARCH 17, 1998

RE: COMMENTS ON SELECTED PORTI ONS OF THE UNI FORM PRI NCI PAL
AND | NCOVE ACT (1997)

CC: Bl ON GREGORY, NCCUSL

MATTHEW S. RAE, JR., NCCUSL
MAUREEN PADDEN, CBA

DAVI D C. LONG STATE BAR
ROBERT E. TEMVERMVAN, JR

The Executive Comm ttee of the Estate Pl anning, Trust, and
Probate Law Section of the State Bar assigned the Uniform
Principal and Income Act (1997) to a subcommttee of six for
review. The subcomm ttee nenbers each undertook a review of one
or nore articles of the Act. Wile I have not yet received
comments fromall of ny coormittee nenbers, | want to get those
comments | do have into your hands w thout delay. | wll submt
our coments on the bal ance of the Act as soon as | receive
t hem

The Executive Committee as a whole intends to discuss the Act at
its annual neeting in md-April but has not yet had an
opportunity to review and coment upon this nmenmorandum W are
submtting our prelimnary comments at this tine at the request
of the CLRC in order to assist its deliberations at its March
meeti ng.

Article 1
Definitions and Fi duciary Duti es

Section 102. Defi nitions

1. The definition of “fiduciary” in Probate Code section
39 is broader, enconpassing guardi ans, conservators, and “other
| egal representatives” as well as personal representatives and
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trustees. Presumably the Act is not intended to apply to
conservators, guardi ans, custodians, attorneys in fact, and

ot hers besides trustees and personal representatives who have
fiduciary duties of any kind whatsoever; thus, the definition in
the Act is appropriate. However, the definition should nmake
clear that it applies for purposes of this chapter only and
applies notw thstanding any other definition found el sewhere in
the Probate Code. This comment applies to all terns that are

al so defined el sewhere in the Probate Code.

2. The term “principal” appears to be too limted in that
principal may be distributed to remai nder beneficiaries during
the trust termas well as upon term nation of the trust.

3. The term “renai nder beneficiary” may al so be too
limted, again because principal nmay under sonme circunstances be
di stributed to remai nder beneficiaries during the trust term

4. The definition of “ternms of a trust” is el egant but
likely to confuse. If we intend to have the Act apply to ora
trusts as well as witten trusts, perhaps we should just say so
with the qualification that an oral trust nust be susceptible of
proof according to the usual evidentiary rules. The current
wordi ng of this definition suggests that the usual parole
evidence rules will be relaxed, with regard to witten trusts as
wel |l as oral trusts.

Section 103. Fiduciary Duties; General Principles

Section 103 appears to adequately enconpass the essentia
provi sions of Probate Code section 16302. The Act does not
restate current section 16302(b), which provides that where a
trustee has discretion to allocate recei pts and di sbursenents
bet ween i ncome and principal, no inference of inpropriety arises
fromthe fact that the trustee has nade an allocation contrary
to the provisions of the principal and inconme |aw. Instead, the
Act contains a provision that a fiduciary, in allocating
recei pts and di sbursenent between principal and inconme, my
exercise a discretionary power granted to the trustee, even if
the exercise of the power produces a result different froma
result required or permtted by the Act. The proposed new
provi si on probably has the sane excul patory effect as the
exi sting provision, but we prefer the existing | anguage.

The rule of Section 103(a)(4), which allocates or charges
to principal any itemthat is not covered by either the terns of
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the trust or the Act, is not found in existing | aw and shoul d
prove useful.

Section 104. Trustee’'s Power to Adj ust

Granting the trustee a power to adjust between incone and
principal is appealing in theory. However, we see numerous
problenms with the Act in practice:

1. Adj usting total return between principal and incone
clearly and directly affects the interests of beneficiaries and
necessarily favors one class of beneficiaries at the expense of
another. Increased discretion with respect to such deci sions
wi |l expose the trustee to correspondingly greater scrutiny and
criticism Qur primary concern about this proposed rule is that
it will expose trustees to additional clains and give rise to
nore litigation in a field where litigation is already
bur geoni ng.

