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ASSET PROTECTION PLANNING WITH TRUSTS: PART |
CURRENT DEVELOPMENTS UNDER FLORIDA LAW
PLANNING WITH INTER VIVOS QTIP TRUSTS

Barry A. Nelson, Esq.”

l. Introduction.

In light of differences in state public policy with respect to the ability to create a
self-settled trust with asset protection to the settlor, estate planners have many
options to assist clients who want a coordinated plan that saves estate, gift,
generation skipping transfer and income taxes but also provides asset protection.
Seventeen states have enacted broad self-settled asset protection trust statutes.’
Residents of the 17 states that enacted self-settled asset protection trust legislation
can rely on their state’s public policy to take advantage of self-settled asset
protection benefits. Fifteen states (in addition to Indiana, which is proposed) have
enacted statutes that create limited self-settled asset protection for inter vivos
QTIP trusts. 2 For those living in states that have not enacted self-settled asset
protection trust legislation, alternatives include the use of a domestic asset
protection trust in a state that has enacted self-settled asset protection legislation
or creation of a foreign self-settled asset protection trust. A number of cases have
challenged whether a debtor living in a state that has not enacted self-settled asset
protection legislation can use a domestic asset protection trust in a state that has
enacted said legislation.?

For the year 2017 the unified credit exempts $5.49 million of taxable transfers
from gift, generation skipping or estate taxes. Married couples benefit from
combined exemptions of $10.98 million.

*Materials supplemented through January 5, 2017. The assistance of Alexander P. Gil, Esq., Cassandra Nelson and
Michael Sneeringer, Esg. in preparation of this outline is acknowledged and appreciated.

! ALASKA STAT. §§ 13.36.310, 34.40.110; COLO. REV. STAT. § 38-10-111; DEL. CODE ANN. TIT. 12,
883570-3576; HAW. REV. STAT. § 554G; Miss. Code Ann. §891-9-701 — 91-9-723; Mo. REV. STAT.
88456.5-505; NEV. REV. STAT. §8116.010-166.170; N.H. REV. STAT. ANN. 8564-D:1-18; OHIO LEGACY
TRUST ACT, CHAPTER 5816 OF THE OHIO REVISED CODE; OKLA. STAT. ANN. tit. 31, § 10-18; R.I. GEN.
LAws § 18-9.2-1 — 18-9.2-7; S.D. CoDIFIED LAWS 8855.16-1-55-16-17; TENN. CODE ANN. § 35-16-101-
112 ; UTAH CODE ANN. 825-6-14 (repealed and re-enacted in 2013); VA. CODE ANN. § 64.2-745.1 and
64.2-745.2; W. VA. CODE SECTIONS 44D-5-503A, 44D-5-503B; 44D-5-503C; AND 44D-5-505; WYO. STAT.
884-10-505 & 4-10-510-523. See Exhibit 1 for the “ACTEC Comparison of the Domestic Asset Protection
Trust Statutes,” updated through September 2016, edited by David G. Shaftel. As noted by the ACTEC
Comparison, it is unclear whether Colorado should be considered an asset protection trust jurisdiction.

2 See Exhibit 2 for state statutes that create limited self-settled asset protection for inter vivos QTIP trusts.

% See In re Mortensen, A09-00565-DMD, 14 (Bankr. D. Alaska May 26, 2011) (an unreported decision);
Waldron v. Huber (In re Huber), BK. W.D. Wa Adversary No. 12-04171, Bankruptcy No. 11-41013, Order
Granting Trustee Partial Summary Judgement, Doc. 142, May 17, 2013 (the “Order”).

Part I: Inter Vivos QTIP Trusts — Barry A. Nelson — Page 1



Until 2010, if a husband or wife did not take advantage of their respective unified
credit amounts, they were wasted. As a result, planning required the creation of
trusts upon the death of the first spouse so that the unified credit amount of the
first spouse to die could be allocated into a trust, typically referred to as a Bypass
Trust or a Credit Shelter Trust. These trusts allowed the surviving spouse access,
but if properly drafted, assets in such trusts were not includible in the gross estate
of the surviving spouse. In order to be certain the first spouse to die had sufficient
assets to take advantage of his/her unified credit amount, clients were advised
they needed to divide assets so both husband and wife had sufficient assets in
their own name to take advantage of his or her unified credit amount. Couples
were then forced to make decisions on occasion to restructure assets previously
held by husband and wife as tenants by the entirety, a title that protects the assets
against the claims of only one spouse and avoids probate in many jurisdictions,*
and instead, re-title such assets by placing such assets in the husband’s sole name
or the wife’s sole name or part in each of their sole names or in the names of their
respective inter vivos revocable trusts. While this restructuring had potential
estate tax benefits, it created asset protection and, if titled in individual names,
probate pitfalls. As a result of portability, advisors should review their client’s
planning to determine if it is safer to hold assets in an asset protected format that
avoids probate (e.g. tenants by the entirety for states that recognize such
protection or in inter vivos QTIP trusts as described below for states that enacted
legislation protecting inter vivos QTIP trusts) rather than have their clients hold
significant assets in a husband or wife’s sole name, or in their respective
revocable trusts.

The analysis is not simple. There are many factors and already much has been
written.®> For those with larger estates (e.g., over $10.98 million), planning with
Credit Shelter/Bypass Trusts still provides tax benefits as the assets passing into
such trusts upon the death of the first spouse will not be includible in the estate of
the surviving spouse regardless of future appreciation. However, for those whose
aggregated estates are not likely to exceed $10.98 million plus an inflation factor,
it is probably better to have the lifetime benefits of tenants by the entirety
ownership (for states that recognize such protection) for greater asset protection
and to reduce potential income tax after both parents pass away by gaining a full
step up in basis upon the death of the surviving spouse. The reason is that assets
owned (outright but not in a Credit Shelter/Bypass Trust) by the surviving spouse

* For a comprehensive discussion on tenants by the entirety, see Barry A. Nelson, Asset Protection &
Estate Planning — Why Not Have Both?, 46 PHILIP E. HECKERLING INSTITUTE ON EST. PLAN. 1704
(Matthew Bender & Co., Inc. Jan. 2012). See also Barry A. Nelson, Tenancy by the Entireties, available at

http://www.actec.org/public/Documents/Studies/Nelson_Tenancy by the Entireties 05 01 12.pdf (listing
each state and differentiating whether the state recognizes tenants by the entirety). See Exhibit 3 for a
summary of states having some type of tenants by the entirety protection.

® See Thomas W. Abendroth, Portability: Now Available in Generic Form, Address at the 48th Annual
Heckerling Institute on Estate Planning (Jan. 2014); Jonathan G. Blattmachr, Austin W. Bramwell, & Diana
S.C. Zeydel, Portability or No: The Death of the Credit-Shelter Trust, J. oF TAX. (May 2013); Howard M.
Zaritsky & Diana S.C. Zeydel, New Portability Temp. Regs. Ease Burden on Small Estates, Offer Planning
for Large Ones, J. oF TAX. (Oct. 2012).
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upon death are stepped up to fair market value as of date of death. As a result, if
the surviving spouse has an estate of $10.98 million and benefits from portability,
then if all assets are sold upon the death of the surviving spouse, no capital gain
would be incurred. Instead, if upon the death of the first spouse, assets of $2.5
million were devised to a Credit Shelter/Bypass Trust for the benefit of the
surviving spouse and such assets appreciated by $3 million from the death of the
first spouse to the death of the surviving spouse, then when the children inherit
the Credit Shelter Trust assets, they will only have $2.5 million of income tax
basis. As a result, a capital gain of $3 million would be incurred upon the
liquidation by the children of assets in the Credit Shelter/Bypass Trust upon the
death of the surviving spouse in the example above. At current capital gains rates,
combined with the Net Investment Income Tax of 3.8%, income taxes in excess
of $700,000 could be incurred upon the sale of the appreciated assets that could
have been avoided with planning.

Portability has a number of shortfalls. For example, if the surviving spouse
remarries and the new spouse also predeceases him or her, then the availability of
the unused applicable exclusion amount is based upon the last deceased spouse.
As a result, if the first predeceased spouse (Joan) left all of her assets outright to
her husband (Sam), and then Sam remarries a wealthy woman (Mary) who
already made full use of her applicable exclusion amount by making gifts to her
children, then if Mary predeceases Sam, Sam will not benefit from portability.
Sam’s last deceased spouse had no unused exclusion amount.

Other shortfalls of portability are that the unused exclusion amount transferred to
the surviving spouse is not indexed for inflation, and portability does not apply to
the GST exemption.® The appreciation in value of assets placed in a credit shelter
trust passes tax free to the ultimate beneficiaries. If a surviving spouse lives for an
additional ten to twenty years and the assets inherited outright from the first
spouse to die significantly appreciate in value, the estate tax on the appreciation
upon the death of the surviving spouse could have been avoided if instead the
assets were held in a credit shelter trust (to the extent the surviving spouse had
other assets available). Credit shelter trusts may also provide asset protection to
trust beneficiaries. Thus, by using a credit shelter trust, the first spouse can assure
that his or her wealth passes as he or she intends and appreciation on assets, as
well as a cumulative increase in the credit shelter trust, may pass estate and
generation-skipping transfer tax free to children and more remote descendants.
The aforementioned benefits are not possible if portability is relied on and assets
are conveyed outright to a surviving spouse.

Those who are willing to rely on portability may decide that owning the entire
$10.9 million of assets jointly is a simple plan that avoids probate after the death
of the first spouse, especially in states such as Florida that protect assets held by a
husband and wife as tenants by the entirety from claims of general creditors that
are not joint creditors. However, there are significant risks with the tenants by the

® Abendroth, supra note 3 at 1-4. See also Temp. Reg. § 25.2505-2T.
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entireties plan. First, assets are unprotected from creditors of the surviving spouse
upon the death of the first spouse. Next, in blended families, there is no assurance
the surviving spouse will leave any share to the family of the first spouse to die.
In addition, no protection is available through tenancy by the entirety ownership
where the entirety holders have joint debt such as loan guarantees signed by
husband and wife or joint liability where husband and wife work together in their
law or medical practices and both get sued. The same issues apply to same sex
couples relying on tenants by the entirety protection. Among the typical
suggestions for a couple with a $10.98 million net worth, who prefer not to rely
on portability, is to divide assets so both a husband and wife take advantage of
their respective $5.49 million exemption. However, holding assets in the
individual name of each spouse, in separate revocable trusts for each spouse or
holding the entire $10.98 million in joint names, even tenants by the entirety,
could create potentially devastating asset protection consequences as described
more fully below. Having each spouse create separate non reciprocal inter vivos
QTIP trusts provides asset protection and assures the use of each spouse’s
applicable exclusion amount. If such inter vivos QTIP trusts are created in
Arizona, Delaware, Florida, Kentucky, Maryland, Michigan, New Hampshire,
North Carolina, Oregon, South Carolina, Tennessee, Texas, Virginia and
Wyoming (referred to hereinafter as the “Inter Vivos QTIP Trust Jurisdictions™),
the anticipated tax and asset protection benefits are significantly more likely to be
achieved as compared to those inter vivos QTIP trusts created in states that have
not modified their spendthrift trust statutes.’

1. Planning Using Inter Vivos QTIP Trusts.

The Inter Vivos QTIP Trust Jurisdictions have modified their spendthrift trust
statutes to provide that where an inter vivos QTIP election was made, then, after
the death of the donor’s spouse, any assets passing back into a trust for the initial
donor spouse are deemed to have been contributed by the donor’s deceased
spouse and not by the donor.® The creation of inter vivos QTIP trusts thereby
allows married couples to take advantage of one another’s federal estate tax
exemptions and, at the same time, to enhance asset protection planning. These
statutes (referred to hereinafter as the “Inter Vivos QTIP Spendthrift Statutes”),
coupled with the 2010 Tax Relief Act, provide estate planners with a great
planning opportunity.

A. Dennis and Debbie — An Example.

In order to illustrate the planning possibilities of an inter vivos QTIP
spendthrift trust plan, a hypothetical example is provided. Dennis and
Debbie, both attorneys, are married with children and reside in Florida.
Dennis and Debbie have accumulated a net worth of approximately $13.72
million, of which $2.82 million is equity in their Florida homestead, and

’ See Exhibit 2.
® For example, see FLA. STAT. § 736.0505(3).
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$10.9 million is invested in a joint brokerage account (titled “tenants by
the entirety”). Dennis and Debbie are willing to rely on estate tax
portability to maintain a “simple” estate plan and benefit from asset
protection provided by tenants by the entireties ownership. Assuming
Debbie dies in July of 2016 and Dennis dies in December of 2016, no
estate tax is due upon Debbie’s death and the tax upon the death of
Dennis, assuming portability, would be $1.128 million (Dennis’ taxable
estate of $13.72 million - $10.9 million applicable exclusion amount as of
2016 = $2.82 million x 40 percent tax rate = $1.128 million).” Although
all of their assets are protected from creditors during their joint lifetimes
(assuming all debts are owed to individuals as compared to the IRS or
SEC, they remain married to one another, had no joint debt, all property
was held as tenants by the entirety in a jurisdiction that provides asset
protection for tenants by the entirety assets and there was no fraudulent
conveyance or fraudulent conversion to the tenancy by the entirety
accounts and/or title) upon the death of Debbie, all assets that pass to
Dennis by operation of law, other than their Florida homestead (which we
assumed qualified for Florida’s constitutional unlimited homestead
exemption), would be subject to the creditors of Dennis. In order to
enhance the amount of assets that can pass free of tax upon the death of
the surviving spouse by allowing the assets of the credit shelter trust to
grow, their CPA suggests that Debbie’s assets be re-titled so the revocable
trust created by Dennis owns $5.45 million (as of 2016) (thereby avoiding
probate and taking advantage of his estate tax exemption if he dies first),
and the revocable trust created by Debbie owns $5.45 million.'® Each of
their revocable trusts creates a testamentary credit shelter trust primarily
for the benefit of the surviving spouse of the greatest amount that can pass
free of estate tax upon the death of the first spouse, which trust is intended
to pass free of estate tax upon the death of the surviving spouse.

Dennis and Debbie’s desire is to maintain access to all family wealth until
the survivor of them passes away, but they do not mind having a portion
of the funds held in trust for the surviving spouse, as long as the surviving
spouse can serve as a co-trustee or as sole trustee during his or her
lifetime, and as long as distributions can be made to the surviving spouse
based upon an ascertainable standard (such as for his or her health,
maintenance and support). Assuming they follow their CPA’s suggestion
and divide their assets so each has $5.45 million in their respective
revocable trusts, none of the $10.9 million owned by their trusts would be
protected from creditors while both spouses were married and living
because assets in a revocable trust are not protected from creditors’
claims.** Assuming Debbie predeceases Dennis and no claims are made

% See Exhibit 4.
10 5ee Exhibit 5.

11 See id. Most of the Inter Vivos QTIP Trust Jurisdictions provide statutorily that assets in a revocable trust
are not protected from creditors’ claims, see ARIZ. REV. STAT. § 14-10505(A)(1); DEL. CODE ANN. TIT. 12
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against her estate, Debbie’s assets can pass into a credit shelter spendthrift
trust for Dennis, generally protected from the creditors of Dennis. During
the lifetime of Dennis, $5.45 million or more (i.e., the assets held in the
credit shelter trust for the benefit of Dennis as well as any growth and
accumulated income) is protected from his creditors, but the $5.45 million
held in the revocable trust created by Dennis remains subject to his
creditors.’? Based upon the assumptions above, upon his death, Dennis’
estate would pay $1.128 million in estate taxes assuming no appreciation
on his $5.45 million investments and his $2.82 million residence.*®

Dennis and Debbie want a second opinion, so they consult with Mike, an
attorney whose practice combines estate planning and asset protection.
Mike explains that converting $10.9 million of their assets from tenants by
the entirety into two $5.45 million revocable trust accounts changes the
character of the assets from those that are protected from most potential
creditors under applicable state law (as long as the debt was not a joint
debt of Dennis and Debbie, and both were living and married to one
another in a state that fully protects tenants by the entirety assets), and
subjects the entire $10.9 million to claims of their respective creditors
because assets in a revocable trust are unprotected.** Dennis and Debbie
ask for alternatives that would allow each of them to take advantage of
their estate tax exemptions while at the same time not subjecting their
assets to exposure to the claims of future creditors. They have also heard
there may be income tax benefits using certain irrevocable inter vivos
trusts.

Mike explains that as a result of the enactment of Florida’s inter vivos
QTIP spendthrift statute (which has been adopted in various versions but
with similar objectives in 15 states, in addition to Indiana, which is
proposed), assuming Dennis and Debbie have no existing actual or
contingent liabilities,*> Dennis and Debbie can divide their $10.9 million
tenants by the entireties brokerage account equally between them and

§ 3536(d)(3); FLA. STAT. § 736.0505(1)(a); MicH. Comp. LAWS § 700.7506(1)(a); N.C. GEN STAT. § 36C-5-
505(a)(1); OR. REv. STAT. § 130.315(1)(a); S.C. CODE ANN. 8§ 62-7-505(a)(1); VA. CODE ANN. § 64.2-747
(A)(1); Wyo0. STAT. ANN. 8 4-10-506(a)(i).

12 See Exhibit 5.

3 Dennis’ Gross Estate ($8.27 million, $5.45 million of brokerage assets and $2.82 million in equity from
homestead) — Applicable Exclusion Amount ($5.45 million) = Dennis’ Taxable Estate ($2.82 million).
Dennis’ Estate Tax is $1.128 million ($2.82 million x 40 percent). See Exhibit 5.

Y FLA. STAT. § 736.0505(1)(a) (“The property of a revocable trust is subject to the claims of the settlor’s
creditors during the settlor’s lifetime to the extent the property would not otherwise be exempt by law if
owned directly by the settlor”). See Exhibit 5.

