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ASSET PROTECTION PLANNING:
PLANNING STRATEGIES
FOR THE PROTECTION OF FAMILY ASSETS
FROM CLAIMS OF CREDITORS AND OTHER PREDATORS
By

Frederick J. Tansill

WHY ASSET PRESERVATION PLANNING?

A.

The Great Recession of 2008-2010 and the Earlier Recessions of 1989-
1992 and 2000-2003 Made Many People Feel Financially Vulnerable and
Afraid, and They Will Not Forget the Feeling.

The Collapse of the Stock Market and Collapse of the Housing and
Commercial Real Estate Markets in 2008-2009, and the Overnight
Evaporation of Many Giant Public Companies — Lehman, Bear Stearns,
Washington Mutual —Severally Damaged the Balance Sheets of AImost
Every American. Clients Are More Vulnerable Than Ever to Lawsuits and
Claims. Are They Personally Liable For Loans on Commercial Real
Estate Which Is Underwater/Underdeveloped? Can They Walk Away from
Homes Underwater With No Further Liability?

Substantial Home Equity Was Pre-Recession a Source of Financial
Security and a Bank Which Could Be Borrowed From for Many
Americans. Now that Financial Security and Bank Are Gone, Many
Homes Are “Underwater” or Barely Above and There is No Prospect of
Quick Recovery. Can Clients Survive Without Defaulting on Mortgages?

The Retirement Plans and Retirement Planning of Many Have Been
Devastated. Many, If Not Most Americans, Frankly Have No Clue How
They Are Going to Retire, Are At Least Postponing It Indefinitely. Such
Clients Are More Vulnerable to Lawsuits and Claims.

An Unexpected Uninsured or Underinsured Medical Problem for Many
Americans Would Have Ruined Them Financially. Will the New
Health Care System Relieve This Risk? (Itis Too Soon and the Law is
Too Complex to Know.)

Taxes Are Going to Go Up and Stay Up. This Will Impair The Ability of
Clients to Rebuild Net Worth.

Ever-Expanding Theories of Civil Liability, Explosion of Litigation. The
1



Average American Will Be Sued 5 Times.

H. The Increasing Prevalence of "Strike" Suits; Because of the Cost of
Defending a Suit, To Be Sued Is To Lose.

l. Trend Towards Unreasonably Large Jury Awards, Apparent Jury
Prejudice in Favor of Plaintiffs, Against Presumably Insured
Defendants. Increasing Tendency of Juries to Award Judgments
Against Defendants with Deep Pockets, Regardless of the Equities.

J. Inadequacy, Expense of Insurance, Financial Failures of Insurance
Companies.
K. New Assertions of Liability Against Officers and Directors of Companies in

Which Stock Values Collapsed, Especially Where Allegations of Financial
and Accounting Irregularities.

L. Desire to Isolate of Liability Hazards Arising from One Business or
Investment Activity, in Order that Unrelated Assets Are Not Threatened.

M. A Means to Rebuild Wealth Free from Past or Current Problems.

N. An Alternate to a Prenuptial Agreement.

O. Desire to Provide Assets for Family Members Which Are Not
Susceptible of Claim by Family Member=s Spouse (in a Divorce) or

Other Creditors.

Il. APPROPRIATE AND INAPPROPRIATE CANDIDATES FOR ASSET
PRESERVATION ESTATE PLANNING.

One of the fascinating aspects of asset protection practice that one comes to
notice is that every new economic crisis, every new economic cycle in the U.S., creates
new classes of potential asset protection clients. Let’'s look at the new classes of
prospective clients created by the Great Recession, the economic crisis which began
with the collapse of Lehman Brothers in September.

In the current economic crisis, there are staggering levels of home mortgage
defaults (there were reports at that time that 50% of the homes in the U.S. were
“underwater,” i.e., the mortgage exceeded the equity), credit card defaults, commercial
real estate mortgage defaults (commercial real estate is highly deflated and there have
been news reports that 40% of all commercial mortgages are due for refinancing in the
next 24 months), defaults on business and personal loans and lines of credit. What
lenders are going to refinance all of those underwater commercial properties? Many
lenders experiencing these defaults have taken TARP funds from the federal
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government that they are obligated to repay, have found the values of their own stock
depressed to historic lows, and are operating at losses. Bluntly, | believe insufficient
attention has been paid to the fact that creditors will not be able to aggressively pursue,
let alone hire attorneys to sue with elaborate discovery, most of the defaulting
borrowers. So they will do cursory investigations of borrowers, look for “low hanging
fruit” — assets and income streams easily and clearly subject to lien and garnishment
and judgment execution -- and pursue a few vulnerable creditors and accept quick and
frequently unfavorable settlements with most.

Those debtors who have thoughtfully and aggressively pursued asset protection
strategies, even late in the day “uglification” strategies, will be rewarded and will retain
more assets and repay less of their debts.

Reciprocally, those debtors with exposed “low hanging fruit” who are not
proactive in protecting themselves will retain less of their assets and income and repay
a greater percentage of their debts.

Lenders simply are not going to have the resources to pursue fraudulent
conveyance claims in most cases. Asset protection strategies that might have been
seen to be highly risky in an earlier economy where there were fewer defaults and more
lender resources and determination to pursue those defaulting, will serve debtors
effectively in the current environment. And if a debtor who has implemented asset
protection strategies is pursued, the chances of achieving a favorable
workout/settlement of the debt should be much greater than in a stronger economy.

A. Examples of Appropriate Candidates:

Highlighted By Recent Events

(1) Those adversely affected by the current economic crisis, including
@) residential real estate brokers and agents
(b) residential mortgage lenders
(c) titte companies and closing lawyers
(d) home builders and subcontractors
(e) home inspectors and appraisers



(2)

®3)

(4)

() residential investors and speculators as well as
homeowners who overpaid

()  Wall Street wizards involved in developing, packaging and marketing
layoffs as a result of losses in Subprime lending, e.q., Bear Sterns,
Lehman Brothers, AIG, investment bankers, equity and debt
specialists

()  commercial real estate owners, operators, investors, e.g.,
the last 2 years having not been good times to bring condo
or timeshare projects on to the market

0] board members and officers of the above for negligence in
derivative suits

()] individual trustees of family trusts which suffered 40-50% losses
or more because of over-concentrated positions in undiversified
equities or even over-concentration in diversified equities whose
investment practices, in hindsight, were not prudent

(k) fiduciaries and feeders who invested or directed investments to
Bernie Madoff or other ponzi scheme operators or hedgefunds
which cratered with catastrophic results for their clients.

()] Big law firm lawyers, especially these living over their heads, who
have been laid off, e.g., 200 at White & Case, 140 at Cravath.

(m)  HNWIs (High Net Worth Individuals) with inappropriately large
stakes in failed hedge funds or Madoff funds who find themselves
with “lifestyle debt” they cannot afford.

(n) Individuals at Wall Street firms who may be charged with securities
fraud.

(o) Those with undisclosed (to the IRS) offshore bank accounts
who turned themselves in or will be caught by the IRS.

Directors and officers and accountants and lawyers of public

companies with Enron/MCI-type accounting problems in large banks
(Lehman) and mortgage lenders (Washington Mutual) and syndicators of
mortgage-backed securities (Goldman), who may be sued in class actions
for breach of duty (negligence in supervising the company or its auditors).

Lawyers and accountants involved with companies with
accounting or stock price shenanigans or abusive corporate tax shelters,
who may be subject to suit by shareholders for negligence.

A senior executive of, or major investor in, a technology company or
investment bank or mortgage lender or Ford or GM or AIG or Bear Sterns
or homebuilding company with a highly concentrated and/or illiquid
position in the company, whose stock may be publicly traded and subject
to wild stock price fluctuations or whose stock may be privately held pre-
IPO or pre-takeover, worried that 90% plus of his or her net worth tied up
in such speculative stock which may tank and diminish radically in value,
4



(5)

(6)

(7)

who may have a lifestyle and debt, such as mortgage debt, based this
high, but somewhat shaky, net worth. And this can be true of senior
executives of billion dollar tech companies with highly concentrated net
worth in the event of collapse of the stock price. These clients may

want to protect their few million of diversified portfolio assets, so that only
the highly concentrated speculative position is at play and at risk in the
event of such a disaster with the concentrated position.

Someone with a lot of margin trading or a substantial investment in
private equity or hedge funds which could

. collapse in value
. trigger a call to satisfy margin debt
. trigger a cash call

As above, they may want to protect their conservative diversified portfolio.

Professional high net worth day traders and real estate speculators might
have the same concerns.

Founders/key executives/directors of a company which may go public
or involved with a public company with a speculative run-up, who may
be concerned about shareholder derivative suits and SEC suits if

the stock price collapses.

NOTE: Be on the lookout — who will be tomorrow’s debtors? Clearly, investigation and
pursuit of high net-worth individuals committing tax fraud with elaborate over-the-line tax
shelters and particularly with off-shore trusts and corporate and foundation accounts is
going to be targeted and aggressively pursued by President Obama’s IRS. Under the
Bush IRS, offshore tax fraud was not aggressively pursued.

(8)

With Barack Obama as the President, and with the Democrats having
working control of the House and Senate, certain industries will suffer with

new regulations, scrutiny, federal investigations, and changing federal policy.

Those investing in or serving as officers or board members of such
companies may be the next asset protection candidates.

