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Find the Best Situs for Domestic
Asset Protection Trusts

Which jurisdictions are the most effective to set up this powerful tool?

tion trust (DAPT) statutes. Some commen-

tators thought that these statutes would be
limited to less populated states, but with Ohio entering
the DAPT arena, this assumption proved incorrect.
While the history of asset protection trusts is fairly
brief in the United States, beginning with Alaska in
1996, it’s anticipated that many more states will adopt
asset protection statutes.

DAPTs are powerful tools to help clients legally shield
assets from third-party liability and permit clients to be
discretionary beneficiaries of their own trusts. Just as
valuable is the DAPT’s estate-planning potential.

In our analysis of the best situs for overall trust law,
“Which Situs is Best in 2014” (“Best Situs”),” several states
emerged as leaders. Similarly, several states have emerged
as the leaders in providing DAPT legislation. We name
six states in the top tier for best DAPT legislation: Alaska,
Delaware, Ohio, Nevada, South Dakota and Tennessee.
“Which DAPT Jurisdictions Make the Grade?” p. 46,
compares 15 DAPT jurisdictions. While Oklahoma is
included in the analysis, the Oklahoma statute only pro-
tects transfers of up to $1 million of DAPT assets and the
appreciation thereon; as such, it tends to only be used by
Oklahoma residents.

Fifteen states now have domestic asset protec-

DAPTs and Estate Planning
Planners draft DAPTs with two primary, different objec-
tives: (1) for “asset protection only”; or (2) for asset

Mark Merric, far left, is the manager of the Law Firm
of Mark Merric, LLC in Denver.
Daniel G. Worthington is the
manager of the Law Firm of
Worthington Wealth & Legacy
Law, LLC in Salt Lake City

JANUARY 2015

protection combined with a potential estate-planning
benefit. With the first method of drafting, transfers to
the DAPTSs are an incomplete gift, and on the death of
the settlor, the assets are included in the settlor’s estate.
With the second method, transfers to the trust are a
completed gift and are potentially excluded from the
assets of the settlor’s estate.

We discussed the asset protection only method of
drafting in our 2013 article, “Domestic Asset Protection
Trusts” (“DAPT 2013”)." In this piece, welll discuss
Internal Revenue Code Section 2036’s possible estate tax
inclusion issues with a DAPT and how best to minimize
these problems under the asset protection and estate-
planning method.

Discretionary Support Legislation
When reviewing the DAPT protection provided by a
specific state’s laws, it’s critical to examine both the state’s
DAPT statute and its other discretionary support legisla-
tion. Importantly, there’s a legal distinction regarding
discretionary trusts in those states that have adopted
the Restatement (Second) of Trusts (Restatement Second)
position regarding discretionary trusts and those that
may adopt the Restatement (Third) of Trusts (Restatement
Third). Some commentators are concerned that parts of
the Restatement Third are incorporated into the Uniform
Trust Code (UTC). Those states that have codified laws
adopting Restaternent Second discretionary trust legis-
lation and those states that have greatly modified the
UTC in this area have an advantage. This edge exists
because the Restatement Third rewrites the definition
of a discretionary trust, substantially reducing the asset
protection it provides. This result is particularly troubling
as it relates to marital claims against DAPTS, as well as to
whether a settlor/beneficiary has an enforceable right to a
distribution, creating an estate inclusion issue.

Also, with respect to a DAPT statute itself,’ the
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asset protection is primarily based on spendthrift
protection, which provides that no person may attach a
beneficiary’s interest, unless such creditor is an excep-
tion creditor.

Discretionary Interest
The asset protection of a discretionary trust has nothing

to do with spendthrift protection with respect to claims
from creditors and exception creditors. In this respect,
there are primarily two types of asset protection under
U.S. common law: (1) discretionary trust protection, and
(2) spendthrift protection. Discretionary trust protec-
tion originated under English common law and is based
on whether a beneficiary has an enforceable right to a

Type of
exception
creditors

Listed
alphabetically

Discretionary
protection

: Only remedy:
fraudulent
conveyance

Which DAPT Jurisdictions Make the Grade?

