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Domestic Asset
Protection Trusts: More
Might than First Appears

By Ricnarp W. HoMmrescH I1I

Domestic asset protection trusts offer vlable planning opportunities for those clients who do not

want to go offshore. The degree of craditor protection depends on whether the settlor is named

beneficlary, which state has jurisdiction, and which law applies.

here are 2 number of reasons

why our clients may prefer not

to go offshore and create trusts

in one of the foreign jurisdictions
that have repealed the Statute of Elizabeth!
and offer debtor-friendly fraudulent
conveyance statutes.

Some clients may be concerned about
the political uncertainty of these offshore
“asset-protection” havens or the possibility
that the particular foreign jurisdiction
could retroactively increase the registration
fees or taxation of trusts. If the client does
not have any present creditors and foresees
none on the horizon, she may be unim-
pressed by how much easier it is to defraud
a creditor in a foreign jurisdictdon that has
a much shorter statute of limitations on
fraudulent conveyances or no statute at all,
If the client will also be a beneficiary of the
trust, she may be concerned about the ad-
verse application of Internal Revenue Code
(Code) Section 684. If the plan is to repatti-
ate the trust to the United States before
death, the client may ask, why not inijtialty
settle the trust in Alaska or Delaware? After
all, death may be a more likely risk than a
creditor attack.?

Furthermore, some clients may decide
that they do not have to be 2 beneficiary
of the trust; they may decide to create a

trust for the benefit of their spouse and
other members of their family. If the settlor
will not be a beneficiary of the trust, the
benefits of going offshore are less signifi-
cant. There may be other constderations as
well, such as cost and the selection of a
trustee. For these clients, domestic trusts
may achieve their desired level of asset
protection.

SPENDTHRIFT AND DISCRETIONARY
TRUSTS IN GENERAL

All testamentary or lifetime irrevocable do-
mestic trusts usually include a spendthrift
clause that prevents a beneficiary from sell-
ing or otherwise assigning his interest in
the trust and that prevents the creditors of
a beneficiary from attaching the benefi-
clary’s interest. In this sense, every domes-
tic trust is an asset protection. trust to some
extent. All states except New Hampshire3
recognize the validity of spendthrift trusts,
although some states have enacted other
specific statutory exceptions that limit the
protection.4

The main drawback of spendthrift trusts
is that they do not offer complete protec-
tion from all claims against a beneficiary. If
the settlor Is a beneficiary of the trust, the
general rule in most states, other than
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Within the last two
years Alaska and
Delaware have
challenged the
public policy
against self-settled
spendthrift trusts
and have passed
specific statutory
exceaptions that al-
low such trusts,
The legislation has
glicited a varied

response.

Alaska, Delaware, Colorado, and perhaps
Missouri,’ is that the settlor's creditors can
reach “the maximum amount which the
trustee under the terms of the trust could
pay to the settlor or apply for his benefit"é
Bven if the settlor is not a beneficiary of
the trust, her creditors still can reach the
trust’s assets to satisfy several types of
claims.These include a claim against the
beneficiary for child support or alimony, for
necessary services rendered to the benefi-
ciary, for services that preserve or benefit
the interest of the beneficiary, or for claims
by the United States or a state.”

Discretionary trusts offer greater protec-
tion than spendthrift trusts so long as the
settlor is not a beneficiary. 8 The trustee of a
discretionary trust typically has the sole
and absolute discretion to pay some, all, or
none of the income and principal to one or
more beneficiaries of the trust (other than
the settlor).The beneficiaries of such a
trust have no enforceable right to any por-
tion of it. At best, the beneficiary’s interest
is only a mere expectancy that someday
the trustee will distribute trust assets to
her If a discretionary trust does not include
a spendthrift clause, a beneficiary could as-
sign her interest, such as it is. Creditor pro-
tection is desrived from the fact that the
creditor who tries to attach the benefi-
clary's interest in the trust stands in no bet-
ter position than a beneficiary who herself
could not force the trustee to make a distri-
bution. For this reason, discretionary trusts
generally offer protection even from tax
claims, child support, and alimony for bene-
ficiaries other than the settlor.

In most states, spendthrift and discre-
tionary trusts can be effective asset protec-
tion vehicles, so long as the settlor is not a
beneficiary, For example,a person could es-
tablish an inter vivos irrevocable trust with
a spendthrift clause for the benefit of a
class consisting of her spouse and children
and give the trustee the absolute discretion
to pay income or principal in its discretion
to the exclusion of one or members of the
class. The settlor could retain a special
power of appointment over the trust in or-
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der to prevent her transfer to the trust from
being a completed gift.? Absent fraud or any .
prearranged understanding between the
settlor and the beneficiaries, the trust assets
would be protected from the claims of the
settlor's creditors.!0 In the alternative, if the
settlor’s spouse were the only beneficiary
of the trust during the spouse’s lifetime and
all income had to be paid to the spouse, the
trust would qualify for the gift tax marital
deduction under Code Section 2523(f).The
spouse also could be given a general power
of appointment that could be exercised
during the spouse’s lifetime to appoint all
trust assets back to the settlor.