a. The greatest hazard for a trustee in utilizing
the proposed adjustnent rule is presented by the requirenent
that the trustee “consider all factors relevant to the trust and
its beneficiaries” and the inclusion in the Act of an extensive
(al t hough not exclusive) list of specific factors that nust be
considered in nmaking the adjustnent. A trustee’s consideration
of each and every one of the enunerated factors is nmandatory
rat her than discretionary. This nine-factor |ist would provide
the plaintiffs’ bar with a convenient guide in deposing trustee
def endants. A trustee who cannot denonstrate that it has
consi dered each of these factors will be in violation of the Act
and potentially |iable for damages.

b. The requirenent that the trustee consider al
factors relevant to the trust and its beneficiaries applies not
only to the decision how to adjust; it also applies to the
deci si on whether to exercise the power to adjust. This
provision, found in the first sentence of Section 104(b),
suggests that the power to adjust granted in subsection (a) may
not be as permssive as it first appears. A trustee who
declines to nake an equitable adjustnent may be forced to
justify its decision by denonstrating its analysis of the nine
factors (and nore) nmandated by subsection (b). Arguably, a
trustee who invests for total return w thout adjusting the
return between income and principal interests is already exposed
to criticismunder existing |law and could be held |iable for
breach of the duty of inpartiality. However, the failure to
make an equitable adjustnment will be nore clearly actionable if
we have a law that so explicitly describes how a trustee shoul d
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make the decision. Wile the |ast sentence of Section 103
states that “[a] determnation in accordance with this [Act] is
presuned to be fair and reasonable to all of the beneficiaries”,
a determ nation not to nake an adjustnment will be harder to

def end under the Act than under current |aw.

C. The trustee will often have difficulty marshaling
reliable information as to a few of the factors listed in
Section 104(b), such as the intent of the settlor, the
ci rcunst ances of the beneficiaries, the “actual and anti ci pated
ef fect of economc conditions” and the “effects of inflation or
deflation”. Sone of these factors will necessarily be sonmewhat
vague and conjectural.

d. Exanples (4) and (5) in the NCCUSL conments to
Section 104 illustrate the potential conplexity of the analysis
requi red of the trustee.

2. G ven the conplexity of the decisionnaking process, a
trustee woul d be fool hardy to nake an adjustnment w thout the
protection of a court order or the infornmed consent of al
beneficiari es.

a. A trustee seeking a court order will presumably
have to denonstrate in its pleadings that it considered and
anal yzed each el enent of Section 104(b), as well as any ot her
rel evant factors. A non-institutional trustee cannot reasonably
be expected to engage in such analysis and will need expert
hel p. The result will be a substantial increase in
adm ni stration costs. The need for expert testinmony will also
make litigation on these issues nore expensive and tinme-
consum ng than it woul d be ot herw se.

b. A trustee will (or should) be reluctant to rely
on the consent of beneficiaries for self-protection when making
an adj ustnent, because few beneficiaries wll be able to

under stand the conpl ex deci si onmaki ng matrix, thus precluding
“infornmed” consent.

3. If a trustee chooses to nake an equitabl e adj ustnent,
can the adjustnent be nmade on a one-tine basis, or nust a
simlar adjustnent be mamintained in the future? For exanpl e,
if a trustee nakes one adjustnent to enable the incone
beneficiary to receive the equivalent of a 7% return, and the
next year the trust’s accounting inconme is 5% wll the trustee
be bound to make another adjustment to bring the incone return
to 7% for that year as well? Even if the trustee is not
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technically bound to nmake such an adjustnment in year two, wll
he be open to criticismby the inconme beneficiary for his
failure to do so? (“If it made sense |ast year, why doesn't it
make sense this year?”) [|f such continuing adjustnents are
requi red, how often nust they be nade?

4, Section 104(c)(8) prohibits a trustee from naki ng an
adjustnent if the adjustnment would benefit the trustee directly
or indirectly. Any adjustnment that has the effect of shifting
return fromincone to principal would indirectly benefit the
trustee whenever trustee fees are conputed as a function of
princi pal value. Al though less likely, the sane problem coul d
ari se where trustee fees are a function of trust incone and the
adj ustment shifts return fromprincipal to incone.