5 While Dennis and Debbie enjoy tenancy by the entireties protection of their jointly owned assets, once
Debbie and Dennis separate their tenants by the entirety property so each of them owns one half in their
own names, the tenancy by the entireties protection is lost. In the event either Debbie or Dennis had any
outstanding creditors at that time, breaking the tenancy by the entirety would subject any assets held in the
sole name of Debbie or Dennis to claims of their creditors and a conveyance by them to an inter vivos
QTIP trust at a time where either of them is insolvent could be deemed a fraudulent conveyance, thereby
subjecting the transfer to attachment or other creditors’ remedies. See FLA. STAT. §§726.105; 726.108.
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create separate inter vivos QTIP trusts, taking care that the trusts are not
reciprocal.'® Inter Vivos QTIP Trust Jurisdictions provide a solution to
many of Dennis and Debbie’s tax and asset protection objectives. Rather
than maintaining the assets in unprotected revocable trusts (and thereby
subjecting $10.9 million of assets to potential future creditors), Dennis can
create an inter vivos QTIP trust for Debbie and transfer $5.45 million of
assets to the trust, and Debbie can do the same for Dennis.*’

Dennis would only be willing to create the trust for Debbie if he had
reasonable assurances that, should Debbie predecease Dennis, he would
have access to the $5.45 million (or such other amount as may be held in
the trust upon Debbie’s death). To maintain flexibility for future planning,
the inter vivos QTIP trust can give Debbie a testamentary special power of
appointment that could be exercised in favor of one or more of Dennis,
their children, or a charity.'® However, if Dennis wants to be certain that,
should Debbie predecease him, the assets would be held in a trust for him,
the QTIP trust could provide that if Dennis survives Debbie, assets
remaining in Debbie’s QTIP trust must pass in trust for the benefit of
Dennis during his lifetime. The trust could provide a formula so, to the
extent assets that were held in Debbie’s trust can pass free of estate tax as
a result of Debbie’s remaining applicable exclusion amount, they would
pass into a credit shelter trust for Dennis with any excess assets passing
into a QTIP trust for Dennis so no estate tax would be payable upon
Debbie’s death.'® Use of this technique assures that the assets held in the
inter vivos QTIP trust for the benefit of Debbie are protected from her
creditors during Debbie’s lifetime because the QTIP trust is a spendthrift
trust. Furthermore, upon Debbie’s death, the assets remaining in her QTIP
trust will be held in an asset-protected spendthrift trust for the benefit of
Dennis (a credit shelter trust and/or a QTIP trust).?

18 This should only be done if Dennis and Debbie do not have existing debt because once assets held as
tenants by the entirety are divided and retitled in their respective names, assets that previously were
protected from creditors as tenants by the entirety (assuming no joint debt) would be subject to creditors’
claims of Dennis and Debbie since they will have outright ownership of $5.45 million each prior to
contributing such assets to the new QTIP trusts. Reciprocal trusts must be avoided. For an excellent article
addressing the reciprocal trust issue in great detail, see Mitchell M. Gans, Jonathan G. Blattmachr & Diana
S.C. Zeydel, Supercharged Credit Shelter Trust, 21 PROB. & PrRop. 52, 57-62 (July/Aug. 2007).

" Even if the amount gifted to the new inter vivos QTIP exceeded $5.45 Million, no gift tax would be
payable assuming a gift tax marital deduction is claimed.

18 A special power of appointment provides the power holder with the right to distribute property, subject to
the power, to a limited class of beneficiaries or alternatively to a broad class that excludes the power
holder, the power holder’s estate, the power holder’s creditors, or the creditors of the power holder’s estate.
See I.R.C. § 2041.

% The mandatory reversion in favor of Dennis would be even more critical if he had children from a prior
marriage and he wanted to be certain that upon Debbie’s death the assets would: a) pass for his benefit if he
survives Debbie; or b) to his children if he predeceases Debbie or disclaims the interest otherwise passing
to him upon Debbie’s death.

2 This article assumes assets in a spendthrift trust are protected from general creditors. Exception creditors,
such as the IRS, may circumvent spendthrift protection. See FLA. STAT. § 736.0503(2):
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Until enactment of the Inter Vivos QTIP Spendthrift Statutes, assets
passing from the inter vivos QTIP trust created by Dennis for Debbie back
to Dennis at Debbie’s death, whether based upon the terms of the original
trust or through the exercise of a special power of appointment from
Debbie, might have been thought to be subject to the claims of creditors of
Dennis because he created the original trust.** In his defense against a
creditor’s challenge to the trust, Dennis would argue that Debbie, and not
Dennis, should be considered as the donor of the trust after Debbie’s
death, so Dennis is not properly considered the donor of the trust passing
to him upon Debbie’s death. This argument would be consistent with
Treas. Reg. § 25.2523(f)-1(f), Example 11, which provides that assets held
in an inter vivos QTIP trust for the benefit of the donor after the death of
his or her spouse will not be includible in the donor’s taxable estate under
§§ 2036 and 2038 of the Internal Revenue Code.?? Thus, Dennis and
Debbie would argue that following the reasoning in the Treasury

To the extent provided in subsection (3), a spendthrift provision is unenforceable against:

(@) A beneficiary’s child, spouse, or former spouse who has a judgment or court order

against the beneficiary for support or maintenance. (b) A judgment creditor who has

provided services for the protection of a beneficiary’s interest in the trust. (c) A claim of

this state or the United States to the extent a law of this state or a federal law so provides.
See also Exhibit 8 Barry A. Nelson, Protecting Trusts From Claims of Alimony or Child Support, Trusts &
Estates Magazine (March 2014), where a third party created Florida trust could be subject to garnishment
as to former spouse with judgment against spouse in the form of support.
1 See ARIz. REV. STAT. § 14-10505(A)(2), N.C. GEN STAT. § 36C-5-505(a)(2), VA. CODE ANN. § 64.2-
747(A)(2) (“with respect to an irrevocable trust..., a creditor or assignee of the settlor may reach the
maximum amount that can be distributed to or for the settlor’s benefit.”); DEL. CODE ANN. TIT. 12 §
3536(a)

A creditor of a beneficiary of a trust shall have only such rights against or with respect to

such beneficiary’s interest in the trust or the property of the trust shall be expressly

granted to such creditor by the terms of the instrument that creates or defines the trust or

by the laws of this State.
Id.; FLA. STAT. § 736.0505(1)(b) (“With respect to an irrevocable trust, a creditor or assignee of the settlor
may reach the maximum amount that can be distributed to or for the settlor’s benefit”). If the original donor
of an inter vivos QTIP trust is also treated as the donor of the trust for his or her benefit after the death of
the initial beneficiary spouse, under Florida law prior to § 736.0505(3), the donor’s creditors could reach
the trust assets in satisfaction of their claims; MicH. Comp. LAws § 700.7506(1)(c) (“With respect to an
irrevocable trust, a creditor or assignee of the settlor may reach no more than the lesser of the following: (i)
The claim of the creditor or assignee. (ii) The maximum amount that can be distributed to or for the
settlor’s benefit exclusive of sums to pay the settlor’s taxes during the settlor’s lifetime”); OR. REV. STAT. §
130.315(1)(b) (“Whether or not the terms of a trust contain a spendthrift provision:... A creditor or
assignee of the settlor of an irrevocable trust may reach the maximum amount that can be distributed to or
for the settlor's benefit.”); S.C. CoDE ANN. § 62-7-505(a)(2) (“Whether or not the terms of a trust contain a
spendthrift provision, the following rules apply:... With respect to an irrevocable trust, a creditor or
assignee of the settlor may reach the maximum amount that can be distributed to or for the settlor's
benefit.”); Wyo. STAT. ANN. § 4-10-506(a)(ii) (“With respect to an irrevocable trust without a spendthrift
provision, a creditor or assignee of the settlor may attach the maximum amount that can be distributed to or
for the settlor’s benefit™).
%2 Treas. Reg. § 25.2523(f)(1)(f), Ex. 11.
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Regulation, the trust created for Dennis upon Debbie’s death should not be
considered settled by Dennis.?

However, if Dennis retained the right to the assets remaining in Debbie’s
trust upon her death should Debbie predecease Dennis, Dennis’ creditors
would argue such assets should be subject to the creditors of Dennis
because he was the initial donor of the trust. Furthermore, even if the trust
created by Dennis did not reserve an interest in favor of Dennis as
described above, should Debbie predecease him, if Debbie had a
testamentary special power of appointment that allows her to direct assets
back to Dennis, those assets may be subject to his creditors as a result of
the Relation Back Doctrine.

The Effect of the Relation Back Doctrine.

If, upon her death Debbie exercises a special power to create a credit
shelter or QTIP trust for Dennis (the original donor), the trust assets
appointed to Dennis may be considered as if Dennis created his own trust
rather than Debbie being treated as the creator of such trust. The creditor
under the Relation Back Doctrine could argue: (i) the exercise of a special
power of appointment constitutes a transfer “from the donor of the power,
not from the donee"** and (ii) the power of appointment is “conceived to
be merely an authority to the power holder to do an act for the creator of
the power.”? “The appointment is said to ‘relate back’ to the time of the
creation of the power and to operate as if it had been originally contained
in [the creator of the power’s] will.”?® Cases involving the Relation Back
Doctrine have typically been in conjunction with whether trust assets
subject to a general power of appointment should be considered when
determining fiduciary fees upon the death of the donee spouse who
exercised such power.

In In re Estate of Wylie, a husband created a testamentary trust for his
wife. At his death, wife received all the income from the trust for her life
and had a general power of appointment over the corpus of the trust at her
death.?” The issue on appeal was whether the value of the husband’s trust
was includible in wife’s estate for purposes of determining fiduciary fees
because she exercised her general power of appointment by her last will
and codicil in favor of her testamentary trustees, and the assets were
distributed and paid to the trustees.?® The court found the determinative

% In re Estate of Wylie, 342 So.2d 996, 998 (Fla. 4th DCA 1977) (quoting RESTATEMENT (FIRST) OF
PROPERTY § 318 comment (b) (1940)).

% American Law Institute, Donative Transfers vol. 2 §§ 11.1-24.4, in RESTATEMENT (SECOND) OF
PROPERTY 4 (1986).

%" In re Estate of Wylie, 342 So0.2d at 996-97.

2 1d. at 998.
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question to be whether the power of appointment should be characterized
as an interest in property or merely a mandate or authority to dispose of
property.?’ The court noted that:

The doctrine of relation back, minimizing as it does the importance of the
donee of the power, is the mainstay for that rule of law which treats the
donee as a mere agent with no property interest. Although under attack by
many commentators in the field of future interests, the prevailing view still
remains that a general power of appointment is a mere mandate or
authority to dispose of property and not an interest in property itself.*

In keeping with the historical origin of powers of appointment and the
“spirit of the law,” the court in Wylie held that the power of appointment
was an authority to dispose of property and not an interest in property.*

Although none of the reported cases regarding the Relation Back Doctrine
address its application to the donor of a QTIP or credit shelter trust who
receives trust assets upon the death of the donee spouse through the
exercise of a special power of appointment, Inter Vivos QTIP Trust
Jurisdictions provide greater protection for inter vivos QTIP trust donors
by avoiding any possible Relation Back Doctrine attack.

Can an Inter Vivos Credit Shelter Trust Plan Provide Better Overall
Results?

The inter vivos QTIP trust plan has limitations when compared to a similar
plan using an inter vivos credit shelter gift to freeze estate tax values. For
example, some attorneys have suggested planning to take advantage of the
existing $5.45 million gift exemption. By making gifts in 2015 to an inter
vivos credit shelter trust using a taxpayer’s remaining gift and estate tax
exemption, the growth on any assets remaining in the inter vivos credit
shelter trust will pass estate tax-free upon the death of the beneficiary
spouse, even if the estate tax exemption amount was reduced by Congress
upon the date of death of the beneficiary spouse and even if the initial
$5.45 million gift grew to significantly more within the credit shelter trust.
The problem with using the inter vivos QTIP plan rather than a gift into a
credit shelter type trust is that most Inter Vivos QTIP Trust Jurisdictions
(i.e., Arizona, Arkansas, Delaware, Florida, Indiana (proposed), Kentucky,
Maryland, Michigan, New Hampshire, North Carolina, Oregon, South
Carolina, Tennessee, Texas, Virginia and Wyoming) require that a gift tax
QTIP election be made to obtain the asset protection benefit (that the
beneficiary spouse is considered the donor and not the initial donor of the

2 1d. at 999.
%0 1d. at 998.
4.
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inter vivos QTIP) upon the death of the initial donee spouse.* As a result,
if the plan is to make the inter vivos credit shelter trust assets available for
the surviving spouse who created the initial trust, there is a possibility
such assets will be subject to inclusion in the estate of such spouse under
88 2036 or 2041 of the Internal Revenue Code, as the creditors of the
initial donor spouse may be able to reach such assets upon the death of the
first spouse. While Treas. Reg. § 25.2523(f)- 1(f), Example 11, provides
that assets held in an inter vivos QTIP trust — for the benefit of the donor
after the death of his or her spouse — will not be includible in the donor’s
taxable estate under 88 2036 and 2038, no similar regulation exists for an
inter vivos credit shelter trust. It would appear that the favorable treatment
is provided by said Regulation based upon the fact that such assets are
includible in the estate of the donee spouse under 8§ 2044 of the Internal
Revenue Code which is not the case with a credit shelter trust.
Accordingly the tax treatment of assets reverting back to the original
donor of a credit shelter trust may be subject to estate tax but see
discussion in Paragraph D immediately below.

Arizona, Kentucky, North Carolina, Tennessee and Texas’ Unique Statute
May Create Asset Protection and Estate Tax Benefits (but it may not!).

Arizona Statutes § 14-10505(E) states:

E. For the purposes of this section, amounts and property
contributed to the following trusts are not deemed to have
been contributed by the settlor, and a person who would
otherwise be treated as a settlor or a deemed settlor of the
following trusts shall not be treated as a settlor:

1. An irrevocable inter vivos marital trust that is treated as
qualified terminable interest property under section 2523(f)
of the internal revenue code if the settlor is a beneficiary of
the trust after the death of the settlor's spouse.

2. An irrevocable inter vivos marital trust that is treated as a
general power of appointment trust under section 2523(e)
of the internal revenue code if the settlor is a beneficiary of
the trust after the death of the settlor's spouse.

% See ARIZ. REV. STAT. ANN. § 14-10505(E); ARK. CODE ANN. § 28-73-505(c); DEL. CODE ANN. TIT. 12 §
3536(c); FLA. STAT. § 736.0505(3); INDIANA STAT.(PROPOSED) § I.C. 30-4.2.1-18; KY. REV. STAT. ANN. §
386B.5-020(8)(A); MD. EST. & TR. CODE ANN. § 14.5-1003(a)(1)-(2); MicH. Comp. LAaws § 700.7506(4);
New Hampshire Chapter 564-B:5-505(a)(2)(C)-(D); N.C.GEN. STAT. § 36C-5-505(C); OR. REV. STAT. §
130.315(4); S.C. CoDE ANN. § 62-7-505(b)(2); TENN. CODE ANN. § 35-15-505(D); TEX. PROP. CODE ANN. §
112.035(G); VA. CODE ANN. §64.2-747.B.3; WYO. STAT. ANN. § 4-10-506(f).
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3. An irrevocable inter vivos trust for the settlor's spouse if
the settlor is a beneficiary of the trust after the death of the
settlor's spouse.

4. An irrevocable trust for the benefit of a person, the
settlor of which is the person's spouse, regardless of
whether or when the person was the settlor of an
irrevocable trust for the benefit of that spouse.[Emphasis
Added.]

5. An irrevocable trust for the benefit of a person to the
extent that the property of the trust was subject to a general
power of appointment in another person.®

North Carolina, N.C. Gen Stat. § 36C-5-505(c) states:

Subject to Article 3A of Chapter 39 of the General Statutes,
for purposes of this section, if the settlor is a beneficiary of
the following trusts after the death of the settlor's spouse,
the property of the trusts shall, after the death of the
settlor's spouse, be deemed to have been contributed by the
settlor's spouse and not by the settlor:

(1) An irrevocable intervivos marital trust that is treated as
a general power of appointment trust described in section
2523(e) of the Internal Revenue Code.

(2) An irrevocable intervivos marital trust that is treated as
qualified terminable interest property under section 2523(f)
of the Internal Revenue Code.

(3) An irrevocable intervivos trust of which the settlor's
spouse is the sole beneficiary during the lifetime of the
settlor's spouse but which does not qualify for the federal
gift tax marital deduction. [Emphasis added.]

(4) Another trust, to the extent that the property of the other
trust is attributable to property passing from a trust
described in subdivision (1), (2), or (3) of this subsection.
[Emphasis added.]

For purposes of this subsection, the settlor is a beneficiary
whether so named under the initial trust instrument or
through the exercise of a limited or general power of
appointment, and the "settlor's spouse” refers to the person
to whom the settlor was married at the time the irrevocable

¥ ARIZ STAT. § 14-10505(E). See also TEX. PRoP. CODE § 112.035(g)(3)(A).
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intervivos trust was created, notwithstanding a subsequent
dissolution of the marriage. [Emphasis added.]**

Unlike the above mentioned states that enacted inter vivos QTIP statutes,
Arizona, Kentucky, North Carolina, Tennessee and Texas provide that the
initial donor of an inter vivos irrevocable trust created for the donor’s
spouse will not be deemed to have been contributed by the donor if the
donor is the beneficiary of the trust after the death of the donor’s spouse,
even if there is no QTIP election.®® As a result, under Arizona, Kentucky,
North Carolina and Texas, Debbie, in the example, above, could have
created an inter vivos credit shelter trust for Dennis and even if the trust
assets reverted to Debbie in a credit shelter trust, upon the death of
Dennis, those assets would not be deemed to have been contributed by
Debbie. As such, the assets should retain protection from Debbie’s
creditors during her lifetime despite the fact that she created the initial
trust and was the beneficiary of the trust upon the death of Dennis.

While at first glance the Arizona, Kentucky, North Carolina, Tennessee
and Texas statutes appear to create great asset protection and the
possibility of enhanced estate tax benefits that are afforded to credit
shelter trusts as compared to an inter vivos QTIP Trusts (i.e., all
appreciation of assets in the credit shelter trust would avoid future estate
taxes and regardless of whether the applicable exclusion amount is
reduced the assets in a credit shelter trust should not be subject to estate
tax inclusion), there are two potential pitfalls to the Arizona, Kentucky,
North Carolina and Texas statutes: (1) the trust needs to have their situs in
Arizona, Kentucky, North Carolina, Tennessee and/or Texas and be
subject to income tax there; and (2) there is no provision similar to IRS
Treas. Reg. 8 25.2523(f)-1(f), Example 11 that assures that the initial
donor will not be subject to tax under 8§ 2036 or 2038 of the Internal
Revenue Code. As a result, the IRS could take the position that despite
state law, the initial donor has an interest under 88 2036 and 2038 of the
Internal Revenue Code, resulting in estate tax inclusion.