Another possibility is to create a trust for
the benefit of the settlor and other mem-
bers of her family but to limit the settlor’s
interest in the trust. For example, the set-
tloc could create a trust and direct the
trustee to pay her all of the income for her
lifetime and retain a testamentary special
power of appointment over the principal.
If the power were not exercised, the princi-
pal could pass to her children. Although the
settlor’s creditors could attach her income
interest in such a trust, the principal would
be protected under the 1aws of most states.

THE “STRONG” POLICY PROHIBITING
SELF-SETTLED SPENDTHRIFT TRUSTS

If the settlor can make a gift in trust and
protect it from the improvidence of her
beneficiaries, then why shouldn’t the set-
tlor be able to name herself as a beaneficiary
and protect herself against her own im-
providence as well?11 Within the last two
years Alaska and Delaware have challenged
the public policy agaiast self-settled spend-
thrift trusts and have passed specific statu-
tory exceptions that allow such trusts.

The legislation has elicited a varied re-
sponse.Very few Alaskans that this author
contacted prior to passage of the Alaska
Trust Act had heard about the “strong” pub-
lic policy against such trusts. Most favored
tort reform and did not believe that individ-
uals could not put assets in a trust for the
benefit of thelr families and themselves and
protect the assets from their unknown fu-
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ture creditors.They felt that self-settled
spendthrift trusts were not all that much
different from individual retirement ac-
counts (JRAs) or pension plans that were
already protected from creditors under
Alaska and federal law. Some commentators
applauded Alaska and Delaware's new legis-
lation. 2 Others were quick to point out the
problems with the legislatdon and why for-
eign trusts offered superior creditor protec-
tion.'3 One Attorney General stated
publicly that he found Alaska’s laws offen-
sive and proposed legislation to counteract
it.14 In this author’s view, the public policy
against self-settled spendthrift trusts is re-
ally not all that strong. Other states may fol-
low Alaska and Delaware and erode, if not
eradicate, this old English cule.!s

It is interesting to note that the laws of
some states other than Alaska and Delaware
do oot necessarily prohibit self-settled
spendthrift trusts. Missousi Revised Statutes
Section 456.080 appears to allow the cre-
atlon of a “creditor proof” trust for the bene-
fit of a class on a discretiopary basis that
includes the seftlor of the trust in certain
circumstances.!¢ Judges Learned and Augus-
tus Hand and Judge Chase concluded in
Herzog v. Commissioner [115 F2d 591,594
(2d Cir. 1941)] that under New York law the
creditors of the settlor could not reach the
assets of a trust where the settlor was
merely one of several discretionary benefi-
ciaries of the trust.!” The Seventh Circuit
held that under Indiana law, settlor’s credi-
tors had no right to reach trust assets in Bs-
tate of Ubl v. United States 241 E2d 867
(7th Cir. 1957)). In this case, the settlor re-
tained the right to be paid $100 per month
from the trust and gave the trustee discre-
tion to pay him a greater sum than $100 “if
it shall deem advisable."The court of claims
reached a similar result under Maryland law
in In Estate of German {7 Cl.Ct. 641
(1985)).The trust permitted the trustees to
pay the settlor all or part of the trust in-
come or principal in their uncontrolled dis-
cretion so long as they received written
consent from the residual beneficiary and a
trust committee of persons who were not

beneficiaries of the trust.The court of
claims held that the creditors of the settlor
could not attach the trust assets.

Another illustrative case is In re Baum
[22 E3d 1014 (10th Cir. 1994)]. Here the
question was whether a trust that the
debtor created six years before filing bank-
ruptcy should be included in his bank-
ruptcy estate underTitle 11 of the United
States Code (U.S.C)), Section 541(a)(1).The
debtor established and filed of record a
trust instrument creating two Colorado ir-
revocable trusts with an individual third-
party trustee and transferred his residence,
some furniture and fixtures, and a collec-
tion of antique clocks to the trust. He re-
served the right to live 1a the residence so
long as he timely serviced all encum-
brances on the residence and paid all
taxes, insurance, and utilities. When the
trusts were settled, he had a net worth over
$1 million and total debts of only
$115,000. Six years later when he filed for
Chapter 7 bankruptcy, the trustee sought to
include the trust assets in the bankruptcy
estate. The trustee argued that the trusts
were void or at least voldable for the bene-
fit of the creditors. The court stated that
“the nature of a debtor’s interest in prop-
erty generally is determined by state law”18
and found that uader Colorado law the rule
that prohibits self-settled spendthrift trusts
only applies to creditors who exist at the
time the trust is settled.'® Because the
trustee was not a creditor at the time the N
trusts were created, the court ruled that
the trusts were not included in the debtor’s
bankruptcy estate.