5. The adj ustnent provisions of the Act would not apply
to many (perhaps nost) trusts. The Act itself specifically
excludes all marital deduction trusts, virtually all charitable
trusts, all grantor retained unitrusts and annuity trusts, those
grantor retained incone trusts that are not subject to the
Chapter 14 rules of the Internal Revenue Code, and nost bypass
trusts (also referred to as exenption trusts or credit shelter
trusts). Also excluded, as a practical matter, will be those
trusts drafted after adoption of the Prudent Investor Act that
avoid reference to the trust’s “incone” in describing the anmount
to be distributed to the beneficiaries.

a. On the one hand, the limted applicability of
Section 104 will limt the scope of the potential problens noted
above. On the other hand, its Iimted applicability nmakes its
adoption as a default rule less justifiable.

b. Section 104 should not be foisted on the trusts
and estates conmunity as a default rule. The | aw should nerely
permt trustees to obtain a court order for adjustnment of total
return between principal and i ncone where, in the trustee’s
judgnment, such adjustnent is necessary to avoid inequity. Wiile
such a proposal seens to run contrary to the trend of reducing
court involvenent in trust and estate adm nistration, it would
actually result in less court involvenent than Section 104 woul d
spawn. This is one area in which we will not do trustees - or
beneficiaries - any favors by giving trustees nore discretion.

6. There is always a tension in | awmaki ng bet ween
sinplicity and equity. Existing |law nmay be i nadequate to dea
with the new i nvestnent standards of the Prudent |Investor Rule,
but it has the virtue of being relatively sinple, and it can be
understood by a broad range of trustees and beneficiaries.
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Section 104 swings to the other extreme and creates a procedure
that, at |least theoretically, allows for greater fairness but is
unduly sophisticated to serve as a default rule. The

adm ni strative burden, cost, and litigation risk posed by the
rul e are unacceptable. W reconmend a truly optional procedure
that will enable the trustee to avoid the sort of unfairness
that breaches its duty of inpartiality but wll not create an
unreasonably high standard that exposes trustees to undue risk
of liability.

Finally, if this version of RUPIA or a |ater draft of RUPIA
i s adopted, sone further consideration nust be given to
protection or exoneration for a trustee who acts in good faith.
In our view, it is desirable in many cases to give trustees nore
di scretion to nake adjustnents. The traditional notions of
i ncome and principal do not work well in today’'s econom c and
mar ket environnment and i ncone and principal definitions may be
antiquated. On the other hand, the nore discretion, the nore
difficult the trustee’s job may be and inevitably, trustees wll
be exposed to nore litigation by disgruntled beneficiaries. No
one will be happy. A situation in which a trustee wll be
forced to go to court for every discretionary decision or wll
have to incur significantly greater adm nistrative costs to
carry out the new | aw may be counterproductive. W cannot rely
on every drafter to “draft around” the new law nor is it
desirable to always do so.

At a mninmum a provision simlar to Probate Code Section
16302(b) should be included to protect a trustee who nakes a
decision contrary to the newlaw. This is not found in RUPIA at
| east to the extent of ny review to date.

Article 2
Decedent’s Estate or Term nating | ncone |nterest

Section 201: Determ nation and D stribution of Net |ncone
(corresponds to Probate Code
Sections 16305 and 16314)

1. Section 201 deals with the Determ nati on and
Distribution of Net Incone in the case of an estate after a
decedent dies or after an incone interest in a trust ends. The
section speaks in terns of “net incone” and “net principal.”
Ternms including use of the word “net” are not generally not used
or defined in the current California Act. Collaterally, the
term“net incone “ is used, but not defined, in Probate Code
Section 12006. Section 108(8) of RUPIA defines the term “net
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incone”; it also uses, but does not define, the word “net
principal.” | think RUPIA should define the term “net
principal.” The definition is not obvious. |In addition,
Section 201 uses the term“term nating incone interest” which is
al so not defined in the definitions section although it is
defined in the Corments to Section 201. Because there are many
new and unfamliar terns in RUPIA it seens to ne these terns
should all be defined in Section 102.

2. Section 201(1) provides that the fiduciary wl|l
di stribute net inconme and net principal receipts to a
beneficiary who is to receive specifically devised property.
This section then sets out rules for determ ning the remaining
net income of an estate or termnating income interest and cross
references Articles 3 through 5. Articles 3-5 are basically the
remai ni ng provi sions of RUPIA dealing with apportionnment at the
begi nning and end of an incone interest, and allocation of
recei pts and di sbursenents during adm nistration of a trust.

