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I INTRODUCTION

On April 1, 1997, Alaska Governor Tony Knowles signed House Bill 101 (the
“Alaska Trust Act”) into law, creating the first domestic self-settled asset protection trust
statute. Three months later, on July 9, 1997, Delaware Governor Thomas R. Carper
signed Delaware’s Qualified Dispositions in Trust Act into law. Fast forward twenty
years and seventeen states, consisting of just over 20% of the U.S. population, have
enacted a version of a self-settled domestic asset protection trust statute (permitting the
creation of what are referred to in this paper sometimes as “DAPTSs” or as a “DAPT”).
Exhibit A to this paper is a set of slides showing the evolution of these statutes over the
ensuing twenty years. \

Over the same twenty-year period, a variety of other statutes have been passed in
many jurisdictions, the primary focus of which has been to increase ways to protect
certain categories of property from attachment by the creditors of those who have an
ownership interest in the property.

What has been the impetus (and what continues to drive) these legislative
enactments? Were the large U.S. trust companies and banks unhappy to watch some of
their best and wealthiest clients go “off shore”? Or to sister states? Is it that the states
are racing to the top (or to the bottom) to provide the latest bells and whistles to attract
business to certain jurisdictions? Is there a growing need for additional liability
protection? And will there be a “tipping point,” where self-settled asset protection trusts
and other debtor-friendly legislation are widely available to all Americans within their
own states? Perhaps the biggest question that remains unanswered in part is do domestic
asset protection trusts work — both for creditor protection purposes and from a transfer tax
perspective?

Running parallel to the asset protection planning revolution, of which DAPTSs are
a significant part but only one part, are the fraudulent transfer laws. Asset protection
planning, most particularly DAPT planning, to be done properly and legally, must be
done within the context of the fraudulent transfer laws. Both federal bankruptcy law and
state law provide statutory procedures for creditors (or bankruptcy trustees) to satisfy
claims against assets that a debtor has fraudulently transferred. The statutory law
regarding fraudulent transfers dates back to the Statute of Elizabeth enacted in 1570,
which declared as “utterly void” conveyances that were designed to “delay, hinder or
defraud” creditors. While it is clear that the law must evolve, do these “new” self-settled
asset protection trusts depart from centuries’ old law, or can the two be reconciled?

The American College of Trust and Estate Counsel (ACTEC) formed the Asset
Protection Committee in the fall of 2006, driven to a significant extent by the
development of foreign and domestic asset protection trusts and the related focus by
practitioners on the broader issue of estate planning and protecting clients’ assets from
future creditors. At about the same time, the American Bar Association (ABA) formed a
similar committee, noting in its mission statement that the Asset Protection Planning
Committee “sprung from the widespread acknowledgement throughout the estate
planning bar that planning to protect a client’s capital accumulation during the client’s



lifetime and after death should be one of the essential considerations in an estate plan.”
While there has always been a vigorous debate between advocates of creditors” rights and
advocates of asset protection, at some point the conversation shifted and lawyers and
advisors have accepted the reality that clients have a right to conduct asset protection
planning. Estate planning involves the preservation of wealth, including considering the
client’s interest in mechanisms that will avoid exposing their assets unnecessarily to the
claims of present and future creditors. '

This paper will attempt to track the developments in asset protection planning
over this twenty-year period since the enactment of the Alaska and Delaware DAPT laws.
It will start with a consideration of the legal underpinning of the DAPT laws and will
then explore the trust laws, tax laws and debtor/creditor laws that needed to be considered
in designing these laws. It will continue with a consideration of the attacks on DAPTs
and will attempt to predict what the future might hold for these laws.



IL. EVOLUTION OF ASSET PROTECTION STATUTES

, While perhaps arcane in the current law school curriculum, many lawyers took a
course in Creditors’ Rights, or Debtor Creditor Law or something similar. While the
focus may have been on issues such as mechanics and other liens, security interests,
confessions of judgment and other contractual issues, American law has included for
centuries, as did English law for a longer period, statutory, common law and sometimes
Constitutional rules protecting certain categories of property from the claims of the
owner’s creditors. For a detailed summary of these various protections, see the authors’
article entitled “Asset Protection from an Estate Planner’s Perspective” available at
http://www.htts.com/documents/Asset-Protection-Outline.pdf.

