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There is another issue to consider: Ten states have
held that a remainder interest is in whole or part marital
property and eligible for division in a divorce.” That
is to say, in these states, when a child/beneficiary goes
through a divorce, the child’s estranged spouse has
marital rights in the trust property. With a divorce rate
in the United States of over 50 percent, this leaves a set-
tlor hoping and praying that one of his children doesn’t
move to or reside in one of those 10 states. Conversely, if
the IIOMTs are designed as discretionary dynasty trusts,
this issue should be mitigated.”

Now What?

So no asset protection exists as to an income interest
since any creditor, except Medicaid, could attach a set-
tlor’s income interest. And to the extent a homestead is
funded into the trust, it’s an income interest, and any
creditor may reach a settlor’s right to live in the house
(unless the trust is an APT or a homestead exemption

exists to protect property in an irrevocable trust). Of
course, your client may decide not to fund the IIOMT
with his family homestead but the reality is, the home-
stead is probably one of your client’s largest assets and
likely the first asset he wants to protect. Now what?
You obviously want to mitigate and eliminate the
potential of ethical, fraudulent conveyance, con-
spiracy and civil RICO claims. Assuming the IIOMT
isn’t a joint trust, one option is to add the settlor’s
spouse as a discretionary beneficiary of distributions
of trust principal. Similar to a spousal access trust, dis-
tributions may be made to the spouse and then these
funds used to pay for family expenses. This doesn’t
resolve creditor attachment issues with the mandatory
income interest held by the settlor. But, assuming that
no distributions were made to the children and then
given back to the settlor, the use of discretionary dis-
tributions to a spouse should lessen and many times
eliminate the chance of a successful creditor claim for
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unethical conduct, fraudulent conveyance, conspiracy
and civil RICO. This last point is based on one very
important caveat: The spouse does not use the distri-
bution for expenses that are clearly the settlor’s obliga-
tion (for example, a settlor’s attorney’s fees to defend
an action by a creditor). If a settlor’s spouse pays for
expenses that are only the settlor’s responsibility, then
there’s a much greater chance that the creditor may be
successful in reaching the trust assets under a “domin-
ion and control theory.”

If the settlor has dominion and control over the
trust, there’s no asset protection. Will the follow-
ing combined factors demonstrate dominion and
control and thus result in no asset protection? (1)
The settlor’s spouse or child is a trustee; (2) the
settlor retained or was granted an income interest;
(3) the settlor has an unrestricted removal/replace-
ment power over the trustee; (4) a special power of
appointment was held by the settlor; and (5) distri-
butions are only being made to the spouse and are
used for family purposes. Fortunately, the case law
on dominion and control has not developed too far.
But three of the top trust jurisdictions” have enacted
third-party trust statutes® to prevent these type of
dominion and control arguments.

HOMT vs. APT

Legitimate asset protection planning isn’t based on
concealment, hiding the ball, burying someone’s assets,
or misrepresentation to creditors. Rather, it refers to the
protection of assets afforded by statute or case law against
creditors. Some time before a creditor has obtained a
judgment and almost for certain shortly thereafter, a
debtor’s assets and how they are held in a legitimate asset
protection planning tool will be disclosed to the creditor.
A creditor may decide to negotiate a settlement or chal-
lenge the asset protection planning tool.

When comparing an APT to an IIOMT used for
the middle class, an independent corporate trustee”
decides if, when, and how much a settlor will receive as
a distribution. The asset protection behind a domestic
APT is based on statutes for in-state residents and on
conflict-of-law principles for out-of-state residents. The
asset protection for an offshore APT is based on conflict-
of-law principles and the ability of a creditor to enforce
a judgment offshore. There’s no concealment of assets
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from the creditor; rather, it’s the application of statutory
and case law that provides for the ultimate protection of
the beneficial interest.

Less of a Concern?

Why are dominion and control issues much less of a con-
cern with APTs? The asset protection of a domestic APT
is based on conflict-of-law principles. If a court follows
the law of the domestic APT state,” then the statutory
protection will preclude a dominion and control argu-
ment. Almost all 11 of the APT states provide that the
only remedy a creditor may bring against the domestic
APT or a beneficial interest is a fraudulent conveyance
claim. Therefore, there’s no such thing as a reverse veil
pierce, constructive trust, resulting trust, alter ego, credi-
tor’s bill or dominion and control claims under these
domestic APT statutes. With an offshore APT, there’s the
same conflict-of-law protection, plus the general inability
of a creditor to enforce the judgment.

—The authors would like to thank estate planner Bruce
Steiner for his comments and suggestions for this article.

Endnotes

1. For purposes of this article, a mandatory interest is defined to require all in-
come to be distributed no less than annually.