Providing the initial donee of a credit shelter trust a special power of
appointment to direct the credit shelter assets back to the initial donor, as
compared to retaining a reversion in the credit shelter trust in favor of the
donor, may not change the estate tax consequences to the donor due to the
Relation Back Doctrine described above.*® As a result, assets passing from
an inter vivos credit shelter trust back to a credit shelter trust for the initial
donor may be considered to be held in a self-settled trust and therefore
subject to estate tax inclusion.

* N.C. GEN STAT. § 36C-5-505(c). See also KY. REV STAT ANN § 386B.5-020(8)(a)(1)-(3).

% ARIZ STAT. § 14-10505(E); Ky. REV STAT ANN § 386B.5-020(8)(a)(1)-(3); N.C. GEN STAT. § 36C-5-
505(c); TENN. CODE ANN § 35.15-505(f); TEx. PROP. CODE § 112.035(g).

% See In re Estate of Wylie, 342 So.2d at 998.
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Some have suggested the creation of the initial credit shelter trust in a
jurisdiction that recognizes and protects self-settled asset protection
trusts.*” The IRS has ruled favorably for a trust created under Alaska
law.® A thorough analysis of this issue is beyond the scope of these
materials. However, creation of a credit shelter trust, in one of the sixteen
states that have enacted self-settled asset protection trusts,*® does not
assure that trust assets will be excluded from the initial donor’s gross
estate if they are appointed back to the initial donor, especially if there was
an implied agreement that the assets would revert to the donor and there is
a pattern of distributions to the donor. For example PLR 2009440002,
which is frequently cited as support that the creation of an irrevocable
Trust in a self-settled asset protection jurisdiction such as Alaska is a
completed gift and assets will not be included in the Grantor’s gross estate
says: “We are specifically not ruling on whether Trustee's discretion to
distribute income and principal of Trust to Grantor combined with other
facts (such as, but not limited to, an understanding or pre-existing
arrangement between Grantor and trustee regarding the exercise of this
discretion) may cause inclusion of Trust's assets in Grantor's gross estate
for federal estate tax purposes under § 2036.”*° My concern is since IRS
Treas. Reg. § 25.2523(f)-1(f), Example 11 assures that the trust reverting
to the original donor from an inter vivos QTIP trust created for the donee
spouse is protected from estate tax inclusion under Code 8§ 2036 or 2038
(and further protected in states such as Florida and Arizona with a state
statute that says the donor’s spouse is deemed the donor when assets pass
back to the donor spouse), that the inter vivos QTIP result is as close as
definite as you get that such assets will not be includible in the gross estate
of the original donor spouse. The credit shelter trust approach does not
have a Treasury Regulation that says the original donor will not be taxed
under Code 8§ 2036 or 2038. Further, most inter vivos QTIP statutes (such
as Florida’s) specifically say the initial donee’s spouse is deemed to be the
donor when trust assets revert in trust for the original donor spouse, only if
a QTIP election was made.*! If a state statute does not shift donor status to
the original donee spouse from the original donor spouse, then assets may
be includible in the gross estate of the original donor under Code § 2036 if
the IRS successfully asserts there was an understanding or pre-existing
arrangement regarding the trustee’s exercise of discretion in favor of the
original donor spouse.

Based upon most clients’ objective of obtaining the anticipated tax and
asset protection results, the author prefers the Inter Vivos QTIP Trust

%" See Carol G. Kroch et al., Taking a Fresh Look at Lifetime Gift Planning Opportunities, 38 EST. PLAN. 3,
14 (Sept. 2011); Gans, Blattmachr & Zeydel, supra, note 14, at 59.

% See Gideon Rothschild et al., IRS Rules Self-Settled Alaska Trust Will Not Be In Grantor’s Estate, 37
EST. PLAN 3, 13 (Jan. 2010).

% See Exhibit 1.

0 PLR 200944002.
*1 FLA. STAT. § 736.0505(3)(a).
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Jurisdictions, or use of a combination of an inter vivos QTIP trust created
by one spouse and a credit shelter trust created by another spouse where
the QTIP assets will revert to the initial donor upon the death of the initial
donee spouse and the assets of the credit shelter trust pass to children (and
not in trust for the initial donor spouse) upon the death of the donee
spouse. Life insurance could be purchased on the life of the donee spouse
of the credit shelter trust to replace assets that will pass to children upon
the death of the donee spouse beneficiary of the credit shelter trust.

E. Benefits of Supercharging®™* an Inter Vivos QTIP Trust

A number of articles have been written about the use of “supercharging”
to achieve enhanced growth of assets in a credit shelter trust for the benefit
of the surviving spouse.*® The term refers to a credit shelter trust that is
taxed to the trust beneficiary as a grantor trust whether or not distributions
are made from the trust. Upon creation of an inter vivos QTIP trust, the
trust is created as a grantor trust with respect to the donor spouse
(assuming the donee spouse is a beneficiary with respect to both trust
income and principal).** Following the donee spouse’s death, the assets in
the inter vivos QTIP trust are includible in the donee spouse’s gross
estate.* Estate tax is avoided to the extent of the donee spouse’s
remaining unified credit amount. The inter vivos QTIP trust can be drafted
to either: (i) provide that if the donor spouse survives the original donee
spouse, assets are held in trust for the original donor spouse; or (ii) provide
the original donee spouse with a special power of appointment in favor of
the original donor spouse and lineal descendants. Even if the credit shelter
trust created upon the death of the original donee spouse is drafted to
permit distributions to the donor spouse, upon the death of the original
donee spouse, it will not be includible in his or her gross estate.*®

For income tax purposes, the trust created for the original donor spouse
upon the death of the original donee spouse can continue to be treated as
the donor spouse’s grantor trust after the donee spouse’s death, provided
the trustee has discretion to make distributions of income and principal to
the donor spouse.”” The trust’s taxable income will continue to be

%2 Gans, Blattmachr & Zeydel, supra, note 14.

*® Gans, Blattmachr & Zeydel, supra, note 14; Diana S.C. Zeydel, Cutting Edge Estate Planning
Techniques: What Have | Learned From My Colleagues?, NAEPC J. OF EST. & TAX PLAN. at 29 (2012),
available at http://www.naepc.org/journal/issuel3c.pdf; Mitchell M. Gans, Jonathan G. Blattmachr &
Diana S.C. Zeydel, Supercharged Credit Shelter Trust™: A Super Idea for Married Couples Especially in
Light of the 2010 Tax Act, ALA. TrR. Co. NewsL. (May 2011), available at
http://www.alaskatrust.com/assets/files/newsletters/Newsletter-2011-05.pdf.

* Gans, Blattmachr & Zeydel, supra, note 14 at 55. See I.R.C. §§ 676, 677, 2523(i).

*1.R.C. § 2044.

%8 See Treas. Reg. § 25.2523(f)-1(f), Ex. 11 (explaining that assets held in an inter vivos QTIP trust for the
benefit of the donor after the death of his or her spouse will not be includible in the donor’s taxable estate
under Code 88 2036 or 2038).

* Gans, Blattmachr & Zeydel, supra, note 14 at 55.
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attributed to the donor spouse under the grantor trust rules by reason of the
donor spouse's discretionary interest in trust income and principal.*® The
donor spouse is viewed as remaining the grantor of the trust for income
tax purposes, and his or her payment of the tax on the trust’s income does
not constitute a taxable gift.** Assuming the trustee accumulates the
income of the credit shelter trust or distributes it to the descendants (as
long as they are also discretionary beneficiaries of the credit shelter trust),
the donor spouse is required to pay the income tax and is not treated as
making a taxable gift when he or she does so, hence why the credit shelter
trust is “supercharged.”

When the asset protection and “supercharged” gift tax benefits of inter
vivos QTIP trust planning are combined, the technique is one that is
worthy of consideration for those with a combined family estate from $5
million to $50 million or more.

States Where Dennis and Debbie Could Create an Inter Vivos QTIP Trust
Plan Without Concern of Relation Back or Self-Settled Trust Issues.

There are tradeoffs that a client must consider to obtain greater certainty as
to tax and asset protection results. Inter Vivos QTIP Trust Jurisdictions
provide certainty that the anticipated asset protection results will be
effectuated because these statutes explicitly provide that assets reverting to
the initial donor as a result of the death of the initial donee are considered
to have been contributed by the donor’s spouse and not the donor. Under
such statutes, if the inter vivos QTIP trust is properly drafted — and
assuming the initial transfer to the trust was not a fraudulent conveyance
— it is clear that the assets of the inter vivos QTIP trust described in the
example above will be considered as if contributed to the trust by Debbie
(the initial trust beneficiary) and not Dennis (the initial donor) and
therefore, will not be subject to Dennis’ creditors upon the death of
Debbie. As long as the assets in the trust created by Dennis are not subject
to the creditors of Dennis when such assets revert to Dennis, such assets
should not be includible in the taxable estate of Dennis.”* Thus using the
inter vivos QTIP plan, $0 of assets will be subject to creditors’ claims
while both spouses are married and living, and $0 of assets should be
subject to creditors upon death of first spouse or divorce.>” Similar results
may be available, using the seventeen states that have self-settled asset

*|.R.C. 88 676, 677.

“° See Treas. Reg. § 1.671-2(e)(5).

%0 See Gans, Blattmachr & Zeydel, supra, note 14.

5! See Treas. Reg. § 25.2523(f)-1(d); Howard M. Zaritsky, Tax Planning for Family Wealth Transfers:
Analysis With Forms { 6.03[3][a], 6-12 (Thompson Reuters/WG/L, 4th ed. 2002 & Supp. Aug. 2011).

*2 The tax is similar to the CPA Tax Savings plan with the exception of the assets subject to creditors.
Dennis’ Gross Estate ($8.27 million, $5.45 million of brokerage assets and $2.82 million in equity from
homestead) — Applicable Exclusion Amount ($5.45 million) = Dennis’ Taxable Estate ($2.82 million)
Dennis’ Estate Tax is $1.128 million ($2.82 million x 40 percent). See Exhibit 6.
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protection trust legislation, but only the Inter Vivos QTIP Trust
Jurisdictions assure favorable results.>® The same issues that have been
argued when a trust settlor of a state that has a public policy against
creation of self-settled asset protection trusts attempts to benefit from
another state’s domestic self-settled asset protection laws and are
challenged as to applicable law are likely to arise if a person whose
domicile state is not one of the inter vivos QTIP trust jurisdictions creates
an inter vivos QTIP trust in an inter vivos QTIP trust jurisdiction.>

Issues Requiring Analysis When Implementing an Inter Vivos QTIP Trust

Plan.

1.

Net Worth — Clients who are domiciled in inter vivos QTIP trust
jurisdictions will appreciate the certainty of tax and asset
protection results of creating an inter vivos QTIP trusts in their
home state. However, for wealthier clients, creating an inter vivos
credit shelter trust for a spouse could provide significant estate tax
benefits because the assets held in an inter vivos credit shelter trust
(including appreciation) will not be subject to tax upon the death of
the donee spouse, whereas the inter vivos QTIP trust assets are
subject to estate tax upon the death of the donee spouse based upon
date of death values. If the inter vivos QTIP trust assets, when
combined with the other assets of the donee spouse, exceed the
available estate tax exemption for the year of death, additional
estate taxes will be incurred. Wealthier clients may be willing to
each create trusts for their children with their $5.49 million gifting
exemption (or such lesser amount based upon prior taxable gifts).
Alternatively, couples with children who are not willing to lose the
ability to benefit from $10.98 million of gifts may consider the
creation of one inter vivos credit shelter trust that could benefit the
donee spouse during his or her lifetime (at the discretion of the
trustee) and allow for invasions for children and grandchildren, and
one inter vivos QTIP trust. The credit shelter trust assets can pass
to children or grandchildren upon the death of the donee spouse.
The donee spouse of the credit shelter trust could create an inter
vivos QTIP trust for the other spouse, thereby reserving a
remainder interest in trust in an Inter Vivos QTIP Trust
Jurisdiction. Both spouses will benefit from at least $5 million held
in trust until they both have passed away (i.e., the QTIP assets will
benefit the donee spouse during the lifetime of the donee spouse
and then pass, in trust, to the initial donor of the inter vivos QTIP
trust for the lifetime of such donor).

%% See Kroch et al., supra note 34; Gans, Blattmachr & Zeydel, supra, note 14.

> See In re Mortensen, A09-00565-DMD, 14 (Bankr. D. Alaska May 26, 2011) (an unreported decision)
and Waldron v. Huber (In re Huber), BK. W.D. Wa Adversary No. 12-04171, Bankruptcy No. 11-41013,
Order Granting Trustee Partial Summary Judgement, Doc. 142, May 17, 2013 (the “Order™).
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Jurisdiction — The trust should be created in an Inter Vivos QTIP
Trust Jurisdiction or possibly in a state that recognizes self-settled
asset protection trusts assuming the structure complies with the
self-settled asset protection trust statutes. Based upon challenges
for those who create trusts outside of their state of domicile as
discussed in Paragraph I1.F above, the safest approach is to create
the trust in the settlor’s home state if such state is an inter vivos
QTIP trust jurisdiction or self-settled asset protection trust state.

Reciprocal Trusts — If both spouses create an inter vivos QTIP
trust, there is a possibility that the IRS could take the position that
they were reciprocal.”® Avoidance of reciprocal trust attacks may
be accomplished by allowing a considerable amount of time lapse
between the creation of the husband’s inter vivos QTIP trust and
the wife’s inter vivos QTIP trust, and by having different
dispositive provisions in the trusts, for example: providing for
different trustees, different beneficiaries upon the death of the
donee spouse, a special power in favor of certain beneficiaries in
each trust, or not providing a special power upon the death of the
donee spouse at all in one of the trusts.”® Arizona, Kentucky, North
Carolina and Texas have addressed the reciprocal trust dilemma by
enacting Arizona Revised Statutes 8§ 14-10505(E)(4), Kentucky
Revised Statutes Annotated § 386B.5-020(8)(a)(3), North Carolina
General Statutes § 36C-5-505(c)(3) and Texas Property Code 8§
112.035(g)(3)(A) that, in conjunction with §8§ 14-10505(E), 386.5-
020(8), 36C-5-505(c) and 112.035(g), attempts to provide
protection from a reciprocal trust attack when spouses create
irrevocable trusts for one another.>” Planners need to review the
reciprocal trust issues carefully if they intend to create similar
irrevocable trusts for both a husband and a wife, and state laws
such as Arizona, Kentucky, North Carolina and Texas should be
reviewed to see whether other states should consider similar
enactments.

Divorce General — The donor of an inter vivos QTIP trust
typically understands that under the grantor trust rules provided in
Code Sections 671 and 677(a) he or she will be taxed on all trust
income. However, the donor may be surprised that for the reasons
discussed below, grantor trust status may continue with respect to
undistributed capital gains post-divorce during the remaining
lifetime of the donee spouse. In such event the donor spouse will
be subject to income taxes, post-divorce, on capital gains retained

*® For a thorough analysis of reciprocal trusts, see Gans, Blattmachr & Zeydel, supra, note 14.

%d.

" ARIZ. REV. STAT. § 14-10505(E); KY. REV STAT ANN § 386.5-020(8); N.C. GEN STAT. § 36C-5-505(c);
TEX. PROP. CODE § 112.035(Q).
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in the inter vivos QTIP trust during the remaining lifetime of the
former spouse. Numerous articles and presentations have extolled
the many benefits of inter vivos QTIP trusts including asset
protection,  creation of estate tax  discounts  and
“Supercharging™.”*® However, donors and their advisors may not
focus on the fact that the donor of an inter vivos QTIP trust may
have continuing obligations to pay income taxes on trust capital
gains post-divorce, notwithstanding that the donor may have no
right to trust distributions or access to trust assets to pay such
taxes. For a discussion of the tax issues see “Barry A. Nelson &
Richard Franklin: Inter Vivos QTIP Trusts Could Have
Unanticipated Income Tax Results to Donor Post-Divorce”
published in Steve Leimberg’s Estate Planning Email Newsletter,
Archive Message #2244 on September 15, 2014 attached as
Exhibit 9.

5. Divorce S Corporation Traps — If S corporation stock is to be
conveyed to an Intervivos QTIP Trust it is important to ensure that
the S election will be maintained. During the lifetime of the settlor
of the QTIP Trust, providing the settlor with a substitution power
exercisable in a non-fiduciary capacity under Code Section
675(4)(c) and Regulation Section 1.675-1(b)(4)(iii) creates a fully
grantor trust and the settlor, not the QTIP Trust, is considered the S
corporation shareholder. Pursuant to Code Section 677(a), Grantor
Trust status also applies during such time that income and principal
may be paid to the donee spouse from the Intervivos QTIP Trust.
In both instances, the Trust settlor is treated as the owner of the
QTIP Trust. However, upon divorce or legal separation, “under a
decree of divorce or of separate maintenance” or under a written
separation agreement, Code Section 682(a) provides that any
distributions to the donee spouse (or ex-spouse) will cause the
QTIP Trust no longer to be a fully grantor trust under Code Section
682(a) and action must be taken to be certain the Trust will remain
a qualified S corporation shareholder. As a result, it is critical for
those creating QTIP Trusts with S corporation stock to be aware
that upon divorce or legal separation, either the S corporation stock
is removed from the Trust, possibly through the exercise of a
substitution power retained by the settlor of the Trust, or that an
electing small business trust election is made by the Trustee of the
Trust within two months and 15 days of the date of divorce or legal
separation.

%8 See Barry A. Nelson, Lester Law & Richard S. Franklin, Seeking and Finding New Silver Patterns in a
Changed Estate Planning Environment: Creative Inter Vivos QTIP Planning, Address at the ABA Section
of Real Property, Trust and Estate Law Spring Symposia (May 2, 2014) (and accompanying materials);
Jonathan G. Blattmachr, Mitchell M. Gans & Diana S.C. Zeydel, Supercharged Credit Shelter Trust™
versus Portability, 28 PRoOB. & PRop. 10 (Mar./Apr. 2014).
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Although the S corporation issues can be resolved with timely
planning, the concern is that during divorce proceedings, the
parties and their advisors will be unaware of the S corporation
issues and a timely electing small business trust election will not
be made. Estate planners should caution their clients upon creation
of Intervivos QTIP Trusts of the S corporation consequences.
Also, counsel for an S corporation asked to approve such trusts
might want to suggest that an ESBT election be made up front so
that the corporation does not need to keep track of whether its
shareholders are separated or divorced.*

1. Conclusion.

While many questions exist, there is no question that clients should be advised of
the benefits of restructuring their assets to maximize asset protection and use of
the currently available applicable exclusion amount. Inter vivos QTIP trust
planning in an Inter Vivos QTIP Trust Jurisdiction is one alternative that should
be considered.

