Current Developments, Cases, Analysis, and Practical Advice

EstATE TAX PLANNING

Volumelelssue4 e May 2002

Advisor

Planning With Spendthrift Trusts

By Gideon Rothschild and Daniel S. Rubin

he management, preservation, and

distribution of wealth are the pri-

mary goals of estate planning. Since

the 17th century, trusts have been
viewed primarily, if not exclusively, for the
purpose of tax minimization. Trusts can pro-
vide additional significant benefits, including
the protedion from predators and creditors.

Today, spendthrift trusts, which are practi-

cally universally accepted in the United
States, provide the basis for such protedion.
Notwithstanding the general acceptance of
spendthrift trusts, pubic policy exceptions
have developed. One such exception relates
to claims by a beneficiary’s gpouse or for
child support. Another exception relating to
tort creditors was recently addressed in Sigh
v. First Nationd Bank of Holmes Courty,
704 S0. 2d 1020(1999.

Sligh Litigation

On January 30, 1993 Willi am B. Slighwas
seriously injured in an automobil e acddent
with Gene A. Lorance an urinsured motorist
driving unayr theinfluenceof alcohal. Mr.
Lorancewas without any as<ets of his own
but was a beneficiary of two spencthrift trusts
establi shed by his mother before her death
earlier that year. It was all eged that Mr. Lo-
rance s mother knew that he was a habitual
drunkard who ...

* Regularly drove whil e intoxicated,

* Had been involved in numerous
automobil e acddents, and

» Had been arrested and convicted
on numerous prior occasions for
driving unayr theinfluence

It was further alleged that Mr. Lorance s
mother establi shed the two trusts as part of
an intentional plan to enable her son to con-
tinuetolead his*“... intemperate, debauched,
wanton and depraved lifestyle whil e at the
sametime shielding his beneficial interest in
the trusts from the daims of hisinvoluntary

tort creditors’ [Sighv. First Nat'l| Bark, 704
So. 2d 10201999 .]

Notwithstanding that sympathetic back-
ground, Fowever, thetrial court dismissed
Mr. and Mrs. Sligh's complaint, ruling that
the assets of spencthrift trusts may not be
garnished to satisfy the daims of tort judg
ment creditors. The Misssspp Supreme
Court, in a split dedsion, reversed the tria
court’s hard-hearted bu legally well -
grounded dedsion, holding that as a matter of
pubic palicy, abeneficiary’ sinterest ina
spendthrift trust is not immune from claims
arising out of a beneficiary’s intentional or
grossnegligence[seeGideon Rothschild,
Daniel S. Rubin, and Jonathan G.
Blattmachr, “ Self-Settled Spendthrift Trusts:
Should a Few Bad Apples Spail the Bunch?’
32Vand.J. Transnat'l L. 763(1999)].

Public Policy Exceptions

Restatement (Seand) of Trusts Sedion 157
(1959, which sets forth the few exception
that exist to spendthrift trust protedions, con-
tains no express*“ pulic policy” exception.
Nevertheless comment “a” to Sedion 157
does provide that “[t]he enumeration in this
Sedion of situations in which the interest of
the beneficiary of a spendthrift trust ... can be
reached is not necessarily exclusive. Thein-
terest of the beneficiary of a spencthrift
trust... may be reached in cases other than
those herein enumerated, if considerations of
pubic palicy so require. Thus, it is possble
that a person who has a claim in tort against
the beneficiary of a spendthrift trust may be
ableto reach hisinterest uncer the trust.”

Asan aside, it isthe authors' frequently
stated contention that in the area of asset pro-
tedion planning, “pubic policy” is often used
tojustify arulingin favor of an emotionally
compdli ng fact pattern that is not otherwise
favored by the law.

Aftermath of the Sligh Case
Within six months of the dedsion, the Mis-

sisdppi legislature negated any future impli-
cations from that dedsion by passngthe
Family Trust Preservation Act of 1998.The
Sigh case, when considered in conjunction
with its legislative aftermath, is legally sig-
nificant because it demonstrates how deeply
roated spendthrift trust protedions arein the
United States. Althougha majority of the
Supreme Court of Missssppi ultimately
ruled against the trusteein the Sigh casg, it
would be almost impossble to concave of a
set of facts in which the plaintiff was more
worthy of our empathy or the trust beneficiary
more worthy of our enmity.