ENFORCEMENT OF JUDGMENTS
AGAINST DOMESTIC SELF-SETTLED
SPENDTHRIFT TRUSTS

Critics have argued that Alaska (and
Delaware) trusts will not hold up because
the creditors will get a judgment in the
state where the settlor resides and will
transfer the judgment to Alaska (or
Delaware). Then the Alaska courts would
have to give full faith and credit® to the
judgment and allow the creditor to attach



the assets of the trust.2! This analysis can
be found wanting in 2 number of respects.
The first problem is that there s 2 big dif-
ference between a judgment against the set-
tlor of the trust and 4 judgment against the
trust. If the creditor obtains a judgment
against the settlor, then this judgment could
be transferred to Alaska and enforced.Alaska
is one of the few states has adopted the
Uniform Poreign Money-Judgments Act?2
and would give full faith and credit to the
judgment. The creditor could serve a writ of
execution upon the trustee and thereafter
the trustee would have to pay the creditor
all distributions from the trust that would
have otherwise been made to the settlor.
However, if the settlor was merely a discre-
tionary beneficiary of the trust, the trustee
could not be compelled to make a distribu-
tion 1o the settlor.2 Probably the trustee
would make distributions to the settlor’s
spouse or children instead. A judgment
against the settlor could not be enforced
against the trust, because under Alaska law
the settlor does not own the trust assets.
The next possibility is that the creditor
would sue the trustee in the state where
the settlor resides and obtain a judgment
against the trustee, forcing it to pay over
the trust assets. The creditor could argue
that the trust was a sham or that the laws
of the state where the settlor resides
(which does not permit self-settied spend-
thrift trusts) should govern the trust rather
than the laws of Alaska (or Delaware). The
creditor could argue that the trust violates
a strong public policy in the state where
the settlor resides and therefore the court
should not recognize the trust. The argu-
ment is that after the creditor obtains a
judgment against the trustee and transfers
the judgment to Alaska (or Delaware), the
Alaska courts would enforce the judgment.
This argument js also too simplistic.The
first problem for the creditor is that under
the Uniform Foreign Money-Judgments Act
“[a] foreign judgment need not be recog-
nized if ... the cause of action on which
the judgment is based is repugnant to the
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public policy of {Alaska] "4 The trustee
could argue that Alaska should not recog-
nize the foreign judgment because the
judgment was based on the policy of an-
other state that is contrary to Alaska’s
strong public policy that allows self-settled
spendthrift trusts.Alaska is experiencing an
influx of trust business to the state at a
time wheén Alaska's oil industry appears to
be facing a recession and Alaska is realizing
the lowest historic prices ever for crude oll
from Prudhoe Bay. It is doubtful that an
Alaska court would ignore the strong pub-
lic policy allowing self-settled spendthrift
trusts that is found in the Alaska Trust Act.

The other problem is that the courts of
the state where the settlor resides may not
be able to get personal jurisdiction over
the Alaska (or Delaware) trustee. This
‘would not be a problem if the trustee was
a corporate flduciary with offices and trust
powers in the state where the settlor
resided. However, if the trustee did not
have an office in the state where the settlor
resided or trust powers in that state and
did not regularly conduct business there, it
is unclear whether the courts would have
personal jurisdiction over the trustee, Per-
haps the Alaska trustee would enter a lim-
ited appearance in the other state for the
sole purpose of arguing that the court had
no personal jurisdiction over the trustee.
On the other hand, the trustee could ignore
the litigation in the state where the settlor
resided and then argue to the Alaska courts
that the foreign judgment was not conclu-
sive because “the foreign court did not
have personal jurisdiction over the
[trustee]."?5

This full faith and credit analysis would
be incomplete without a discussion of the
leading U.S. Supreme Court case Hansorn v
Denckla [357 U.S.235 (1958)]. In this case
Mrs. Donner, a woman from Pennsylvania,
created a Delaware trust and named the
Wilmington Trust Company as trustee.The
corpus of the trust was composed of secu-
rities. Mrs. Donner reserved the income of
the trust for her lifetime and directed that



—{ DoMesTIC ASSET PROTECTION TRUSTS: MORE MIGHT THAN FIRST APPEARS |

L

the remainder be paid to such persons ot
trusts as she may appoint by an inter vivos
or testamentary Insttument. About nine
years later, Mrs. Donner changed her domi-
cile and moved to Florida.There she exe-
cuted a new will and exercised her power
of appointment by appointing $400,000 to
two trusts that her daughter created for her
children that named the Delaware Trust
Company as trustee.