Some of these exemptions are designed to protect individuals and their families in
their “homestead.” The theoretical and public policy impetus behind such laws are
perhaps too obvious to need citation or explanation. “A man’s home, is [perhaps] his
castle.” Florida and Texas have the most widely known and economically expansive of
these protections but many states have smaller but nonetheless important protections.

Tenancy by the entireties, abolished in many states and never applicable in
community property jurisdictions, has a long history and provides significant protection
of assets titled this way between spouses. In some entireties states, the protection of
entireties-owned assets, real, personal, tangible, intangible, is almost ironclad vis-a-vis
the creditors of only one spouse.

Going back to the 18th Century and sometimes before, states have enacted
statutory protections from creditors’ claims with respect to certain types of property,
property that the legislatures believe must be sacrosanct to permit their states’ citizens to
continue to live, notwithstanding their debtor status. Farm animals and implements,
uniforms, vehicles, sewing machines, guns and ammunition, food in storage; a study of
these statutes is a study of 18th and 19th Century views of how people survive.

More recently, federal and state laws have added newer classes of assets to the
category of assets exempt from the claims of creditors. Life insurance and annuities,
including their cash or surrender values, are often exempt from creditor claims.
Retirement assets governed by the Employee Retirement and Income Security Act
(ERISA) are exempt from creditor claims by federal law. IRAs, not governed by ERISA,
are exempt from creditor claims under the laws of most states. A compendium of these
exemptions is available. See, e.g., Gideon Rothschild and Dan Rubin, “Asset Protection:
Riches Out of Reach,” available at http://www.mosessinger.com. Again, the public
policy behind these exemptions, exemptions that can protect very valuable assets, seems
self-evident. We want our citizens to save money for retirement and protect their
families in the event of death. Shouldn’t the categories of property used for these
purposes be safe from creditor claims?

Related to and no less important than these traditional legal concepts is
bankruptcy law, a course perhaps more frequently taken by lawyers in the modern law
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school curriculum. To understand the basics of bankruptcy law, the practitioner must
learn and become familiar with bankruptcy exemptions, both federal and state, and basic
concepts of fraudulent transfers.

Taken together, traditional concepts of debtor-creditor law and bankruptcy law
have always been on the estate lawyer’s “plate” in the estate planning process. It has
been true for as long as lawyers have advised their clients regarding the transmission of
property during life and at death that the implementation of that advice may have debtor-
creditor implications. The competent estate lawyer has always needed to understand that
lifetime gifts may be unwound if in fraud of creditors; that making otherwise exempt
assets such as life insurance payable to an estate may result in losing exempt status; that
taking assets out of entireties ownership may inadvertently expose those assets to creditor
claims.

Which brings us to 1997. In that year, American law started on what the authors
would characterize as a march toward a more and more aggressive environment regarding
how estate lawyers and their clients view debtor-creditor issues. What follows is an
attempt to put the ensuing twenty years, a period of large and increasing “asset protection
planning” into a broader context.

In an outline written by the author of this paper in 2002 titled “Domestic Asset
Protection Trusts,” five years after the 1997 DAPT statutes were enacted, the author
suggested the following to set the stage for the discussion of the core question: Are

DAPTS proper in light of centuries of legal precedent?

“It has long been true that trusts created for the benefit of persons other than the
trustor of the trust can be drafted and administered in a way that may insulate the
assets in the trust, both income and principal, from the claims of the creditors of a
trust beneficiary. The concept of a “spendthrift trust” has been well settled in
American jurisprudence and gives rise to a variety of planning techniques, all
designed in part to protect trust beneficiaries from their own improvidence. This
continues to be true notwithstanding the impact of cases such as Sligh v. First
National Bank of Holmes County, 704 So. 2d 1020 (Miss. 1997).