3. Section 201(2)(B) changes the rules for paynent of
expenses. The fiduciary has discretion to pay fromincone or
principal the foll ow ng expenses: attorneys’ fees, accounting
fees, fiduciary fees, court costs and ot her expenses of
adm ni stration and interest on death taxes. However, the
fiduciary may only pay these expenses “fromincone of property
passing to a trust” [reason for quotes noted below for which
the fiduciary may claiman estate tax marital or charitable
deduction to the extent that paynent of those expenses from
income will not cause a reduction or |oss of the deduction. The
Comments to Section 201 refer to the Suprene Court decision in
the Hubert case. In Hubert, the Court held that an estate was
not required to reduce its marital and charitabl e deductions by
the anmount of adm nistration expenses that were paid out of
i ncome generated during adm nistration by assets allocated to a
marital and a charitable trust. The Court found that the val ue
of the transferred property is not reduced for estate tax
pur poses unl ess the adm ni stration expenses were “material” in
light of the income the trust corpus woul d have been expected to
generate. The IRS is currently review ng the issue of
materiality and will undoubtedly issue new Regul ati ons whi ch
will set limts on the anpbunt of expenses payable fromincone.
This new provision is an inprovenent because it gives the
trustee the discretion to deci de where these expenses m ght best
be paid. Under the current California apportionnent statutes, it
coul d be argued there is roomfor equitable adjustnment (Probate
Code Section 20112(c)) although under sonewhat unusua
ci rcunstances, in Sinpson v. Wite, 97 Daily Journal DAR 11843
(Sept. 11, 1997), the Court held that interest on delinquent
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deat h taxes was charged to principal. The new RUPI A provision
Is desirable in our view

Under Section 501(3) of RUPIA, interest on death taxes would be
paid frominconme “except as provided in Section 201(2)(b) or
(c).” This exanple illustrates the interrelationship between
Section 201 and Sections_501 and 502. It is sonmewhat confusing.
My interpretation is that a trustee’ s discretion under Section
201 overrides the provisions of Sections 501 and 502 which state
t he general rules.

Al'l other disbursenents relating to settlenent of a decedent’s
estate or winding up of a trust, including debts, funeral and
burial expenses, famly all owances, death taxes and penalties
are paid fromprincipal and are apportioned to the estate or to
the terminating trust incone interest either by the will, the
terms of the trust or by applicable | aw

Wth reference to Section 201(2)(B), we are uncertain as to why
the reference to paying expenses frominconme is only to property
“passing to a trust” and why the reference is not sinply to
property for which a fiduciary clains a marital or charitable
deduction. Does it make a difference whether the property is
passing outright or to a trust? It seens to us that the sane
principle should apply to i ncome earned by an asset which wll
be distributed outright after admnistration as well as to an
assets which will pass into a trust.

4. Section 201(3) relates to paynent of interest on an
outright pecuniary devise, whether provided for by will or
trust. |If the docunent does not provide for interest to be

paid, interest will be paid as provided by law and will be paid
fromnet incone (as otherw se determ ned under Section 201) or
fromprincipal if net incone is insufficient. The intent is to
put pecuni ary devises frominter vivos transfers on the sane
footing as testanentary transfers. However, the RUPI A Coment
to this provision states that an outright pecuniary bequest is
to be treated differently than a pecuniary bequest in trust.

The Comrent goes on to state this is the sane treatnent as
provided in Section 5(b)(2) of the 1962 Act. California Probate
Code Section 16314 refers to gifts bearing interest and al so
puts inter vivos transfers on the sane footing as testanentary
transfers. Section 16314 refers to “a specific gift, a genera
pecuniary gift, an annuity, or a gift for naintenance

di stributable under a trust.” Qur interpretation of California
law is that outright gifts and pecuniary devises in trust are
treated the same. This seens desirable and shoul d conti nue.
Apparently, under RUPIA, a pecuniary devise in trust is entitled
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to receive net incone (see 5 below) but is not entitled to
I nterest.

Section 16314(b) contains a provision for a reference date for
when paynent of interest will commence. Section 201(3) should
provide that interest shall be payable as of the date of death
or other event upon which the beneficiary’ s right to receive the
pecuni ary anount occurs.

