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Benefits
The panel will review these and other key issues:

• When would a liquidating trust best be utilized?

• What are the key considerations in structuring liquidating trusts for 
bankrupt and distressed companies?

• What are the tax implications of liquidating trusts?

• What is the interplay between liquidating trusts and grantor trust rules, 
and what challenges arise?

• What are the income tax compliance rules, filing requirements and 
pitfalls to avoid for liquidating trusts?
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Agenda

Introduction

Debtor/creditor status prior to trust formation

Structuring a liquidating trust

Liquidating trust transactions

Income tax compliance and filing requirements
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Chapter 11 have picked up post-COVID

Ranked by assets alone, the magnitude of bankruptcies this year has 
already surpassed that of 2008

• 7,128 Chapter 11 filings in 2020 vs 5,519 in 2019

• Three judicial districts accounts for nearly half of chapter 11 cases – Delaware, SD Texas, SDNY

• Lenders are being supportive, CARES Act introduced liquidity but….
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Liquidating Trusts 
Examples
Liquidating Trusts have been utilized in many high-profile bankruptcies 
including: 

• Circuit City Stores, Inc. Liquidating Trust

• Petrie Stores Liquidating Trust

• Brookstone Liquidating Trust

• BGI Creditors’ Liquidating Trust [Borders Group, Inc.]

• Relay Shoe Liquidating Trust [Rockport Company]

• WMI Liquidating Trust [Washington Mutual, Inc.]
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Debtor/creditor status prior to trust formation

• Debtors

– Assets
• Business / Non-business assets

• Assets that cannot be sold in a Section 363 or other type of sale

• Contingent assets (ex. Litigated claims) 

– Liabilities
• Approved claims

• Substantial pending litigation

– Tax consequences of debt workout 

• Creditors – Maximize and expedite collection
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Debtor/creditor status prior to trust formation

The purpose of a liquidating trust is to: 

• Collect and hold assets and claims of the debtor as specified in the 
bankruptcy plan

• Liquidate the trust assets

• Resolve disputed claims

• Make distributions to allowed claimholders in accordance with the plan
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Debtor/creditor status prior to trust formation

Benefits of utilizing a liquidating trust: 

• Can help bankrupt or distressed companies settle certain debts in an 
efficient and organized manner

• May allow for a more organized entity structure

It is important to consider the tax implications that arise!
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Structuring a liquidating trust

Formation

• Liquidating trusts are funded with assets held for the benefit of 
creditors. 
– Generally, we see these trusts funded with cash from the debtor

– There can be a contribution of assets that are ultimately liquidated before 
distribution.

• Trusts can exist from several months to several years, depending on 
how long it takes to liquidate the assets and work through various 
claims and settlements. 
– The initial term of the trust is determined in the trust agreement or the bankruptcy 

plan, 

– The trust’s life can potentially be extended to allow for additional time to complete 
the liquidation and distribution of assets.  This may need to be accomplished by 
filing a PLR with the IRS.
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Structuring a liquidating trust

Documentation

• Each trust has its own “Trust Agreement” and “Order Confirming a 
Plan of Liquidation”
– Documents are approved by the bankruptcy court

– Trustee must typically follow documents throughout administration of the trust

• Special care should be taken to ensure Liquidating Trust: 
– Administered as required by bankruptcy

– Accomplishes its goals in the most tax-efficient manner
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Structuring a liquidating trust

Beneficiaries

• Beneficiaries of the trust are individuals, partnerships, or other legal 
entities who believe they have a claim against the debtor
– Claims are sorted out through legal procedures and are ultimately allowed, 

settled, or expunged

– Throughout life of the trust, there may be disputed claims that are litigated to 
determine whether or not they are an ultimate owner in the equity of the 
liquidating trust. 

• This can be a cumbersome task and complicates the accounting of the trust 
equity over the life of the trust 

• Utilizing a disputed claims reserve for these claimants may be 
advisable and should certainly be discussed before filing any income 
tax returns. 
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Structuring a liquidating trust

Fiduciary Responsibility

• Trustee should involve the right consultants and advisors early in the 
process
– Niche market where expertise is limited and it is imperative trustee identify 

consultants that fit with the team

• Attorneys, accounts, tax advisors, and other third-party service 
providers (e.g., claims agents) play key roles in administering trust
– Communicating to the trust’s beneficiaries and ensuring trust’s goals are 

achieved in the most tax-efficient way 
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Structuring a liquidating trust

Characterization

• Most liquidating trusts are intended to be classified as grantor trusts
– At high-level, this means claimants have received a deemed distribution of the 

debtor’s assets and contributed such assets to the trusts

– Claimants are beneficiaries of the trust and are treated as grantors and owners of 
the trust

• Grantor trust is disregarded for federal income tax purposes
– All income, deductions, credits, etc. are treated as belonging to and reportable 

directly by the grantor(s) (i.e., the claimants)
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Liquidating trust transactions

Valuation

• After identifying advisor team, valuation of the opening balance sheet 
is the next step where there are potential pitfalls that need to be 
thoughtfully handled and discussed 
– Valuation will be used consistently by all parties for federal and state income tax 

purposes. 