Do you think Halliburton and its spinoff Brown & Root and oil (BP after
Gulf oil disaster) and coal mining companies (Massey Energy — owner of
West Virginia coal mine which collapsed with massive loss of life) and
Blackwater (Xe) stocks will go up or down?

Generally



(9)

(10)

(11)

(12)

(13)

(14)

(15)

(16)

(17)

(18)

A physician concerned that he or she cannot have enough
malpractice liability insurance to protect himself or herself from
potential future claims, or who is considering going partially or totally
"naked" (without liability insurance coverage) because of the
prohibitively high cost of the premiums.

Another professional, such as an accountant, lawyer, architect or
engineer, who has similar concerns.

A present or former outside member of a corporate board of directors
who is concerned about potential directors' liability for which he or she
may not be adequately insured or indemnified.

An individual with substantial net worth or notoriety who is
concerned that his or her wealth or notoriety may make him or her a target
for vexatious claims in our litigious environment.

A person engaged in a business from which personal liability could

arise, or in a business representing the greater part of his or her net worth,
where the inherent nature of the business is such that the potential for
serious future claims is sufficient.

Someone seeking to avoid forced heirship provisions of state law,
e.g., to limit the rights of a surviving spouse to inherit.

A married person concerned he or she may someday be facing

divorce or alienation from his or her current spouse, seeking to posture his
or her assets to limit his or her exposure to an expensive divorce property
settlement in the event he or she may someday divorce.

An entrepreneur who has recently sold or expects to sell a closely-

held business who is concerned to preserve the proceeds of sale from
potential claims for indemnification by the buyer, who may be disappointed
with the performance of the business.

Someone who presently owns or previously owned real estate with
potential environmental liability associated, who is concerned that some
day there could be a gigantic environmental liability imposed upon him or
her.

Wealthy East Asians, e.g., Chinese and Indians, who will seek the benefits of
these arrangements. To Wit: At the November 2009 STEP Conference on
international trusts scheduled for Singapore, a Hong Kong trust banker from
JP Morgan spoke on asset protection trusts. What does JP Morgan’s interest
in touting this in the East Asian market say?

6



B. Inappropriate Candidates for Use of Foreign Asset Preservation Trusts:
There are many of these after the Great Recession.

(2) Individuals for whom the financial picture is bleak: where there
are substantial loan defaults, contract defaults with severe potential
penalties, apparent business tort liabilities.

(2) Individuals who are, for all practical purposes, insolvent.

(3)  Alawsuit has been threatened or filed against the individual or his or
her business, or an adverse judgment against the individual or his or her
business is threatened.

4) Bankruptcy of the individual or his or her business appears imminent.
(5)  The individual's net worth is negative.

(6) A substantial judgment has been entered against the individual or his
or her business.

(7) The individual or his or her business is bankrupt.

Even the offshore centers which have recent statutes tailored to attract APT
business want "clean business," and subject potential grantors of such trusts to
substantial due diligence screening to determine their current solvency and the status of
any current creditor problems. For example, despite numerous petitions, as of a few
years ago Gibraltar had cleared and approved fewer than twenty (20) APTs.

[I. ASSET PRESERVATION PLANNING SHOULD BE AN INTEGRAL AND
INTEGRATED PART OF THE OVERALL ESTATE AND FINANCIAL
PLAN

A. PROPERLY USED, FOREIGN AND DOMESTIC ASSET PROTECTION
TRUSTS ARE AN INTEGRAL AND INTEGRATED PART OF THE
OVERALL ESTATE AND FINANCIAL PLAN

Asset Preservation Planning in general and particularly using foreign and
domestic APTs should be integrated into the overall financial and estate planning for the
client, and should complement it. Structuring such asset protection planning in this
manner is not only sensible, it provides the best argument possible to rebut the
suggestion that the planning was motivated by intent to defraud, hinder or delay
creditors. Be prepared to offer some justification for any asset protection strategy, but
particularly for establishing domestic or foreign APTS in the nature of a business
purpose OTHER THAN asset protection. Its purpose should be to plan against a
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possible future event that would result in economic and financial devastation to the
grantor's estate.

The law recognizes the right of individuals to arrange their affairs to limit their
liability to potential future creditors. In re Heller, 613 N.Y.S. 2" 809 (N.Y. Sur. Ct.
1994). This is analogous to Judge Learned Hand’s famous opinion that everyone has a
right to organize his affairs to minimize his taxes.

Asset preservation planning can and should foster accomplishment of the
following general estate planning and financial planning goals, which would constitute
other business purposes:

X Probate Avoidance.

X Confidentiality of Value and Nature of Assets.

X If Offshore, As a Vehicle for Global Investing.

X Ease in Transferring Assets to Family Members.

X Avoidance of Possible Monetary Exchange Controls.

X Will Substitute/Avoid Multiple Wills in Various Jurisdictions Where Assets
Are Held.

X Privacy for Estate Plan.
X Facilitate Handling of Affairs in the Event of Disability or Unavailability.

X Flexibility.

X Minimization of Taxes

X Preservation of Assets for Dependent Family
Members

X Diversification of Asset Management by Using U.S. or

Offshore Trust Company

X As a Justification for an Offshore Trust, Desire for Diversification
of Investments into Overseas Securities Markets

To do this sort of asset preservation planning the lawyer must know his clients,

8



screen them with some level of due diligence investigation,* and obtain Affidavits of
Positive Net Worth/Solvency with satisfactory disclosure of details to ensure that the
grantor is not engaged in a fraudulent conveyance.

B.

OAPTs and DAPTs ARE USEFUL OTHER THAN FOR ASSET
PROTECTION: FOR CENTRALIZED, CONFIDENTIAL, TAX-HAVEN
MANAGEMENT FOR INTERNATIONAL CELEBRITIES, ATHLETES AND
OTHER FAMOUS HNWIs

An APT should not simply be considered for use in the narrow circumstances of
a U.S. citizen or resident seeking protection from potential future creditors.

An asset protection trust may have the following benefits which should attract the
wealthy, including entertainment, sports and other celebrities from around the world.

Confidentiality. In many OAPT jurisdictions it is a criminal offense for a
bank officer or court official to disclose even the existence, let alone the
particulars, of a local trust arrangement. For obvious reasons the rich and
famous will appreciate the confidentiality of such arrangements,
particularly from the prying eyes of criminals, business rivals, spouses, ex-
spouses, lovers, ex-lovers, children, alleged children, media, those with a
grudge or claim. Even, perhaps especially, as to family member
beneficiaries, many Settlors would like to keep the existence, text and
operation of a trust confidential, and while that is virtually impossible under
general common law fiduciary principals, it is permitted in OAPT
jurisdictions. For a view that is bad public policy, see Professor Robert
Whitman’s article “Full Disclosure is Best” in the July 2004 issue of Trusts
& Estates. In support of the value of confidentiality, see “Go Offshore to
Avoid Transparency” by lan Marshand, Michael Ben-Jacob in the March
2004 issue of Trusts & Estates.

Non-Susceptibility to Spouse’s or Child’s Claim at Divorce or
Death/Alternative to Prenuptial Agreement. Many OAPT jurisdictions do
not recognize or enforce spousal claims arising out of divorce, “palimony”
claims, paternity claims or marital or child’s claims for forced heirship.
Such claims are chronic concerns of the rich and famous. An OAPT may
serve as a substitute for a Pre- or Post-Marital Agreement.

'See Steps in Investigating Potential Asset Protection Clients, James Mintz,
Journal of Asset Protection, January/February 1998, Vol. 3, No. 3 and May/June 1998,

Vol. 3, No. 5., and Completing a Due Diligence Investigation on a Potential Client, John
W.M. Chaud, Journal of Asset Protection, September/October 1997, Vol. 3, No.1.
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Tax Haven. The U.S. is said to be the only country on earth which
imposes income tax and transfer tax on the worldwide income and assets
of its citizens and residents. In contrast, citizens and residents of many
countries may legally avoid income or transfer tax by their jurisdiction of
domicile by using appropriate structures in tax haven jurisdictions. In
other countries tax enforcement is lax or corrupt permitting the shrewd and
well-informed to avoid carelessly or randomly enforced tax laws. Many
OAPT jurisdictions expressly refused to recognize tax avoidance in
another jurisdiction as criminal or penalties or remedies for tax avoidance
as enforceable.

Centralized Financial Coordination/De-Centralized Investment and
Management/Global Accessibility. In the global electronic financial
network of 2010, communication, investment commitment, management,
record keeping and reporting are virtually instantaneous. The local branch
of a sophisticated global financial institution in an API jurisdiction may
serve as “host” for the locally sitused OAP which serves as a
guarterback/general partner of the estate plan/financial plan/investment
plan/asset protection plan/tax plan of the High Net Worth Individual
(HNWI), which through local and multinational subsidiary LLCs,
corporations, trusts and foundations manages the wealth using various
other institutions for the skill and expertise and various other jurisdictions
for the specialized advantages. Each of the various entities may be
managed for its idiosyncratic advantage while each serves as a bulkhead
which will contain “trouble” in any one venture within that entity, protecting
the HNWI and his other investments from ancillary liability of any kind.
Consider the opportunities now available to do this in one corporate entity,
for examples, S G Hambros, the trust platform of Societe Generale with
affiliates on every continent, and its recent acquisition of 10% interest in
Rockefeller Trust Company the whitest of white shoe private banks in
America. Through this global conglomerate HNWIs have access to the
best investment advice available globally and trust and corporate and
foundation entity management around the world.

