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‘Where Should You Situs Your Trust? A Look at
"South Dakota's New Third Party Discretionary —
Support Statute

Mark Merric is a national speaker on estate and asset protection planning.
Mark is also a co-author of CCH's treatise on asset protection — first edition,
The Asset Protection Planning Guide, and the ABA's treatises on asset
protection, Asset Protection Strategies Volume I, and Asset Protection
Strategies Volume 1.

Subject

Frances Becker is of counsel with the law firm of Lynn, Jackson, Shultz, &
Lebrun, P.C. in Rapid City, South Dakota and also provides trust services
through South Dakota Trust Company LLC. She works nationally with
families, attorneys, and other professionals who site trusts in South Dakota.
Frances, since 1996, is an appointee on the Governor's Trust Task Force, which
annually reviews and writes trust legislation proposed for the South Dakota
legislature.

Pierce McDowell, 111 is Co-Founder and President of South Dakota Trust
Company LLC (based in Sioux Falls, South Dakota), a national trust boutique
and financial advisory company for wealthy domestic and international
families who site their trusts in South Dakota. Pierce was formerly President
of Citibank's trust company in South Dakota. Pierce is also one of the original
Governor appointments to the Governor's trust task force and is still a major
contributing member.

EXECUTIVE SUMMARY:

With close to a trillion dollars at stake, many states strive to improve their trust
laws to attract trust business.2! Some of the most common states when looking
for favorable trust law jurisdictions are Alaska, Delaware, Nevada, Rhode
Island, and South Dakota.



South Dakota originally took the lead to attract trust business to its state when
it abolished the rule against perpetuities in 1983. In 1996, Jonathan
Blattmachr led Alaska to become a premiere trust law jurisdiction, and
naturally, not to be out matched in the business world, Dick Nenno's Delaware
expanded its laws not just to encompass corporate and limited liability law, but
also trust law. And the race was on...

On March 26, 2007, South Dakota's Governor signed legislation that goes into
effect July 1, 2007, codifying beneficiary and creditor rights as primarily
developed at common law and explained in the Restatement (Second) of
Trusts.

While South Dakota has a self-settled trust statute that is almost identical to
Delaware, this new act does not deal with self-settled trusts. Rather, this new
act covers traditional trusts where a third party, typically parents or
grandparents, create a trust for their children and/or grandchildren.

South Dakota's third party beneficiary and creditor right legislation may be
downloaded at www.InternationalCounselor.com, then go to "Publications,"
and then to "Hot Off the Press."

COMMENT:

WHY IS THERE A NEED FOR CODIFICATION OF BENEFICIARY
AND CREDITOR RIGHTS?

Unfortunately, the Restatement (Third) of Trusts ("Restatement Third")
severely reduces the asset protection of beneficial interests in trusts. In fact, in
many areas of creditor rights, it is simply not a restatement of common law,
rather the creation of favorable creditor law.

For example, Restatement Third Section 60 provides that any creditor may
attach a sole trustee/beneficiary's interest. Any creditor includes Visa and
Mastercard.

Think of all of the bypass trusts where mom is the sole trustee, and now any
creditor, can attach Mom's interest in the bypass trust. There is virtually no
case law that supports the Restatement Third's position in this area.



Also, with little common law support, the Restatement Third abolishes the
discretionary—support distinction under common law and creates an
enforceable right or property interest in almost all discretionary trusts.?
Further, both the Uniform Trust Code ("UTC")®! and the Restatement Third™
allows any creditor to attach and exercise an outstanding inter vivos general
power of appointment.!

With the 2005 amendments, the UTC has attempted to distance themselves
from the Restatement Third. However, we agree with Roy Adams and Clary
Redd as well as many other practitioners that, even after amendment, the UTC
significantly broadens creditor rights.'®

WHAT ABOUT PROTECTION UNDER COMMON LAW?

Doesn't current common law in Alaska, Delaware, Rhode Island, Nevada, and
South Dakota protect these beneficial interests? Won't a judge apply the
common law of these states and ignore the expanded view of creditor rights
espoused by the Restatement Third? Many states such as New York,
Massachusetts, Texas, Kansas, Colorado, and Minnesota have case law that
directly follows the Restatement (Second) of Trusts. In these states, a judge
may continue to follow case law.