– If assets are erroneously undervalued upon set-up and cash receipts 
subsequently exceed original valuation, there can be unintended income 
consequences to the trust or beneficiaries

• Critical to jointly consult with valuation specialists, attorneys, and tax 
advisors during this early stage

• Valuation may affect the tax consequences to the debtor
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Liquidating trust transactions

Valuation

Balance sheet items to value:

ASSETS

• Cash

• Accounts Receivable

• FMV of any fixed assets that can be sold

• FMV of any investments contributed

• Earnout receivables

• Settlements anticipated if able to value “more likely than not”
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Liquidating trust transactions

Valuation

Balance sheet items to value:

LIABILITIES

• Accounts Payable

• Notes Payable

• Administrative claims

• Priority claims
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Liquidating trust transactions

Administration

• Understand the bankruptcy court requirements, including timing of 
various reports the trustee must file with the court.
– Quarterly, Annually or at any point in time

• Maintain the books and records of the trust in order to present a proper 
accounting to the beneficiaries of the trust, as well as to the court. 
– Large swings in equity after the opening balance sheet date will drive changes to 

taxable income, and equity true-ups – balance reconciliations – may be 
necessary to assist with distribution planning.
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Liquidating trust transactions

Administration

• Trustee must manage the trust in the best interest of the beneficiaries, 
fully understanding when there could be tax implications to the 
beneficiaries or the trust. 
– As taxable income and equity items are calculated each year, it is critical to align 

tax and other advisors in order to ensure the beneficiary allocations are 
calculated in a manner consistent with the legal agreements. 

– This is particularly important if allocations affect the beneficiaries’ individual tax 
situation or if there is significant uncertainty (e.g., changes in allowed claimants, 
valuation of assets, or additional funding requirements)
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Liquidating trust transactions

Distribution

• Before making any distributions to beneficiaries, it is important for the 
trustee to have preceded with the following steps:
– Request tax information from the beneficiaries i.e. W-9 or W-8BEN for 

international claimants that includes their formal name, address and TIN

– Ensure the books and records are up to date with allowed claimants in order to 
not “over”distribute to any one claimant, particularly if there is a disputed claims 
reserve

– Understand and budget for future administrative costs for the trust
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Liquidating trust transactions

Dispute Claims Reserve

• Trustees may determine how they would like to account for any 
disputed claims in various ways, unless the Plan or Trust Agreement 
specifically state otherwise.  

• Some options we have seen are the following:
– Open a separate account to hold a specific amount for disputed claims

– Segregate disputed claims on the claims listing and report their ownership in the 
trust on a separate return.  We generally see a separate legal entity set up as a C 
corporation for the DCR (One must be careful with this tax filing, as a C 
Corporation is responsible for paying its own tax, unlike a Grantor Trust.

– Do not choose to separate disputed claims and include them in the GUC pool 
until they are ultimately expunged and then reallocate their portion of trust equity 
to the remaining claimants
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Liquidating trust transactions

Liquidation

• Balance sheet items to liquidate:
– If there are any assets that need to be sold (i.e. investments, fixed assets, 

etc.), trustee has a fiduciary responsibility to find a willing buyer for these assets 
and to negotiate a sale in the best interest of the sellers (creditors).

– While working through this process, trustee also may have the ability to invest 
certain assets in income generating investments in order to grow the equity of the 
trust, or at a minimum, sustain it.
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Income tax compliance and filing requirements

Income tax compliance and filing requirements of a liquidating trust

• The liquidating trust is a separate legal entity and has its own income 
tax filing requirements. 

• Classification  - this decision resides with the trustee, unless it is 
specified in the trust agreement. 
– Grantor trust, pursuant to Treas. Reg. Sec. 1.671-4(a) using Form 1041 

– Complex trust (Form 1041) 

– Qualified settlement fund (Form 1120SF)
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Income tax compliance and filing requirements

Income tax compliance and filing requirements of a liquidating trust

• The tax filing requirements of a liquidating trust are complex and are 
often misunderstood. The IRS does not provide in-depth guidance on 
liquidating trusts, but it does provide instructions on when and how to 
file a grantor trust return. 

• Other potential filings (e.g., Form 1099s, payroll returns, etc.)
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Income tax compliance and filing requirements

Form 1041

• A trustee must file a Form 1041 for a domestic trust that has any 
taxable income for the tax year, gross income of $600 or more 
(regardless of taxable income) or has a beneficiary who is a 
nonresident alien. 
– It is not common for a liquidating trust to have taxable income and many do not 

have gross income of $600 or more.
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Income tax compliance and filing requirements

Form 1041

• There are several reasons to file a Form 1041, even if the filing is not 
technically required, including the following:
– Filing a return starts the statute of limitations for the IRS to assess taxes. 

Statute expires three years from due date of the return or filing date, 
whichever is later. If no return is filed, statute of limitations never expires

– There are reporting requirements to the beneficiaries. 

Grantor statement attached to the return is a good summary that provides 
the required information to be sent to the appropriate parties, including the 
holder’s share of items of income, gain, loss, deduction or credit.

– Filing requires the trust accounting to be properly prepared and reviewed, at a 
minimum, annually. 

This tax filing is useful for reporting to the court and the beneficiaries.
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Income tax compliance and filing requirements

Form 1041

• There is no balance sheet reported on this form, only P&L items
– Best practice to attach an equity reconciliation

• Grantor statements are issued to each grantor (similar to a Sch K-1)
– Includes claimants share of income (loss) and equity ownership in the trust

• Grantor statements are NOT schedule K-1s and should NOT 
determine the taxability of the income (loss) items
– Each claimant will need to determine the taxability of the items reported with their 

CPA 
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Summary

Liquidating trusts can be particularly useful for settling certain debts of a 
bankrupt or distressed company, but it is important to ensure the legal 
requirements are adhered to and proper consideration is given to the tax 
implications that may arise.
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