Moreover, the tiering and layering of various types of entities in various
jurisdictions under various sets of laws around the world may serve it the
further purposes of advancing the confidentiality which may be so
important in our litigious world, making the structure and the assets
virtually impenetrable to outside scrutiny.

Asset Protection Planning. Add to all of these virtues the asset protection

planning inherent in an OAPT, and those structures should have an

irresistible appeal to HNWI's around the world. For U.S. HNWIs, the

arrangement is tax neutral and no less attractive for its non-tax charms.
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e Foreigners Are Using DAPTSs in the U.S. Certain foreign countries,
including Mexico, Venezuela, Argentina and Brazil, have blacklisted
certain traditional tax havens such as Cayman Islands, Channel Island
and Cook Islands and forced their citizens to disclose offshore structures
in such jurisdictions. This has had the curious result of making U.S.
DAPTSs in Delaware, Alaska, etc. attractive hosts for offshore structures for
citizens of such countries. The U.S. is not “blacklisted” by any of these
countries. Typically these customers are looking to the estate planning,
avoidance of forced heirship and possibly tax shelter advantages. See the
article by Mark G. Holden, “Surprise: The U.S. is the New Tax Haven” in
the December 2003 issue of Trusts & Estates.

C. USE OF AFFIDAVIT OF SOLVENCY

Attorneys consulting with and advising clients with regard to domestic or foreign
APTs or other asset protection strategies involving donative transfers of assets should
consider the use of an Affidavit of Solvency. Where the issue of asset protection arises
in an engagement, obtain such an Affidavit from the client. In the Affidavit the client
should represent, state and affirm that he or she has no pending or threatened claims;
that he or she is not presently under any investigation of any nature, and that he or she
is not involved in any administrative proceedings; that no situation has occurred which
the client has reason to believe will develop into a legal problem in the future; that
following any transfers the client intends to remain solvent and able to pay his or her
reasonably anticipated debts as they become due; and that none of the assets which
the client may transfer were derived from any of the "specified unlawful activities" under
the Money Laundering Control Act of 1986. To the extent any legal disputes or other
problems exist, they should be disclosed in the Affidavit and the Affidavit should provide
that either sufficient assets will be retained with which to satisfy any liability arising from
the problem, or the documents should be drafted with provisions requiring that any
liability resulting from the disclosed problem(s) be satisfied by the foreign APT if the
liability is finally and legally established and not otherwise satisfied.

The internet affords the opportunity for lawyers to do additional due diligence
investigation of new asset protection clients, for instance lexis searches for judgments,
liens, pending litigation.

The asset protection lawyer should maintain a file containing a memorandum
explaining the facts of each case which the lawyer has refused to take. This may prove
helpful someday if the integrity of the lawyer and the types of cases accepted are
challenged. A sample Affidavit of Solvency is attached as Exhibit 1.

D. WHAT YOU SHOULD HOPE TO ACCOMPLISH USING
A DOMESTIC OR FOREIGN ASSET PROTECTION TRUST
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The domestic or foreign situs asset protection trust, or any other asset protection
technique for that matter, is best seen as facilitating accomplishment of the following
goals vis-a-vis creditors:

. Deter Litigation.

. Provide Incentive for Early and Inexpensive Settlement.
J Level the Litigation Playing Field.

o Enhance Bargaining Position.

. Provide Options if the Claim/Litigation is Pursued.

. To Completely (if possible) or Partly (at least) Defeat the
Claim.

The grantor of such an APT and his attorney will frankly disclose the existence
and character of the trust to any creditors who materialize, to discourage the creditors
from bringing or pursuing a claim or to foster settlement.

Barry Engel claims to have settled claims against his clients with offshore APT
arrangements at an average of fifteen percent (15%) of the initial claim. This figure
highlights the important point that offshore APTs are best viewed as a way to minimize,
rather than to eliminate, exposure to claims.

Consider why a lawyer advises corporations operating exclusively in Kansas to
incorporate in Delaware:

. The law of Delaware is more protective of management, and
management is the lawyer's client.

o Delaware law is clear and established with respect to the
rights and duties of corporations, their officers, directors and
shareholders.

. Delaware Chancery Courts hear exclusively corporate law
cases, and the judges of that court understand the law they
are interpreting.

The same approach would guide an estate planning attorney to suggest the
appropriate domestic or foreign jurisdiction as a situs for a trust intended to shelter
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assets from possible future creditors.

If an appropriate trust is established in an appropriate jurisdiction in a timely
fashion and especially if multiple tiers of complex foreign entities are used, trusts and
corporations in different jurisdictions, as a practical matter attachment may be
impossible. See Suyfy v. U.S., 818 F.2d 1457 (9th Cir. 1987) for an example of
intriguing planning ideas. To the extent that the creditor or his attorney lacks
cleverness, money, staying power or tenacity, domestic and especially foreign situs
asset preservation planning may prove effective.

E. DISTINGUISH LEGITIMATE ASSET PROTECTION PLANNING
FROM ASSET PROTECTION RELYING ON BANK SECRECY OR
PERJURY, OR RELATING TO TAX FRAUD OR OTHER
CRIMINAL ENTERPRISE

Domestic or Foreign Asset Preservation Trusts and other asset protection
techniques should NOT be seen as a means or excuse to defraud creditors, hide assets
or evade U.S. or foreign taxes.

The grantor of an offshore APT will happily acknowledge the existence of the
foreign trust and details about it in interrogatories, depositions and in sworn testimony.
The grantor will pay U.S. tax on all income of the trust. It will be a grantor trust under
Code § 679.

Liechtenstein and UBS have paid the price for helping clients commit tax fraud.

The grantor will be very careful to avoid transfers to domestic or foreign trusts
which could be seen to be a fraudulent conveyance under state, Federal Bankruptcy, or
foreign situs law. Failure to fully disclose and turn over all assets belonging to the
grantor is a ground for not obtaining a bankruptcy discharge. 11 U.S.C. "' 727.

In any context in which a Federally chartered bank is a potential creditor, the
grantor must be mindful of the Comprehensive Thrift and Bank Fraud Prosecution and
Taxpayer Recovery Act of 1990, which imposes severe criminal penalties for
concealment of assets owed to the Federal Deposit Insurance Corporation or the
Resolution Trust Corporation.

Grantors also should be aware of the Money Laundering Control Act of 1986,
which imposes severe criminal penalties where funds involved in a financial transaction
-- e.g., offshore deposits -- represent proceeds of certain unlawful activities if the intent
is to promote the unlawful activity or evade income tax.

2008-2009 Scandals Highlight Risks of Attempting to Commit Tax Fraud Using Offshore

Jurisdictions: UBS and Liechtenstein.
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UBS Problems — UBS (Union Bank of Switzerland), one of the world’s largest
wealth managers, has a huge problem with the U.S. tax authorities. It recently became
public that UBS was actively soliciting U.S. clients touting the virtues of “secret” offshore
arrangements. UBS’ problems came to light when Bradley Birkenfeld, a former UBS
private banker, pleaded guilty on June 20, 2008, acknowledging that he and other UBS
colleagues helped wealthy Americans hide money abroad, advising them, among other
schemes, to put cash and jewelry in Swiss safe deposit boxes, buy or trade art and
jewels using offshore accounts and setting up accounts in the names of others. Mr.
Birkenfeld is expected to tell federal prosecutors what he knows in hope of lenient
sentencing. Mr. Birkenfeld’s boss, Martin Liechti, former head of UBS wealth
management business for the Americas, has been detained in connection with the
investigation. Another co-conspirator appears to be Mario Staggli, a
Liechtenstein financial advisor, who owned New Haven Trust Company in that country.

U.S. prosecutors in late June 2008 asked a federal judge in Miami to let the IRS
issue a summons to Zurich-based UBS for client information. Very recently the U.S.
government, which had sought to obtain information on 52,000 Americans with UBS
Swiss bank accounts, informed the judge it had settled with UBS in exchange for
information on some 4,500, probably figuring that was enough to worry all 52,000 and
cause many of them to turn in themselves under an amnesty program which expires in
September of 2009. Under the amnesty program taxpayers who admit to the IRS
information on previously undisclosed offshore accounts can limit their exposure to
criminal penalties. If granted, this would be the first ever summons issued by the U.S.
against an offshore bank. This case is a very ominous warning for U.S. tax cheats and
other violators of federal law who have long attempted to hide assets in secret offshore
trust and other accounts.

UBS clients caught in this dragnet may get off by paying back taxes, interest and
penalties if they come forward early and voluntarily to the IRS. Those who do not will
risk criminal prosecution, and any outside advisors in the U.S. who facilitated the secret,
fraudulent offshore arrangements may face consequences from the IRS.

The U.S. is seeking to have UBS produce records identifying U.S. taxpayers with
UBS accounts in Switzerland from 2002-2007 not declared to the IRS. Mr. Birkenfeld,
cooperating with the U.S. Government as part of his plea arrangement, has told U.S.
prosecutors that UBS held $20 billion in assets for U.S. clients in undeclared accounts.