Compare the elements of each state’s domestic asset protection trust statute

Fraudulent Conveyance Law
Nohinderor :  Onlythat :
delay ¢ specific creditor :

Burden of
proof

Present creditor
length of
time (years)

Alaska [ J None () [ [ ) Clear and convincing an
Delaware Probably' 1,2 o o o Clear and convincing aNn
Nevada [ None o Probably : Clear and convincing : 2 years/6 months
Ohio oV 1,2 ® ® ® Clear and convincing : 18 months/6 months
South Dakota [ None o o o Clear and convincing : 2 years/6 months
Tennesse (] 1,2,4 o o ([ ] Clear and convincing : 2years/6 months
Hawaii 1,,% o Clear and convincing ahn
Mississippi 1,2,3 o Clear and convincing ?
Missouri o 1,2,3 Clear and convincing aNn

New Hampshire (] 1,2 o Preponderance aNn
Oklahoma [ 1 Clear and convincing an
Rhode Island 1,2 o Clear and convincing aNn

Utah 1 { Preponderance 2N
Virginia 1,2,3 Clear and convincing 512
Wyoming 1 () Preponderance an

1.The Delaware and Ohio discretionary statutory protection is significantly weaker than that provided by the other top trust jurisdictions. Delaware’s proposed
solution is to prohibit a Delaware court from using Articles 50 and 60 of the Restatement (Third) of Trusts (Restatement Third), and instead use the judicial
standard of the Restatement (Second) of Trusts (Restatement Second) Section 187. Delaware doesn’t have significant discretionary support trust case law to
refer to. Therefore, it's questionable whether any court will spend close to over 100 hours to educate itself on items such as extended discretion and mere
discretion, as well as the differences between the Restatement Second and the Restatement Third. For Ohio’s wholly discretionary trust, it removes the
reasonableness standard. However, it doesn't apply the more restrictive Restatement Second definition that the judicial review is limited to (1) improper
motive; (2) failure of the trustee to use its judgment; or (5) dishonesty.
2. Ohio’s definition of a discretionary trust is incredibly limited; it only provides for discretionary asset protection if the distribution standard contains no stan-

1. Child support

2. Maintenance

3. Governmental claims
4. Marital property
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distribution’ and whether a potential creditor may stand
in the shoes of a beneficiary. If the beneficiary has no
enforceable right, the beneficiary’s interest isn't a prop-
erty interest’ and is nothing more than an expectancy
that creditors can't attach.”

This lack of an enforceable right to force a discretion-
ary DAPT is key to protecting against creditors’ claims

Future creditor : Forcing Automatic Charging
length of : litigation to the removal of order
time (years) DAPT state trustees protection
4 o . . Best LLC; LP
4 { o Best LLC; FLP
2 o Best LLC; FLP
18 months { o Best LLC; JF-FLP
2 o [ Best LLC; FLP
2 [ SR-LLG; Silent FLP
2 [ JF-LLC; JF-FLP
2 SR-LL; Silent FLP
an Silent LLC; FLP
4 Silent LLC; JF-FLP
an SR-LLC; JF-FLP
4 Silent LLC; FLP
2N JF-LLC; JF-FLP
5/? Best LLC; FLP
N () Best LLC; Silent FLP

[N

dards or guidelines. Ohio may want to look to the discretion-
ary support trust acts of Nevada, Oklahoma or South Dakota
orto Tennessee’s Uniform Trust Code that was modified after
South Dakota's statute.

. Hawail's statute allows only Hawaii income taxes as an ex-
ception creditor—not all governmental claims.

SR: sole remedy

LLC: limited liability
company

JF: judicial foreclosure

FLP: family limited
partnership

— Mark Merric & Daniel G. Worthington
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that may arise in the following types of marital issues:

1. Will the beneficiary’s trust interest be considered
marital property subject to division in a divorce;

2. Will an estranged spouse be able to force a distribu-
tion through a minor child beneficiary; and

3. Willa court impute undistributed income in the com-
putation of a beneficiary’s child support or alimony?

These issues are discussed in more detail in “Best
Situs” As a summary of the above three issues, here are
our conclusions: (1) 10 states create “marital property”
rights in certain trust interests that rise to the level of
property interests; (2) an estranged spouse may force a
distribution through a minor child beneficiary based on
the distribution standard if such child has an enforceable
right to a distribution; and (3) the cases are just begin-
ning in the states where domestic relation courts are
considering whether income should be imputed for the
purpose of child support or alimony when a beneficiary
has an enforceable right to a distribution. DAPT statutes
don’t address these issues because such statutes rely
solely on spendthrift protection.