5. Section 201(4) states that the fiduciary shall then
di stribute the net incone remaining after the distributions
requi red by Paragraph (3) to all other beneficiaries (including
a beneficiary who receives a pecuniary anmount in trust). W
believe that distributions under Paragraph (1), in addition to
Par agraph (3), should also be excluded. Section 201(1) refers
to specific devises. The beneficiary who receives a specific
devise is already entitled to receive the net incone and net
principal of the specific devise. That beneficiary should not
be further entitled to receive net inconme from other
di stri butions.

6. Section 201(4) also states that a beneficiary who
receives a pecuniary anmount in trust is entitled to receive a
portion of the net inconme remaining for distribution even if
that beneficiary holds an unqualified power to w thdraw or other
presently exercisabl e general power of appointnent. W do not
know of any specific provision in the Probate Code which deals
with this particular circunstance. It is not objectionable.

7. Section 201(5) is confusing. Qur reading of
Subsection (5) is that the fiduciary nmay not charge genera
adm ni stration expenses which relate to the estate or trust as a
whol e agai nst the principal and incone receipts of specifically
devi sed property. It is not clear how to apply this Section.
Subsection (5) states that the fiduciary may not reduce
principal or inconme receipts fromspecifically devised property
because of “a paynent described in Section 501 or 502" to the
extent that the docunent or the law requires the fiduciary to
make paynment from assets other than the specifically devised
property or to the extent the fiduciary recovers or expects to
recover the paynent froma third party. The section goes on to
state that the net income and principal receipts of the
specifically devised property are determ ned by including all of
the amounts the fiduciary receives or pays with respect to the
property, regardl ess of when these anpbunts accrue or becone due.
Qur understanding as to specifically devised property is that it
Is entitled to receive its income but it is also charged with
speci fic expenses. For exanple, if there is a devise of rea
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estate, that real estate will receive its rental incone but wll
be charged with nortgage paynents, real property taxes,

I nsurance prem uns, etc., i.e., any expenses which specifically
relate to that property. 1In this exanple, the property woul d,
however, not be charged with general adm nistration expenses
such as attorney or trustee fees, etc. This nay be what Section
201(5) is stating but we find the | anguage confusing. There is
no explanation in the Comments to Section 201.

Section 202: Distribution to Residuary and Renai nhder
Beneficiaries.

1. W do not find any specific correlation in the current
California Act to Section 202. This section provides that each
beneficiary is entitled to a fractional interest of the net
i ncome which is proportional to the beneficiary’s fractiona
interest in undistributed principal assets, using values as of
the distribution date. This is a useful provision and makes
explicit the method of conputing the residuary beneficiary’s
interest in the remaining net income during estate or trust
adm ni strati on.

2. Section 201(a) states that each beneficiary described
in Section 201(4) is a person entitled to receive a portion of
the net income, presunably as a residuary beneficiary. Again,
as noted in paragraph 5 above, relating to Section 201(4), we
bel i eve Section 201(4) nust specifically exclude a person who
recei ves specifically devised property under Section 201(1).

3. In determ ning the value of undistributed principa
assets at any tine when a distribution is to be nmade, the
fiduciary is to include assets even though they may | ater be
sold to neet principal obligations. This seens acceptable.

4. Each beneficiary’ s fractional interest in
undi stributed principal assets is calculated without regard to
property which is specifically devised or to outright pecuniary
gifts. This also seens acceptabl e.

5. Section 202(b)(4) allows the fiduciary to cal cul ate
the value of the assets as of the date “reasonably near” to the
date on which actual distribution will be nmade. W believe that
a date “reasonably near” is satisfactory and practical from an
adm ni strative point of view

6. Section 202 changes the basis for calculating the

fractional interest of the residuary beneficiaries and the net
income frominventory values to value of the assets as of a date
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reasonably near the date of distribution, as nmentioned above.
This seens a fair rule. It wll, however, require the fiduciary
to reval ue the assets each tine a distribution is to be made and
wi Il require appraisals or other valuation nethods which may

i ncrease the cost of admnistration.

7. Section 202 also permts (but does not require) the
extension of these rules for distribution of net incone to
residuary beneficiaries to gain and |l oss fromthe disposition of
assets during adm nistration. This was not provided for in the
1962 Act and had been comment ed upon as desirable by severa
noted commentators. This is not specifically found in the
California Act.