In 2001 UBS entered into an agreement with the IRS to identify U.S. citizens
among its account holders and to withhold taxes on their behalf. Subsequently UBS
flaunted the agreement and bragged to the U.S. clients that “information relating to your
Swiss banking relationship is as safe as ever.” Reportedly as many as 20,000 UBS
clients may be involved. Sources indicate that UBS frequently worked in tandem with a
Liechtenstein bank, LGT Group to hide U.S. funds. Typically these arrangements
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involved offshore corporations and occasionally trusts.

QUERY: As a result of this new aggressiveness of the U.S. government towards
offshore tax cheats and the greatly increased scrutiny by the U.S. government of tax
haven accounts, will such offshore centers be more reluctant to establish even
legitimate tax-compliant trusts and accounts for U.S. clients, wary of the “hassle factor?”
Apparently, yes according to anecdotal information the author has heard from offshore
bankers.

Swiss courts may have thrown a monkey wrench in UBS’ settlement with the
IRS, questioning whether it was legal for UBS to turn over even 10% of the names of
US account holders in violation of Swiss bank secrecy law. The matter has yet to be
resolved, but Switzerland’s problems with tax fraud will not go away, with Germany,
France and Italy now seeking to punish their citizens avoiding taxes through Swiss
accounts.

Liechtenstein Connections.

At least seven other countries are investigating their own citizens for allegedly
hiding assets in Liechtenstein using the services of the same LTG Bank which worked
with UBS as described above. This investigation began when data from LGT Truehand
AG, which sets up “foundations” (frequently used like trusts with non-charitable
beneficiaries) was stolen, apparently by Heinrich Kieber, a former employee of LGT.
Mr. Kieber, now apparently living in Australia, has offered confidential client data to tax
authorities on several continents. Reports say that about 100 Swedes, 100 Canadian,
20 Australians, several hundred French and about 1,400 Germans had such accounts
reflected in Mr. Kieber's data. Apparently Germany paid Mr. Kieber $6-$7.5 million for
the data.

LGT is owned by Liechtenstein’s ruling family.

Tax cheats should be aware that a law enacted in 2006 authorizes the IRS to pay
sharply higher rewards to informants in large cases, as high as 30% of what the IRS
collects.

F. ETHICAL AND MALPRACTICE ISSUES FOR THE ATTORNEY;
THE ATTORNEY’S EXPOSURE TO CIVIL LIABILITY AND
CRIMINAL PROSECUTION

The general ethical rules governing lawyers practicing in asset protection
following the law of fraudulent conveyance: if a client has no current or “contemplated”
creditors (he is not known to intend shortly to enter into a transaction which will create
creditors) but is only concerned about potential future creditors, it is clearly perfectly
ethical to assist.
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Examples:

An obstetrician concerned that she will eventually deliver a sick baby and will
inevitably be sued.

A board member of a start-up company or even a public company concerned that
if the stock price collapses (after public offering in the case of a start-up), he will be
liable. Consider that all board members of MCI, including the impecunious Dean of
Georgetown Law School, were “fined” by the SEC 10% of their respective net worths for
negligence in overseeing the activities of Bernie Ebbers.

What is an example of a perfectly clean asset protection endeavor? Consider a
tech entrepreneur who sold his small company to a big public company for $50 million
right before, say in 2002, the tech bubble burst in 2003. He would have been required
to provide contractual representations and warranties with a duration of 4 years.

When the tech bubble burst, and the value of the acquisition was seen to be
much less than what was paid, probably many buyers referred the representations and
warranties to their 1,000-lawyer Wall Street law firms with instructions: find a breach
and get our money back. In such a situation, it does not matter what the facts or laws
are, the buyer’s law firm can bully the seller into a large settlement. But if the proceeds
were protected before there was any problem, for instance in an offshore APT, the
seller would have been safe. There could be no question of challenging the ethics of a
lawyer who suggested such a prophylactic strategy.

Evolution of Perception of Leqgal Ethics in Asset Protection.

The legal practice of asset protection arose out of the nationwide collapse of the
value of commercial real estate in 1989-1992. When Denver’s real estate collapsed, a
Denver lawyer with clients in trouble, Barry Engel, approached the Cook Islands and
suggested the adoption of the world’s first asset protection trust statute. When it was
adopted in the Cook Islands, Mr. Engel set up such trusts for many of his Denver clients
and other offshore jurisdictions soon followed suit and developed similar statutes.

Initially, most lawyers were very uncomfortable with the ethics of helping clients
“hide” assets from creditors.

Over the years, 60 plus offshore jurisdictions and 11 U.S. states have adopted
such statutes, and it seems indisputable that a concept -- asset protection -- so widely
endorsed and enacted into law by some 12 state legislatures and signed into law by 11
governors, is now comfortably within the public policy mainstream and can hardly in that
light be seen as unethical.
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Moreover, such luminaries as Duncan Osborne, who has chaired the
International Planning Committee of the American College of Trust and Estate Planning,
and Gideon Rotschild, who chairs the ABA Special Committee on Asset Protection,
have authored articles suggesting not only is it not unethical to do asset protection
planning, it may be civilly negligent — i.e., legal malpractice — not be recommend asset
protection planning to clients for whom it is obviously appropriate.

So while, for many, you may be damned if you do asset protection planning — it is
a grey/subtle area without bright ethical lines -- you may be damned if you do not.

Certain areas of asset protection planning are certainly thorny and require close
examination and analysis. If a client asks you to help him avoid a child support claim,
are you comfortable assisting morally or unethically? Some states permit it under
certain circumstances. What about helping a client protect assets in the event of future
divorce? Consider, has the other spouse been a client of yours? Is the property sought
to be protected community property? Has a divorce action been initiated, is filing
contemplated? What if the assets sought to be protected were earnings during the
marriage in a non-community property state, where the spouse’s interest in inchoate?
These are dangerous, reef-filled waters in which to sail. See Exhibit 2, Island

Castaways.

BEWARE: In the case of insolvent clients or clients with a clear intent to hinder,
delay or defraud existing creditors, it may be unethical for an attorney to counsel or
assist a client in a conveyance which perpetrates a fraud on the client's creditors. As an
example, See Virginia Code of Professional Responsibility, Canon 1 generally, and
Disciplinary Rule 1-102(A)(4) and 7-102(A)(7), Ethical Considerations 1-5, 7-3, 7-4, 7-5,
7-6, and 7-8, Virginia Legal Ethics Opinion 1140 (October 18, 1988).

1. Virginia Ethics Rules as an Example.

According to Disciplinary Rule 7-102(A)(7), a lawyer shall not counsel or assist
his client in conduct that the lawyer knows to be illegal or fraudulent. To do so would
not only expose the attorney to censure or disbarment, but also to suit for fraud as a co-
conspirator or in malpractice.

Canon 4 deals with the obligation of the lawyer to preserve the confidences and
secrets of the client. A "confidence" generally refers to information protected by the
attorney-client privilege under applicable law, and a "secret" generally refers to other
information gained in the professional relationship that the client has requested by held
inviolate or the disclosure of which would be embarrassing or detrimental to the client.
In actual practice the attorney-client privilege is not as protective as attorneys tend or
want to believe. Courts seem increasingly willing to find a means, basis or exception to
compel disclosure.
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Moreover, according to Disciplinary Rule 4-101(D), a lawyer must reveal the
intention of his client, as stated by his client, to commit a crime or information which
clearly establishes that his client has perpetrated a fraud related to the subject matter
before the tribunal with respect to which the lawyer is representing the client. If the
client acknowledges to the attorney that he has committed a fraud, that clearly
establishes it. Not to make the required revelation could subject the attorney to censure
or disbarment.

Under Disciplinary Rule 4-101(C)(3) a lawyer may reveal information which
clearly establishes that his client has, in the course of the representation, perpetrated
upon a third party a fraud related to the subject matter of the representation.
Recognizing the risk that the lawyer may well be sued as a co-conspirator in the fraud
or for malpractice, the lawyer may want to avail himself of this opportunity, in which he
is excused from breaching the attorney-client privilege.

If a client has committed a fraud using his attorney's services without the
attorney's prior knowledge, the attorney may reveal his client's fraud to a damaged third
party without breach of attorney-client privilege to protect himself from implication.

On the other hand, if a client consults with his attorney for advice as to whether
an activity he engaged in without the attorney's involvement was illegal or fraudulent,
and the attorney advises him that it was, and he thanks the attorney and terminates the
professional engagement, the attorney's advice is clearly privileged, and the attorney
may not disclose any information obtained in the engagement. The attorney is not
thereby implicated in the illegal or fraudulent act.

2. Ethical Rules in Other States.

In South Carolina Bar Ethics Advisory Committee Opinion 84-02 it was held that
unless there is an immediate reasonable prospect of a judgment being entered against
the client, particularly one that would render him insolvent, the attorney can participate
in a transfer of the client's property where the sole purpose of the transfer would be to
avoid the possibility that a creditor would recover a deficiency judgment against the
property conveyed. On the other hand, In re Pamphilis, 30 N.J. 470 (1959), is an
example of a case where an attorney was disciplined for suggesting transfers of
property to a relative in satisfaction of a non-existent debt prior to filing bankruptcy. See
also Townsend v. State Bar of California, 197 P.2d 326 (1948). In re Greene, 557 P.2d
644 (Ore. 1976) sets forth the principle that if an attorney assists a client in making a
transfer that any reasonably competent attorney should have recognized as fraudulent,
or if the attorney should have reasonably discovered facts that would manifest the
transfer as fraudulent, the attorney may have violated his or her ethical duty to provide
competent representation. Cincinnati Bar v. Wallace, 700 N.E. 2d. 1238 (1998), In re_
Kenyon and Lusk, 491 S.E. 2d 252 (1997), and In re Hackett, 734 P. 2d 877 (1987,
Oregon).
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3. Planning Attorney's Liability.