In addition to these marital claim questions, there’s
an estate inclusion issue if the settlor/beneficiary of
a DAPT has the ability to force a distribution in his
capacity as a beneficiary. Whether the settlor retains an
enforceable right to a distribution depends on the dis-
tribution standard. Under common law, there are three
primary types of distribution standards: (1) mandatory;
(2) support; and (3) discretionary.

Usually, a mandatory distribution standard requires
that a fixed amount, percentage or definition of income
be paid out annually. Therefore, if a settlor/ beneficiary
holds a mandatory distribution interest in a trust, theres
a retained life interest under IRC Section 2036(a)(1).

A support interest is generally created with manda-
tory words, such as “shall” or “must,” combined with
a distribution standard capable of interpretation. For
example, courts have determined the following language
to create a support trust:

“[TThe trustee shall pay ... [to the settlor’s] daugh-
ters such reasonable sums as shall be needed for
their care, support, maintenance, and education”
[emphasis added]; or

e “[T]he Trustee shall use a sufficient amount of the
income to provide for the grandchilds support,
maintenance and education” [emphasis added].’
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Similar to a mandatory interest, the settlor/beneficia-
ry who holds a support interest has an enforceable right
to sue the trustee for a distribution. Therefore, a support
interest also creates an estate inclusion issue under the
retained life interest rule of Section 2036(a)(1).’

It's only a discretionary interest if the settlor/benefi-
ciary doesn’t hold either an enforceable right to a distri-
bution or a property interest that solves the estate inclu-
sion issue of the retained life rule of Section 2036(a)(1)."
For purposes of this article, the term “common law dis-
cretionary trust” refers to a trust in which a beneficiary
has neither an enforceable right to compel a distribution
nor a property interest, and no creditor may attach such
interest. Under common law, the terms “purely dis-
cretionary trust” or “wholly discretionary trust” didn’t
require that the distribution interest have no standards.
Rather, almost all common law discretionary trusts con-
tained a standard for making distributions. Under the
Restatement Second, the most important factor in deter-
mining a discretionary trust was granting the trustee
sole, absolute or unrestricted discretion."

Unfortunately, with almost no case law to support
its position, the Restatement Third reverses how a court
should interpret a distribution standard so that it will
almost always create an enforceable right in a discretion-
ary trust.” Many estate planners believe that the national
version of the UTC follows the Restatement Third’s posi-
tion regarding this issue. In response to this problem,
states (including some UTC states) are beginning to
respond with statutes codifying the Restatement Second
in this area. Absent a statute codifying the Restatement
Second, even if a state has strong Restatement Second case
law, a court may reverse its position and inadvertently
adopt the Restaterment Third’s new view of discretionary
trusts. A statute codifying the Restatement Second is the
only sure method to preserve the asset protection of a
common law discretionary trust.

In response to the Restatement Third’s attempt to
rewrite common law regarding discretionary interests,
several states have statutorily addressed the problem by
codifying the Restatement Second in this area. The best
codification of discretionary trust law is South Dakotas
Discretionary-Support Trust Act” (the Act). The Act was
substantially adopted by both Nevada and Oklahoma
and incorporated into the Tennessee UTC. Alaska has
also passed a discretionary trust statute.” Other DAPT
states that have codified many parts of the Restaterment
Second are the New Hampshire UTC and the Wyoming
UTC. The Missouri UTC addresses some of the issues,

48 TRUSTS & ESTATES / trustsandestates.com

and Ohio has created a “wholly discretionary trust;,” but
the distribution language is quite limited when com-
pared to the other DAPT states that have addressed the
. 15

issue.

Exception Creditors/Estate Tax Inclusion
Some commentators focus on the existence of exception
creditors as a key element regarding the strength of a
states DAPT statute. In “DAPT 2013, we posited that
the existence of the exception creditor for child support
or alimony with regard to the first method of drafting
DAPTs was probably not much of a concern. We stated
that a judge would use any equitable method to pierce a
DAPT, should a debtor settlor/beneficiary be so foolish
as to try to shirk a child support or maintenance obliga-
tion. For this and other reasons discussed in the article,
we didn't find, under the first method of drafting (that
is, a client created a DAPT that was an incomplete gift
included in his estate), that these two exception creditors
substantially reduced the asset protection of the DAPT.