8. As a minor note, it appears that in Section 202(c) the

reference on line 2 to “person” should be a reference to
“beneficiary.”

Article 3

Apportionnent at Begi nning and End of | ncone | nterest

Section 301. Wen Right to I ncome Begi ns and Ends

1. Section 301 defines when an incone interest begins and
ends. It draws upon existing references in the 1962 Act, as
contained primarily in existing California Probate Code Section
16304(a), and expands upon themand clarifies them The
exi sting references to the beginning of an incone interest
appear alnost as incidental references incorporated in the
Section 16304(a) |anguage dealing with the apportionnent of
those interests. The renoval of that |anguage to this separate
section, separated fromthe intricate apportionnent |anguage
itself, has given the Drafting Conmttee the opportunity to
address in nore detail the variety of ways in which an incone
Interest may commence. This separate definition section has
al so given the Drafting Commttee the opportunity to address
explicitly when a inconme interest ends.

2. The introduction of a section which defines the
begi nni ng and end of an inconme interest helps clarify those
ref erences when they | ater appear in Sections 302 and 303
relating to the apportion of interests triggered by the events
(defined in Section 301) which cause the begi nning and end of an
I ncome interest.
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Section 302. Apportionnent of Receipts and Di sbursenents Wen
Decedent Dies or Incone |Interest Begins

1. Having defined when an inconme interest begins in
Section 301, the Drafting Commttee has consolidated in this
section the apportionnent of receipts and di sbursenents when an
i nconme interest begins. This section applies a consistent
treatnment to simlar transaction Under prior |aw, apportionnent
was sonetines different for essentially simlar circunstances.
For exanple, different rules applied to distributions arising
froma probate adnministration than to simlar distributions from
a revocable trust. Transactions that are now essentially
substantively the sane are treated the sane way for
apportionnment purposes. Gven the substantial growh in non-
probat e di spositions of decedent's estates, it is both |ogica
and preferable that disparate treatnment for apportionnent
pur poses be elim nated.

2. Under prior law, a periodic paynent such as a
di vidend, an interest paynent or rent paynent received by a
trustee follow ng the death of the decedent was apportioned,
wWith the pre-death portion of the receipt allocated to principal
and the post-death portion allocated to inconme. Wth the
t hought that many beneficiaries, and particularly a surviving
spouse, are dependent on a regular flow of incone from periodic
paynents, this section provides that such periodic paynents are
not apportioned. In the vast majority of cases, we believe,
this result is precisely what the decedent woul d have preferred
and is an appropriate change.

Section 303. Apportionment Wien | ncone |Interest Ends

1. Section 303 provides that collected but undistributed
i ncome on hand when the nmandatory incone interest ends is to be
distributed to a mandatory i nconme beneficiary or to his or her
estate if the event of his or her death caused the term nation
of the mandatory incone interest. This rule is consistent with
prior law. Although the Drafting Commttee determ ned that this
result is probably inconsistent with what nost settlors woul d
prefer, the opposite rule would likely cause conflicts about
whet her the trustee acted appropriately in failing to distribute
the undi stributed i ncone and, on bal ance, the Drafting Conmttee
opted to maintain a rule that appears to mnimze the conflict.
This rul e does not apply, however, to income or expense that is
due or accrued but not yet received or expended, and such itens
continue to be apportioned. The Coment contains a hel pful
exanple as to how this section applies to accrued periodic
payment s.
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2. The Drafting Commttee has carved out an exception to
the undi stributed incone rule. The exception requires
undi stributed incone to be added to principal rather am
di stri buted where the current incone beneficiary had a power to
revoke nore than 5% of the trust i mediately before the incone
interest ends. The presunption is that the current incone
beneficiary has had anple opportunity to provide for the
di stribution of undistributed inconme through the exercise of the
power of revocation and, if he or she fails to do so, then the
undi stributed i ncome should not be distributed to that
beneficiary or his or her estate. The Comment contains a
hel pful exanple with respect to a trust over which the
beneficiary had a partial power of revocation.

In conclusion, new Article 3 is preferable to prior law for the
foll ow ng reasons:

a. The subject matter is organized in a nore |ogica
manner .

b. Substantive inconsistencies under prior |aw are
corrected.