The issue was whether Mrs. Donner’s ap-
pointment of the $400,000 was effectively
exercised. If the appointment was ineffec-
tive, then the $400,000 would pass under
the residue clause of Mrs. Donner’s Florida
will and not to the Delaware Trust Com-
pany as trustee of the two Delaware trusts,
. The Florida Chancellor ruled that Florida
had po jurisdiction over the Delaware
trustees and dismissed the case as to them.
As to the other parties before the court, the
Chancellor ruled that the power of ap-
pointment was void under Florida law and
that the $400,000 passed under the resid-
uary clause of the will. The Florida
Supreme Court affirmed the Chancellor’s
conclusion that Florida law applied to de-
termine the validity of the trust and the
power of appointment, but reversed the
Chancellor's ruling that Florida had no ju-
risdiction over the Delaware trustees. The
Florida Supreme Court ruled that jurisdic-
tion to construe the will carried with it
substantive jurisdiction over the persons of
the absent Delaware trustee, even though
no trust assets were physically present in
Florida. When the litigants sought to en-
force the Florida judgment in Delaware, the
Delaware Courts refused to give it full faith
and credit on the grounds that under
Delaware law the trusts and the power of
appointment were valid.

The U.S. Supreme Court found that the
Florida courts lacked jurisdiction over the
Delaware trusts and the Delaware trustees.
The Plorida courts did not have in rem ju-
risdiction because “the trust assets that
form the subject matter of this action were
located in Delaware and not in Florida” [Jd.

at 247].The Florida courts lacked personal
jurisdiction over the Delaware trustees be-
cause the “minimal contacts” necessary for
Florida to have in personam jurisdiction
over the Delaware trustee were nat pre-
sent, citlng International Shoe v. State of
Washbington [326 U.S.310).“The defendant
trust company has no office in Florida, and
transacts no business there. None of the
trust assets has ever been held or adminis-
tered in Florida, and the record discloses
no solicitation of business In that State ei-
ther in person or by mail” [Hanson at 251).
The Supreme Court held that Delaware did
not have to give full faith and credit to the
Florida judgment when to do so would be
offensive to the due process clause of the
Fourteenth Amendment.

CHOICE OF LAW

The U.S. Supreme Court in Hanson did not
decide what law should apply to detecmine.
the validity of the trust and the exercise of
the power of appointment. The Florgida
courts held that Florida law applied be-
cause Mrs. Donaer was domiciled there
when she died. The Delaware courts held
that Delaware {aw applied most likely be-
cause the trustees and the trust were lo-
cated there.

The general rule that determines what
law applies to determine whether the inter-
est of a beneficlary can be reached by his
creditors is determined

in the case of an inter vivos trust, by
the local law of the state ... in which
the settlor has manifested an intention
that the trust is to be administered, and
otherwise by the local law of the state
to which the administration of the trust
is most substantially related.26

For this reason both Alaska and Delaware
law require a substanttal nexus with the
particular state. For example, in Alaska one
of the trustees must be an individual domi-
ciled in Alaska or a bank or trust company
with its principal place of business in
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The most daunting
eriticism about
Alaska and
Delaware seff-set-
tled spendthrift
trusts is tha threat
that the creditors
will force the set-
tlor into bankruptcy.

Alaska, some or all of the assets must be
physically present in Alaska, the Alaska’s
trustee’s powers must include maintainiag
trust records in Alaska and preparing for ar-
ranging for the preparation of tax returns,
and all or part of the trust administration
must occur in Alaska.?’

National Shawmut Bank of Boston v.
Cumming [91 N.E. 337 (Mass. 1950)]
demonstrates the application of the general
rule. In this case the settlor was domiciled
in Vermont and settled a trust in Massachu-
setts, naming Natlonal Shawmut Bank of
Boston as trustee, Upon his death, the in-
come of the trust was paid equally to his
widow, mother, two brothers, and three sis-
ters. Upon the death of all income benefi-
claries the trust was to be distributed to his
nieces and nephews.After his death, his
widow sued the bank and made two argu-
ments. She alleged that the trust was cre-
ated in bad faith with intent to defraud her
of her widow's rights under Vermont law
and that the validity of the trust should be
determined by Vermont law (the state of
the settlor’s domicile).The Massachusetts
court quoted the governing law provision
of the trust that stated that “[tJhis instru-
ment shall be construed and the provisions
thereof interpreted under and In accor-
dance with the laws of . . . Massachu-
setts”’28 The court held that Massachusetts
law governed the trust and affirmed the
dismissal of the widow’s clajm.

The U.S. Bankruptcy Court ia I re Rern-
ington {14 B.R. 496 (D.NJ. 1981)] also ap-
plied the general rule that the law
governing the trust controls. The debtor in
this case resided in New Jersey and was
the beneficiary of a discretionary trust cre-
ated by his grandfather that was governed
by Pennsylvania law.The court found that
Pennsylvania law, not New Jersey law, gov-
erned the debtor's interest in the trust.