Even so, the spendthrift trustsin Sigh
came within a hairsbreadth of serving their
intended pupose of proteding their assets
from the beneficiary’ s creditors. Becuse of
the Misdssppi legislature's swift and ded-
sive action, the next time theisue arisesin
Misdssppi, the spendthrift trust will serveits
intended purpose of proteding its assts from
the beneficiary’ s creditors. In most other
states, the issue would never even have been
in doubt in thefirst place

In light of the amost absolute protedions
afforded by spendthrift trusts, why are trusts
frequently considered solely as a deviceto
minimizetransfer taxes? Arguably, our
highly liti gious society requires every planner
to consider a beneficiary’ s potential exposure
to creditor risk and, therefore, trusts sould
amost always be anployed. The writers have
sean al too many instances when the contem-
plated transfer of wealth is thwarted by the
appearance of creditors or ex-spouses. By
suggesting ways in which trusts can be struc-
tured for maximum protedion,this article en-
deavors to promote trusts for the purpose of
wealth preservation.

Planning Considerations

The very esenceof a “spencthrift” trust is
the inali enability of its beneficial interests;
theinclusion of catain provisions within the
trust agreeament can maximizethe protedion



afforded by thetrust. At the very least, for
example, ...

1. Thetrust should besituated in ajuris-
diction that recognizes the vali dity of
spencthrift trusts without significant qualita-
tive or quantitative exception, and

2 . Thetrust agreement should actualy in-
clude an express pendthrift provision.

That expresstrust provision appliesirre-
spedive of the fact that a spendthrift trust can
be aeated by a mere demonstration of the
settlor’s intent that the beneficiary’s trust in-
terest should not be subjed to alienation. A
dedaration in atrust instrument that the in-
terest of abeneficiary shall be held subjed to
a “spencthrift trust” is aufficient to restrain
voluntary or involuntary ali enation of thein-
terest by a beneficiary to the maximum extent
permitted [seg e.g., Texas Property Code,
Title 9, Sedion 112.0352000]. Those pro-
visions apply even in those jurisdictions
where the spendthrift nature of atrust is ef-
feded by default.

As ageneral matter, theright of a benefi-
ciary of an expresstrust to recéve the income
from property and apply the income to the use
of any person or pay the income to any person
may not be transferred by assgnment or oth-
erwise. Nevertheless the beneficiary of an
expresstrust may transfer that right by as-
signment if that power is conferred upon such
beneficiary by theinstrument creating or
dedaring the trust [seg e.g., New York Es-
tates, Powers and Trusts, § 7-1.5a)(1)
(McKinney, 1999]. Additional factors can,
however, enhancethe spendthrift protedion.
A discusdgon of but afew of those additi onal
factors foll ows.

Discretionary Versus
Vested Interests

Where a spendthrift trust provides for the
beneficiary’ sinterest to terminate at a certain
time, courts have held such interest to be a
property right that is avail able to the benefi-
ciary's creditors. Recantly, in adivorcepro-
ceding, the Colorado Supreme Court held
that awife's remainder interest in a family
trust constituted “property” and determined
further that since her interest became cetain
during the marriage, subjed only to the con-
dition of surviving the income beneficiary,
any appredation on her interest during the
marriage mnstituted marital property. The
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court distingushed such an interest from in-
terestsin dscretionary trusts in which a bene-
ficiary's mere expedancy does not riseto be a
property interest [seeln re Marriage of Bal-
anson, 25P.3d 28(Coalo. 2003)]. Accord-
ingy, providing atrusteewith dscretion to
distribute income and principal will provide
significantly greater protedion.
Independent Trustee

Thetrust should have at least one objec
tively independent trusteewhose @mnsent is
required unde the trust agreement before
distributions can be made to the beneficiaries.
That limitation applies because a restraint on
dienation is ineffedive where the same per-
son is given both the entire legal and benefi-
cial interest in the property. A trust generally
cannot exist where thereis no separation of
thelegal and equitableinterest in property
[see eg.,Austin W. Scott and William F.
Fratcher, The Law of Trusts, vol 2A, 4th ed
(Boston: Little, Brown & Company 1989
§99.

Conversdly, where the trusteeis one of sev-
eral beneficiaries, avalid trust is held to exist
as to both the trusteé s interest as well as the
other beneficiaries'interests. For example, if
A holds upon a spencthrift trust for A and B,
A’sinterest, being an interest under the trust
and rot alegal interest, cannot be assgned to
A or reached by A’s creditors [seg e.g.,
Austin W. Scott and Willi am F. Fratcher,
supra, 8 99.3at 57; seealso Averav. Avera,
253Ga. 16(1984)]. An independent trustee
would, revertheless remain advisablein or-
der to fored ose a creditor arguing that the
trust is ©mehow a “sham.”