Why, one may speculate, if this can be true of non-trustor beneficiaries, should it
not also be true of trustor beneficiaries? The facile explanation is reliance on an
easy citation to rules which, in most American jurisdictions, may be simplified to
the following concept: “you cannot insulate yourself from your own creditors by
a self-settled spendthrift trust.” Notwithstanding a serious re-examination of this
rule in a recent article by Professor Robert Danforth, it continues to be the case in
most states that a creditor of an individual is readily able to attach all assets in a
trust created by that individual, whether the trust was created before or after the
claim arose, whether the trust is revocable or irrevocable, and notwithstanding the
right to retain the trust assets by the trustor, even where the rights are exercisable
only with the concurrence of an actively hostile trustee. Creditors’ rights are
deemed superior to those of other beneficiaries whether or not the creation of the
trust violated applicable fraudulent spendthrift laws.
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Tt is this rule which has directly and indirectly given rise to the explosive growth
of foreign asset protection trusts in jurisdictions which, either historically or by
legislative change, revoked or modified the general rule.

The Foreign Asset Protection Trust in turn gave rise to the Domestic Asset
Protection Trust which is enjoying its own rapid growth.”

A good deal has been written about the general American rule, with ancient
British precedents, that an individual cannot “spendthrift” himself or herself. Attached as
Exhibit B is an excerpt from an article co-written by the author and Richard G. Bacon,
Esq. and published in 2001. In it, the authors address the 16™ Century genesis of the
prohibition against self-spendthrifting.

While it is perhaps much too late to challenge the development of foreign and
domestic asset protection trusts based on this historical underpinning, except to see how
jurisdictions chose to modify these laws, it is helpful to note how the issue of self-settled
trusts and creditors’ rights was addressed in 2002 when the National Conference of
Commissioners on Uniform State Laws (“NCCUSL”) enacted the first version of the
Uniform Trust Code (the “UTC”). The UTC directly enacts by statute what most states
already had within their statutory or common law: To deny creditor protection to “self-
settled spendthrift trusts” because it is against public policy for an individual to be able to
have access to assets while protecting them from proper creditors. Traditionally, this rule
has been upheld pursuant to case law, not statutory law. Many states have adopted one
version or another of the Uniform Trust Code and for practitioners in those states, care
must be taken to consider the impact of the applicable language. In particular, section
505 of the Uniform Trust Code provides as follows: :

(a) Whether or ndt the terms of a trust contain a spendthrift provision, the
following rules apply:

(1) During the lifetime of the settlor, the property of a revocable trust is subject to
claims of the settlor’s creditors.

(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.
If a trust has more than one settlor, the amount the creditor or assignee of a
particular settlor may reach may not exceed the settlor’s interest in the portion of
the trust attributable to that settlor’s contribution.

(3) After the death of a settlor, and subject to the settlor’s right to direct the
source from which liabilities will be paid, the property of a trust that was
revocable at the settlor’s death is subject to claims of the settlor’s creditors, costs
of administration of the settlor’s estate, the expenses of the settlor’s funeral and
disposal of remains, and statutory allowances to a surviving spouse and children
to the extent the settlor’s probate estate is inadequate to satisfy those claims,
costs, expenses, and allowances.



This statute settles once and for all in jurisdictions adopting this part of the UTC
the issue of whether a living trust provides creditor protection during the trustor’s lifetime
but only in the absence of a DAPT statute in that jurisdiction. Except to the extent
that the trustor of an irrevocable trust is specifically limited as to the amount that the
trustee may distribute to him or her (e.g., a trust providing that discretionary distributions
to the trustor may not exceed one-half of the trust principal), all revocable and virtually
all irrevocable trusts in which the trustor retains a right to distributions will be fully
available for attachment and execution by the trustor’s creditors during his or her

lifetime.

In jurisdictions that have not adopted the UTC, and do not have DAPTS, the
prohibition against self-spendthrifting as set forth above appears either by statute or by
case law. :

" A. Offshore Trusts.

Notwithstanding the centuries-old common law, implemented by statute in some
jurisdictions, it is not difficult to imagine lawyers, and their clients, asking themselves the
following question: Why should I be able to insulate my family from the claims of their
creditors by use of a trust for their benefit, but not be able to insulate myself from the
claims of my own (presumably future) creditors using the same mechanism? In other
words, what is so special about the Statutes of Henry, VII and Elizabeth?