BANKRUPTCY COURTS APPLY THEIR
OWN LAW

The most daunting criticism about Alaska
and Delaware self-settled spendthrift trusts

is the threat that the creditors will force
the settlor into bankruptcy. The bankruptcy
courts have exclusive jurisdiction over the
property of the bankruptcy estate, ® Al-
though Title 11 of the United States Code,
Sectlon 541(c)X(2) provides that“[a] restric-
tion on the transfer of a beneficial interest
in a trust that is enforceable under bank-
ruptcy law is enforceable” in a bankruptcy
case,30 the bankruptcy courts have found
reasons to ignore the law governing the
trust. There are three cases on point, and
each has its own set of egregious facts.

The first case, In re Portnoy (201 B.R.
685 (5.D.N.Y. 1996)], involved a debtor
who resided in New Jersey, a New York
creditor, and a Jersey Channel Island Trust.
The court applied New York law after cit-
ing Restatement (Second) of Conflicts of
Laws, Section 270 (1971):

An inter vivos trust of interests in mov-
ables is valid if valid (a) under the local
law of the state designated by the settlor
to govern the validity of the trust, pro-
vided that this state has a substantial re-
lation to the trust and the application of
its law does not violate a strong public
policy of the state with which, as to the
matter at issue, the trust has the most
significant relationship. . . .31

and concluding that Portnoy and his credi-
tors (and therefore, his trust) had a more
significant relationship to New York.

The second case, It re Brooks [1998
Bankr, LEXIS 69 (Jan. 26, 1598)], involved a
debtor who resided in Connecticut and had
Connecticut ereditors and trusts located in
the isle of Jersey and Bermuda.The court ap-
plied Connecticut law and held that the trust
assets were part of the bankruptcy estate.

The third case is In re Brown [4 Ark.
B.R. 279 (D.Alaska 1995)}, which was de-
cided before Alaska changed its law regard-
ing self-settled spendthrift trusts.The case
involved two Belize trusts created by an-
other individual for an Alaska accountant
and his spouse. Here the court applied old
Alaska law, not Belize law, on the basis that
the trusts were shams.
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These cases demonstrate what a bank-
ruptcy judge will do when the debtor en-
gages in disreputable conduct or when the
formalities of a trust are not observed. For
example, in Portnioy, Marine Midland Bank
loaned Portnoy's (the debtor’s) corporation
over $1 million in March of 1998.The
debtor personally guaranteed the debt.In
August 1989, the debtor established his off-
shore trust and began transferring assets to
the trust. The reader can sense how the
judge was going to rule from her opening
comments about the case:

At the heart of this debtor’s summary
judgment motion lies an irrevocable off-
shore trust into which he placed virtu-
ally all of his assets at a ttime when he
knew that his personal guarantee of his
corporation’s indebtedness was about to
be called.??

An inference can be drawn that the tim-
ing was purposeful, for in June, two
months before the trust’s creation, Port-
noy knew that [his corporation] was in
trouble and o December of that same
year, [the corporation] had defaulted on
its obligation.??

The timing of the debtor in Brooks was
only slightly better. In the spring and sum-
mer of 1990 he transferred the stock from
his Connecticut corporations to his wife,
who quickly thereafter transfecred them to
the offshore trusts. Shortly thereafter, on
November 7,1991, the creditors filed an in-
voluntary Chapter 7 petition.

In Brown the facts were different. Nei-
ther trust conducted any business activity
in Belize, none of the trust assets were
placed in the hands of the trustee, nor did
the trustee control any of the trust assets.
In addition, the creator and trustee of the
trust had not signed a single trust docu-
ment since the trust was formed in 1989
and, in fact, the debtors had the ability to
withdraw assets from the trust without any
interference from the trustee. Under these
facts it was easy for the court to conclude
that the Belize trust with the most signifi-
cant assets was “simply a sham.”

Although this author will not dispute
that the court reached the correct result in
each case, the analysis is Portnoy aad
Brooks bears examination. In Portnoy the
court applied the most significant relation-
ship test and found that the debtor and his
creditors had a more significant relation-
ship to New York. However, the significant
relationship test rule provides that the law
governing the trust will apply

provided that this state has a substantial
relation to the trust and the application
of its law does not violate a strong public
policy of the state with which, as to the
matter at issue, the trust has the most sig-
nificant relationship [emphasis added].