* * %

These materials are intended to assist readers as a learning aid but do not constitute legal advice and, given their
purpose, may omit discussion of exceptions, qualifications, or other relevant information that may affect their utility in
any planning situation. Diligent effort was made to insure the accuracy of these materials, but Nelson & Nelson, P.A.
assumes no responsibility for any reader's reliance on them and encourages all readers to verify all items by reviewing
all original sources before applying them. The reader should consider all tax and other consequences of any planning
technique discussed. Anyone reviewing these materials must independently confirm the accuracy of these materials and
whether any cases or ruling have been superseded. An attorney in the state of domicile of any potential debtor should
be engaged for any individual planning.

% See Exhibit 9 for other income tax issues and suggestions on how to plan for divorce. For more
information on S corporation and other privately owned business issues see: Steven B. Gorin, “Structuring
Ownership of Privately-Owned Businesses: Tax and Estate Planning Implications,” over 900 pages in a
fully searchable PDF available by emailing Steve at sgorin@thompsoncoburn.com. Please put “Business
Structuring Materials” in the subject line, include your email and physical mailing address, and indicate
whether you would like to receive the latest version quarterly through his newsletter. Steve does not charge
for this service.
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ExHIBIT1
ACTEC Comparison of the Domestic Asset Protection Trust Statutes

Reprinted with permission.

NOTE: West Virginia became the 16th state to enact DAPT Statues effective on June, 8,
2016.
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ExHIBIT 1.A

States with Similar Domestic Self-Settled Asset Protection Legislation (as of

State
Alaska
Colorado
Delaware
Hawaii
Mississippi
Missouri
Nevada

New Hampshire

Ohio

Oklahoma
Rhode Island
South Dakota
Tennessee

Utah (repealed
and re-enacted in

2013)

Virginia

West Virginia

Wyoming

September 2016)
Statute
ALASKA STAT. 88 13.36.310, 34.40.110
CoLO. REV. STAT. § 38-10-111
DEL. CoDE ANN. TIT. 12, §83570-3576
HAw. REV. STAT. § 554G
Miss. Code Ann. §891-9-701 — 91-9-723
Mo. REV. STAT. §8456.5-505
NEV. REV. STAT. 88116.010-166.170
N.H. REV. STAT. ANN. 8564-D:1-18

OHI0 LEGACY TRUST AcCT, CHAPTER 5816 OF THE
OHI0 REVISED CODE

OKLA. STAT. ANN. tit. 31, § 10-18
R.I. GEN. LAws § 18-9.2-1 — 18-9.2-7
S.D. CoDIFIED LAWS 8§855.16-1-55-16-17

TENN. CODE ANN. 8 35-16-101-112

UTAH CODE ANN. §25-6-14
VA. CODE ANN. § 64.2-745.1 and 64.2-745.2

W. VA. CODE SECTIONS 44D-5-503A, 44D-5-503B;
44p-5-503c; AND 44D-5-505

WYoO. STAT. §84-10-505 & 4-10-510-523
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State

Arizona

Arkansas (enacted

March 12, 2015)
Delaware
Florida

Indiana
(proposed)

Kentucky
Maryland
Michigan

New Hampshire
North Carolina
Oregon

South Carolina
Tennessee
Texas

Virginia

Wyoming

EXHIBIT 2

States with Similar Inter Vivos QTIP Trust Legislation (as of September 2016)

Statute

Ariz. Rev. Stat. § 14-10505(E)

Ark. Code Ann. § 28-73-505(c)
Del. Code Ann. Tit. 12 § 3536(c)

Fla. Stat. § 736.0505(3)

Indiana Stat. § 1.C. 30-4.2.1-18

Ky. Rev. Stat. Ann. 8 386B.5-020(8)(a)

Md. Code Ann., Est. & Tr. § 14.5-1003(a)(1)-(2)
Mich. Comp. Laws § 700.7506(4)

New Hampshire Chapter 564-B:5-505(a)(2)(C)-(D)
N.C. Gen Stat. 8 36C-5-505(c)

Or. Rev. Stat. § 130.315(4)

S.C. Code Ann. § 62-7-505(b)(2)

Tenn. Code Ann § 35-15-505(d)

Tex. Prop. Code § 112.035(qg)

Va. Code Ann. § 64.2-747.B.3

Wyo. Stat. Ann. § 4-10-506(f)
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EXHIBIT 2.A
Arkansas Bill Enacting Inter Vivos QTIP Approved 3/12/15
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EXHIBIT 3
Tenancy by the Entireties Statutes

States

Statutes
Referencing

Case Law Referencing
(If necessary)

Recognize?
(Yes or No)

Alabama

Donegan v. Donegan, 15 So. 823,
824 (1893) (*...the reason of the
rule of the common law, that they
should take by entirety,--per tout,
not per my,--has ceased to exist.”).

First Nat'l Bank v. Lawrence, 101
So. 663, 663-64 (Ala. 1924) (“As a
result of our statutory system joint
owners of property, real or
personal, including husband and
wife, holding by inheritance, grant,
devise or gift, become tenants in
common, each owning a moiety,
which, upon death, passes under the
statute of descents and
distributions.  There is  no
survivorship as an incident to such
estate.”).

No

Alaska (1)

ALASKA STAT.
§ 34.15.140(a)

Yes

Arizona

ARIZ. REV. STAT.
ANN. 825-211

Sigmund v. Rea, 226 Ariz. 373, 376
(Ariz. Ct. App. 2011) (“The notion
that married persons in Missouri
hold property as "one person" is
wholly different from the model of
community property, under which a
separate entity -- the community --
owns property, realizes the fruits of
the spouses' efforts and bears the
burden of the debts they each may
incur.”).

No

Arkansas (2)

Ford v. Felts, 624 S.w.2d 449
(Ark. Ct. App. 1981) (“Arkansas
follows the rule that a homestead
may be acquired in land held by a
husband and wife as tenants by
entireties.”).

Yes

California

Tischhauser v. Tischhauser, 298
P.2d 551, 553 (Cal. App. 2d Dist.
1956) (“At respondent's behest and
without knowledge or consent of
appellant wife, the title to the ranch
was placed in the spouses as tenants
by the entirety, a common law

No
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States

Statutes
Referencing

Case Law Referencing
(If necessary)

Recognize?
(Yes or No)

estate recognized by Oregon law,
one which does not exist in
California.™).

Colorado

COLO. REV. STAT.
§ 38-31-201

No

Connecticut

CONN. GEN. STAT.
§ 47-14a

No

Delaware (3)

Citizens Sav. Bank, Inc. v. Astrin,
61 A.2d 419, 421 (Del. Super. Ct.
1948) (“...it appears that the only
property involved in this litigation
is the real estate owned by the
bankrupt and his wife as tenants by
the entirely. In Delaware, this type
of ownership retains most, if not
all, of its common law features.”).

Yes

District of Columbia

()

Travis v. Benson, 360 A.2d 506,
509 (D.C. 1976) (“Although
tenancy by the entirety has been
eliminated in many states, it is still
recognized in the District of
Columbia.”).

Yes

Florida (4)

FLA. STAT. 8§ 655.79.

Beal Bank v. Almand & Assocs.,
780 So.2d 45 (Fla. 2001).

Yes

Georgia

State v. Jackson, 399 S.E.2d 88, 91
(1990) ("While the doctrine of
survivorship as applied to joint
tenancies has been distinctly
abolished and does not exist in this
State, there is no law of this State
that we are aware of which prevents
parties . . . from expressly
providing that an interest in
property shall be dependent upon
survivorship.").

Spurlock v. Commercial Banking
Co., 227 S.E.2d 790, 794 (Ga. Ct.
App. 1976) (“Because of the
abolition of joint tenancies, the
interest created in a joint account or
savings certificate with right of
survivorship is a life estate with an
alternative contingent remainder in
fee simple.”).

No

Hawaii (5)

HAW. REV. STAT. §
509-2

Yes

Idaho

In re Antonie, 432 B.R. 843, 851

No
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States Statutes Case Law Referencing Recognize?
Referencing (If necessary) (Yes or No)
(Bankr. D. Idaho 2010) (“Debtor
does not hold her interest in the
mobile home by ‘entirety.” And it
has long been the law in ldaho that
property  jointly-owned with
another is subject to the claims of
the co-owners' creditors.”).
Ilinois (6) 750 ILL. CoMP. Yes
STAT. 65/22
Indiana (7) IND. CODE ANN. § Yes
32-17-3-1
lowa Fay v. Smiley, 207 N.W. 369, 371 | No
(lowa 1926) (“Assuming, for the
purpose of this division of this
opinion, that this deed, in the eyes
of the common-law rule, would
create an estate in entirety, we have
to say that such a construction has
never been recognized under the
lowa practice, and when attempts
have been made to induce the court
to make such construction, it has
refused to do so. In the case of
Hoffman v. Stigers, 28 lowa 302,
an attempt was made to have this
court recognize an estate in
entirety, and this was refused.”).
Kansas K.S.A. § 58-501 No
Kentucky (8) KY. REV. STAT. Yes
ANN. § 381.050
Louisiana LA. C.C. ART. 3526; POWELL ON REAL PROPERTY 7-52, | No
852.01 (Matthew Bender, Pub., 2011) (”Louisiana. Tenancy
by the entirety does not appear in state statutes or cases
which, given the state's civil law heritage, is not
surprising.”).
Maine In re Peters, 2003 Bankr. LEXIS | No
1335 (Bankr. E.D. Pa. Oct. 7, 2003)
(“...property may not be owned as
tenants by entireties in Maine.
Poulson v. Poulson, 145 Me. 15, 70
A.2d 868 (1950) (tenancy by
entirety has not existed in Maine
since 1844).”).
Maryland (9) MD. REAL PROP. Yes
CODE ANN
§ 4-108
Massachusetts(10) MASS. ANN. LAwS Yes
ch.20981
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States

Statutes
Referencing

Case Law Referencing
(If necessary)

Recognize?
(Yes or No)

Michigan (11)

Butler v. Butler, 332 N.W.2d 488,
490 (Mich. Ct. App. 1983) (“...the
common law remains the law of
Michigan, stated: "In this State,
where the common law s
unchanged by statute, a conveyance
to husband and wife conveys an
estate in entirety, but may create
one in joint tenancy or in common,
if explicitly so stated in the deed”).

Yes

Minnesota

Wilson v. Wilson, 45 N.W. 710,
711 (Minn. 1890) (“It would seem
as though, the reason for the rule
having ceased, and unity, so far as
rights of property are concerned, no
longer existing, the wife being as
capable of taking and holding
property as though she were
unmarried, and she and her hushand
being no more considered as one
person in the law as to property,
there could no longer be any
foundation for the rule. And the
statute has very clearly abolished
that sort of tenancy -- that is, by the
entirety.”).

No

Mississippi (12)

Miss. CODE ANN.
§ 89-1-7

Yes

Missouri (13)

Mo. REV. STAT.
§ 442.025

Yes

Montana

MONT. CODE ANNO.,
§ 70-1-306

Lurie v. Sheriff of Gallatin County,
999 P.2d 342, 345 (Mont. 2000)
(“Accordingly, we hold that the
estate by the entireties is not a
permissible mode of ownership of
property in Montana.”).

No

Nebraska

Sanderson v. Everson, 141 N.W.
1025, 1026 (Neb. 1913) (“...the law
of title by entireties does not exist
in this state.”).

No

Nevada

NEV. REV. STAT.
§123.030

No

New Hampshire

Estate of Croteau v. Croteau, 722
A.2d 464, 466 (N.H. 1998) (“A
divorce would automatically sever
only a tenancy by the entirety, a
form of ownership whose attributes
are not recognhized in New

No
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States Statutes Case Law Referencing Recognize?
Referencing (If necessary) (Yes or No)
Hampshire.”).
New Jersey (14) N.J. STAT. ANN. Yes
8§46:3-17.4
New Mexico N.M. STAT. ANN No
§ 40-3-2
New York (15) NY CLS REAL Yes
PROP. § 240-b
North Carolina (16) N.C. GEN. STAT Yes
§39-13.3
North Dakota N.D. CENT. CODE Renz v. Renz, 256 N.W.2d 883, 885 | No
847-02-08 (N.D. 1977) (*...North Dakota
estates by the entirety have never
been recognized.”).
Ohio (17) OHI0 REV. CODE Cent. Benefits Mut. Ins. Co. v. Ris | Yes
ANN. § 5302.21 Adm'Rs Agency, 637 N.E.2d 291,
293 (Ohio 1994) (“Sub.S.B. No.
201, effective April 4, 1985,
enacted the current version of R.C.
5302.17 and replaced the tenancy
by the entireties with a survivorship
tenancy. 140 Ohio Laws, Part I,
545, 556-557. However, Sub.S.B.
No. 201 also enacted R.C. 5302.21,
which provides that tenancies by
the entireties created under former
R.C. 5302.17 continue to be
valid.”).
Oklahoma (18) OKLA. STAT. tit. 60 § Yes
74
Oregon (19) OR. REV. STAT Brownley v. Lincoln County, 343 | Yes
§91.020 P.2d 529, 531 (Or. 1959) (“We
have recognized in this state a form
of concurrent ownership in real
property by husband and wife
which we have denominated a
tenancy by the entirety...”).
Pennsylvania (20) 69 PA. STAT. ANN.§ Yes
541
Rhode Island (21) Bloomfield v. Brown, 25 A.2d 354, | Yes

359 (R.I. 1942) (*The possibility of
creating an estate by entirety has
not been removed by the married
women's act, provided that the
intention to create such an estate
clearly appears in the
conveyance.”).
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States Statutes Case Law Referencing Recognize?
Referencing (If necessary) (Yes or No)
South Carolina S.C. CODE ANN. No
8 27-7-40
South Dakota S.D. Codified Laws Schimke v. Karlstad, 208 N.W.2d | No
§ 25-2-3 710, 714 (S.D. 1973) (“With this
long-standing history of legislation
we conclude that estates by
entireties  have  never  been
recognized as the law of this
state.”).
Tennessee (22) TENN. CODE ANN. Yes
866-1-109
Texas In re Garrett, 429 B.R. 220, 240 | No
(Bankr. S.D. Tex. 2010) (“’Texas
does not recognize tenancies by the
entirety.””).
Utah UTAH CODE ANN. No
8 57-1-5(7)
Vermont (23) VT. STAT. ANN. Yes
tit.15 § 67
Virginia (24) Rogers v. Rogers, 512 S.E.2d 821, | Yes
822 (Va. 1999) (“We have stated,
clearly and without equivocation,
that real property held as tenants by
the entireties is exempt from the
claims of creditors who do not have
joint judgments against the husband
and wife.”).
Washington WASH. REV. CODE No
ANN. § 64.28.010
West Virginia Wartenburg v. Wartenburg, 100 | No

S.E.2d 562, 565 (W. Va. 1957)
(“The rights of survivorship do not
depend on the continued existence
of common law estates by
entireties. Such estates were created
and existed at common law only by
virtue of a fiction, a fiction not
recognized in this State... effect of
the statutes mentioned, especially
Code, 36-1-19, we believe,
completely abolishes common law
estates by entireties.”).
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States Statutes Case Law Referencing Recognize?
Referencing (If necessary) (Yes or No)
Wisconsin Estate of Richardson v. Estate of | No
Richardson, 282 N.W. 585, 587
(Wis. 1938) (“Estates by entirety do
not exist under the law of this
state.”).
Wyoming (25) WYO. STAT. ANN. Yes

§ 34-1-140
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EXHIBIT 4
Debbie and Dennis - Tenancy by the Entireties Plan
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EXHIBIT S
Debbie and Dennis - CPA’s Tax Savings Plan
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EXHIBIT6
Debbie and Dennis - Inter Vivos QTIP
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EXHIBIT7
Debbie and Dennis - Comparison of Benefits of Inter Vivos QTIP

*Full step up of all assets included in estate of surviving spouse.

**Full step up of Code Section 2044 assets but no step up of appreciation of assets in
credit shelter trust upon death of first spouse.
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EXHIBIT 8
Protecting Trusts From Claims of Alimony or Child Support by Barry A. Nelson
Trusts & Estates Magazine, March 2014

Article originally published in the March 2014 issue of Trusts & Estates.
For more information, go to trustsandestates.com.

LINK TO WEB ARTICLE
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EXHIBITO
Steve Leimberg’s Estate Planning Email Newsletter — Archive Message #2244 by
Barry Nelson & Richard Franklin

Reprinted with permission.
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ExHIBIT 10
New §736.0505(3) Assures Tax/Asset Protection of Inter Vivos QTIP Trusts by
Barry A. Nelson and Richard R. Gans
The Florida Bar Journal, December 2010

This article was originally published in the December 2010
issue of The Florida Bar Journal and is reprinted with permission.

LINK TO WEB ARTICLE
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ExHIBIT 11
Proposed Amendment to Florida Statute §736.0504 to Revise Bacardi and Berlinger
for Claims of Spouse, July 14, 2016

Never submitted to the Executive Committee.
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EXHIBIT 12
Proposed White Paper for Exhibit 11

Part I: Inter Vivos QTIP Trusts — Barry A. Nelson — Page 85



Part I: Inter Vivos QTIP Trusts — Barry A. Nelson — Page 86



Part I: Inter Vivos QTIP Trusts — Barry A. Nelson — Page 87



Part I: Inter Vivos QTIP Trusts — Barry A. Nelson — Page 88



Part I: Inter Vivos QTIP Trusts — Barry A. Nelson — Page 89



Part I: Inter Vivos QTIP Trusts — Barry A. Nelson — Page 90



Part I: Inter Vivos QTIP Trusts — Barry A. Nelson — Page 91



Part I: Inter Vivos QTIP Trusts — Barry A. Nelson — Page 92



Part I: Inter Vivos QTIP Trusts — Barry A. Nelson — Page 93



Part I: Inter Vivos QTIP Trusts — Barry A. Nelson — Page 94



EXHIBIT 13
Comprehensive Revision to §736.0504 Based Upon Nevada and South Dakota
Statutes That Died in Committee

Proposed statute by Barry A. Nelson and Michael Sneeringer. November 25, 2016
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SUPPLEMENT TO:
Asset Protection Planning with Trusts: Part | - By Barry A. Nelson, Esq.
This material was initially prepared for the Heckerling Institute on Estate Planning sponsored by the University of Miami School

of Law. It is reprinted here with the permission of the Heckerling Institute, the University of Miami and Bruce Stone.