Does the existence of an exception creator create
estate tax inclusion for DAPTS that are drafted for both
asset protection and estate planning? Some commenta-
tors have raised the concern that the existence of an
exception creditor may create an estate tax inclusion
issue as to the settlor/beneficiary’s interest. The concern
originates from Revenue Ruling 76-103, in which the
IRS addresses the issue of whether the transfer to an
irrevocable trust is an incomplete gift, because the assets
of the trust are subject to the claims of the grantor’s
creditors.” Citing Alice Spaulding Paolozzi,” the IRS
concludes that the transfer of the income interest to
the trust isn’t a completed gift, if the “grantor could . . .
effectively enjoy all the trust income by relegating the
creditors to the trust for settlement of their claims” We
won't analyze the completed gift issue, as a few private
letter rulings and a revenue ruling support that the gift
is complete in a DAPT state under the second method
of drafting.” Rather, we'll discuss whether an exception
creditor creates an estate inclusion issue.

There are three lines of defense to an exception credi-
tor’s right to claim an estate inclusion issue:

1. If the existence of an exception creditor is classi-
fied as an act of independent significance,” then an
estate inclusion issue is disregarded.

2. There’s no case when an exception credi-
tor has created an estate inclusion issue for a
non-settlor/beneficiary. Therefore, by analogy,
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why would such an issue be created for a settlor/
beneficiary?

3. Rev. Rul. 76-103 (and its cite to Alice Spaulding
Paolozzi) refers to regulating creditors to all of the
settlor/beneficiary’s interest. The revenue ruling and
court case don't address whether regulating a limited
class of exception creditors creates an estate inclusion
issue.

Defense 1: In “DAPT 2013, we concluded that a
child support exception creditor should be an act of
independent significance and were hopeful for the same
result with alimony. Conversely, many DAPT statutes
also include an exception creditor for state and/or fed-
eral claims, and Tennessee provides a court order for the
division of marital property as an exception creditor.” It’s
questionable whether these exception creditors would be
classified as acts of independent significance.

Defense 2: Assuming that some exception creditors
aren’t acts of independent significance, some commenta-
tors have noted that exception creditors, such as govern-
mental claims, attorney’s fees and necessary expenses of
a beneficiary, have never created an estate inclusion issue
for a third-party (that is, a non-self-settled trust) benefi-
ciary. Therefore, by analogy, why would exception credi-
tors create an inclusion issue for a settlor/beneficiary?

First, even though there appears to be no case, rev-
enue ruling or private letter ruling on point when the
presence of a state exception creditor created an estate
inclusion issue for a beneficiary of a third-party trust
under IRC Section 2041, is there an analysis that sup-
ports this conclusion under Section 2041? Second, is
there a difference between Section 2041, which applies
to third-party trusts and their beneficiaries, and Sec-
tion 2036, which applies to a settlor/beneficiary?

The answer to the first question depends on whether
a distribution interest is a power of appointment (POA).
If not, Section 2041 doesn't apply, and an exception
creditor can't create an estate inclusion issue. Conversely,
if a distribution interest is classified as a POA and there’s
no other theory, such as an act of independent signifi-
cance, then all third-party trusts in states that provide for
exception creditors might have estate inclusion issues.
The beneficiary could potentially regulate these excep-
tion creditors to the trust for payment.

Treasury Regulations Section 20.2041-1(c)(1) states,
“A power of appointment exercisable for the purpose of
discharging a legal obligation of the decedent or for his
pecuniary benefit is considered a power of appointment
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exercisable in favor of the decedent or his creditors” A
power exercisable in favor of one’s creditors is a general
POA, and an ascertainable standard won't cure the estate
tax inclusion issue of a legal (for example, support) obli-
gation. Treas. Regs. Section 20.2041-1(b) doesn’t provide
a precise definition of a POA. Rather, it holds:

(1) In general. The term ‘power of appointment’ includes
all powers which are in substance and effect powers
of appointment regardless of the nomenclature used
in creating the power and regardless of local property
law connotations. For example, if a trust instrument
provides that the beneficiary may appropriate or con-
sume the principal of the trust, the power to consume
or appropriate is a power of appointment.

To better understand what constitutes a POA, here’s
a summary of various beneficial interests in trust. For
these examples, assume that the trustee is an indepen-
dent trustee within the meaning of IRC Section 672(c).

(1) With the Crummey withdrawal power, the holder
alone, almost always without any restrictions, such as
a limitation for health, education, maintenance and
support, may withdraw from $5,000 to the annual
exclusion amount annually during a specified period
of time. Because the holder may unilaterally with-
draw the amount, it’s a power. It’s also a general POA.