The court never explained how the
debtor’s Channel Islands trust had a more
significant relationship to New York law
(or New Jersey law where the debtor
resided) rather than Channel Islands law. In
Brooks the court stated that “Connecticut
courts have held that the legality of the
trust of personalty [is determined] by the
law of the settlor’s domicile not the law
chosen by the settior in the trust instru-
ment [citing Stetson v. Morgan Guaranty
Trust Co. of New York, 164 A.2d 110
(1974)]7* However, in Stetson the trust in-
struments were silent regarding the law to
be applied to them3s and the court relied
on following rule:

The determination of the question
whether the trusts are Connecticut
trusts or New York trusts will be ce-
solved by the weighing of the following
factors: (1) the implied intention of the
settlors; (2) the domicile of the settlors;
(3) the domicile of the trustee; (4) the
domicile of the beneficlaries; (5) the
place where the trust instruments were
executed; and (6) the location of the
trust property.>$

It would seem that the application of this
rule would uphold the spendthrift protec-
tion of Alaska and Delaware trusts.
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PRIVATE LETTER RULING ON AN
ALASKA TRUST

All commentators seem to agree that the
choice of law issue would not be a problem
if the debtor resided in Alaska or
Delaware .37 A recent private letter ruling
confirms this poiat. Private Letter Ruling
9837007 involved an Alaska resident who
wanted to create a self-settled spendthrift
trust in Alaska for the benefit of her family
and herself. Other than the expectation that
someday she could be a beneficiary of the
trust, the settlor did not retain any other
powers over the trust such as a veto power
or a special testamentary power of appoint-
ment.38 She asked the Internal Revenue
Service (RS) to rule that the transfer to

her trust would be a2 completed gift and
that the trust would hot be included in her
estate, After citing Treasury Regulation
25.2511-2(b) and Revenue Ruling 77-378
[1977-2 C.B.348], the IRS ruled that the
transfer to the trust would be a completed
gift because uoder state law “a creditor of
the settlor will be prectuded from satis-
fying clalms out of the settlor’s interest in
the trust”The service declined to rule, how-
ever, as to whether the trust assets would
be part of the settlor’s estate,

DO THEY WORK?

Whether a domestic asset protection teust
will achieve the level of protection desired
by a client depends on a myriad of factors.
It is well accepted that if the settlor is not a
beneficiary, domestic trusts can offer sub-
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stantial protection. If the settlor will be a
beneficiary, the outcome will be less pre-
dictable.33 The most important fact will be
the timing of the creation of the trust and
the date the creditor claim arose. If the set-
tlor settles a domestic trust, or a forelgn
trust for that matter, and a creditor is on her
heels, the courts seem to be very willing to
apply whatever law Is necessary to achieve
a fust result. This does not mean that domes-
tic asset protection trusts do not work.%0
Certainly any asset protection is better than
none, and perhaps the time (and money) it
will take a creditor to litigate over a domes-
tic asset protection trust will be sufficient
to forge a favorable settlement,

Although no one can claim that Alaska or
Delaware law offers greater asset protec-
tion than the faw of any number of off-
shore jurisdictions, domestic asset
protection trusts may have one slight ad-
vantage. If the settlor settles a trust under
domestic law and is willing to assume all
the attendant risks, then perhaps the settlor
realty does not intend to defraud her credi-
tors.€! One could argue that foreign trusts
offer much better planning opportunities
for the “dishonest” debtos, notwithstanding
the results in Portnoy and Brooks; the last
thing a dishonest debtor should do is to
settle a domestic trust. On the other hand,
bankruptcy judges seem to be very suspi-
cious of debtors who try to move their as-
sets outside of the reach of the American
judicial system. For this reason, bankruptcy
judges just may find the settlor of a2 domes-
tic trust a Uttle more belicvable.

ENDNOTES

1. This rule was codifled {n Bngland In 1487 by a statute
that provides "All deeds of gift of goods and chatrels,
mazde or to be made la ¢rust to the use of that person
or persons that made the same deced or glft, be vold
and of none effect” [Stat. 3 Hen. VIT, c. 4]. A simllar
statute hzs been cnacted in the followlng states:

Alabama: CODE 1975, § 857
Arkansas; STATS. 1947, § 681301
Colorado: RBY.STAT, 1973 § 38-10-11
ldabo: CODE 1947, § 55-905
Indlana: CODB 1571, § 32-2-1-15
Kansas: GEN. STAT 1949, § 33-101
Michigan: STAT.ANN. § 26.921

Nebraska: REV. STAT. 1943, § 36-201
New Jersey: REV. STAT. § 25:2-1
New York: Bstatc, Powers and Trust Law § 7-3.1
Obio: REV. CODE § 1335.01 (rcal and pcrsonal
property)
Oregon: REV. STAT. § 95.060
Utab: CODEANN. § 25-1-11
Wasbington: REV, CODE § 15.36.020
Wisconstn: STATS. § 701.06

See, gencrally, SCOTT ONTRUSTS § 156, note S, at 168

(4th ed. 1989).