Attorneys engaging in asset protection planning have certain unique liability
issues of which they must at all times be mindful.?

2 See Minimizing Attorney Liability in Asset Protection Representation, Parts 1, 2 and 3, William
L. Siegel, Journal of Asset Protection, September/October 1997, Vol. 3, No. 1, and
January/February 1998, Vol. 3, No. 3, and March/April 1998, Vol. 3, No. 4.
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(1)  Civil Liability.

In a recent federal case applying New Jersey law, Morganroth & Morganroth v.
Norris, McLaughlin & Marcus, P.C., 331 F. 3rd 406 (3rd Circuit 2003) the Court held that
persons -- lawyers -- who assist fraudulent transfers may have liability for various
common law wrongs, even if they do not receive the property in question, and even if
they commit no overt acts in support of the conspiracy. These common law liabilities
may include the tort of creditor fraud, aiding and abetting, civil conspiracy to commit
creditor fraud.

(@  And consider McElhanon v. Hing, 151 Az. 386, 728 P.2d 256 (Ct.
App. 1985), aff'd. in part and vacated in part, 151 Az. 403, 728

P.2d 273 91986), cert. denied 107 S. Ct. 1956 (1987), which involved an
attorney who was held liable ($286,120 in damages) for participating in a
conspiracy to defraud a client's judgment creditor. The facts of this case
are rather egregious and illustrate the point made above that while
attorneys have the ethical obligation to zealously represent their clients,
they should not be foolish. A disgruntled creditor may very well allege
fraud by the planning attorney for a number of reasons, including as a
means of obtaining discovery from the attorney. Lawyers in the Weese
case discussed further below were very fortunate not to be sued as co-
conspirators in fraud of creditors. The good news for lawyers engaged in
asset protection planning today is that creditors have historically been
reluctant to sue planning attorneys. Sooner or later, that may change.
But see Bosak v. McDonough, 549 N.E.2d 643 (111.App. 1st Dist. 1989),
in which the Court found that absent evidence that the attorney counseled
the debtor to defraud the lender or agreed to participate in any fraud, the
attorney is not liable for conspiracy. Another “good” case refusing to find a
lawyer liable is Nastro v. D’Onofrio, 263 F. Supp 2d 446 (D. Conn. 2003),
in which a Court refused to hold a lawyer civilly liable to a creditor of a
client for whom the lawyer created an offshore spendthrift trust, citing the
strong public policy of Connecticut in not imposing a liability on lawyers to
third parties. As to a claim that an estate planning lawyer might have
“aided and abetted” a tort, the seminal case is Haberstam v. Welch, 705 F.
2d 472 (D.C. Cir 1983, decided by a 3-judge panel including Judges Scalia
and Bork).

(b) The other extreme involves the possibility of an attorney being
sued by an estate planning client, or his heirs, successors and
beneficiaries after his death, when the client or his estate subsequently
suffers a judgment. The claim might be asserted that the attorney was
delinquent in that techniques were in fact available to protect the estate
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during the client's lifetime, but the attorney negligently failed to raise or
otherwise explore them with the client in the estate planning process. See
Duncan Osborne’s article cited on page 22 infra., in 5. You may be
damned if you do asset protection planning for your clients, and damned if
you refuse to. See also Gideon Rothschild’s article in the September
2003 issue of Trusts & Estates, Asset Protection Planning Ethical? Legal?
Obligatory?

(c) Consider also F.D.I.C. v. Porco, 552 N.Y.S. 2d 910 (Ct. App.
1990), wherein the New York Court of Appeals held that "under long-
standing New York law, a creditor has no cause of action against a party
who merely assists a debtor in transferring assets where, as here, there
was neither a lien on those assets nor a judgment on the debt.”

(2)  Criminal Liability

It goes without saying that an attorney assisting a client in
asset preservation planning must scrupulously avoid conduct which could implicate the
attorney himself in possibly criminal activity. See, for example, 11 USC Section 152,
the Crime Control Act of 1990, Bankruptcy Crimes, and Internal Revenue Code Section
7206, as well as:

. Racketeering Influenced and Corrupt Organization (“RICO”) statute, 18
U.S.C. section 1961 et seq.

. Bankruptcy Crimes --

- 18 U.S.C. Section 152 for anyone “knowingly and
fraudulently concealing from a trustee ... any property
belonging to the estate of a debtor.”

- 18 U.S.C. Section 157 for anyone “having devised, or
intending to devise, a scheme or artifice to defraud
and for the purpose of executing or concealing such
scheme files a [bankruptcy petition] or makes a
fraudulent representation in a [bankruptcy]
proceeding.”

. Internal Revenue Code Section 7212(a) for anyone who “corruptly
endeavors to ... impede any officer of the United States or obstructs or
impedes the administration [of the tax law.]” See United States v. Popkin,
943 F.2d 1535 (11th Cir. 1991) in which Mr. Popkin, an attorney, was
convicted for assisting a client in disguising the source of undeclared
funds being repatriated from offshore.
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. Money Laundering Control Act, 18 U.S.C. sections 1956 and 1957.
. Conspiracy to Defraud the U.S., 18 U.S.C. Section 371.
o Mail and Wire Fraud, 18 U.S.C. Section 1341.

. The Patriot Act signed into law by President Bush on October 25, 2001
designed to thwart the financial underpinning of terrorism.

4. No Available Malpractice Insurance.

Attorneys should be advised that virtually every legal malpractice policy excludes
fraud from the scope of its coverage. If a lawyer knowingly gives advice that assists his
client in perpetrating a fraud, he is liable to suit for fraud or malpractice without benefit
of insurance coverage.

5. Planner Due Diligence is Required to Avoid Civil, Criminal
or Ethical Liability.

See “What ACTEC Fellows Should Know About Asset Protection” (An article by
Duncan Osborne and Elizabeth M. Schurig, published in 25 ACTEC NOTES at p.367
(2000) (Exhibit 3) and “Island Castaway” (an article by Debra Baker published in the
ABA Journal October 1998) (Exhibit 2). At least six other articles have suggested that a
lawyer engaged in estate planning may have a duty to clients to advise on asset
protection planning in addition to more traditional trust and estate and tax planning
advice. While there are risks in giving asset protection advice, you may be “damned if
you do, damned if you don’t.” Duncan Osborne recently framed the matter in this way:

“The debate between advocates of creditors’ rights and advocates of asset
protection cannot ... turn on whether asset protection planning is proper. Rather, the
only meaningful debate is the determination of the lawful and proper scope of asset
protection planning ... Nowhere is it written that an individual must preserve his assets
for the satisfaction of unknown future claims and claimants. The focus on causality -- a
causal link between an asset transfer and the injury allegedly suffered by a creditor --
provides a means to distinguish between the actions that operate directly to prejudice a
particular creditor and those actions that in some remote, not foreseeable way, have
after the passage of time or the occurrence of an intervening cause, compromised a
creditor’s financial interest.”

6. Asset Preservation for Attorneys Themselves. Can an attorney ethically
engage in asset protection planning to protect his or her personal assets against the
potential of an act of malpractice?
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a. In general nothing appears in the Code Of Ethics which would
either prohibit the attorney from personal planning of this nature, nor does anything exist
in the Code to insure clients that their counsel will have assets against which they could
proceed if something goes wrong. There is, for example, no ethical prohibition against
an attorney filing for bankruptcy protection.

b. Rule 1.8(h) prohibits a lawyer from attempting to exonerate himself
or herself, or from limiting his or her liability to the client, for acts of malpractice.

(1)  This prohibition is aimed toward attorneys using release
forms or like means of limiting liability.

(2)  There is no requirement of practice that an attorney have an
attractive balance sheet. Virginia Bar rules do not require malpractice coverage.

FRAUDULENT CONVEYANCE ISSUES.

VIRGINIA LAW AS AN EXAMPLE OF TYPICAL STATE LAW

A. Overview. Virginia is a common law state and at common law a debtor has the
absolute right to pay one creditor in preference to another and can, without the
imputation of fraud, secure one creditor to prevent another from getting an
advantage. Williams, et al. v. Lord & Robinson, et al., 75 Va. 390 (1881).
Therefore, in the absence of a statute, state or federal, the debtor has the right
to prefer one creditor to another. Giving such a preference to a bona fide
creditor is not fraudulent, even though the debtor is insolvent and the debtor is
aware at the time of the transfer that it will have the effect of defeating the
collection of other debts. Preferring one creditor does not deprive other
creditors of any legal right, for they have no right to a priority. Moreover, itis a
fundamental principle of law that fraud must be alleged and proven, and every
presumption of law is in favor of innocence and not guilt. These principles
have long been recognized in Virginia law, see generally Johnson v. Lucas,
103 Va. 36, 48 S.E. 497 (1904), Hutcheson v. Savings Bank, 129 Va. 281, 105
S.E. 677 (1921), and have recently been recognized and reaffirmed. Mills v.
Miller Harness Company, 229 Va. 155, 326 S.E.2d 665 (1985). The key is that
the preferred creditors be bona fide creditors. Simply because a transaction is
disadvantageous to creditors will not in and of itself cause it to be set aside as
long as it was made in good faith, and unsecured creditors, in the absence of
fraud, cannot question the contracts of their debtors and undo all that is not
beneficial to them. Catron v. Bostic, 123 Va. 355, 96 S.E. 845 (1918).