C. The Article takes into account the broader range
of testanentary and non-testanentary instrunents now in
use.

d. The Article provides clearer and nore concise

gui dance to fiduciaries with respect to circunstances that
are likely to arise with sone frequency.

Article 4
Al |l ocati on of Receipts During Adm ni strati on of Trust

W have no comments on Sections 401 through 407 at this tinme.
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Section 409: Deferred Conpensation, Annuities, and Simlar
Paynent s

Proposed Section 409 treats its subject (deferred conpensati on,
etc.) far nore extensively than existing Probate Section 16310.
Contrary to the view expressed in the CBA's comments, Section
409 does not seemoverly conplicated, but rather provides rather
strai ghtforward and conprehensive (rather than the current
cursory) guidance in dealing with paynents received from
deferred conpensation and ot her sim |l ar arrangenents.

Section 410: Liquidating Assets

Section 410 repl aces existing Probate Code Section 16310
(entitled “Distribution fromProperty Subject to Depletion”).
Exi sting Probate Code Section 16310 vests a trustee with

di scretion to allocate a receipt subject to the section's
coverage to incone or principal, “but in no event shall the
anmount allocated to principal exceed a reasonabl e all owance for
depl etion or anortization.” Proposed Section 410 installs a

fi xed standard, under which all subject receipts are allocated
10% to inconme and the balance to principal. The RUPIA approach
certainly is sinple to understand and adm nister, and seens
reasonabl e in concept, particularly renenbering that Section 104
aut hori zes adj ustnents between principal and incone if

ci rcumst ances warrant.

Sections 411 and 412;: M nerals, Water, and O her Natura
Resour ces/ Ti nber

Sections 411 and 412 set forth a nore structured approach to

al l ocating receipts fromexploitation of natural resources than
that found in the existing provisions of the California Probate
Code.

Wth respect to proposed Sections 409 through 414, the CBA
Comments observe generally that principal is favored over
income. This certainly is true, but, of course, nust be
considered in light of the fact that Section 104 authorizes
real | ocations of principal and i ncone when circunstances
war r ant .

Section 413: Property not Productive of |ncone.

RUPI A el i minates the concept of “underproductive property”,
presently covered under Probate Code Section 16311.

Accordi ngly, under proposed Section 413, all proceeds fromthe
sale of an asset are principal, irrespective of how nmuch incone
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was produced fromthe asset at any tine. This approach nakes
sense, of course, only if Section 104 is enacted, thus vesting
the trustee with discretion to allocate a portion of the
proceeds of sale to incone if circunstances warrant. |f Section
104 is not enacted, then perhaps sonething |ike existing Probate
Code Section 16311 should remain in effect, although the test
for “how | ow nust the incone be to be inadequate” should not be
applied on an asset by asset basis, but rather in relation to
the entire portfolio (as is consistent with the Uniform Prudent

I nvestor Act).

Section 414: Derivatives and Opti ons.
Section 415. Asset-Backed Securities.

These two sections address financial instrunents of recent

vi ntage, and provi de strai ghtforward gui dance for allocating
recei pts within the scope of their coverage. Both sections seem
wel | conceived and worthy of adopti on.

Article 5
Al | ocation of D sbursenent During Adm nistrati on of Trust

Secti on 501;: D sbursenents of | ncone

1. Section 501(2) charges half of all expenses for al
accountings to incone. Since there are situations where it
woul d be nore equitable to charge incone (or principal) the ful
anmount of accounting costs, e.g., where a non-periodic
accounting is brought at the request of only incone beneficiary,
the draft should adopt a nodified “California” approach (since
California gives a court the power to override the statute) so
that the court is able “to direct otherwise” as to all expenses
(not just the expenses discussed here). This would give the
court the discretion to override splitting accounting expenses
bet ween i ncone and principal equally where this would be
equi t abl e.

2. Section 501(3) provides that all other ordinary expenses
incurred with adm ni stration, managenent, and preservation of
trust property are charged to inconme. This should be revised to

split equally such charges between incone and principal. This
seens nore appropriate because adm nistrati on expenses al so
operate to preserve principal. However, in the case of a

proceeding primarily concerning an incone interest, the expenses
shoul d be charged entirely to incone.