2. I might be better to create & domestic trust with a

flee dausc allowing the trustee or trust protector to
move the trust offshore than to create a forelgn trust
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11.

12.

13,

14.

15.

17.

| -

and plan to repatriate it In the future. If a creditor ap-
peared on the hortzon and the situs of the domestic
trust was changed to a foreign jurisdiction, the trans-
fer of assets offshore might rot be a fraudulent con-
veyance. See A. Bove & J.Willams, Does Al That
Glitter Really Protect the Gold?. ASSET PROTECTION
J., 1 (Winter 1999).

. Bradley v. State, 100 N.H. 232, 123 A.2d 148 (1956).
. California allows creditors to reach up to 25 percent

of the payment that would have otherwisc been made
to the beneficizry [Calif. Prob. Code §15306.5()).
Gceorgfa and Louisiana allow ton creditors of 2 benefi
clary of 2 spendthrift trust to satisfy their claims from
the trust [GA. CODEANN. §53-12-28; LA, REV. STAT.
ANN, §9:2005).

. Acconding to the interpretations of state law in Her-

zog u Commissioner (115 E2d 591,594 (2d Cl«.
1941)), Estate of Ubl u. United States 1241 E2d 867
(7th Cle. 1957)), and In Estate of German (7 Cl.Ct.
641 (1985)), Ncw York, Indlana, aad Maryland law
shoukd be added 1o the list.

. RESTATEMENT (SECOND) OF TRUSTS §156(2) (1957).
. RESTATEMENT (SECOND) OFTRUSTS §157 (1957).
. If the serdor is a beneficiary of a discretonary teust,

the rule stated in Restatement (Second) of Trusts, Sec-
tion 156(2) applies.

. Treas. Reg. §25.2511-2(b).
10.

It secms that the beoeficiaries could make gifts back
to the settlor so long as there was no prearranged un-
derstanding 10 this effect or no pattern of conduct
upon which such an unrderstanding could be inferred.

For a summary of the policy arguments for and
apainst seif-scitled spendthrift trusts, see R. MANLEY,
ESTATE PLANNING AND ASSET PROTECTION USING
SHLRSETTLED ALASKA TRUSTS (Heckerllng Insgtute
1599),at 5-11.

See, e.g., L.-Asinof, Protection of Offshore Trusts
Comes Onsbore in Two States, THR WALL STREET
JOURNAL, July 23,1997, quoting Basry S. Engel:“Now
you have a state epistature saylng this thing 1s good.
This s just the ncxt step In the line of accepuance.”

See, e.g., L. Glordand & D, Osborne, Will the Alaska
Trust Work?, 3 J. OF ASSET PROT. 1 (Sept/Oct. 1997).

The Honorable Richacd Blumenthal, Attosrney General
for the State of Connecticut, durlng his remarks at the
Third Anaual Bankrupicy Sympostum on November 6,
1998, atr the Quinnlpiac College School of Law, spon-
sored by the Commercial Law and Bankruptcy Section
of the Connecticut Bar Association,

The rule against perpetuities zlso zppears to be erod-
ing. It has been eepealed in efght states.

. Cf In re Enfleld, 133 B.R.S15 (Bankr. ED Mo. 1991).

Here, the court stated that the new statute did oot
change the exdsting rule that prohibited scif-setded
spendthrift trusts.

An Interrnedlate couct of the state of New York held,
In cffect, 10 the contrary of Herzog. See Vandcrblir
Credit Corp. v. Chase Manhatian Bank, NA, 100 A.D.2d
544,473 N.Y.S5.2d 242 (1984).

. 1d. at 1017.
19,

All deeds of glfts, all conveyances . . . of goods, chat-
tels, or things In actlon, or ceal property, madc in trust
for the usc of the person making the same shall be

20.

21.

22.
23.

void a5 against the creditors extsting of such person®
(¢emphasts added), COLO. REV. STAT. §38-10-111]),

Acticte IV, Sectlon 1 of the U.S. Consttution states:
“Full falth and credlt shall be givea In each State to
the public Acts, Records, and judictzl proceedings of
every other state”

See, e.g., B. McMenamin, Fitmsy Sbelters, FORBES,
Sept. 8, 1997.

ALASKA STAT. § 09.30.100 e, seq.

Alaska Statutes Scction 34.40.110, endded “Restricling
transfers or trust incerests,” provides:

() A person who la writing transfers property
in trust may provide that the interest of 2 benefi-
clary of the trust may not be either voluntarily os
lavoluntarity transferred befose paymeat or deliv-
ery of the Interest to the beneficiary by the trusece.
In this subsection, (1) "property” includes real
property, pcrsonal property, and interests in real
or personal property; (2) “transfer” means any
form of wransfer, (acluding dced, conveyance, or
assignmeant.