2. Domestic asset protection trust (APT) statutes are frequently referred to as
“qualified disposition statutes.”

3. When offshore APTs were introduced into the United States, many practi-
tioners questioned whether APTS would be effective. Although the Isle of
Man, Guernsey, and Jersey upheld the validity of self-settled trusts, many
commentators in the United States continue to debate the effectiveness of
these trusts as well as domestic APTS for an out-of-state resident, against an
out-of-state claim, or against a federal claim or a bankrupt.

4. Restatement (Second) of Trusts, Section 156(2); Uniform Trust Code
Section 505(a)(2); Restatement (Third) of Trusts, Section 58(2) and cmt. E.

5. Except by statute, the government cannot reach the interest for Medicaid
PUIPOSES.

6. Under Treasury Regulations Section 25.2511-2(c), the power to change benefi-
cial interests granted by the testamentary limited power of appointment will
prevent transfers to the irrevocable trust from becoming a completed gift.
Also, this ability to change the beneficial interests in the trust will result in
the trust being included in the settlors estate under Internal Revenue Code
Section 2036(a)(2).

1. Horida Bar v. Eaward Rood, 632 S0.2d 1028 (Fla. 1993).

8. Inre Bensen, 854 P2d 466 (Or. 1993).
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13. Illinois Statute, 720 ILCS 5/7-14.

14. California Penal Code Section 531.

15. New York Penal Law Chapter 40, Title K, Sec. 185.00Q2)(A).

16. McElhanon v. Hing, 728 P2d 256 (Ariz. App. 1985).

17.W. Prosser and W.P. Keeton, The Law of Torts, Sec. 46 at p. 323 (5th ed. 1984).
The word “conspiracy” is generally used in connection with imposing vicari-
ous liability for concerted action. /bid. at p. 324.

18. Cadle v. Schultz, 779 F. Supp. 392 (N.D. Tex. 1991).

19. Williams v. Ely, 668 N.E.2d. 799 (Mass. 1996).

20. Spetz v. New York State Department of Health, 737 NY.S.2d 524 (Sup. (t. Chau-
tauqua Co. 2002).

21. Verdow et. al. v. Onondaga County Department of Social Services, 209 FR.D.
309 (N.D.NY. 2002).

22. Inre Frangus, 132 BR. 723 (N.D. Ohio Bkrtcy 1991) and 132 B.R. 272 (N.D. Ohio
Bkrtcy 1992).

23.1n In re Frangus, ibid., similar to the irrevocable income only Medicaid trust
(IOMT), the irrevocable trust was not a qualified personal residence trust
(QPRT). It should be noted that the QPRT suffers from the same asset protec-
tion deficiencies.

24.By analogy, In re Lyle, 355 BR. 161 (D. Ariz. Bkrtcy 2006) held that Arizona’s
homestead exemption was lost if the homestead was transferred into an
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entity (such as a limited liability company ( LLC)). Conversely, Nolte v. White,
784 S0.2d 495 (Fla. App. Dist. 2001) and Robbins v. Welbaum, 664 So.2d 1 (Fla.
App. Dist. 1955) held the homestead exemption applicable to a homestead
held in trust.

25. Alaska: Burrell v Burrell, 537 P2d 1 (Alaska 1975); Colorado: Balanson v. Bal-
anson, 25 P3d 28 (Colo. 2001); Connecticut: Carfisle v. Carfisle, 1994 WL 592243
(Super. (t. Conn. 1994); Indiana: Moyars v. Moyars, 717 N.E.2d 976 (Ct. App.
Ind. 1999); Massachusetts: Davidson v. Davidson, 474 N.£.2d 1157 (Mass. 1985);
Montana: Buxbaum v. Buxbaum, 692 P2d 411 (Mont. 1984); New Hampshire;
Flaherty v. Flaherty, 638 A.2d 1254 (N.H. 1994); North Dakota: Van Osting v. Van
Osting, N.D. Sup. Ct. No. 940003 (1994); Oregon: Benston v. Benston, 656 P2d
595 (Or. App. 1983); and Vermont: Chikott v. Chikott, 607 A.2d 883 (Vt.1992).

26. Mark Merric, “Discretionary Dynasty Trusts—Parts I-ll," Estate Planning
Magazine, February March, April 2010.

21. Delaware, Nevada, and South Dakota have all adopted legislation preventing
creditors from attacking third-party trusts with dominion and control argu-
ments.

28. Third-party trust statutes need to be distinguished from first-party statutes,
such as domestic APT statutes. A third-party trust is when someone other
than the settlor creates the trust for the benefit of others. The three states
are South Dakota, Delaware and Nevada.

29.The term “corporate trustee” is used generically in this article to include those
who may be in LLC form. Domestic APT statutes usually do not require the use
of a corporate trustee. However, as a practical matter, almost all of the time,
settlors appoint an independent corporate trustee for these trusts.
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