Bruce Stone
Goldman Felcoski & Stone P.A.
Coral Gables, Florida
2017 Heckerling Estate Planning Institute

Divorce Considerations in Trust Drafting

Most clients with children are very concerned about possible exposure of their children’s inheritance to the reach of a
child’s former spouse. “It’s my money and I don’t want it going to my children’s former spouses if they get divorced!” What
are the rights of a beneficiary’s former spouse and dependent children to have alimony and child support obligations satisfied
from a trust created by the beneficiary’s parents? What can the drafting attorney do to help protect trust assets from a
beneficiary’s legally binding alimony and child support obligations? What ethical issues does the drafting attomey face if the
attorney also represents the trust beneficiary or the trustee? What if the drafting attorney also serves asa trustee? The following
is an example of a clause to be used in a trust instrument to deal with protection of trust assets from maritai property and
alimony claims.

Restrictions Applicable to a Married Beneficiary

~ 1. The following rules apply with respect to all distributions to or for the benefit of each beneficiary of a separate trust
under clause XX (whether the primary beneficiary or a descendant of the primary beneficiary) who is married. [Note: XX
vefers to the number of the article or clause in the will or trust instrument governing distributions.]

7.7 No Trustee other than an Independent Trustee may make any distributions or decisions with respect to
distributions to or for the benefit of that beneficiary.

1.2 The independent Trustee is prohibited from making any outright distributions to that beneficiary for any
purpose other than amounts required for that beneficiary’s immediate and direct needs for his or her own personal health and
basic support needs for food, clothing, and shelter, after taking into account all other available income and resources known by
the Independent Trustee to be reasonably available to that beneficiary for those purposes. It is my intention hy this provision
to prohibit distributions that would allow a beneficiary to accumulate funds to preserve or increase his or her personal net worth
or enhance his or her marital lifestyle, whether directly or indirectly by allowing the beneficiary to rely on trust distributions
instead and thus preserve his or her own assets and resources.

1.3 The provisions of clauses 1.1 and 1.2 will apply at all tiines while that person is married, whether he or
she was married upon the creation of the trust or becomes married after creation of the trust, except as follows.

1.3(a) Distributions to or for the benefit of a beneficiary who is married will be governed as
otherwise provided in clause XX and without regard to the restrictions set forth in clauses 1.1 and 1.2 if the spouse of that
beneficiary has executed a written instrument satisfactory to the Independent Trustee in content and form which irrevocably
and permanently waives all rights of any nature which the spouse of that beneficiary might have or assert claiming each of the
following:

1.3(a)(1) a direct or indirect beneficial interest in the trust, including an interest awarded
by judgment, court order, or other involuntary assignment, other than beneficial interests specifically conferred upon that
spouse by me under the terms of this [Will] [trust instrument] (such as by naining the spouse as a beneficiary by specific
reference to his or her name, or by specific reference as the spouse of a descendant of mine, or by including the spouse as a
permissible appointee under a power of appointment),

1.3(a)(2) marital property rights, community property rights, or other direct or indirect
ownership interests in the beneficiary’s beneficial interest in the trust, and

1.3(a)(3) the right to bring proceedings against the trustee, the trust estate, or any person
or financial institation holding trust assets seeking to garnish, attach, or otherwise satisfy obligations of the beneficiary to his
or her former spouse arising out of the dissolution of marriage.
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1.3(b) The waiver must expressly state that it runs in favor of the Trustee, the beneficiary to whom
that spouse is married, and all other persons having a beneficial interest in the trust estate, and it must be delivered to the
Independent Trustee. The waiver may be executed before or after the marriage to that beneficiary.

1.3(c) If a beneficiary’s spouse executes a waiver in accordance with the provisions of clause 1.3,
and either the beneficiary or the beneficiary’s spouse thereafter changes his or her residence to another jurisdiction while they
are still married to each other, the restrictions set forth in clauses 1.1 and 1.2 will once again govern distributions to that
beneficiary unless the spouse of that beneficiary executes another waiver in accordance with the provisions of clause 1.3 which
is satisfactory to the Independent Trustee in content and form under the laws of jurisdiction in which the new residence is
located,

1.3(d) The Independent Trustee will not be liable to anyone for decisions to make distributions
based on a waiver that is later determined to be invalid, or for refusing to make distributions if the Independent Trustee belicves
the waiver to be invalid, if the Independent Trustee obtains legal advice about the effectiveness of the waiver and otherwise
acts in good faith.

1.4 The provisions of clauses 1.1 and 1.2 will not apply to a beneficiary during any time when he or she is
not married (whether never mairied, or whether married previously if the marriage has terminated because of the death of his
or her spouse or by dissolution in legal proceedings during lifetime), except as follows. The provisions of clauses 1.1 and 1.2
will continue to apply at all times even after dissolution of a beneficiary's marriage if it was finally determined that the
beneficiary’s foriner spouse has rights or interests described in clauses 1.3(a)(1) or 1.3(2)(2), or while proceedings described
in clause 1,3(a)(3) are pending, until the beneficiary’s former spouse (or the lcgal representative or successor in interest of the
beneficiary’s former spouse) is legally barred from efforts to seek to enforce those rights or obligations, or to bring those
proceedings, whether because of reversal of the award, death, passage of time, satisfaction, or other reason.

1.5 1t is my specific intention not to allow distributions for purposes beyond the immediate and direct personal
needs for support and health of a beneficiary who is married as permitted in clause 1.2 which might be used to support or
enhance his or her marital lifestyle, and which might lead to claims of reliance by the beneficiary’s spouse in the event of
divorce, and the assertion of claims for beneficial rights or interests with respect to income or principal of the trust estate,
whether directly in the nature of a beneficial interest in the trust, or indirectly through the assertion of marital property rights
or other interests in the beneficial interest of that beneficiary, unless the beneficiary’s spouse has irrevocably and permanently
waived the right to assert all claims and rights as provided in this clause 1. Unless 1 have made provisions for other persons by
explicit terms in this [Will] [trust instrument}, | intend for the assets which I have acquired during my lifetime to be used only
for the benefit of my spouse and my descendants as provided in this [Will] [trust instrument]. 1 disavow any intention to make
provisions for anyone else, including the spouses of my children and descendants, as it is their responsibility, not mine, to
provide for their own spouses from assets and resources they acquire cn their own efforts. 1 dircet the Trustees to enforce these
provisions rigorously, and to take a narrow and conservative view of the distributions which are permitted to be made to a
married beneficiary in the absence of an irrevocable and permanent waiver by that beneficiary’s spouse.

(optional provisions requiring annual notice and waivers)

1.6 The Trustee must send a written notice to the adult beneficiaries of each trust who ave then eligible to
receive current distributions of income or principal once each calendar year to remind them of the requirements of clause 1.
The notice may be given together with accounting statements or other reports, or it may be given separately. The failure of a
beneficiary to receive a reminder will not prevent the application of the provisions of clause 1, including the following
provisions requiring the beneficiary to submit an annual statement verifying the beneficiary’s marital status, and if applicable
an annual written instrument signed by the beneficiary’s spouse that satisfies the requirements of clause 1.3.

1.6(a) The notice from the Independent Trustee must inform the beneficiary that in order to be
eligible for further distributions {other than amounts required for the beneficiary’s immediate and direct personal needs for
support and health), the beneficiary must submit a statement to the Independent Trustee verifying the beneficiary’s marital
status, and if the beneficiary is married on the date of the notice (even if divorce proceedings arc pending on that date}, that the
beneficiary is required to give the Trustee a written instrument satisfactory to the Independent Trustee in content and form that
satisfies the requirements of clause 1.3 which is signed by the beneficiary’s spouse. The notice may consist solely of a copy
of the provisions of clause 1.
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1.6(b) The statement signed by the beneficiary and the written instrument (if any) signed by the
beneficiary’s spouse must be signed under penalties of perjury within 30 days before or after the date of the notice given by
the Trustee. They must personally sign those documents in the presence of an officer authorized to administer oaths under the
laws of the United States or any state or territory of the United States, which officer is located in any federal, state, or local
governmental office within the United States or a territory thereof, or in any United States embassy or consular office, or in the
United States in the office of any bank or trust company authorized to engage in the trust business.

1.6(c) The statement signed by the beneficiary and the written instrument (if any) signed by the
beneficiary’s spouse must be executed and given to the Trustee annually. The Trustee’s authority to make distributions to a
beneficiary (other than amounts required for the beneficiary’s immediate and direct personal needs for support and health) shall
expire one year after the last to occur of (i) the date of the Trustee’s notice, and (ii) the later of the date of execution of the last
such statement signed by the beneficiary and the date of execution of the last such written instrument (if any) signed by the
beneficiary’s spouse.

1.6(d} If distributions are suspended because of a failure to meet the requirements of this clause 1.6,
those distributions will not resume unitil the statement signed by the beneficiary and the written instvument (if any) signed by
the beneficiary’s spouse have been delivered to the Trustee. Mandatory distributions that were otherwise due to the beneficiary
but which were withheld during the period of the suspension shall be paid to the beneficiary in arrears upon satisfaction of
these requirements. Discretionary distributions that otherwise would have been made by the Trustees but which were withheld
during the period of the suspension may be paid to the beneficiary in arrears upon satisfaction of these requiremnents, in the
discretion of the Trustees.

1.6(e) Other than giving the annual notice required by this clause 1.6, the Trustee has no duty to
inquire independently whether a beneficiary is married and can rely on the annual statement signed by the beneficiary and the
annual written instrument (if any) signed by the beneficiary’s spouse in making distributions as otherwise provided in this
[Will] [trust instrument]. The Trustee is to be indemnified from the trust estate and held harmless from any liability of any
nature in exercising its judgment and authority under this clause, including any failure to conduct a separate investigation
whether a beneficiary is married, or for making distributions while a beneficiary is married, unless the Trustee is acting in bad
faith.
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ASSET PROTECTION PLANNING WITH TRUSTS: PART I
CURRENT DEVELOPMENTS UNDER FLORIDA LAW
DOMESTIC ASSET PROTECTION TRUSTS

1-1 DOMESTIC TRUSTS

1-1.1 Introduction

Much has been written about the use of Foreign and Domestic Asset Protection Trusts. This
outline focuses on the status of Domestic Asset Protection Trusts based upon recent case law,
and suggests that in light of uncertainty as to whether such trusts will be recognized to protect
assets of a nonresident debtor and the ten year reach back under Bankruptcy Code Section
548(e), that use of Domestic Asset Protection Trusts be limited to situations where other more
certain asset protection techniques available to Florida residents would not be effective, or if
used, that the Domestic Asset Protection Trust be combined with other more protective
techniques such as funding the trust with limited partnership interests.

This outline focuses on four topics related to domestic self-settled trusts: (1) why conventional
Florida domestic self-settled trusts, whether revocable or irrevocable, even with spendthrift
protection, are subject to creditors’ claims; (2) the potential effectiveness of self-settled asset
protection trusts that are created by Florida residents in states that have enacted self-settled asset
protection legislation; (3) the effectiveness of both third party created irrevocable trusts to
protect gifts to beneficiaries who may be subject to creditors’ claims, and how state laws provide
significantly different levels of creditor protection for certain beneficiaries; and (4) concludes
that a diversified asset protection approach is likely to provide the greatest asset protection, and
why attorneys should determine if the client who is initiating planning prefers the certainty of
protection using a variety of Florida statutory protections (such as annuities, cash surrender value
life insurance, homestead or inter vivos QTIP trust planning) as compared to the creation of a
domestic self-settled asset protection trust.

1-1.1.1  What are the biggest traps?

In light of the discussion, below, there are significant risks for a Florida resident who relies
heavily on the protection of a domestic self-settled asset protection trust created in a state that
provides such protection. First, the client will need to establish that the transfer of assets to the
self-settled asset protection trust was not made with actual intent to hinder, delay or defraud the
client’s creditors, even if the client is solvent at the time of transfer. Second, the client must be
concerned that a court could determine that the public policy of the law of Florida (assuming a
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Florida resident), rather than the state designated in the trust instrument, should control. This
Acrticle describes recent cases that void transfers to Alaska self-settled asset protection trusts
based upon specific facts and concludes that clients need to be aware of substantial risks when
using domestic self-settled asset protection trust planning.

1-1.2 Why Revocable Trusts and Self-Settled Irrevocable Trusts Created in Florida do
Not Protect Assets Transferred to the Trust From the Settlor’s Creditors

1-1.21 Revocable Trusts

Generally, Florida law provides that revocable trusts do not protect the settlor’s assets from
creditors during the settlor’s lifetime. Florida Statutes Section 736.0505 provides that whether or
not a trust contains a spendthrift provision, the property of a revocable trust is subject to the
claims of the settlor’s creditors during the settlor’s lifetime to the extent the property would not
otherwise be exempt by law if owned directly by the settlor. In Florida, a revocable trust does not
provide creditor protection upon the death of the settlor/beneficiary. Florida Statute Section
733.707(3) provides that revocable trust assets are available to creditors to the extent the probate
assets are insufficient to satisfy the settlor’s creditors and expenses of administration.

1-1.2.2  Irrevocable Trusts—Created by the Settlor

1-1.2.2.1 General

Just like outright gifts of property, transfers to irrevocable trusts, conceptually, place assets
outside the reach of the settlor. Nevertheless, a creditor can pursue the settled assets where (i) the
trust is funded as a result of a fraudulent conveyance, (ii) the settlor retained too much control
over the trust, (iii) the settlor retained too much of an interest in the trust and/or (iv) the trust is
illusory. Florida Statutes Section 736.0505(b) provides that with respect to irrevocable trusts, a
creditor of the settlor may reach the maximum amount that can be distributed to or for the
settlor’s benefit. Three exceptions to the general rule are provided under Florida Law.

1-1.2.2.2 Exceptions to General Rule in Florida

Florida Statutes Section 736.0505(1)(c) provides that the general rule (allowing a beneficiary’s
creditors to reach the maximum amount of assets that can be distributed to or for the
beneficiary/settlor’s benefit) does not apply solely with respect to a trustee’s discretion to
reimburse or pay directly to the tax authorities any tax on trust income or principal that otherwise
would be payable by the settlor under the law imposing the tax.
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Florida Statutes Section 736.0505(2) provides that upon the lapse, release or waiver of a power
of withdrawal, the holder is treated as the settlor of a trust only to the extent the value of the
property subject to the power, release or waiver exceeds the greater of the amounts specified in
Code Sections 2041(b)(2), or 2514(e) (i.e., “five and five powers”) or Code Section 2503(b), and
if the Settlor was married at the time of the transfer, twice the amount specified in Code Section
2503(b) (currently $14,000 if unmarried or $28,000 if married).

Florida Statutes Section 736.0505(3) provides that assets in an intervivos QTIP trust, or another
trust, to the extent that the assets in the other trust are attributable to a intervivos QTIP Trust, are
treated as being settled by the settlor’s spouse after the death of the settlor’s spouse and not by
the settlor. See detailed discussion of Intervivos QTIP Trusts in outline titled “Asset Protection
Planning with Trusts: Current Developments Under Florida Law Planning with Inter Vivos QTIP
Trusts”.

1-1.2.2.3 Cases Addressing Creditor’s Rights over Self-Settled Trusts Created in States
that have not Enacted Self-Settled Asset Protection Statutes

Numerous cases have recognized that a creditor can reach a debtor’s interest in a self-settled
spendthrift trust. See In re Lichstrahl, 750 F. 2d 1488 (11th Cir. 1985) (applying Florida law); In
re Robbins, 826 F. 2d 293 (4th Cir. 1987) (applying Maryland law); Levey v. First Virginia
Bank, 845 F. 2d 80 (4th Cir. 1988) (applying Virginia law); In re Witlin, 640 F. 2d 661 (5th Cir.
1981) (applying Florida law); Plymouth Rock Fuel Corp. v. Bank of New York, 91 Misc. 2d
837, 398 N.Y.S. 2d 814, 815 (1977), aff’d, 102 Misc. 2d 235, 425 N.Y.S. 2d 908 (1979)
(applying New York law). These cases hold that when a person creates a trust for his or her own
support, or a discretionary trust for their benefit, such person’s creditors can reach the maximum
amount which the trustee, under the terms of the trust, could pay to, or apply for the benefit of
the settlor of the trust.

It is important to note that no matter the type of trust, a spendthrift clause in a self-settled trust in
a state that has not adopted self-settled asset protection trust legislation is ineffective. For
example, In re Brown, 303 F. 3d 1261 (11th Cir. 2002), the debtor, an alcoholic, funded a
charitable remainder unitrust with a $250,000 inheritance received. The Appellate Court noted
that under Florida law, self-settled spendthrift provisions are not recognized. A self-settled
spendthrift provision is one in which the settlor and beneficiary are the same person. Although
when the debtor/settlor created the trust she was solvent and there was no intent to defraud
creditors, the spendthrift provision was void as against public policy. Because the debtor’s sole
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right was to a fixed percentage of the trust assets for life, that was what the creditor was able to
attach.

An individual may be able to create a trust that is asset protected, in whole or in part, of which
such individual is a permissible beneficiary, by restricting the discretionary authority of the
trustee with respect to such individual. These restrictions include: (i) limiting distributions to the
settlor to an ascertainable standard (e.g. health, maintenance and support), (ii) requiring that
distributions to the individual not hamper the ability of the trustee to provide for the support of
other beneficiaries such as the spouse or children of the individual and (iii) requiring that the
trustee first obtain the consent of adverse beneficiaries prior to distributing funds to the
settlor/beneficiary. The greater the foregoing restrictions, the less likely it is that the trust estate
will be reachable by the creditors of the settlor/ beneficiary. However, these provisions truly
limit the settlor’s ability to benefit from such trust assets.