) If a trust contalas & transfer restriction al-
lowed under (a) of this scction, the transfer re-
striction prevents 2 creditor existing when the
trust Is created, 2 person who subsequeatly be-
comes a creditor, or another persoo from satis-
fylng a clalm out of the beneficiary’s interest in
the trust, unkess the

(1) trapsfer was intended 1o whole or in
part to hinder, delay, or defraud creditors or
other persons under AS 34.40.010;

(2) trust provides that the settlor may re-
voke or terminate alf or part of the trust with-
out the consent of 2 person who hasa
substantlal bencficial intercst 1a the trust 20d
the Interest would be adversely affected by the
exercisc of the power held by the settlor to re-
voke or terminate all or part of the trust; la this
paragraph, “revoke or termiazte” does not in-
clude a power 1o veto a distribution from the
trust, a teseamentary special power of appoint-
ment or slondlar power, or the right to reccive a
distribution of income, corpus, of both in the
discretion of 2 pegson, includlag 2 trustee,
other than the serdor;

(3) truse requires thae all or 2 part of the
trust's income or pelncipal, or both, must be
distributed to the scttlor; or

(4) at the time of the trapsler, the scttlor is in
default by 30 or more days of making a paymcat
duc apder a chifd support judgment or order.
(©) The satsfaction of 2 clalm under (bX1)-(4)

of this section is mited o that part of the trust to
which (bX1)-(4) of tais secuon applics.

(d) A cause of action or claim for relief with re-
spect to 2 fraudulent transfer under (b)(1) of this
section of under other faw, is extlnguished vnless
the action Is brought as to a person who

(1) Is a creditor when the trust is creaied
within the later of

(A) four years after the ransler is
made; or

(B) one year after the transfer i8 or rea-
sonably could have becn discovered by
the person; or

(2) becomes a creditor subsequent to the
transfer tnto trust within four years after the
transfer ts made,

@)
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24.
25.
26.

27.
28.
29.
. Some expens argue that Congress did not contern-

31.

(€} In this section, “sctilor” means a person who
transfers real property, personal property, or 2n In-
terest (o real or personal property, in teust.

The creditor of a beneficlary of a discretionary
trust can only artach whatever Interest the beneficlary
has (see, genesafly, P SPERO,ASSET PROTECTION (Was-
ren Gorcham & Lamont, 1994 and 1997, Cum. Supps.),
9 6.02 and 1 6.03}.

ALASKA STAT. §09.30.120(b)(3).
ALASKA STAT. §09.30.120¢a)(2).

RESTATEMENT (SECOND) CONFLICTS OF LAWS
§273() (1971).

ALASKA STAT. §§13.36.390(1), 13.36.035(c).
1d. a1 339,
28 U.S.C. (1334,

plate domestic self-settled speadihrift usts before

it cnacted section 541(CX2) [see, ¢.g.,L. Glordanl &

D. Osbome, supra note 13, at 12]. Other experts malin-
taln that Congress Intended to protect all spendthrlfy
trusts. See, ©.g., K. NENNO & W. SPARKS,THE USE OR
DELAWARBTRUSTS IN BESTATE PLANNING (Heckern
ling Institute, 1999), at I-A-27:*Because the legishative
history indicates that this cxccption was intended to
cover spendtheift trusts, and because the Act requlres
2 spendehrift clause, It Is unllkely that a baokruptcy
court would laciude » qualified disposition (uader
Delaware law] in the bankruptcy estate of 2 debtor”

FPortnoy at 698,

32.
33.
34.
35.
36.
37.

38.

39.

40.

Id. at 688.

Id. at 689.

Brooks at 15.

Stetson, 164 A.2d a1 240.
Id

Onc expert cven suggested that a debtor could avold
the public policy Issues by moving to Alaska or
Delaware (P.Spero, The Bffectiveness of the New
Alaska and Delarware Assat Protection Trust Laws, ).
OF ASSET PROT, (Mac./Apr. 1998), at 45.

The settlor may cetain a2 veto power or a special testa-
mentacy power of appolatment over an Alaska trust
and stfl enjoy the spendihrift protecdon [ALASKA
STAT. 34.40. [ 1(b)XD)]. If the settlor retains a special
testamentary power over the teust, her transfers to
the trust will be incomplete gifts [Treas. Reg.
§25.2511-2(b)).

Another planning option i to combine both options.
Consider having a spouse scitle a trust for the beaefit
of her spousc and childreq a0d provide that If the
spousc predeceases the sertlor, then the sertlor will
become a discretionary besefictary of the trust, The
settor could be piven the power to renouace her po-
tentlal inrerest in the trust In the event her spouse
predeceases her, but she really does not need to be 2
beneficiary of tc trust at that time.

See B. Engel, Does Asset Protection Planning Really
Work?,J. OP ASSET PROT. (Sept./Oct. 1998).