B. Virginia's Fraudulent Conveyance Statutes. Modern fraudulent conveyance laws
in English common law jurisdictions, including Virginia, have their origin in 16th
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Century England, in the Statute of 13 Elizabeth (12 Elizabeth Ch. 5 (1571)).
Virginia has enacted two fraudulent conveyance statutes:

1. Intentional Fraud. Every gift, conveyance, assignment or transfer of
property, real or personal, made with the intent to delay, hinder or
defraud current or anticipated future creditors of the transferor is void-
able. Virginia Code " 55-80. See Abbott v. Willey, 479 S.E. 2d 528
(1997), involving President Clinton=s friend Mrs. Willey.

a. Regardless of the transferor's intent, a bona fide purchaser for
value takes good title, assuming the transferee had no notice of
the fraudulent intent. On the other hand, if the transferee had
notice of the fraudulent intent, the transferor's creditors may
attach the property transferred. The transferee will be deemed
aware of the fraudulent intent if he or she has knowledge of such
facts and circumstances as would have excited the suspicions of
a man of ordinary care and prudence.

b. "Hinder", "delay" and "defraud" are not synonymous. A transfer
may be made with intent to hinder or with intent to delay, without
any intent absolutely to defraud. Any of the three intents is

sufficient.
C. There may be a fraudulent transfer even if fair consideration is paid.
d. Reference to "future” creditors in fraudulent conveyance law is not

to every person who someday may become a creditor of the
transferror. For example, the court in Oberst v. Oberst, 91 B.R.
97 (U.S. Bankruptcy Court, C.D. California 1988) distinguished
between what it termed "bankruptcy planning” and hindering
creditors. The court stated that "if the debtor has a particular
creditor or series of creditors in mind and is trying to remove
assets from their reach, this would be grounds to deny the
discharge. If the debtor is merely looking to his future well-being,
the discharge will be granted.”

In Klein v. Klein, 122 N.Y.S.2d 546 (1952) the court blessed
prophylactic transfer to protect against a potential future hazard as
"no more than insurance against a possible disaster,"” and not a
fraudulent conveyance.

In Tcheropnin v. Franz, 475 F.Supp. 92 (1979) the court stated that
one of the requisite elements for finding a conveyance to be
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2.

fraudulent is that there must be an existing or contemplated
indebtedness against the debtor.

Donative Transfer by Insolvent Transferror. As to existing creditors, gifts
are voidable without any finding of intent to delay, hinder or defraud, but
the attacking creditor must prove that the transferor was insolvent or
was rendered insolvent by the transfer. Virginia Code * 55-81.

a. Creditors of the transferor have no claim under this section --
X if they were not creditors at the time of the transfer.
X if fair consideration was paid.
X if the transferor was solvent after the transfer.

b. NOTE: This section did not have an insolvency test until a recent
amendment.

A donor is insolvent when he has insufficient property to pay all his debts.
Hudson v. Hudson, 249 Va. 335 (1995), Shaia v. Meyers, 206 Bankr. 410 (Bankr. E.D.

Va. 1997).

C. Voiding the Transfer. A creditor's suit is necessary to void the conveyance.

Virginia Code * 55-82. The burden of proof is upon the one attacking the
conveyance and the fraud must be proved by evidence that is clear, cogent
and convincing, McClintock v. Royall, 173 Va. 408, 4 S.E.2d 369 (1939).
Although the fraud must be proven and is never to be presumed, Land v.
Jeffries, 26 Va. (5 Rand) 599 (1827), the evidence necessary to satisfy the
court may be and generally is circumstantial, Witz, Biedler & Co. v. Osburn, 83
Va. 227, 2 S.E. 33 (1887), and courts have frequently held that there are
certain indicia or badges of fraud from which fraudulent intent may be inferred,
prima facie. The statute of limitations for actions under "55-81 to set aside a
transfer not made for valuable consideration is 5 years. In re Massey, 225
Bankr. 887 (Bankr. E.D. Va. 1998).

D. Badges of Fraud. These include:
1. retention of an interest in the transferred property by the transferor;
2. transfer between family members for allegedly antecedent debt;
3. pursuit of the transferor or threat of litigation by his creditors at the time of

the transfer;
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4, lack of or gross inadequacy of consideration for the conveyance;

5. retention of possession of the property by transferor;

6. fraudulent incurrence of indebtedness after the conveyance;
7. secrecy about the transfer;

8. deviation from normal activities;

9. transfer of all (or substantially all) of debtor's property; and

10. transfer to family members (but cases of family transfers are surprisingly
unpredictable, depending on the "flavor" of the facts).

NOTE: In asset protection engagements the badges of fraud are
almost always present.

Armstrong v. United States, 7 F. Supp. 2d 758 (W.D. Va. 1998).

Hyman v. Porter, 37 Bankr. 56 (Bankr. E.D. Va. 1984), Hutcheson v. Savings
Bank, 129 Va. 281, 105 S.E. 677 (1921). When the evidence shows a prima
facie case of fraud, the burden of proof shifts to the party seeking to uphold the
transaction to establish that he or she intended to accomplish bona fide goals as
a result of the transfer. If a conveyance is set aside under Section 55-82, the
Court will put the parties to the conveyance in the same position as if the
conveyance had never taken place. Judgment creditors may interrogate the
debtor under oath about all matters involving his or her assets. Virginia Code

" 8.01-506, et seq.

Definition of Insolvency. Virginia Code * 55-81, supra, uses the word "insolvent”
but does not define it. But see cases cited at 2. B. above. The Uniform
Fraudulent Conveyance Act (which Virginia has not adopted) provides that a
person is deemed insolvent if, at the time of a transfer, the present fair salable
value of the transferor's non-exempt assets is less than the amount required to
pay his liabilities on existing debts. The Bankruptcy Code defines insolvency
of an individual as the financial condition in which the sum of the person's
debts is greater than all of the person's property, at fair valuation, exclusive of
property transferred, concealed or removed with intent to hinder, delay or
defraud creditors, and property that may be exempted from property of the
estate under the Bankruptcy Code. 11 U.S.C. " 101(31). This is generally
known as the "balance sheet test.” Insolvency is generally presumed if the
debtor is not paying debts as they come due.
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F. Limitations of Action/Statutes of Limitation. In Virginia a creditor may generally
bring an action for damages from fraud under Virginia Code 8§ 55-80 (for
transfers with the intent to hinder, delay or defraud) for two (2) years from the
date the cause of action accrues under Virginia Code § 8.01-243(a). In the
case of a donative transfer by an insolvent donor as described in Virginia Code
§ 55-81, a creditor may bring an action for damages from fraud for five (5)
years from the date of the gift’s recordation; or, if not recorded, within five (5)
years from the time the transfer was or should have been discovered under
Virginia Code § 8.01-253.

G. District of Columbia Law. Conveyances made with the intent to hinder or defraud
are voidable. D.C. Code " 28-3101-3103. There is no special rule for donative
transactions rendering the transferor insolvent, as there is in Virginia.

H. Maryland Law. Like Virginia, Maryland law provides a presumption that a
transfer without full consideration is fraudulent if the transferor is or is rendered
insolvent, without regard to fraudulent intent. Ann. Code of Maryland,
Commercial Law Volume, * 15-204. Conveyances made with the intent to
hinder, delay or defraud present or future creditors are voidable. * 15-207.
There are similar rules regarding conveyances without consideration by
persons in business or about to be in business with inadequate capital
remaining or without fair consideration by persons about to incur debts beyond
his/her ability to pay. ** 15-205 and 15-206.

Fraudulent Conveyance Under Federal Bankruptcy Law.

See VI. B. infra.
V. REAL ESTATE AS A LIABILITY CREATING OPPORTUNITY.
A. Joint and Several Liability. The most direct way of creating liability in a real

estate investment, or any other type of investment, is to become primarily liable
as the maker of a promissory note to a lender, whether the lender be a bank,
other institutional lender, or individual. A promissory note, the debt instrument,
will normally provide that the makers are "jointly and severally" liable, which
means as to the holder of the obligation, each maker is primarily liable for the
entire amount of the debt, although between the individual obligers, one would
have the right of contribution against any other solvent obligor. The right of
contribution, however, is somewhat of a hollow right because it only ripens
after the obligor has paid the holder of the note the entire indebtedness.

B. Guaranties of Collection and Guaranties of Payment. Many people have had
very expensive lessons in learning about the legal intricacies of the word
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"guaranty.” As a guarantor, an individual or entity becomes liable for another's
debt. Since it is a suretyship relationship, and sureties are a favorite of the
law, a guaranty is never presumed, but rather must be shown by clear and
convincing evidence. Moreover, by Virginia statutory law, Code of Virginia

" " 49-25 and -26, unless a contrary intent is clearly reflected in the
documents, a guaranty is first construed as a guaranty of collection, meaning
that the holder of an obligation must first exhaust available legal remedies
against the maker of the obligation before resorting to any remedies against
the guarantor, whereas a guaranty of payment makes the guarantor primarily
liable on the obligation and a holder can proceed to enforce the obligation
immediately against the guarantor without first resorting to remedies against
the maker. However, most banking or financial institutions documentation is
structured to create a guaranty of payment and not collection.