1-2 DOMESTIC SELF-SETTLED ASSET PROTECTION TRUST LEGISLATION
ADOPTED IN 15 STATES

1-2.1 Self-Settled Asset Protection Jurisdictions

Sixteen states have adopted a version of self-settled asset protection trust legislation. See
ALASKA STAT. 88 13.36.310, 34.40.110; DeL. COoDE ANN. TIT. 12, 8§ 3570-3576; HAW. REV.
STAT. 8 554G; Miss. CODE ANN. 88 91-9-701 — 91-9-723; Mo. Rev. STAT. 88 456.5-505; NEV.
REV. STAT. 88 116.010-166.170; N.H. REV. STAT. ANN. 8 564-D:1-18; OHIO LEGACY TRUST
ACT, CHAPTER 5816 OF THE OHI0 REVISED CODE; OKLA. STAT. ANN. TIT. 31, § 10-18; R.l. GEN.
LAws § 18-9.2-1 — 18.9.2-7; S.D. CoDIFIED LAwWsS 88 55.16-1-55-16-17; TENN. CODE ANN. § 35-
16-104, 107; UTAH CODE ANN. § 25-6-14 (repealed an re-enacted in 2013); VA. CODE ANN. 88
64.2-745.1 and 64.2-745.2; W. VA. CoDE Sections 44D-5-503a, 44D-5-503b, 44D-5-503c and
44D-5-505; Wyo. STAT. 88 4-10-505 & 4-10-510-523. For a comprehensive summary of the
domestic asset protection trust statutes, see David G. Shaftel, Comparison of the Domestic Asset
Protection Statutes, Updated Through September 2016, September 2016, available at
http://www.actec.org/assets/1/6/Shaftel-Comparison-of-the-Domestic-Asset-Protection-Trust-
Statutes.pdf. Other states, including Florida, have designated limited situations where assets in a
self-settled trust would be protected from creditor’s claims. See discussion in paragraph 1.3.1
below and in Exhibit 10 in the Florida Bar RPPTL Seminar outline entitled “Asset Protection
Planning with Trusts: Current Developments Under Florida Law Planning with Inter Vivos QTIP
Trusts” by Barry A. Nelson.
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1-2.2 How Protected are Domestic Self-Settled Asset Protection Trusts Created in Self-
Settled Asset Protection Jurisdictions by Florida Residents?

Since self-settled asset protection legislation was enacted first in Alaska, followed by Delaware
(both in 1997) there has been considerable controversy as to whether the law designated in the
self-settled asset protection trust or rather the law of the settlor’s residence should apply if a
judgment is rendered against the settlor even if there was no fraudulent conveyance when the
trust was created. See Todd A. Flubacher & Randolph K. Herndon, Jr., Delaware Asset
Protection Trusts and Creditors’ Rights, 37 EST. PLAN. J. 19 (Sept. 2010); Richard W. Nenno,
Choosing and Rechoosing the Jurisdiction for a Trust, Address at the 40th Annual Heckerling
Institute on Estate Planning (Jan. 2006), in 40th Annual Heckerling Institute on Estate Planning
(Matthew Bender, Pub., 2006). Furthermore, Bankruptcy Code Section 548(e), which was
enacted in 2005 as part of the Bankruptcy Abuse Prevention and Consumer Protection Act of
2005, Pub.L.No. 109-8, 119 Stat. 23 (2005), was intended to close “the self-settled trust loophole
and was directed at the states that then permitted self-settled asset protection trusts. Its main
function was to provide the bankruptcy estate representative with an extended reach back period
for certain types of transfers. In re Mortensen, A09-00565-DMD, 14 (Bankr. D. Alaska May 26,
2011) (citing 5 Collier on Bankruptcy { 548.10[1], [3][a] n.6 (N. Alan Resnick & Henry J.
Sommer eds., 16th ed.)). As a result, those using domestic or foreign self-settled asset protection
trusts will be subject to a ten year reach back to determine whether assets conveyed to self-
settled asset protection trusts were transferred to the trust with actual intent to hinder, delay or
defraud the settlor’s creditors. In such event even if the debtor resided in the self-settled asset
protection trust jurisdiction the conveyance could be avoided. In 2011 and then in 2013 two
unrelated cases held that the conveyance to an Alaska self-settled asset protection trust could be
avoided, one case where an Alaska resident made the transfer that was determined to be
fraudulent under Bankruptcy Code Section 548(e), and in the other because the transfer by a
Washington state resident debtor was deemed to be fraudulent under Bankruptcy Code Section
548(e), but also because Washington state law should apply. These cases are insightful as to the
dangers of relying on the laws of domestic asset protection trust jurisdictions and are detailed
below.

1-2.2.1 In re Mortenson

The unpublished decision of In re Mortensen held that the Alaskan debtor, who created an
Alaska self-settled asset protection trust in 2005, made a fraudulent conveyance to the trust that
could be set aside under Bankruptcy Code Section 548(e) that provides a ten year reach back
period. The Bankruptcy court decision was entered more than six years after the date the Trust
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was registered and the debtor transferred unimproved real property located near Seldovia, Alaska
(the “Seldovia” property) to the trust on February 1, 2005. The transfer was made after the
debtor’s divorce when his income fluctuated substantially. The express purpose of creating the
trust was “to maximize the protection of the trust estate or estates from creditors’ claims of the
Settlor or any beneficiary and to minimize all wealth transfer taxes.” The debtor and his
descendants were the trust beneficiaries. After Mortensen conveyed the Seldovia property to the
trust his mother provided him with two $50,000 checks one dated February 22, 2005 (21 days
after he conveyed the property to the trust along with a note that is quoted in the opinion as
follows):

“Enclosed is my check #1013 in the amount of fifty thousand dollars, as we have
discussed, to pay you for the Seldovia property that you have put into the trust for
my three special “Grands”! In the next few weeks there will be a second check
mailed to you in the amount of fifty thousand dollars, making a total of
$100,000.” In re Mortensen, at 7. Mortensen’s mother provided him with a second
check April 8, 2005 referencing the Seldovia Trust. Mortensen contributed
$80,000 of the $100,000 into the trust.

Four years after the trust was registered, when the debtor filed his petition for bankruptcy he had
over $250,000 in credit card debt and over $8,000 in medical debt. The debtor disclosed the
creation of the Alaska trust on his statement of financial affairs.

The debtor submitted an affidavit at the time of the trust’s creation alleging among other things
that he was solvent and had no intent to defraud creditors by creating the trust. The bankruptcy
trustee alleged that the debtor failed to establish a valid asset protection trust under Alaska law,
claiming the debtor was insolvent when the trust was created. The Court disagreed with the
Trustee and held that under Alaska law, the debtor was solvent at the time the trust was created.

However, even though the Court determined the debtor was solvent when the trust was created,
the trustee also argued that the transfer of the Seldovia property to the asset protection trust
should be set aside as fraudulent under Bankruptcy Code Section 548(e) which provides:

(e)(2) In addition to any transfer that the trustee may otherwise avoid, the trustee
may avoid any transfer of an interest of the debtor in property that was made on or
within 10 years before the date of filing of the petition, if—

(A) such transfer was made to a self-settled trust or similar device;
(B) such transfer was made by the debtor;

(C) the debtor is a beneficiary of such trust or similar device; and
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(D) the debtor made such transfer with actual intent to hinder, delay, or
defraud any entity to which the debtor was or became, on or after the date
that such was made, indebted.

The Court in Mortensen, in agreeing with the trustee, characterized the debtor’s trust as a self-
settled trust within the purview of Bankruptcy Code Section 548(e). The Court reasoned that
Bankruptcy Code Section 548(e) was enacted to close the self-settled trust loophole by avoiding
any transfer of an interest of the debtor in property to a self-settled trust that was made on or
within ten years before the date of the filing of a bankruptcy petition, and the debtor made such
transfer with actual intent to hinder, delay, or defraud.

The Mortensen Opinion states:

I conclude that a settlor’s expressed intention to protect assets placed into a self-
settled trust from a beneficiary’s potential future creditors can be evidence of an
intent to defraud...Here, the trust’s express purpose was to hinder, delay and
defraud present and future creditors. However, there is additional evidence which
demonstrates Mortensen’s transfer of the Seldovia property to the trust was made
with the intent to hinder, delay and defraud present and future creditors. In re
Mortensen, at 16-17.

The most significant factors cited in the opinion were that Mortensen was:

[Cloming off some very lean years at the time he created the trust in 2005...He
had burned through a $100,000 annuity which he cashed out in 2000. He had also
accumulated credit card debt of between $49,711 to $85,000 at the time the trust
was created. He was experiencing ‘financial carnage’ from his divorce.
Comparing his low income to his estimated overhead...Mortensen was well ‘under
water’ when he sought to put the Seldovia property out of reach of his creditors
by placing it in the trust. In re Mortensen, at 17.

Mortensen is concerning because the decision appears to place significant weight on Mortensen’s
express purpose in creating the trust to protect such assets from creditors. Even though he was
solvent when the trust was created the decision states that the combination of his stated intent
and that he was “underwater” when the transfers were made was evidence of his intent to hinder
delay and defraud creditors. Although one can argue that the decision would not have been the
same if Mortensen had a strong financial position at the time the trust was created and when he
contributed the funds to the trust he received from his mother, some argue that simply because
the trust stated its purpose was to protect assets was sufficient to create a fraudulent conveyance
if he incurred debt within ten years of the transfer under Bankruptcy Code Section 548(e). Such a
position would put a chilling effect on the use of any self-settled asset protection trusts. For
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additional discussion of Mortensen, see David G. Shaftel, Court Finds Fraudulent Transfer to
Alaska Asset Protection Trust, 39 EST. PLAN. J. 15 (Apr. 2012); Daniel S. Rubin, The Future of
the Domestic ‘Asset Protection’ Trust After Mortensen, 28 AICPA Planner 5 (Jan./Feb. 2012);
John E. Sullivan, et al., Fraudulent Transfer Claims: Does the bankruptcy court’s decision in In
re Mortensen spell the end of the asset protection trust?, 150 TR. & EST. 43 (Dec. 2011).

1-2.2.2 In re Huber

The case of Waldron v. Huber (In re Huber), BK.W.D.Wa Adversary No. 12-04171, Bankruptcy
No. 11-41013, Order Granting Trustee Partial Summary Judgment, Doc. 142, May 17, 2013 (the
“Order”), addressed whether an Alaska self-settled asset protection trust was valid with respect
to the creditors of a Washington state real estate developer/manager (“Debtor”) who guaranteed
loans through his real estate development company. In 2007, the Debtor began experiencing
turmoil in many of his real estate projects. The Order sets out four cases against the Debtor that
were filed in 2009 or 2010. In all four, the plaintiffs were granted judgment against the Debtor,
and as such, the Debtor had four judgments against him by 2010.

One of Debtor’s business partners advised Debtor in 2007 that he was considering the creation of
an asset protection trust and Debtor advised his partner that Debtor would consider such creation
to be a fraudulent transfer. However, in 2008, the Debtor’s son sought an estate planning
attorney’s help to plan with some of the Debtor’s assets. In creating the Donald Huber Family
Trust (“Family Trust”), the Debtor acknowledged that one of his principal goals was to “protect a
portion of [the Debtor’s] assets from [his] creditors. The Debtor was the settlor and one of the
beneficiaries of the trust. The trustees were the Debtor’s son, Alaska USA Trust Company
(“Alaska Trust™) and one of his stepchildren. By July 2010, while the Debtor personally owned
only a 5% interest in a plaza, worthless notes and accounts receivable, and a 50% interest in an
LLC. The Family Trust owned much of the Debtor’s prior holdings and real estate operating
companies and the residence occupied by his disabled daughter. When the Debtor needed money
from the Family Trust, the Debtor would request disbursement from his trustee son, who would
then in turn request approval of the disbursements from Alaska Trust. The Order indicates that
Alaska Trust acted merely as a straw man and did nothing to become involved with the
preservation and/or protection of the trust corpus. Further, although the Debtor’s son alleged that
at times he refused the Debtor’s request for disbursements, the record reflected the Debtor
received trust income of $14,500 per month and that $571,332.81 was paid out of the trust
between October 1, 2010 and July 30, 2012.
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The Debtor filed for Chapter 11 bankruptcy protection on February 10, 2011. A total of
$406,837.27 was paid out of the trust after the filing of the Chapter 11 petition on February 10,
2011 through July 30, 2012. The bankruptcy trustee brought an adversary action against the
Debtor, his son, the Family Trust, Alaska Trust and the Debtor’s companies, under the following
theories: fraudulent transfer under Bankruptcy Code Section 548(e) prohibiting transfers to
defeat creditors to a “self-settled trust or similar device”; fraudulent transfer under Washington
state law; transferring or concealing property with intent to defraud creditors warranting denial
of discharge under Bankruptcy Code Section 727 of the; civil conspiracy to defraud creditors;
and request for declaratory judgment that the Bankruptcy Trustee has full membership rights in
DGH, LLC, including the power to vote DGH, LLC’s 85% membership interests in two LLCs
that owned shopping centers.

The court found that the Debtor’s transfers of assets into the Family Trust were void. The
Debtor’s choice of Alaska law as designated in the Family Trust was not determinative of the
issue because: at the time the Family Trust was created, the Debtor (the settlor of the trust) was
not domiciled in Alaska (he was domiciled in Washington); the assets were not located in Alaska
(except for $10,000 in an account at Alaska Trust, all of the underlying property owned mostly
through business entities that was placed into the trust was located in Washington); and the
beneficiaries were not domiciled in Alaska. As Washington law does not recognize self-settled
trusts, the Debtor’s transfers of assets into the Alaska trust were deemed void.

Although the court rejected the bankruptcy Trustee’s Bankruptcy Code Section 727(a)(2)
argument (precluding a bankruptcy discharge when the debtor, with intent to hinder, delay or
defraud has transferred, removed, destroyed, mutilated, or concealed property of the debtor
within one year before the petition date, or property of the estate after the petition date a
creditor), the court avoided the transfer of interests in property under Bankruptcy Code Section
548(e)(1). The bankruptcy Trustee submitted over one hundred exhibits containing declarations,
emails, documents and pleadings to establish the Debtor’s intent to hinder, delay, or defraud his
creditors. In considering the badges of the fraud, the court noted the following: at the time the
Debtor transferred his assets into the Family Trust, there was threatened litigation against the
Debtor; the Debtor transferred all or substantially all of his property into the Family Trust; the
Debtor was significantly indebted at the time he transferred his assets into the Family Trust; the
Debtor was both the settlor and beneficiary of the trust; and that the Debtor effectively retained
the property transferred into the trust as substantially all of his requests for distributions were
granted. “[T]he timing of the Trust’s creation, the facts surrounding its creation, and timing of
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the asset transfers support a finding of a motive other than estate planning, that of asset
protection at the expense of his creditors.” In re Huber, at 20.

The court then considered the bankruptcy Trustee’s cause of action under Bankruptcy Code
Section 544(b)(1) to bring an action to avoid fraudulent transfers under state law. In order to
allege a fraudulent transfer, the bankruptcy Trustee had to demonstrate actual intent to defraud
by “clear and satisfactory proof” under Washington fraudulent transfer law. Under the Revised
Code of Washington Statutes, specifically RCW § 19.40.041(b), the court considered eleven
badges of fraud in determining whether actual intent existed. Several of the badges of fraud
overlapped with the avoidance of the transfer argument under Bankruptcy Code Section 548,
above, such as that the Debtor was threatened with litigation when the transfers occurred; the
transfers were of substantially all the Debtor’s assets; the Debtor retained control of the
transferred property; that as a self-settled trust, the transfer from the Debtor to the Trust was to
an insider; and that by transferring the property into the Trust, the Debtor was attempting to
remove the assets from his creditors’ reach. In addition to the factors set forth in the Court’s
Bankruptcy Code Section 548(e) analysis, the Trustee showed that in the face of the declining
real estate market, the Debtor’s inability to secure funding and mounting debt, the Debtor was
concerned that he would lose all of his assets to his creditors. As such, the court granted
summary judgment to the bankruptcy Trustee on his fraudulent transfer claim.

1-2.2.3 TrustCo Bank v. Mathews

In TrustCo Bank v. Mathews, C.A. No. 8374-VCP (Delaware 2015) decided January 22, 2015
where the question was whether Florida, Delaware or New York law should apply for purposes
of statute of limitations for challenging that transfers by a debtor to three Delaware trusts were
fraudulent conveyances. The Delaware court held that Florida or Delaware’s statutes of
limitations would apply whereby the action to avoid a fraudulent transfer must be brought within
four years after the transfer, or if later, within one year after the transfer was or could reasonably
be discovered, rather than New York law which provided six years to file such action. The debtor
filed net worth statements to TrustCo more than four years prior to TrustCo’s filing of fraudulent
transfer action. Debtor’s initial financial statement submitted to TrustCo in March 2008 showed
assets of approximately $11.7 million. Yet in April 2008, debtor submitted a “revised net worth
statement” to TrustCo reflecting assets of approximately $5.5 million including the following
annotation: “I am the discretionary beneficiary of each of the three Delaware trusts that have
been established as part of my estate planning.” TrustCo evidenced receipt of such information
by asking the Debtor to either “guarantee the loan with all three Delaware Trusts or put up
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another $1 million in collateral.” In fact, borrower provided $1 million of additional collateral
when the loan modification closed in 2008.

Based upon the notice of the transfers to the Delaware Trusts and the expiration of four years
from the date the Delaware Trusts were created, the fraudulent conveyance claim was barred
under Florida and Delaware law.

1-3 ALTERNATIVE PROTECTIONS IN FLORIDA IN ADDITION TO USING
SELF-SETTLED TRUSTS

1-3.1 Intervivos QTIP Trusts

While asset protection techniques are frequently discussed at educational seminars, in articles
and treatises some techniques are less well known. For example, currently fourteen states in
addition to Indiana, which is proposed (Arizona, Arkansas, Delaware, Florida, Kentucky,
Maryland, Michigan, North Carolina, Oregon, South Carolina, Tennessee, Texas, Virginia and
Wyoming) have enacted legislation to make it clear that intervivos QTIP trust assets remain
protected in a spendthrift trust as to the initial settlor, even if the settlor’s spouse predeceases the
initial QTIP trust settlor and the intervivos QTIP trust assets revert to a credit shelter trust for the
initial settlor spouse. See ARIz. REV. STAT. § 14-10505(E); ARK. CODE ANN. § 28-73-505(C);
DEL. CoDE ANN. TIT. 12 § 3536(C); FLA. STAT. § 736.0505(3); INDIANA STAT. (PROPOSED) § I.C.
30-4.2.1-18; KY. REV. STAT. ANN. 8 386B.5-020(8)(A); MD. CODE ANN., EST & TRUSTS § 14.5-
1003(A)(1)-(2); MicH. Comp. Laws § 700.7506(4); N.C. GEN STAT. 8§ 36C-5-505(c); OR. REV.
STAT. 8 130.315(4); S.C. CoDE ANN. 8 62-7-505(B)(2); TENN. CODE ANN. § 35-15-505(D); TEX.
PROP. CODE ANN. § 112.035(G); VA. CODE ANN. 864.2-747.B.3; WYO. STAT. ANN. § 4-10-506(f).
Each intervivos QTIP trust jurisdiction has modified their spendthrift trust statutes to provide
that where an intervivos QTIP election was made, then, after the death of the settlor’s spouse,
any assets passing back into a trust for the initial settlor spouse are deemed to have been
contributed by the settlor’s deceased spouse and not by the settlor. The creation of inter vivo
QTIP trusts thereby allows married couples to take advantage of one another’s federal estate tax
exemptions and, at the same time, to enhance asset protection planning.