Section 502: Disbursenents from Principa
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1. Section 502(a)(4) provides that expenses of a proceedi ng
that concerns primarily principal, including a proceeding to
construe a trust, are charged entirely to principal. This
shoul d be revised to specify that in the |limted case of a
proceedi ng to construe a trust involving inconme, expenses shoul d
be charged entirely to incone. For exanple, a court may be
asked to construe an incone sprinkling power. |In addition, this
provi sion and prior provisions of Section 501 should nake cl ear
t hat expenses of property rentals should be charged to incone.

Al t hough this seens to be the approach of the draft, it should
be nade explicit.

2. Section 502(a)(7) provides that disbursenents relating to
envi ronnental matters be charged all to principal. This should
be revised to split the charge one half to i ncome and one hal f
to principal. These expenses could conpletely elimnate either
the inconme or the principal interest if charged entirely to
either. It seens nore fair to charge these equally to the
i ncome and the principal interests.

We di sagree with the comment by the California Banker’s

Associ ation that Section 502(a)(7) should be incorporated into
Section 16312(b) of the Probate Code, so that it provides

di sbursenents related to environnental matters are all ocable
only to principal. As noted above, it seens nore equitable to
split disbursenents relating to environnental matters equally
bet ween i nconme and princi pal (subject, of course, to the court’s
di scretion to override this allocation in appropriate cases).

Section 503: Transfers fromlnconme to Principal for Deprection

1. Current California law allows a trustee to nmake al |l owances
for depreciation on property subject to depreciation under
Generally Accepted Accounting Principals (“GAAP"), extraordinary
repairs or expenses incurred in nmaking a capital inprovenent.
Probate Code Section 16312(b)(2), (d)(3). Current California | aw
that relies on GAAP principals is superior to this section of
the draft RUPIA. Reliance on GAAP provides a trustee with a
readi |l y avail abl e gui dance from a professional organization.
This may also stifle any threats by the Internal Revenue Service
t hat through such depreciation transfers, a sensitive trustee
woul d have the power to change beneficial interests.

2. Section 503(b)(2) prohibits transferring cash receipts to

principal for depreciation during the adm nistration of a
decedent’ s estate. |If this prohibition is going to be included,
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it should be Iimted to a reasonable period of tine for the
estate adm ni stration.

Section 504: Transfers fromlncone to Reinburse Principa

1. Section 504(b)(4) allows transfers fromthe incone to the
princi pal account in the case of periodic paynents on an
obligation secured by a principal asset to the extent that the
anmount transferred frominconme to principal for depreciation is
| ess than the periodic paynents. There is a potential problem
here in the case of an asset that the trustee could nortgage
after it has been significantly depreciated. This in effect
woul d require the incone beneficiary to “pay” for the
depreciation twice. The full anmount of the periodic paynents
(interest and principal) could be transferred fromincone to
principal after the asset has be depreciated to zero. This
transfer, therefore, should be limted to any interest paynent.

2. Section 504(b)(5) allows transfers fromincone to principa
in the case of disbursenents related to environnental matters.
As nentioned above, Section 502(a)(7) requires that these
expenses be charged entirely to principal. Both sections should
be nodified to carry out the suggestion that environnental
expenses should be split equally between incone and principal.

Secti on 505: | ncone Taxes

No conmments.

Section 506: Adjustnents to Principal and | nconme Because of
Taxes

1. Section 506(a) allows a fiduciary, in the fiduciary’'s
di scretion, to make adjustnents between principal and incone to
of fset the shifting of economc interests or tax benefits
bet ween i ncone beneficiaries and remnai nder beneficiaries arising
fromtax elections, tax inposed on a fiduciary or beneficiary,
and the ownership of interests in entities producing taxable
income. The use of this perm ssive, rather than a mandatory,
approach, particularly where the trustee is allowed to
conpensate for shifting of “economc interests” as well tax
benefits, may invite IRS chall enge where a sensitive trustee is
i nvol ved. Treasury Regul ati ons Section 20.2041-1(b) provides
that the fiduciary power of nanagenent does not anmount to a
general power of appointnent, but the regul ation specifies that
this is where the power is “exercisable in a fiduciary capacity,
wher eby the hol der has no power to enlarge or shift any of the
beneficial interests therein except as an incidental consequence
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of the discharge of such fiduciary duties.” Requi ri ng
equi t abl e adjustnents woul d be safer than using the perm ssible
| anguage.
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