Eliminating the Rule
Against Perpetuities

Thetrust agreament should provide that the
trust property remain in trust for the longest
possble period so as to continue the
spencthrift trust protedions. Where an ex-
tended term is desired, the settlor should cre-
atethetrust in ajurisdiction that all ows the
perpetual existence of trusts. Fourteen domes-
tic jurisdictions, to date, have repealed the
Rule Against Perpetuities as it appliesto
trusts:

* Alaska

* Arizona

» Delaware

* Florida (all owing trusts created

after Decanber 31, 2000to continue
for amaximum period of 360years)

* |daho

« |llinois

* Maine

* Maryland

* New Jersey

* Ohio

* Rhode Island

» South Dakota

* Virginia

» Wisconsin

In that regard, it is notable that a grantor’s
designation of controlling law will govern the
administration of the trust provided that cer-
tain minimum contacts exist between the
trust and the designated jurisdiction. A settlor
domiciled in one state may create an inter
vivos trust by conveying property to a trust
company of another state as trusteeand deliv-
ering the property to the trusteeto be admin-
istered in that state [see e.g. ,Austin W.
Scott and Willi am F. Fratcher, supra, § 626
at 419 seealso Restatement (Seand) of
Conflict of Law § 27(. In conjunction with
continuing the trust for the maximum poss-
ble period, the trust agreement should encour-
age the trusteeto acquire as<ts for the use of
the beneficiary in lieu of making dstributions
to the beneficiary. Similarly, the trustee
should be enpowered to make loans to the
beneficiary (whether those loans are seaured
or unseaured) or equity investmentsin the
beneficiary ’ s businessentiti es.

For some dients, it is not desirable to con-
tinuethetrust, in perpetuity or otherwise. For
example, the dient may wish to give the ben-
eficiary theright to withdraw principal upon
attaining a catain age. Where the beneficiary
all ows property to which the beneficiary is
entitled to remain in trust , the beneficiary has
most likely thereby created a “self - settled”
trust, which would be ineffedive to proted
the beneficiary’ s beneficial interest from the
beneficiary’s creditors [seg e.g.,Inre Doris
L. Morris, 151B.R. 900(C.D. IlI. 1993;
Hartsfield v. Lescher, 721F. Supp. 105 E
. D. A rk. 1989]. In that event, the trusteeor
another independent party can be granted the
right to extend the term of the trust where a
creditor problem exists at atime the trust
would otherwise terminate. A slight variation
on that concept is a “hold back” provision,
alowing the trusteeto withhold an otherwise



mandatory distribution in the event that a
creditor issue &ists at the time of distribu-
tion.

Termination

In more extreme @ses, the trust agreement
can provide for the termination of the benefi-
ciary’strust interest upon the occurrence of
an event that call sinto question the protedion
of the trust fund. For example, the trust agree
ment may provide that the beneficiary’ s inter-
est terminates in favor of another beneficiary
in the event that the first beneficiary is at any
time deemed insolvent. The trust agreament
may provide that an attempted ali enation by
thetrust beneficiary or an attempted attach-
ment by the beneficiary’s creditors will cause
the beneficiary’ s beneficial trust interest to be
forfeited in favor of another beneficiary.

The Ninth Circuit has held such atermina-
tion provision effedive to withstand even a
federal tax claim on the basis that such provi-
sion |eft no property interest remaining that
could be attached by the beneficiary’s credi-
tors [seeln re Fitzsimmons, 896F.2d 373
(Sth Cir. 1990Q]. A lessdrastic aternative
might involve the mnversion of an absolute
spendthrift trust interest into a discretionary
trust interest. The @urt in Domo v. Mc-
Carthy, 660hio St. 3d 312, 3171993, de-
termined, “It is obvious to us that when ap-
pellant filed his original creditor’s bill in
1988, letriggered the spencthrift provision,
converting James, Jr.’s interest from an abso-
lute right in income and principal to an inter-
est in which the trusteemust administer the
trust as a purely discretionary trust for James,
Jr., James, Jr.’s dependents, and the settlor’'s
lineal descendants. As such, the newly cre-
ated discretionary trust cannot be reached by
appellant as a creditor of James, Jr.” Alterna-
tively, thetrustee @n be given the power to
exclude beneficiaries at the truste€ s discre-
tion by revising the trust’s beneficial inter-
ests.