(2) Some trusts are drafted so that a beneficiary has an
unconditional withdrawal right of one-third of the
principal at a specified age, one-half of the principal
ata later age and the balance of the principal at a still
later age. This is also a power that may be unilater-
ally executed by the beneficiary and is a POA.

(3) Instead of giving the beneficiary a withdrawal right,
the trustee is required to distribute one-third of the
assets at three specified ages. Here, the beneficiary
doesn't have a unilateral power to withdraw the
assets. Rather, the beneficiary must sue the trustee if
the trustee doesn’t distribute the trust assets pursu-
ant to the trust terms.

One might wonder whether (3) is a POA. In
(1) and (2), the beneficiary unilaterally has the
power to demand the distribution, not subject to any
fiduciary powers. In (3), the beneficiary may also
make a demand that the distribution is due; how-
ever, if the trustee doesn't follow the trust terms, the
beneficiary may also have to sue the trustee to force a
distribution. Conversely, the same is true for (1) and
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(2)—a beneficiary may have to sue a trustee to follow
the terms of a trust regarding a POA. Based on the
above, some planners might classify (3) as a POA,
while others might concludeit’sadistribution interest.

The analysis becomes more convoluted when
one attempts to distinguish between current distri-
bution interests.

(4) If a beneficiary has a mandatory right to a quarterly
distribution of income, is it a POA? Similar to the
discussion in (3) above, once the quarter has passed
and theres no distribution, the beneficiary may sue
the trustee for a distribution. If (3) is classified as a
POA, the same result seems to apply with a manda-
tory interest.

(5) With a support interest, when the beneficiary
requests a distribution, he has an enforceable right
to a distribution pursuant to the standard. When the
trustee is also a beneficiary, this is a POA. However,
such a power is deemed not to be a general POA if
the trustee/beneficiary is limited in making distribu-
tions to himself by an ascertainable standard.”

(6) With a common law discretionary interest, a benefi-
ciary has neither an enforceable right to a distribu-
tion nor a property interest. Therefore, these inter-
ests aren't classified as either a “power” or a “right”

Regarding (6), there appears to be considerable
authority that a third-party common law discretionary
interest” with an independent trustee, isn't a POA. Rev.
Rul. 76-378 states:

While the decedent had the power to invoke a
process of judicial review if the trustee, in the
judgment of the decedent, failed to liberally exer-
cise its discretionary power of invasion on the
decedents behalf, this kind of power does not
transfer a power of invasion granted an indepen-
dent trustee to the beneficiary of the trust.”

In Estate of Cox,” the Tax Court held that the trustee,
not the beneficiary, had the power of invasion. In other
words, the Tax Court didn’t even get to the analysis of
whether there was a general POA, because the benefi-
ciary of a discretionary interest didn’t have a power to
force a distribution. The court further held, “To decide
that the beneficiary had an implied power of invasion
would be inconsistent with such arrangement and with
the provision expressly granting the trustee sole and
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exclusive management [distribution] powers” When
interpreting the management powers, the Tax Court
concluded that, “it seems clear that the petitioner’s
power of management was intended to include the
power of determining when Mrs. Cox’s income was
insufficient and when the corpus should be invaded”
Conversely, the district court in Security-Peoples Trust
Co. held that the beneficial interest wasn't a general
POA.” At the same time, the court seemed to imply
that the beneficial interest alone wasn't a POA by hold-
ing that the trustee had the discretion alone to invade
income or principal for the beneficiaries with regard to
protection of interests of future and remainder benefi-
ciaries. Rev. Rul. 82-63 provides further authority that
a distribution interest isn’t a POA. When the power is
vested in a trustee, not the beneficiary, there isn't a POA.

While a discretionary interest in a third-party trust
isn't a POA, we still need to analyze whether a support
interest (that is, the beneficiary has an enforceable
right to a distribution) is. For example, lets say the
trust instrument states, “the trustee shall make distri-
butions for health, education, maintenance, and sup-
port” Assume the irrevocable trust is sitused in Ohio.
Under Ohios UTC, both governmental claims and
attorney’s fees are exception creditors. The spouse and
children are named as beneficiaries. The spouse isn’t
a trustee, and she passes away. She had an enforceable
right to a distribution that was based on an ascertain-
able standard. So at first, it doesn’t appear that she has
a general POA. Yet, under Ohio law, governmental
claims as well as attorneys defending a beneficiary’s
interest may reach the assets of a support trust as an
exception creditor.