1-3.1.1  Florida Statutes Section 736.0505(3)

Florida Statutes Section 736.0505(3) allows for the creation of intervivos QTIP trusts. Florida’s
intervivos QTIP trust statute allows for the assets in a trust described in Code 8§88 2523(e) or (f)
and another trust, to the extent that the assets in the other trust are attributable to a trust described
in Code 88 2523(e) or (f), to be deemed, after the death of the settlor’s spouse, as having been
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contributed by the settlor’s spouse and not by the settlor. See Barry A. Nelson & Richard R.
Gans, New 8736.0505(3) Assures Tax/Asset Protection of Intervivos QTIP Trust, 84 FLA. BAR.
J. 50 (Dec. 2010) (See Exhibit 10 in the Florida Bar RPPTL Seminar outline entitled “Asset
Protection Planning with Trusts: Current Developments Under Florida Law Planning with Inter
Vivos QTIP Trusts” by Barry A. Nelson).

1-31.2  Ariz. Stat. § 14-10505(E)

Ariz. Stat. § 14-10505(E). Unlike Florida, Michigan, Virginia, North Carolina, Delaware and
Wyoming, the Arizona statute provides that the initial settlor of any irrevocable intervivos trust
created for the settlor’s spouse will not be deemed to have been contributed by the settlor if the
settlor is the beneficiary of the trust after the death of the settlor’s spouse, even if there is no
QTIP election. See Arizona Statutes Section 14-10505(E). As a result, under Arizona law, one
spouse can create an intervivos credit shelter trust for the other and even if the trust assets
reverted to the settlor in a credit shelter trust, upon the death of the non-settlor spouse, those
assets would not be deemed to have been contributed by the settlor. As such, the assets should
retain protection from the settlor’s creditors during his or her lifetime despite the fact that he or
she created the initial trust and was the beneficiary of the trust upon the death of the non-settlor
spouse.

While at first glance the Arizona statute appears to create great asset protection and the
possibility of enhanced estate tax benefits that are afforded to credit shelter trusts as compared to
an intervivos QTIP Trusts (i.e., all appreciation of assets in the credit shelter trust would avoid
future estate taxes and regardless of whether the applicable exclusion amount is reduced the
assets in a credit shelter trust should not be subject to estate tax inclusion), there are two potential
pitfalls to the Arizona statute: (1) the trust needs to have its situs in Arizona and be subject to
income tax there; and (2) there is no provision similar to IRS Treas. Reg. 8 25.2523(f)- 1(f),
Example 11 that assures that the initial settlor will not be subject to tax under 88 2036 or 2038 of
the Internal Revenue Code. As a result, the IRS could take the position that despite state law, the
initial settlor has an interest under 88 2036 and 2038 of the Internal Revenue Code, resulting in
estate tax inclusion.

Providing the initial donee of a credit shelter trust a special power of appointment to direct the
credit shelter assets back to the initial settlor, as compared to retaining a reversion in the credit
shelter trust in favor of the settlor, may not change the estate tax consequences to the settlor due
to the Relation Back Doctrine. See In re Estate of Wylie, 342 So.2d 996, 998 (Fla. 4th DCA
1977). As a result, assets passing from an intervivos credit shelter trust back to a credit shelter
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trust for the initial settlor may be considered to be held in a self-settled trust and therefore subject
to estate tax inclusion.

1-3.1.2.1 Cash Surrender Value of Life Insurance and Annuities

Under Florida Statutes Section 222.14, the cash surrender values of life insurance policies issued
upon the lives of citizens or residents of Florida and the proceeds of annuity contracts issued to
citizens or residents of Florida, may not be subject to attachment, garnishment or legal process in
favor of any creditor of the person whose life is so insured or of any creditor of the person who is
the beneficiary of such annuity contract, unless the insurance policy or annuity contract was
effected for the benefit of such creditor.

1-3.1.2.2 IRAs and Inherited IRAs

Florida Statutes Section 222.21(2)(a) provides that both traditional IRAs and Roth IRAs are
exempt from the creditor claims of an owner of such an IRA. However, amounts distributed as
required minimum distributions from a traditional IRA are not necessarily considered to be
exempt property under Florida Statutes Section 222.21(2)(a) and, thus, may not be protected
from claims of the distributee’s creditors.

Inherited IRAs and other qualified retirement accounts would continue to be protected to the
beneficiary upon death of the participant by under Florida Statutes Section 222.21(2)(c) which
states:

Any money or other assets or any interest in any fund or account that is exempt
from claims of creditors of the owner, beneficiary, or participant under paragraph
(a) does not cease to be exempt after the owner’s death by reason of a direct
transfer or eligible rollover that is excluded from gross income under the Internal
Revenue Code of 1986, including, but not limited to, a direct transfer or eligible
rollover to an inherited individual retirement account as defined in s. 408(d)(3) of
the Internal Revenue Code of 1986, as amended. This paragraph is intended to
clarify existing law, is remedial in nature, and shall have retroactive application to
all inherited individual retirement accounts without regard to the date an account
was created.

1-3.2 Irrevocable Trusts — Created by a Person other than the Settlor

1-3.2.1 General

This outline is focused on self-settled “Domestic Asset Protection Trusts.” However, as
counselors to our clients, we should also advise clients of the risks that assets in Florida
spendthrift trusts and discretionary trusts could be subject to claims of exception creditors. See
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Barry A. Nelson, Bacardi on the Rocks, 88-FLA. BAR. J. 21 (Mar. 2012); Barry A. Nelson,
Berlinger v. Casselberry: Discretionary Trust Held to be Available to an Alimony Creditor,
Steve Leimberg’s Asset Protection Planning Newsletter (Dec. 10, 2013); Barry A. Nelson,
Bacardi: The Hangover, 88-FLA. BAR J. 40 (Mar. 2014); Barry A. Nelson, Protecting Trusts
From Claims of Alimony or Child Support, Trusts & Estates Magazine (Mar. 2014).

1-4  PLANNING: SUNDAY MORNING QUARTER BACK APPROACHES THAT
COULD HAVE SAVED THE GAME IN MORTENSON AND HUBER

1-4.1 In re Mortenson

Mortensen could have protected half of his assets if he simply advised his mother to create a
third party discretionary trust for his benefit, rather than giving him the $100,000 referred to in
her note described in Section 1-2.2.1., above. Instead of losing both the residence and the money
gifted to Mortensen, the home could have been purchased for fair market value by the
irrevocable trust created by Mortensen’s mother, and the Bankruptcy Trustee most likely would
have settled for the fair market value of the residence he conveyed to the Alaska self-settled asset
protection trust. Mortensen should never have received a gift from his mother outright under his
financial circumstances. For the same reason, one of our inquiries when we are discussing asset
protection with our clients is the possibility of a future inheritance. For those who have
significant concerns about existing or likely creditors, any future inheritance should be in the
form of a third party discretionary trust.

1-4.2 In re Huber

Huber should have initiated his planning earlier, probably at the same time in 2007 when his
partner suggested that he intended to create a “spendthrift trust” that Huber classified as a
fraudulent transfer. Many clients were first experiencing the beginning of the end of the real
estate bubble as early as 2006. At that time real estate values were still high, and bank appraisals
were still high. In a perfect world, Huber’s attorney would have Huber and his CPA create a
solvency affidavit or letter. The solvency affidavit should include a balance sheet reflecting
values of each of Huber’s assets at that time, as well as his exposure on loan guarantees. When
values were still toward the top of the market, it is likely that the solvency affidavit would have
properly reflected that Huber was solvent. The next question however is whether any transfers at
that time would have been considered to be with actual intent to hinder delay or defraud his
creditors? This is where the rubber meets the road. Any transfers by Huber will be scrutinized
after the fact. The badges of fraud are typically reviewed to determine whether transfers were
made with fraudulent intent. Whether the asset protection planning technique is the acquisition of
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annuities or the creation of a domestic self-settled asset protection trust, the inquiry as to whether
the transfers were fraudulent are the same. The problem with a self-settled asset protection trust
is that the window for review as to whether the transfers are fraudulent is ten years as compared
to four years for most other transfers. In addition, for Florida residents, use of Florida statutory
asset protection exemptions or protections such as annuities, cash surrender life insurance and
inter-vivos QTIP trusts avoids an argument as was made in Huber that the law designated in the
self-settled asset protection trust should be disregarded as against public policy since it is of the
state of residence.
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EXAMPLE: Solvency Affidavit

[Client Name]
[Client Mailing Address]

, 20

PERSONAL & CONFIDENTIAL
[INSERT ADDRESS]

RE: Solvency Letter
for [INSERT TRUST NAME]
Our Client File [File ID] (FolderID)

Dear

This letter is written to you in connection with my creation of the above-captioned trust (the “Trust™), which I will
create after delivery of this letter.

I am aware that under certain circumstances my personal creditors may not reach assets held in the Trust. You have
advised me that a personal creditor of mine could reach assets held in the Trust if the creditor could prove that my
transfer of assets to the Trust was a fraudulent transfer.” | also understand that no assurance can be given that the law
of would apply to the determination as to whether a transfer of assets to the Trust is a fraudulent
transfer. Accordingly, | have, to the extent | deem advisable, consulted with counsel in and in other
states regarding the laws pertaining to fraudulent transfers in those states.

I have no intent to hinder, delay or defraud any creditor of mine in connection with the transfer of assets to the Trust
or otherwise.

I am not now engaged in, nor do | have any intent or plan to engage in, any business or transaction for which my
assets remaining after the completion of my intended transfer of assets to the Trust would be unreasonably small in
relation to the business or transaction.

I do not intend to incur, nor do | have any belief or reason to believe that | will incur, debts beyond my ability to pay
when due.

| am not presently involved in, nor am | aware of, any pending or threatened litigation in which any person is
directly or indirectly seeking damages against me], except for those matters or court actions identified in Exhibit
“A”]. I am not involved in any administrative proceeding under the jurisdiction of a federal, state or municipal
government as of this date], except as set forth in Exhibit “A”].

Upon the completion of my intended transfer of assets to the Trust, | will not have made a transfer to the Trust of
substantially all of my assets.

Upon completion of my intended transfer of assets, | will not be insolvent under Florida law; my assets will remain
greater than my current liabilities. | understand that in determining whether | am solvent under Florida law any
exempt assets such as homestead, tenants by the entireties and annuities will be disregarded.

“ Under Florida law, a transfer is fraudulent if (i) made by the debtor with actual intent to hinder, delay or defraud a
creditor, (ii) the debtor engages in a business or transaction for which his assets remaining thereafter are
unreasonably small in relation to the business or transaction, or (iii) the debtor intended or should have known that
he would incur debts beyond his ability to pay when due. The fraudulent transfer laws of other states may be more
or less restrictive._ See 6 Del. C § 1304(a).
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[Except as described in Exhibit “B” attached hereto, to] OR [To] the best of my knowledge, | am not liable for, or
indebted to, any person who suffered death, personal injury or property damage on or before the date upon which |
create and fund the Trust, whose death, personal injury or property damage may be determined at any time to have
been caused in whole or in part either by my act or omission or by the act or omission of another person for whom |
am vicariously liable.

[Except as described in Exhibit “C” attached hereto,] | am not presently in arrears on account of any agreement or
court order for the payment of support or alimony in favor of my spouse, my former spouse or my children, nor have
| failed to comply with any agreement or court order providing for the division of property in favor of my spouse or
former spouse.

| have no intent to abscond.
No part of my intent in creating the Trust is to conceal assets.

I am not currently insolvent, nor have I incurred debts | am unable to pay when due. | do not currently contemplate
filing for relief under the provisions of the U.S. Bankruptcy Code, nor am | involved in any situation that |
reasonably anticipate would cause me to file for relief thereunder in the future.

Following the completion of my intended transfer of assets to the Trust, | will remain solvent and the value of my
assets will substantially exceed my debts. To the best of my knowledge, | will remain able to pay my debts as they
come due.

When | state that my assets will exceed my debts, | am referring to all of my property that is not encumbered by a
valid lien except to the extent it is generally exempt under nonbankruptcy law, and except for property held in
tenancies by the entirety when it is not subject to process by a creditor holding a claim against only one tenant.

I am not about to incur substantial debt, nor have I already incurred a substantial debt in relation to the value of my
assets.

I have full right, title and authority to make the intended transfer of assets to the Trust. None of the assets that |
intend to transfer to the Trust have been pledged or otherwise promised in satisfaction of any debt nor are any of
those assets subject to any lien, encumbrance, or security interest of any type.

The assets intended to be transferred to the Trust were not derived from unlawful activities.

Whenever in this letter | refer to my “creditors” or my “debts”, | mean to include both my direct creditors and direct
debts and those creditors to whom, and those debts for which, | am, or may be, jointly and severally liable or
indirectly liable such as, for example, those creditors to whom, and debts for which | am, or may be, liable on
account of my status as a general partner in a partnership or guarantor of the debt of another.

I intend that each person now or hereafter serving as Trustee or Advisor for the Trust rely on this letter in agreeing
to act as a fiduciary of the Trust. You, along with any other Trustee of the Trust, may rely upon it for any purpose
including assisting in any defense in any legal proceeding that may be brought against

in its corporate or fiduciary capacity.

Should you have any questions, please feel free to contact me.

Very truly yours,

[CLIENT NAME]

JO
cc:
Enclosures
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1-5 SELF-SETTLED ASSET PROTECTION TRUST PLANNING IN LIGHT OF
HUBER

A recent article by Jonathan G. Blattmachr, Jonathan D. Blattmachr and Matthew Blattmachr
titled Avoiding the Adverse Effects of Huber provides suggestions on how a self-settled
domestic asset protection trust can be drafted to be distinguished from the Huber facts. See
Jonathan G. Blattmachr et al, Avoiding the Adverse Effects of Huber, 152 TR. & EST. (July
2013). While an excellent article, there will always be risks when a Florida resident uses
domestic asset protection trust planning. The following is not intended to be a comprehensive
summary of the Blattmachr article, but some of the suggestions included in the article are
described below:

Create a third party trust that allows the trust beneficiary, with the consent of a
non-adverse party, to exercise a power of appointment in favor of anyone other
than the initial trust beneficiary, his or her estate or creditor, or the creditors of his
or her estate and then the beneficiary exercises the power to create a new trust for
the initial settlor, whether created by the initial trust beneficiary or by someone
else other than the initial settlor (query: is the resulting trust self-settled?).

The Blattmachr approach is creative, but whether a court will pierce through it in the event there
is a series of events that result in the settlor becoming the primary beneficiary of an irrevocable
trust created by someone other than the settlor, but funded primarily with assets gifted by the
settlor to the initial trust. From my experience, the primary objective of clients looking for asset
protection is to have some degree of certainty. This is easier to accomplish with the use of
statutory Florida exemptions and other laws clearly protecting assets that were not fraudulently
conveyed.

Another approach that should be considered for every self-settled asset protection trust is funding
the trust with assets that are in and of themselves protective, such as funding the trust with
limited partnership interests rather than marketable securities or outright ownership of real estate.

1-6  CONCLUSION

As indicated above, domestic self-settled asset protection trusts are under attack. Whether the
trust is created by a resident of a self-settled asset protection trust jurisdiction, as was the case
with Mortensen, an Alaskan resident creating an Alaska self-settled trust that was void as a
fraudulent transfer, or creation by a nonresident such as Huber which was void as against
Washington public policy and as a fraudulent conveyance, there is likely to be scrutiny.
Furthermore, Bankruptcy Code Section 548(e) provides a ten year reach back to review whether
the initial trust transfer was fraudulent. For these reasons, use of self-settled asset protection

Part 11: Domestic Asset Protection Trusts — Barry A. Nelson — Page 18



trusts by Florida residents needs to be with significant notice to clients of potential attacks and
only after review of other options. If after review of the potential attacks the client decides to
proceed, consideration should be given to contribution of assets that, in and of themselves,
provide protection such as limited partnership interests. For third party asset protection trusts
created to protect the inheritance of a beneficiary, the jurisdictional issues described in the April
2013 article of Trusts & Estates Magazine titled “Are Trust Funds Safe From Claims For Alimony or
Child Support?” should be considered. See article below.
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10.

The Top 10 List of Hot Issues

New planning opportunities, pre and post mortem, are available.

Layering beneficiaries on the designation form provides maximum
flexibility in post-mortem planning

Trusts are a valuable tool in planning with IRAs but be sure to designate
them properly on the beneficiary designation form.

Although inherited IRAs are protected from creditors under Florida law,
there may still be good reasons to leave IRAs to children/grandchildren
through GST trusts.

Beware of malpractice/breach of fiduciary duty claims.

Giving incorrect advice regarding distribution periods available after death
of IRA owner or QRP participant;

Possibility of surcharge for incorrect handling of IRA or qualified retirement
plan assets payable to an estate or trust (accelerating or missing RMDs));

Conflict of or loss of beneficiary designations (making IRA or QRP payable
to estate or surviving spouse when not the intent of the decedent; conflict if
there are annuities held; conflict if beneficiaries different than estate
planning documents);

Incorrect treatment of IRA/QRP distributions to trusts (UPIA) or a lack of
sufficient language in trust documents to qualify trusts for QTIP treatment.
Florida’s Principal & Income Act §738.602 will govern distributions from
IRAs to trusts, and ultimately from the trust to beneficiaries, if the trust
document is silent.

Planning with portability.
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The RMD Rules (abbreviated) —

Original Owners- Death before RBD:

If original owner dies BEFORE his / her RBD, there are four
(4) possible distribution rules that can apply:

* Rule #1 — 5 Year Distribution Rule

* Rule #2 — Beneficiary Life Expectancy Rule

* Rule #3 — Pre-RBD Spousal Life Expectancy Rule
* Rule #4 — Spousal Rollover Rule

Original Owners- Death after RBD:

If original owner dies AFTER his / her RBD, there are four
(4) possible distribution rules that can apply:
* Rule #5 — Original Owner Life Expectancy Rule
* Rule #6 — Beneficiary Life Expectancy Rule
* Rule #7 — Post-RBD Spousal Life Expectancy Rule
* Rule #8 — Spousal Rollover Rule

NOTE: If the Original Owner did not take his/her entire
RMD in the year of death, the beneficiary (not the estate
of the Original Owner, unless the estate is the beneficiary
under the beneficiary designation) must take the balance of
the Original Owner’s accrued by undistributed RMD by
December 31 of the year of death.
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Who can be treated as a “Designated” Beneficiary?