Finally, consideration might be given to
including the beneficiary 's gpouse (or signif-
icant other) as an additional discretionary
beneficiary of thetrust. There may exist a
creditor issue that prevents distributions from
being made diredly to the beneficiary. In that
event, distributions can instead be madeto
the beneficiary s gpouse, which can benefit
that individual as well as the beneficiary
(e.g.,thedistributions can be used for a fam-

ily vacation or rental payments on the family
residence).

Where it may be desirable to include the
beneficiary 's ouse as a beneficiary of the
trust, consider naming the beneficiary’s
spouse by referenceto a defined term rather

than by name. For example, “ Spouse of the
Settlor shall refer to the person to whom the
Settlor is married at the time a distribution is
made.” In that manner, the beneficiary ’s
spouse will be automatically excluded as a
beneficiary upon a divorce, and the benefi-

Spendthrift Trust Background Information

By Gideon Rothschild and Daniel S. Rubin
hat exactly is a spendthrift trust? The Restatement (Second) of Trusts
(1959 provides that a spendthrift trust is“[a] trust in which by the terms
of thetrust or by statute a valid restraint on the voluntary and involuntary trans-
fer of theinterest of the beneficiary isimposed” [Sedion 1522)].

The maxim “cujus est dare, gus est disponere,” or “[w]hoseit isto give, his
it isto dispose” isfrequently cited as the underlying legal justification for
spendthrift trusts. In 1875 the U.S. Supreme Court, in establi shing the modern
rule vali dating spendthrift trust protedions, stated that “[w]e @oncede that there
are limit ations which public policy or general statutes impose upon all disposi-
tions of property, such as those designed to prevent perpetuiti es and accumula-
tions of real estate .... We also admit that thereisajust and sound policy ... to
proted creditors against frauds upon their rights.... But the doctrine, that the
owner of property ... cannot so dispose of it, but that the objed of his bounty ...
must hold it subjed to the debts due his creditors ... is one which we are not pre-
pared to announce as the doctrine of this court” [Nicholsv. Eaton, 91 U.S. 716,
725(1879; seealso, Sigh v. First National Bank of Holmes County, 704 So. 2d
1020(1999 at 1028 (“Perhaps the most important policy consideration in favor
of enforcing spendthrift trust provisionsis the right of donors to dispose of their
property asthey wish.”)]. Exceptions neverthelessdo exist to the protedions
afforded by a spendthrift trust. Acoording to the Restatement (Second) of
Trusts, for example, although atrust is a spendthrift trust, the interest of the
beneficiary can neverthelessbe reached in satisfaction of an enforceable daim
against the beneficiary ...

1. By the wife or child of the beneficiary for support, or by the wife for

aimony;

2. For necessary services rendered to the beneficiary or necessary suppies

furnished to the beneficiary;

3. For services rendered and materials furnished which preserve or benefit

theinterest of the ben€ficiary;

4. By the United States or a State to satisfy a claim against the ben€ficiary.
[Restatement (Second) of Trusts, Sedion 157 (1959]

As ageneral matter, however, those excepted creditor claims are usually not
of significant concern to most clients.

Additionally, the self-settled trust rul e, followed in all states except Alaska,
Delaware, Nevada , and Rhode Island, denies pendthrift protedion where the
settlor retains a beneficial interest in the trust. A detail ed discusson of self-
settled trusts is beyond the scope of this article and will be presented in a future
1Ssie. =
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ciary 's new spouse will be automatically
included upon the beneficiary ' s remarriage.

Conclusion

For as long as estate plans are devel oped
under aregime that imposes transfer tax at
rates as highas 50 or 55 percent, the use of
trusts to minimizethose taxes will remain
undeniably important. Those same estate
plans are developed in a society where the
adage “love thy neighbor” often seams to
have been supdanted by the adage “ sue thy
neighbor.” The judicious use of those same
trusts must also look to first obtaining, and
then enhancing, the spendthrift trust protec
tions that they can also provide. The law sur-
roundng spendthrift trust protedionsis,
however, an iceberg, and this article exposes
merely thetip. Therefore, the dili gent estate
planner will dig further to discover the myr-
iad creative ways that exist to proted his
clients' intersts throughthe use of spendthrift
trusts.

For more information, seeGideon
Rothschil d’s presentation to the 35th
Annud University of Miami Philip E.
Heckeling Institute on Estate Planning,
Proteding the Estate From In-Laws and
Other Predators (Matthew Bender).

Gideon Rothschild isa partner in
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Snger LLP andthe Chair of the
Comnitteeon Asst Protedtion
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