Surprising as it may seem, Alaska, Delaware, Rhode Island, Nevada, and
South Dakota have little discretionary—support trust law on point.

At first blush one might ask, *"What do you mean Delaware has little
discretionary-support trust law?" Remember, Delaware holds the number one
position regarding forming corporations.

While Delaware may be the only state that may claim that its appellate courts
have never allowed a plaintiff to pierce the veil of a corporation,' it did not
become a trust law jurisdiction until 1997.%8! Therefore, contrary to what many
of us might initially think, these top trust jurisdictions do not have much
discretionary-support case law on point, and unfortunately a court in these top
trust jurisdictions may inadvertently apply the Restatement Third without
knowing that it greatly expands creditor rights over common law.

WHAT ARE THE KEY ISSUES?



While there are many issues that are covered by the South Dakota act, this
article will focus on the following three key issues:

1. Retention of the superior asset protection of a discretionary trust under
common law;

2. Protection against dominion and control arguments; and

3. Protection against creditor attachment of general powers of
appointment.

THE COMMON LAW DISCRETIONARY TRUST

A beneficiary's greatest asset protection is provided by a common law
discretionary trust.2! With a common law discretionary trust, a beneficiary has
neither an enforceable right™® to a distribution nor a property interest™: rather
the beneficiary has nothing more than a mere expectancy.*2

Since a beneficiary does not have a property interest, no creditor may attach
such interest.2! A beneficiary may only seek judicial review of a trustee's
action for (1) an improper motive; (2) dishonesty; or (3) failure to act.2 In
this respect, a beneficiary has nothing more than an equitable interest to
enforce the terms of the trust pursuant to the restricted standard of judicial
review.!2!

Since a beneficiary of a discretionary trust has no enforceable right or property
right, no creditor can stand in a beneficiary's shoes and no creditor can attach
the beneficiary's interest. It should be noted that under common law, the asset
protection of a beneficiary's interest in a discretionary trust has nothing to do
with spendthrift protection.! Rather, it is the nature of the beneficiary's
interest.

To avoid the problems created by Restatement Third and those that are within
the UTC, Jonathan Gopman suggested that "planners should strongly
consider counseling clients to establish third party trusts in appropriate
offshore jurisdictions."®2 While we highly respect Mr. Gopman, in view of
the South Dakota's new trust law SB 98, there is probably little need to go
offshore.

The following is a summary of the key provisions supporting the common law



discretionary trust provisions under SB 98:

¢ Section 2 provides that "The common law distinction between a
discretionary trust and a support trust and the dual judicial review standards
related to this distinction shall be maintained."

¢ Section 15 defines and classifies mandatory interests, support interests, and
discretionary interests. Under this section a discretionary interest is:

e any interest where a trustee has any discretion to make or withhold a
distribution. A discretionary interest includes permissive language
such as “may make distributions' or it may include mandatory
language that is negated by uncontrolled language of the trustee, such
as ‘the trustee shall make distributions in the trustee's sole and
absolute discretion.™

e Examples of discretionary interests are provided in paragraph (3) of
Section 17.

There are two key elements to the asset protection of a common law
discretionary trust.

First, paragraph (1) of Section 20 codifies common law and states that "a
discretionary interest is neither a property interest nor an enforceable right. It
IS @ mere expectancy."

Second, it is one thing to say a beneficiary does not have an enforceable right
in a statute. However, under common law, the reason that a beneficiary of a
common law discretionary trust did not have an enforceable right to a
distribution (and therefore no creditor can stand in the beneficiary's shoes) was
the limited judicial review standard for a discretionary trust. Therefore,
paragraph (3) of Section 20 retains the Scott on Trusts categories for limited
judicial review by a court for only (1) dishonesty; (2) improper motive; and (3)
failure to use the trustee's judgment.