Any legal entity can be a valid beneficiary of an IRA for the purpose of
receiving the proceeds upon the IRA owner's death, but to be a “designated”
beneficiary that meets the IRS requirements for taking death distributions based
on individual life expectancy, the beneficiary must be one of the following:

» any individual
= any trust that meets the requirements specified by the Internal Revenue
Service.

An IRA owner may name a charity, their estate, or a trust not meeting the
Internal Revenue Service requirements but it will not be treated as a
“designated” beneficiary for life expectancy purposes.

Trust as Beneficiary

IRA owner must provide a list of the trust beneficiaries to the IRA custodian
prior to death or Trustee has until October 31* of year after IRA owner's death
to provide trust document or list of beneficiaries, although to be practical the
trustee or custodian should have the documentation prior to the September 30™
determination date.

Trust must be valid under State law.

Trust must become irrevocable by its own terms upon the death of the IRA
owner.

Caution: Beware of joint revocable trusts, as the entire trust does not
usually become irrevocable upon the death of the first grantor.

Beneficiaries must be easily identifiable through the trust document.
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Why Designate a Trust as an IRA Beneficiary?

o The reasons are the same with IRAs and qualified plans as they are
with other estate assets:

= Minor beneficiaries (avoids guardianship);

= Special need beneficiaries (avoids guardianship and can
preserve Medicaid benefits);

= Spendthrift beneficiaries;

= Second or multiple marriages;

= “Significant other” beneficiaries;

= Beneficiaries with substance abuse problems;

= Estate tax purposes (to preserve credit shelter or marital
deduction).

IRS Treatment of Trusts as Beneficiaries

e For IRS purposes, all trusts fall into one of two categories:
= "Conduit" or "look-through" trusts; or
= "Accumulation" trusts.

e To be considered a conduit trust, the RMD must be distributed to the
trust each year from the IRA, and the trustee must distribute the RMD
to the trust beneficiary on an annual basis. There is no accumulation
of RMDs in the trust. If the trust is treated as a conduit trust, then the
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beneficiary of the trust will be granted "look-through" treatment and
will be able to take distributions based upon their individual life
expectancy.

To be considered an accumulation trust, the trust document must
require that the RMD be accumulated, or distributed on a
discretionary basis. An example of a trust that would, by necessity,
be treated as an accumulation trust would be a special needs trust,
where distribution of the RMD to the special needs beneficiary might
cause the special needs beneficiary to lose benefits or become
disqualified for federal or state assistance. In an accumulation trust, it
depends entirely on who the remainder beneficiaries are in
determining the life expectancy to be used.

QTIP Trust as Beneficiary

Desirable for second marriage situation, although less desirable now
in light of portability;

Spouse may not rollover;

Remainder beneficiaries do not get "second bite of apple" for income
tax deferral purposes;

Rev. Rul. 89-89 required that for this to qualify for the marital
deduction the language had to require that the greater of required
minimum distribution or income must be payable to the trust, and that
the spouse receive all the income earned annually. Rev. Rul. 2000-2
changes this by approving the marital deduction when the spouse has
the right to all the income as opposed to receiving actual distribution
of the income. Distributions of RMD must still be made from the
IRA to the QTIP if RMD is greater than the income earned. See

Uniform Principal and Income Act for trust accounting;
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To the extent funds are paid to the trust from the IRA they will be
taxed at the trust's income tax rate regardless of income or principal,
although the trust accounting income will probably be passed out to
the spouse;

At the IRA owner's death, distributions will have to begin the year
after death and can, at best, be based on the spouse's life expectancy,
which is typically shorter than the children's life expectancy; and

The shorter deferral period and the higher income tax rate will mean
less money for the spouse during their lifetime than if the IRA were
left directly to the spouse, and it will mean less deferral available for
the children.

Family Trust as IRA Beneficiary

It is generally better to use assets other than IRAs (or any type of
income in respect of decedent) to fund a Family Trust;

Spouse may not rollover;

Remainder beneficiaries do not get "second bite of apple" for income
tax deferral purposes;

The best way to use IRA assets for unified credit is to leave directly
to children because of income tax deferral;

If the spouse or significant other will need some access to the IRA
funds, then a family trust will be the best alternative but:

= to the extent funds are paid to the trust from the IRA they will

7

[Author]| for the GMEPC Symposium 2/09/2017



be taxed at the trust's income tax rate regardless of income or
principal, although the trust accounting income will probably be
passed out to the spouse or significant other;

= upon the IRA owner's death, distributions will have to begin the
year after death and can, at best, be based on the spouse's or
significant other's life expectancy, which is typically shorter
than the children's life expectancy; and

= the shorter deferral period and the higher income tax rate will
mean less money for the spouse or significant other during their
lifetime than if the IRA were left directly to them, and it will
mean less deferral available for the children after their death,
but it might be the only way to keep the trust funds "in the
family".

Two suggested ways to fund a Family Trust:

First (better for first marriages):
e Name the IRA owner's revocable trust as the IRA beneficiary;

e In the trust document, direct that all retirement assets be distributed
directly to the spouse and name the spouse as sole trustee (for rollover
ability);

e Provide in the trust that if the spouse should disclaim the option to
take them outright, the retirement assets will be divided by a
fractional formula;

e Benefits will then go to the Family Trust to the extent necessary to
use up the estate tax credit (taking into account, of course, current
estate tax issues and available portability);
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e The balance will go to the Marital Trust, which could then be
distributed outright to the spouse for rollover or held in further trust.
Second (better for second marriages):

e Designate the Marital Trust as the primary beneficiary on the
retirement assets;

e Name Family Trust as the contingent beneficiary;

e Put language in the trust document that allows the trustee of the
marital trust to disclaim any amount of the IRA necessary to satisfy
the available estate tax credit (or up to a specified dollar amount);

e Have the trustee disclaim and then the remaining IRA assets would be
payable to the Family Trust.

**% It is always better, if possible, to name the trusts themselves rather than
naming the revocable trust so as not to run afoul of the “separate share”
rules, for example, “The John Smith Marital Trust created under the John
Smith Revocable Trust dated 1/1/03.”

Other Considerations in Naming a Trust as Beneficiary

For treatment as separate shares, two requirements must be met:

1. The interests of the beneficiaries must be expressed as
fractional or percentage interests as of the date of death of the
IRA owner; and

2. Separate accounts must be established by December 31% of
the year after the IRA owner’s death.
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This is important because without separate share treatment, the trust will
be limited to using the life expectancy of the oldest beneficiary. If the
goal was to pay the IRA to separate sub-trusts, this may be a trap for the
unwary.

The IRS has issued conflicting Private Letter Rulings (PLRs) on the
subject. Although PLRs cannot be used as precedent unless your client
has the exact same facts and circumstances as the taxpayer in the PLR, it
is the closest thing we have to case law in regard to IRS interpretation
issues.

PLR 200234074 was issued prior to but in the same month as the final
regulations. In this PLR, the IRA was payable to a trust. Trust One was
then divided into two sub-trusts. Sub-trust A was payable to the
surviving spouse outright. Sub-trust B provided for lifetime income to
the surviving spouse, with the remainder paid outright and equally to
three children beneficiaries. The trustee of Trust One then split the IRA
into four separate inherited IRAs (one for Sub-trust A and three for the
children. At the time, the IRS ruled that each child could use his or her
own life expectancy, as Sub-trust B was viewed as a “look-through”
trust.

Then came the final regulations.

The next series of PLRs on this issue had a completely different result.
PLRs 200317041, 200317043, and 200317044 are eerily similar to PLR
200234074. In all three cases, the IRA was payable to a trust upon the
death of the IRA owner. In each case, that trust was payable equally to
the owner’s children, with no discretion in regard to the amount of the
share each child would receive. In all three cases the IRS denied
separate share treatment. The IRS position seems to hinge on a new
sentence in the final regulations in Reg. § 1.401(a)(9)-4, A-5(c). The
sentence reads, in part “the separate account rules under A-2 of
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§ 1.401(a)(9)-8 are not available to beneficiaries of a trust with respect
to the trust’s interest in the employee’s benefit.” In effect, the new
position of the IRS is to “look no further than the beneficiary form,”
much like the policy has been on estates. If an estate is the beneficiary
of an IRA, it 1s made clear in the final regulations that even if the estate
1s then distributed out to the ultimate beneficiaries, there is no additional
life expectancy gained by doing so. Because the estate is not considered
a designated beneficiary, it does not matter who ultimately receives the
IRA assets (other than for income tax purposes) because they will be
limited to deferral based on the remaining single non-recalculated life
expectancy of the IRA owner at the time of their death.

It is equally clear from the regulations that a trust is considered to be a
designated beneficiary if it meets the requirements we have already
discussed earlier in this outline. It appears that the IRS’ new position is
that, as a designated beneficiary, the trust has a life expectancy of its
own and that life expectancy is based on the life expectancy of the oldest
beneficiary of the trust.

Although this is a troubling interpretation and certainly not what the
professional community was lead to believe would be the IRS position
in the final regulations, it is not a complete disaster. What this does
require is some creative drafting.

° Be sure to designate sub-trusts specifically on the beneficiary
form. Do not make the IRA payable to the master trust but
rather list specific sub-trusts and the percentage or fraction
that each sub-trust will inherit.

° Plan for contingencies. Leave an exit strategy. If the plan is
to leave it to a trust with income for life to the surviving
spouse and then to children, specify on the beneficiary form
“If my spouse survives me, I designate the John Smith Trust
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as beneficiary of my IRA. If my spouse does not survive me,
then I designate my children as beneficiaries of my IRA in
equal shares.”

Allow for disclaimers. It is a gift that the IRS has
specifically endorsed the use of qualified disclaimers in order
to determine designated beneficiaries. Name as many
contingencies as possible. That way, it may be possible to fix
an outdated beneficiary form post-mortem and still achieve
the desired result.

Beware of the contingent beneficiaries of any trust that you
name on the beneficiary designation. PLR 200252097 had a
troubling result in that it was possible pursuant to the terms
of the trust that someone older than the primary beneficiary
of the trust might inherit the IRA proceeds. This being the
case, the IRS ruled that the older contingent beneficiary’s life
expectancy had to be taken into account. To avoid this
potential pitfall until the IRS clarifies its position, be sure that
the benefits of any sub-trust named directly as an IRA
beneficiary will not revert to someone older than the
beneficiary whose life expectancy you want to be able to use.

Common Mistakes to Avoid with Trusts

Older or unidentifiable contingent beneficiaries.

Failure to name the trust correctly on the custodian’s
beneficiary form.

Using the estate as the contingent beneficiary.

Unintentional creation of powers of appointment.
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Failure of the beneficiary language or distribution language
within the trust.

Failure to provide the trust document to the IRA custodian
when required.

Making lump sum distributions from the IRA to the trust.
Unanticipated or unintended tax consequences.

Asset protection issues.

Charity as Beneficiary

It is beneficial to name a charity as beneficiary, as the charity does
not pay income tax and the estate will get a deduction for the full
amount of the charitable gift;

To avoid recognition of income by the estate, benefits should not be
used to fund a pecuniary charitable bequest;

Be careful if leaving an IRA to a trust that has charitable bequests
because the trustee must be specifically given direction or authority to
distribute IRD to charitable beneficiaries or the trust might have to
recognize income;

If only a portion of an IRA passes to charity, establish a separate
share so other beneficiaries may still be “designated” beneficiaries;

Or, distribute the charity's portion prior to the September 30 deadline
for beneficiary determination.
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Be aware:

PLR 200013041 concluded that when the trust that was the
beneficiary of the IRA terminated, the trust could distribute
share of the IRA to the subsequent beneficiaries and there
would be no change in the tax status of these accounts. The
new accounts were funded as a result of the trustee assigning
the interests in the IRA to the subsequent beneficiaries and
trustee to trustee transfers being executed. The IRAs were
set up in the name of the decedent for benefit of ("FBO") the
beneficiary. There was no additional deferral or acceleration
of tax liability.

Likewise, PLR 200234019 reflects the same result with
regard to estates.

Be aware that although the IRS will most likely allow these
transfers without any tax implications, it is sometimes
difficult to find an IRA trustee or custodian who is willing to
divide the IRA and allow continued deferral.

Practical Problems

Who 1is going to be responsible for making sure all this happens
according to schedule?

The post mortem planning opportunities occur with the ability to
disclaim, distribute or divide the assets.

To disclaim, it must be done in compliance with section 2518 and must
generally be done within nine months of the decedent's date of death —

14

[Author]| for the GMEPC Symposium 2/09/2017



this is not extended to the September 30" beneficiary determination
deadline.

To distribute to a beneficiary that is not a “designated” beneficiary and
not have it throw off everyone else in the mix, this must be done prior to
September 30™,

If the accounts are going to be set up in separate accounts, the accounts
must be set up by December 31% of the year after death but must be
determined by the September 30™ deadline.

Other things to keep in mind:

e There is a good bit of confusion in the professional community.

e No matter what, the IRA document is a contract and the contract
rules.

A Word about Private Letter Rulings:

e Not precedent — not binding, but may be used for persuasive purposes
if situation is identical.

e Good indication of IRS thought process and view of a particular
1ssue.

Some Important Recent PLR’s

= 2006-16039, 2006-16040, 2006-16041 — Series of PLRs for the

same taxpayer, where the IRS recognized a court-ordered

reformation of a beneficiary designation form. The IRS is
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currently rethinking this position.

2006-10026 — The IRS approved of individuals named on a
beneficiary form as designated beneficiaries even though the
beneficiary designation form contained survivorship requirements,
much as in a trust or a will.

2010-21038 — The IRS ruled that the retroactive reformation of a
trust would not be respected for purposes of §401(a)(9) and the
related regulations. The trustee reformed the trust pursuant to state
court order to remove charities under a limited power of
appointment granted to first tier beneficiaries. The adverse ruling
means that the trust was no treated as a "designated beneficiary
trust" ("DBT") and that the trust beneficiaries' life expectancy
could not be used for determining required minimum distributions.

2013-30011 - The IRS allowed the assignment of an IRA to the
remainder charities in a situation where the IRA was left to the
estate, the estate poured into a trust, and the trust remainders were
two charities, although there were some smaller non-charitable
bequests. The IRS allowed the assignment because there were
more than sufficient non-IRA assets with which to satisfy the non-
charitable bequests.

RELEVANT STATE LAW

Regardless of the beneficiary named on the designation form, there are
certain state statutes that must be kept in mind, whether in the estate
planning stage or in the post-mortem planning stage:

e Uniform Principal and Income Act — F.S. §738.602 governs treatment
of IRA/QRP distributions to trust as trust accounting income of
principal if trust document is silent;
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Intestacy — If no beneficiary designation exists and there is no will,
F.S. §732.101-732.111 will determine the IRA beneficiaries (but look
to IRA agreement defaults first);

Elective share — Under F.S. §732.201-732.228, IRAs and QRPs are
subject to the elective share, where a surviving spouse may elect
against the elective estate if they are not left at least 30% of the
decedent's estate (as defined in the statute) and have not otherwise
disclaimed or waived their rights.

Asset protection — F.S. §222.21 protects IRAs and QRPs from the
creditors of owners, participants and beneficiaries, in addition to the
federal law, BAPCPA; however, if beneficiaries of inherited IRAs are
residents of other states, the law in their state of residence may apply.

Power of Attorney Statute — The newest version of F.S. §709.2101-
709.2402 enumerates powers that may be exercised by holders over
IRAs, including but not limited to changing beneficiary designations.

New "IRA Divorce" statute — F.S. §732.703 provides that under
Florida law, if a former spouse is still designated as the beneficiary of
an IRA at the time of the owner's death, absent certain qualifying
exceptions, the spouse will be treated as having predeceased the IRA
owner.

Guardianship F.S. §744:

= Minors — Accounts in excess of $15,000 left to a minor
outright instead of in trust are required to be supervised
through a guardianship of the property;

= Incapacity — IRAs held by adult individuals that have been
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determined to be incapacitated will be governed by a
guardianship unless there is a specific Durable Power of
Attorney in place recognized by the court as "less restrictive
means".

What Does the IRA Agreement Control?

Beneficiary default language (if no beneficiaries are named, or if all
have pre-deceased);

Per stirpes versus per capita;
Payout options during lifetime and post-mortem;

Which state law governs issues under the agreement or with the
custodian;

Arbitration clauses.

What Options Are Available if there is a Problem?

Declaratory action through the probate court (if possible) to correct
missing or incomplete beneficiary designation forms.

Court-ordered reformation of the beneficiary designation form.

Modification or reformation of irrevocable trust for any of the
following reasons:

= Change in family circumstances:
° Births
o Deaths
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Marriages

Divorces

Special Needs Beneficiaries
Spendthrift Issues
Substance or alcohol abuse
Capacity issues

= Competing interests of beneficiaries that could not be foreseen;
= Falling out with or death of successor or current trustees;

= Trustee powers are too restrictive;

= Unfavorable state law governing trust;

= Inconvenient trust situs;

= Drafting errors in document that create ambiguities or would not
allow maximum tax deferral;

= Change in tax law or unanticipated tax issues.
e To determine what options are available, look to the trust document:

= Does the Trustee or Trust Protector have powers to correct the
problem granted in the document?

= Does anyone have a limited power of appointment over trust
property that could effectively resolve the problem?

= Does the trust document provide any express provisions for
modification?
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o If the trust document does not provide any solutions, consider:

= Decanting;
= Judicial Trust Reformation;
= Non-Judicial Trust Reformation.

e Examples of Judicial Trust Reformation include:

= FE.S. §736.04113 — Modification not inconsistent with settlor’s
purpose

= F.S.§736.04115 — Modification in the best interests of the
beneficiaries

= F.S.§736.0413 — Cy Pres
= F.S.§736.0415 - Reformation to correct mistakes
= FE.S. §736.0416 - Modification to achieve settlor’s tax objectives

= F.S.§736.0414(2) - Modification/Termination of uneconomic
trust

e Examples of Non-Judicial Trust Reformation include:

= F.S. §736.0412 — Modification/termination pursuant to
unanimous agreement of trustee and all qualified beneficiaries

= E.S. §736.0414(1) — Modification/termination of uneconomic
trust

= F.S. §736.0417 — Combination/division of trust
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® Non-Judicial Settlement Agreement is authorized in F.S. §736.0111.

® Decanting is authorized in F.S. §736.04117.
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