C. Case Law. Cases have reaffirmed the guarantor's direct liability, provided that
the guaranty document provides for such direct liability, including the upholding
of a confession of judgment provision in a guaranty agreement, overcoming the
defense that the guarantor did not read the provisions of the agreement
containing the confession of judgment language, and that right was not
specifically discussed or bargained for during the negotiations between the
guarantor and the lender. Atlantic Leasing & Financial, Inc. v.

IPM Technology, Inc., 885 F.2d 188 (4th Cir. 1989). Similarly, the Virginia
Supreme Court has upheld the liability of a wife pursuant to an unlimited
guaranty for a loan made to her husband, noting that the Court has
consistently held that a guaranty, unlimited as to time, but given in circum-
stances evidencing the guarantor's intent to cover a series of transactions, will
be construed as a continuing one, and in this case, the language of the
guaranty was plain and was enforced according to its terms. Bank of
Southside Virginia v. Candelario, 238 Va. 635, 385 S.E.2d 601 (1989).

D. General Partners' Liability. General partners of a partnership are jointly, but not
automatically severally, liable with other partners for partnership debts.
Virginia Code * 50-15(b). However, personal guaranties, which are usually
required, make general partners severally liable on partnership loans.

E. Limited Partners' Liability. Limited partners in a limited partnership are only liable
for their agreed contribution to the partnership, and not any debts of the
partnership, provided they do not participate in the control of the business
(Virginia Code * 50-73.24), unless the limited partner knowingly allows his
name to be used in the name of the limited partnership and creditors extend
credit to the limited partnership without actual knowledge that the limited
partner is not a general partner. Virginia Code * 50-73.24D. See IX.C. below.
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VI. OVERVIEW OF BANKRUPTCY CONSIDERATIONS, INCLUDING VIRGINIA AND
FEDERAL EXEMPTIONS.

In the debtors rights arena, it is essential to have at least a rudimentary understanding
of bankruptcy law and some of the important and ever changing developments and
ramifications. The principal provisions of the Bankruptcy Code, 11 U.S.C. " 101, et
seq., relevant to this outline are Chapter 7 or Chapter 11 bankruptcy cases, both of
which are available to a business debtor. Chapter 7 is a liquidation of the debtor's
property by a trustee. Chapter 11 is designed to restructure the debtor's liabilities
through a plan of reorganization which creditors and the court may confirm or reject, but
Chapter 11 may also be used to liquidate the debtor's assets through a plan of
liquidation. Usually, in a voluntary Chapter 11 filing, the debtor will remain a debtor-in-
possession of its property and will continue to operate its property (11 U.S.C. * 1107)
subject to the other provisions of the Bankruptcy Code. A voluntary bankruptcy is
commenced by filing a petition (B.R. 1002), which is accompanied by or soon followed
by a list of creditors, schedules and liabilities, and statements of financial affairs on
official forms specified with the Bankruptcy Code. The filing of a bankruptcy petition
acts as an automatic stay applicable to all entities against virtually all actions against the
debtor or against the property of the estate, 11 U.S.C. * 362, until the property is no
longer property of the estate, the case is closed, the case is dismissed, or if Chapter 7,
the discharge is granted or denied. A creditor or other party-in-interest must move the
court to grant relief from the stay to allow the creditor to proceed against the property,
such as by foreclosure, and must show that the creditor lacks "adequate protection™ of
an interest in the property of such party-in-interest, or that the debtor does not have
equity in the property or the property is not necessary to an effective reorganization.
Such a discussion of the creditor's rights in getting a stay lifted is beyond the scope of
this outline, but in such a proceeding the party requesting such relief has the burden of
proof on the issue of the debtor's equity in the property and the party opposing such
relief has the burden of proof on all other issues. A background understanding of the
Bankruptcy Code as a minimum must include a familiarity of with the following
Bankruptcy Code concepts:

A. Property of the Bankrupt Estate. The commencement of a case creates an
estate and the bankruptcy estate is very broadly defined under = 541. In
relevant part, this very broadly worded section provides that the bankruptcy
estate shall include each of the following:

1. All legal or equitable interests of the debtor in property as of the
commencement of the case, except that a restriction on the transfer of a
beneficial interest of a debtor in a spendthrift trust that is enforceable
under applicable "non-bankruptcy" law (e.g., state law) is enforceable in
bankruptcy ("spendthrift trust" exception). * 541(c)(1).
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B.

All interests of the debtor and the debtor's spouse in community property
as of the commencement of the case that is in the sole, equal or joint
management and control of the debtor, or liable for an allowable claim
against the debtor, or for both an allowable claim against the debtor and
the debtor's spouse. " 541(a)(2).

Fraudulent Conveyances. Property that is recovered by the trustee in
bankruptcy which was the subject of a prior fraudulent conveyance.

Certain After Acquired Interests - 180 Day Property. Any interest in
certain types of property that would have been the property of the estate
if that interest had belonged to the debtor on the filing date and which
the debtor acquires or becomes entitled to acquire within 180 days after
that date:

a. by bequest, devise or inheritance;

b. as a result of a property settlement agreement with debtor's spouse or
interlocutory final divorce decree; or

Cc. as a beneficiary of a life insurance policy or of a death benefit plan.

"541(a)(5).

Income and Revenue from Property. Proceeds, product, offspring, rents
or profits of or from property of the estate, except as such are earnings

from the services performed by an individual debtor after the
commencement of the case. " 541(a)(6).

Fraudulent Conveyances. Section 548 is the Bankruptcy Code equivalent to the

state fraudulent conveyance statutes and provides for two classes of fraudulent
transfer. While previously it provided that a transfer within one year of the
bankruptcy filing is voidable by the trustee in bankruptcy if it can be shown to
have been made with an actual intent to hinder, delay or defraud creditors.
Bankruptcy Code " 548(a)(1). BAPCPA (discussed further below) extended
the look-back period for fraudulent conveyances to 2 years. Under 8
548(a)(1)(B)(ii)(1V), the scope of fraudulent transfer has been expanded to
include transfers to insiders under employment contracts and not in the
ordinary course of business. The "badges of fraud" analysis, supra, is equally
applicable to cases under * 548. However, while * 548 provides that the
transfers made or obligations incurred within two years of bankruptcy are
vulnerable to attack, the trustee in bankruptcy can use his general avoiding
powers, * 544(b), to permit him to exercise his remedies under state law to
avoid fraudulent conveyances. In Virginia, this can prove advantageous to the
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trustee, because of the longer statutory period for the recovery of a fraudulent
conveyance under Virginia law than the two year limitation provided in * 548.
In Virginia, a trustee in bankruptcy could therefore bring an action for damages
from fraud under Virginia Code * 55-80 within two years of bankruptcy, Virginia
Code " 8.01-243(a), or within five years of bankruptcy if pursuant to Code

" 55-81 for a donative transfer by an insolvent donor, Virginia Code * 8.01-
253.

1. A transfer can also be constructively fraudulent under * 548(a)(2) of the
Bankruptcy Code if the debtor-transferor (1) received less than reason-
ably equivalent value, and (2) either (I) was insolvent on the date of the
transfer (or became insolvent because of such transfer), or (ii) was
engaged in business (or was about to engage in business) and had
unreasonable small capital, or (iii) intended to incur debts beyond his
ability to repay. Courts have recently held that the reasonably
equivalent value "must be determined in view of all of the facts and
circumstances.” In Re Bundles, 856 F.2d 815 (7th Cir. 1988).

2. Under = 548, even involuntary transfers have been attacked as fraudulent
conveyances, Durrett v. Washington National Insurance Co., 621 F.2d
201 (5th Cir. 1980), as have leveraged buyouts, on the theory that
because the corporation does not gain any direct benefit, as the
proceeds go to the former shareholder, the encumbrance of its assets to
effect the LBO is fraudulent on the corporation and its creditors. See
Wieboldt Stores v. Schottenstein, 94 Bankr. 488 (Bankr. N.D. Ill. 1988).

3. Section 548 protects good faith purchasers for value. Accordingly, if a
purchaser buys an asset from the debtor-transferor and pays fair and
adequate consideration and has no actual or constructive notice of the
debtor-transferor's fraudulent intent, then good faith transferee's
obligations are enforced to the extent they gave value, or alternatively
they are given liens for value so exchanged. Clearly, it is critical for a
creditor to establish good faith, and certain indices of good faith would
include advancing funds and taking security interests and accepting
guarantees of payment. Further, documentary evidence regarding
solvency analysis, cash flow projections, financial statements and
valuations of assets and liabilities, together with strict compliance with
verification of applicable state corporate laws and corporate by-laws,
including representations, warranties and certificates, and compliance
with state bulk sales laws will be important.

4, In bankruptcy the debtor must submit detailed schedules regarding pre-
bankruptcy transactions and must undergo examination under oath by
creditors and by the trustee. Section 341.
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D.

1.