Except for Rev. Rul. 82-63, all of the cases cited
above deal with a discretionary interest com-
bined with an independent trustee. Therefore,
one might narrowly conclude that the above
authority may not apply to a support interest. However,
Rev. Rul. 82-63 makes another possible distinction
between a distribution interest and what it calls “a
power of invasion,” meaning a POA. The ruling states,
“a power of invasion is different than a power of
distribution” In this revenue ruling, the IRS noted
that in Dana v. Gring” the decedent was to receive
income for life and as much of the principal as the
trustees deemed necessary for his reasonable welfare or
happiness. Unlike Rev. Rul. 76-368 and cases cited
above, the decedent/beneficiary was one of three
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trustees. Generally, this scenario would result in
an automatic estate inclusion issue because, in her
power as one of the three co-trustees, the beneficiary
could make discretionary distributions to herself.”
Therefore, her powers as a co-trustee would create a
power of invasion when coupled with her beneficial
interests. However, with quite a few contortions, the
Massachusetts Supreme Court concluded that based
on the circumstances, “happiness” was an ascertainable
standard. Part of this reason was that a co-trustee with
fiduciary duties couldn’t have distributed trust principal
to a life beneficiary solely on the basis of her subjective
desires. “In the absence of instructions to the contrary
(a trustee is bound) to administer his trust with an eye
to the remainder interest as well as to the interest of a
life beneficiary” The court also noted that, as a general
rule, a trustee beneficiary may not participate in deci-
sions regarding distributions of principal to himself.
Therefore, the court, in essence, concluded the trust was
an ascertainable standard. But, more important is that
the fiduciary duties of a trustee, in combination with
the distribution standard, prevented the distribution
power from being classified as a POA.

While many authorities will have different opinions
regarding the Massachusetts holding that in certain
circumstances “happiness” is an ascertainable standard,
this issue isn't the critical point of discussion under
Rev. Rul. 82-63. The IRS published the revenue ruling to
advise taxpayers that it wouldn't follow a factually distin-
guishable case—Brantingham v. U.S.” In Brantingham,
the decedent had a power in a non-fiduciary capacity
to invade the corpus for the beneficiary’s maintenance,
comfort, and happiness” The revenue rule notes that:

The discretionary power in Gring was a fiduciary
power of distribution and was, therefore, limited
by the fiduciaries™ obligation to preserve the cor-
pus for all beneficiaries. The court noted that the
trustees had to administer the trust with ‘an eye to
the remainder interest. The power in Brantingham
was a power of invasion, exercisable by the dece-
dent in an individual capacity and, therefore,
was not limited by any fiduciary considerations
regarding preservation of the corpus for other
beneficiaries. . !

The analysis in Rev. Rul. 82-63 brings forth a very
important distinction. A power held in an individual
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capacity, unless otherwise stated in the trust document,
may be exercised in a non-fiduciary capacity. There’s
no requirement to look at any other interests that a
different beneficiary may hold before the beneficiary
demands a distribution. Conversely, if a beneficiary is
serving as a trustee, he has fiduciary obligations before
making any distribution to himself. These fiduciary
obligations still don’t prevent an estate inclusion issue if
the beneficiary’s distribution interest isn’t limited to an
ascertainable standard. However, Rev. Rul. 82-63 may
be interpreted to mean that a distribution interest alone
limited by an ascertainable standard isn't a POA. If a
distribution interest isn’t a POA, an exception creditor
doesn’t create an estate inclusion issue for a third-party
trust. We agree with this interpretation when: (1) the
beneficiary isn't a trustee; or (2) the beneficiary is a
trustee but limited to making distributions based on an
ascertainable standard.”

This brings us to the second component of our analy-
sis: Is the estate tax inclusion issue for a POA held by a
third-party beneficiary under Section 2041 the same
as that under Section 2036 for a settlor/beneficiary? As
noted above, Section 2041 regarding estate inclusion
issues for a donee requires that the decedent hold a
POA. Conversely, Section 2036 doesn’t require the set-
tlor/decedent to hold a POA as a condition precedent
to whether there’s an estate inclusion issue due to the
assets being used to satisfy a legal obligation. Treas. Regs.
Section 20.2036-1 provides:

The ‘use, possession, right to the income, or other
enjoyment of the transferred property’ is consid-
ered as having been retained by or reserved to the
decedent to the extent that the use, possession, right
to the income, or other enjoyment is to be applied
toward the discharge of a legal obligation of the
decedent, or otherwise for his pecuniary benefit.