In the April 2005 issue of Practical Drafting, page 8080, Richard Covey noted
that the UTC 2005 amendments did not address his, as well as many others'
concern with the UTC's judicial review standard for a discretionary trust. In
particular, if a discretionary trust is subject to a reasonableness review standard
does a beneficiary now have an enforceable right, i.e., a property interest, to a
distribution?

In the upcoming issue of Practical Drafting, Covey notes that the above



language in the South Dakota standalone statute does adequately address his
concerns.

On a similar note, Charles A Redd remarked that he had concerns with the
reasonableness standard of review imposed by Restatement 3d § 50(2)
comment b being applied to a discretionary trust.28 Again, the South Dakota
statute retains the dichotomy and different judicial review standards for a
discretionary and a support trust and solves the same issue inherent in the
Restatement Third.

DOMINION AND CONTROL ARGUMENTS

A recently published article in Trusts & Estates warns of the problems of
giving a beneficiary too much control — in particular where a beneficiary serves
as the sole trustee.X! As primary authority for its conclusions, the article cites,
In re McCoy, 2002 WL 161588 (ND. Ill. 2002) an unreported case and the
Restatement Third Section 60 comment g.

Under common law, if a beneficiary has too much control over a trust, any
creditor may reach the beneficiary's interest. South Dakota's SB 98 negates the
Restatement (Third) Section 60 g. and cures the possible expansion of
dominion and control arguments with the following provisions:

¢ Section 5 states, "No creditor may attach, exercise, or otherwise reach an
interest of a beneficiary or any other person who holds an unconditional or
conditional removal or replacement power over a trustee.”

¢ Section 5 further states, "No creditor may reach an interest of a beneficiary
who is also a trustee or co-trustee, or otherwise compel a distribution
because the beneficiary is then serving as a trustee or a co-trustee. No trust
may foreclose against such interest."

¢ Section 9 states, "In the event that a party challenges a settlor or
beneficiary's influence over a trust, none of the following factors, alone or
in combination, may be considered dominion and control over a trust:

e A beneficiary serving as a trustee or co-trustee as described in
Section 5 of this Act;

e The settlor or a beneficiary holds an unrestricted power to
remove or replace a trustee;

e The settlor or a beneficiary is a trust administrator, a general



partner of a partnership, a manager of a limited liability
company, an officer of a corporation, or any other managerial
function of any other type of entity, and part or all of the trust
property consists of an interest in the entity;

e A person related by blood or adoption to a settlor or a
beneficiary is appointed as trustee;

e Asettlor's or a beneficiary's agent, accountant, attorney,
financial advisor, or friend is appointed as a trustee; or

e A business associate is appointed as a trustee."

GENERAL POWERS OF APPOINTMENT BEING ATTACHED BY
ANY CREDITOR

As noted in a few articles!??, both the UTC and Restatement Third make a
great departure from common law allowing creditors to reach outstanding
general powers of appointment.

The North Carolina and South Carolina UTC versions removed provisions
regarding the attachment of general powers of appointment and leave this
matter to case law.

South Dakota's SB 98 affirmatively rejects the UTC and Restatement Third
position by codifying common law. SB 98 Section 3 paragraphs (1); (2); and
(3) provide that a power of appointment may not be judicially foreclosed, no
creditor may attach a power of appointment, and a power of appointment is not
a property interest.

CONCLUSION:

The race for settlor favorable trust law continues. In 1983, South Dakota was
the first state to abolish the common law rule against perpetuities. Now over
twenty states have done something similar.

South Dakota is now the first state to make sure that its courts do not adopt the
unfavorable newly created creditor and beneficiary right provisions under the
Restatement Third and to a lesser extent the UTC.

As South Dakota and other lead trust jurisdictions codify a "settlor based"



code, more trust business will move to these states, leaving those states that
adopt a "beneficiary favored" code or do nothing and risk a judge inadvertently
applying unfavorable trust law suggested in Restatement Third.

HOPE THIS HELPS YOU HELP OTHERS MAKE A POSITIVE
DIFFERENCE!

Mawvk Merric
Fronces Becker
Pierce McDowell, I11

Technical Editor - Duncan Osborne
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