In 1989, the Cook Islands amended its international trust law to include a number
of provisions that were friendly to debtors and specifically allowed for self-settled
spendthrift trusts. These trusts were commonly referred to as “offshore trusts,” and
similar statutes soon followed in the Cayman Islands, Belize, Nevis, Gibraltar and other
jurisdictions.

A detailed technical and legal analysis of such trusts is beyond the scope of this
paper and anyone interested in such trusts should consult an expett in this particular area.
Generally speaking, if a United States creditor wishes to pursue assets of an offshore trust
then the impediments will be considerable. In 2006, the Permanent Subcommittee on
Investigations of the Senate Committee on Homeland Security and Governmental Affairs
issued a lengthy report on what it considered to be abusive use of offshore structures by
United States citizens to avoid taxes and other obligations. Included in the report are
references to the improper use of offshore trusts, including those designed for creditor
protection. The report can be found in BNA, Inc. Daily Tax Report for August 1, 2006.
Advisors involved in offshore planning would do well to consider the serious allegations
made by the Senate in this report.

General Structure. Most offshore trusts have their situs in a single non-United
States jurisdiction that has laws encouraging the creation of such trusts. The
trusts are typically irrevocable and are usually created as “sprinkle” trusts, with
the trustor and his or her family as potential beneficiaries. There may also be a
reversion to the trustor after a period of time. In some cases, the trustor, although



not a trustee, continues to have a role in the operation of the trust as a “protector”
or some other type of non-trustee fiduciary.

Legal Underpinning. In order to reach the assets in an effective offshore trust, a
creditor must pursue an action under the local law of the situs country. Iflocal
law does not give full faith and credit, or, in the international context, comity, to
the judgments of United States courts then the underlying cause of action must be
re-litigated. -Moreover, the foreign jurisdiction’s fraudulent transfer laws are
likely to be more “debtor friendly” and may have very short statutes of limitation.
These trusts often contain other provisions designed to minimize the potential for
a United States creditor to successfully attack the transfer. For example, such
trusts may include a “flight” provision by which the trustee is able to remove the
trust and its governing law to another jurisdiction if a creditor is making progress
in attacking the transfer. :

Tax Issues. These trusts are normally designed to be “tax neutral.” That is, they
are grantor trusts for United States income tax purposes, do not give rise to gift
tax on creation and will be includible in the trustor’s estate at death for estate tax
purposes. There are, however, certain complexities in the tax treatment of these
trusts that resulted from the Small Business Job Protection Act of 1996. Under
that Act, most offshore trusts are classified as “foreign trusts,” notwithstanding
their status as grantor trusts, all of the income of which is reportable on a United
States citizen’s U.S. income tax returns. In order for a trust not to be a foreign
trust, a United States court must be able to exercise primary jurisdiction over the
trust and a United States fiduciary must have the authority to control substantial
decisions over the trust. Because most offshore trusts avoid one or both of these
characteristics (indeed, these features make them effective as asset protection
vehicles), it appears that most will be classified as foreign trusts. Consequently,
there are serious reporting requirements imposed on the creator of the foreign
trust, the trustee and persons who receive distributions from the trust. There are
severe penalties for failure to fulfill the reporting requirements.

Cook Islands Trusts. Although there are many foreign countries that have laws
encouraging (deliberately or fortuitously) the use of such countries as “asset
protection” havens, the country with laws most deliberately tailored for this
purpose and which seems to get the most professional attention is that of the Cook
Islands, which are located in the South Pacific near New Zealand. Those
considering Cook Islands trusts should review the widely-reported decision of the
High Court of the Cook Islands in 515 Orange Grove Owners Association v.
Orange Grove Partners, CKHC 1;208.1994 (11 March 1995). The interlocutory
nature of the proceeding coupled with the apparent settlement of the case prior to
a substantive hearing may obscure the import of this decision. Nevertheless,
some commentators have interpreted the High Court’s opinion as a denunciation
of the use of Cook Islands “International Trusts” to encourage fraud and deceit.
In dicta, the High Court advised that it would not sanction abusive practices in
creating these trusts. The legislature of the Cook Islands responded quickly,
modifying the law governing these trusts in the International Trusts Amendment
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