Therefore, it's uncertain whether this subtle differ-
ence between Section 2041 and Section 2036 results
in an estate inclusion issue for exception creditors of
DAPTs that aren’t deemed to be independent acts of

significance.
Defense 3: The third line of defense that an
exception creditor doesn’t create an estate

tax inclusion issue is the concept that a legal obligation
creates an estate inclusion issue in that a beneficiary
could “regulate creditors” to the trust for payment.”
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One might think that a quick look at this Treasury reg-
ulation seems to imply that the beneficiary is regulating
many creditors, instead of just a few potential limited
classes of creditors to the trust for payment. However,
thisisn’t what the revenue ruling and related case stated.
The ruling stated to “regulate creditors to all of the set-
tlor/beneficiary’s interest” It didn't state “regulate
all creditors to the beneficiary’s interest” For this
reason, we don’t have authority to support this
position. Conversely, an analogy may be made to
Rev. Rul. 76-152. In this revenue ruling, the husband
created an irrevocable trust for the benefit of his wife
and minor children in which distributions were based
on an ascertainable standard. The revenue ruling
concluded that there was an estate tax inclusion issue
if the wife died before the children reached the age
of majority, because she “was trustee and she” had a
support obligation “for the children that could be dis-
charged from the trust assets.” The revenue ruling didn’t
look to see if there were sufficient assets outside of the
trust to support the children. Rather, an estate inclu-
sion issue was created by the mere fact that the wife
had the “opportunity to use trust assets in her capacity
to satisfy a support obligation””

Due to all these factors, there’s a range of opin-
ions regarding whether there’s an estate tax inclusion
issue for a settlor/beneficiary of a DAPT thats under
a state statute that provides for exception creditors.
Conservative planners may choose to situs a self-settled
estate-planning trust only in a jurisdiction that provides
for no exception creditors, such as Alaska, Nevada or
South Dakota. Conversely, many planners may agree
with us that child support should be an act of indepen-
dent significance and, hopefully, the same is true for
maintenance. If this interpretation is correct, then these
exception creditors wouldn't create an estate tax inclu-
sion issue. Finally, there will be those that may conclude
the difference between Sections 2041 and 2036 doesn't
create an estate inclusion issue because they’re not broad
enough to be included in the definition of to “regulate”
creditors to the assets of the trust.

How Lead DAPT Statutes Work

With the exceptions of Missouri, Oklahoma and
Virginia, the other 12 DAPT statutes provide that the
only remedy a creditor may bring is a claim that there
was a fraudulent transfer to the DAPT. In essence, this
provision should eliminate all other legal and equitable
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claims against trust property, such as constructive trust,
resulting trust, alter ego, pierce the veil or dominion and
control type of arguments. Equitable remedies require
the client to dot all “is” and cross all “ts” in the admin-
istration of the trust. Further, the dominion and control
argument allows any court (whether DAPT state or non-
DAPT state) to use its standards to determine whether
the settlor retained too much control.” We find that
the elimination of all remedies other than a fraudulent
conveyance is a major asset protection that distinguishes
12 states from the other three.

Fraudulent Transfer
If the only remedy a creditor can bring is to prove a
fraudulent transfer, then the question becomes: How
debtor-favorable is the DAPT fraudulent transfer stat-
ute? The standard Uniform Fraudulent Transfer Act
(UFTA) allows any creditor to prove a fraudulent con-
veyance, based on a preponderance of the evidence, if
the transfer was made to hinder, delay or defraud any
creditor. The standard period of time for a creditor to
bring a fraudulent transfer action is typically four years.
When reviewing the debtor-friendliness of a DAPT
fraudulent transfer statute, here are five key questions
to ask:

1. Does the statute limit claims to fraudulent intent?
Does the statute require the specific creditor alleging
a fraudulent transfer to prove intent as applied to
that specific creditor?

3. Does the statute require the creditor to prove the
transfer was fraudulent by clear and convincing

evidence?

4. What's the statute of limitations period for a present
creditor?

5. What's the statute of limitations period for a future
creditor?

A standard fraudulent transfer law allows avoid-
ance of any transfer that “hinders, delays or defrauds” a
creditor. While direct authority regarding “hinder” and
“delay” issparse, whatlittleauthority that does exist indi-
cates that transfers can hinder or delay without involv-
ing fraud.” Alaska, Delaware, Ohio, South Dakota and
Tennessee have a competitive advantage over Nevada
on this point, as their statutes limit a fraudulent
conveyance action against an asset protection trust to
only actual fraudulent intent.
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Eleven DAPT states make a substantial asset protec-
tion improvement to the UFTA by eliminating the date
of discovery rule. In other words, a future creditor cant
claim he was unaware of the transfer and then file a
fraudulent transfer action based on the date of discov-
ery of the DAPT. Conversely, the date of discovery rule
remains for future creditors in Missouri, Oklahoma,
Virginia and Wyoming.

If the debtor is in bankruptcy, differences in DAPT
state fraudulent conveyance law are irrelevant. The
Bankruptcy Code extends the statute of limitations
to ten years for a bankruptcy trustee to exercise his
avoidance powers if transfers were made to a self-
settled trust or equivalent with the intent to hinder,
delay or defraud a creditor. The Bankruptcy Code also
retains the date of discovery rule for future creditors,
provides that any creditor may be used to prove a
fraudulent conveyance and uses the preponderance of
evidence burden of proof.

Litigation Issues

Alaska, Delaware, South Dakota and, arguably, Nevada
all have provisions stating that their courts have exclu-
sive jurisdiction over actions involving their DAPTs.
(That is, while this point is clear for Alaska, Delaware
and South Dakota, it’s not as clear in Nevada.) This is
a critical difference between lead trust jurisdictions
and the next tier. Assume that a creditor files first in a
Colorado court (a non-DAPT state) against a DAPT.
Will the DAPT state accept a concurrent action?
When a DAPT statute states that it has exclusive juris-
diction, it appears that the answer is “yes” Conversely,
in non-lead DAPT states, the courts may well state
that the foreign court already has jurisdiction over the
matter.

Automatic Removal of Trustees
Even if the action isn't brought within the DAPT state’s
forum (that is, the non-DAPT state doesn’t respect
the jurisdiction provision), Delaware, Hawaii, Ohio,
South Dakota, Tennessee and Wyoming provide for
the automatic removal of the trustee if a foreign court
doesn’t follow these states DAPT laws. A successor
trustee or new trustee under these DAPT statutes will
be appointed. It's uncertain whether these provisions
will survive a constitutional challenge, but they still
create a major statutory hurdle that a creditor must
surmount.
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Charging Order Protection

Most of the time, either a family limited partner-
ship (FLP) or limited liability company (LLC) is
owned partially or wholly by a DAPT. This struc-
ture strengthens the likelihood that an out-of-state
judge will apply the governing law of the trust under
conflict-of-laws principles because an LLC or FLP
interest is personal property. Thus, in addition to the
factors of the governing law of the trust and the place
of administration, some of the trust property is now
held in the same state.

When evaluating state charging order statutes, con-
sider that the “best” jurisdictions have a statute that:
(1) prevents the judicial foreclosure sale of the part-
ner’s or member’s interest; and (2) provides either
a provision denying any legal or equitable remedies
against the partnership or a provision preventing a
court from issuing a broad charging order interfering
with the activities of the partnership. We use the label
“SR” in “Which DAPT Jurisdictions Make the Grade?”
to indicate the jurisdictions where a charging order is
the sole remedy and where there’s no other language
in the statute (or comments in the case of a state
UTC) stating that a court may issue additional orders
to effect the charging order or a court may order the
judicial foreclosure sale of the partner’s or member’s
interest. The label “TE” designates that either the stat-
ute or case law allows the judicial foreclosure sale of
the partner’s or member’s interest.

Most Important Factors

Practitioners may disagree regarding what are the most
important factors when evaluating a jurisdiction.”
Because over 60 percent of the population will experi-
ence divorce, protection against marital claims is one of
the most significant factors when evaluating the strength
of a trust statute. The primary key to protecting against
a marital claim may well be whether a beneficiary has
an enforceable right to a distribution. This protection
isn't found in the DAPT statute but is in discretionary-
support legislation being enacted by many states. Some
of the more important DAPT statute provisions include
limiting a creditor’s claim solely to a fraudulent convey-
ance, debtor friendly fraudulent conveyance law and
forcing the litigation to the DAPT state. Finally, because
most DAPTs are combined with either an LLC or an
FLP, the strength of the DAPT state’s charging order
statute is also a major factor to consider. O]
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