Preferences. A close cousin of fraudulent conveyances in the Bankruptcy Code

is preferences, * 547, which are defined as (l) a payment or transfer, (ii) by an
insolvent debtor, (iii) to or for the benefit of a creditor, (iv) to satisfy an
antecedent debt, (v) made within the 90 day period before bankruptcy, (vi) or
made within one year of the bankruptcy, if made to or for the benefit of an
insider of the debtor, (vii) which payment or transfer enabled a creditor to
receive more than it would have received in a Chapter 7 liquidation. This
section is cumulative and therefore, if any one element of a preference is
lacking, then the payment or transfer is not avoidable as a preference. The
preference is recoverable from the initial transferee, the entity for whose
benefit such transfer was made, or any immediate transferee of such initial
transferee. Bankruptcy Code " " 550(a)(1) and (2). Preference litigation is an
ongoing emerging area and, while recently one court has held that unless a
party has a direct business relationship with the debtor, has guaranteed the
debtor's debt or has received payment directly from the debtor, it's receipt of
payment is not avoidable, In Re Columbia Data Products, Inc., 892 F.2d 26
(4th Cir. 1989), another court has held that * 550(a)(1), coupled with the
provisions of * 547(b), allow the recovery of avoidable transfers from non-
insiders within one year of the bankruptcy petition when those payments
benefitted insider creditors or guarantors, In Re C-L Carthage Co., Inc., 899
F.2d 1490 (6th Cir. 1990). Moreover, payments to a creditor within one year of
bankruptcy on an indebtedness guaranteed by an insider of the debtor are
subject to attack as preferences. Levit v. Ingersall Rand Financial Corp., 874
F.2d 1186 (7th Cir. 1989).

Preferential payments are not recoverable, however, if they are made in
the ordinary course of business or are in the nature of contemporaneous
exchanges. Bankruptcy Code * 547(c). Payments or transfers to a fully
secured creditor are not preferential because a secured creditor is not
receiving more than he would receive under the Chapter 7 liquidation.
However, such payments or transfers to a secured creditor are at risk as
preferences if the secured creditor is undersecured. The Bankruptcy
Court for the Western District of Virginia in 1989, considering the
ordinary course of business exception, found no preference where the
debtor had purchased supplies and services from a creditor for several
years before bankruptcy and debtor's payments were erratic for the
entire period. Because of the "ordinary course of business" between the
debtor and its creditor, when the debtor paid creditor in full just prior to
its petition, it was not found to be a preference. In Re Mahers, 99
Bankr. 314 (Bankr. W.D. Va. 1989).

Lender Liability. A great number of people are involved in real estate

development and the concomitant land loan/construction loan/permanent loan
32



scenario so prevalent in both residential and commercial/industrial
development. Often, multiple parties are involved in the loan, whether as
makers, or more likely as guarantors. In difficult economic times, and
especially coupled with a changing banking regulatory environment, the
"workout" or "restructuring” of real estate projects is an emerging, dynamic and
evolving area of legal opportunity. Such is not the topic of this outline, but
many of the actions of lenders in the workout process, as well as the regular
development process, have led to lender liability issues, which have a direct
interplay in the background of bankruptcy for the planner. The bankruptcy
court is a court of equity, see generally 11 U.S.C. "~ 101(4), 502(c)(2),
541(a)(1), and the bankruptcy court has the power to subordinate any lien or
other claim under the principles of equitable subordination. 11 U.S.C.

" 510(c)(1). Because of the equitable basis, the greater the factual inequities,
the argument goes, the less important the terms of the loan documents.
Lender liability does not encompass any particular new theory of liability, but
the focus of most lender liability claims is the lender's failure to act in good faith
and deal fairly with the borrower, guarantor or other lenders of the borrower.
Lender liability cases may be brought by unsecured creditors against a
secured creditor, or by the borrower against a lender. The cases have been
based on such theories as fraud, breach of fiduciary duty, interference with or
control of the debtor's business, securities violations, lack of good faith and fair
dealing, and RICO violations. The equitable subordination provisions of the
Bankruptcy Code have come into effect when the court has found that claimant
has engaged in some type of inequitable conduct which results in injury to
other creditors of the bankrupt or confers unfair advantage on the claimant,
and the equitable subordination of the claimant's position of liability is not
inconsistent with the Code. Lender liability suits frequently arise from failed
workouts, and bankruptcy courts have found the conduct of the lender which
drained financial resources of the debtor to lender's benefit warranted not only
turnover of the preference, but also equitable subordination of the claim. Smith
v. Associates Commercial Corp., 19 B.C.D. 558 (5th Cir. 1989).

E. Exemptions - State and Federal. An exemption is a law that immunizes property
from all forms of creditors' remedies. It creates a legal shield around the
property that is impenetrable. Generally, conversion of assets from non-
exempt to exempt on the eve of bankruptcy is not fraudulent as to creditors;
rather it permits the debtor to take full use of the exemption to which he is
entitled to under law. S. Rep. No. 989, 95th Cong. 2d Sess. at 6. Accordingly,
Virginia state law was recently revised to provide that conversion of non-
exempt property into exempt property in contemplation of bankruptcy shall not
be deemed to be in fraud of creditors. Virginia Code " 34-26. All states have
enacted exemption laws; however, the extent of those laws varies greatly.
Exemptions in Virginia, Maryland and the District of Columbia can be categor-
ized as rather stingy and, by contrast, the Florida exemptions, which are
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completely at the other end of the exemption spectrum, as very generous.
Bankruptcy Code " 522 is extremely important, as it basically provides that, in
the states which allow such an election, a debtor who has filed a petition in
bankruptcy may choose between federal or state exemptions. Where the
choice of federal or state exemptions is available, it will be very important for
the debtor to elect the state exemptions when domiciled in a state with
generous exemptions, such as Florida. A debtor may claim a state's
exemption if he or she has been domiciled in the state for the greater portion of
the last 180-day period preceding the filing of the bankruptcy petition. Bank-
ruptcy Code * 522(b)(2)(A). But see the new BAPCPA rules outlined below.
Nevertheless, the scope of the exemption laws is not unlimited, and borrowing
funds with the intent to turn these funds into exempt property has been found
to be fraudulent, Miguel v. Walsh, 447 F.2d 724 (9th Cir. 1971), and where
debtor's purpose has been found to go beyond mere conversion of non-exempt
property to exempt property, but rather is an actual attempt to defraud, a
fraudulent conveyance may be found. See Ford v. Poston, 773 F.2d 52 (4th
Cir. 1985). While a discussion of tenants by the entirety is undertaken, infra at
IX.A., whether converting non-exempt assets into tenants by the entirety is a
fraudulent conveyance may sometimes apparently turn on when the
conversion occurs. If the conversion is on the eve of bankruptcy, it may be
characterized as fraudulent, In Re White, 28 Bankr. 240 (Bankr. E.D. Va.
1983). But the legislative history to Bankruptcy Code * 522(b) provides that
“[a]s under current law, the debtor will be permitted to convert non-exempt
property into exempt property shortly before a bankruptcy petition .... The
practice is not fraudulent as to creditors, and permits the debtor to make full
use of the exemption to which he is entitled under the law." If the conversion
occurs before the spouse gets into financial difficulty, the exemption should be
protected. Vasilion v. Vasilion, 192 Va. 735, 66 S.E.2d 599 (1951).

F. Discharge. Obviously, while a short-term goal of many Chapter 11 filings is to
"buy time" to allow either the sale of property or other assets, or refinancing,
and the like, it is essential that any bankruptcy proceeding be conducted with
an eye toward "discharge”. In broad terms, the purpose of bankruptcy is to
give a financially beleaguered debtor a fresh start, and in order to achieve that
fresh start by having its obligations and debts relieved (subject to the non-
discharge provisions noted below), consistent with the exemptions specified
above, the debtor bankrupt must give up his assets to his creditors. The
Bankruptcy Code provides in * 727 that the court shall grant the debtor a dis-
charge unless the debtor, with intent to hinder, delay or defraud a creditor or an
officer of the estate charged with custody of property under this title (the
Bankruptcy Code), has transferred, removed, destroyed, mutilated or
concealed, or has permitted to be transferred, removed, destroyed, mutilated
or concealed, the property of the debtor within one year from the date of filing
the petition. The section also provides that discharge will be denied if the
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debtor concealed, destroyed, mutilated, falsified or failed to keep information
regarding financial conditions or business transactions, or acted fraudulently in
other ways, all of which must be proven in the bankruptcy court. As the denial
of a discharge is a severe penalty and punitive in nature, any objection to
discharge is construed narrowly in favor of the debtor. In Re Schmit, 71 Bankr.
587 (Bankr. D. Minn. 1987). The courts are not in complete accord on what
type of conduct would be considered sufficient, under * 727, to manifest an
intent to hinder, delay or defraud a creditor within the meaning of that section,
thereby denying discharge.

If possible, the debtor may plan to wait two years between a suspect transfer and
the filing of a bankruptcy petition. This will avoid the application of ** 727, 548
and 547 because under Federal bankruptcy law the trustee may only challenge a
transfer on grounds of insolvency of the transferor or lack of fair consideration if
the transfer occurs within one year of the filing. If possible, an analysis should be
conducted to insure that all creditors in existence on the date of the transfer have
been paid as of the date of the bankruptcy filing. The debtor may continue to pay
creditors following the suspect transfer in an attempt to eliminate all creditors in
existence on the date of the transfer.

Denial of Discharge/Loss of Attorney-Client Privilege. In an extreme
case, where a bankruptcy court finds fraudulent conveyance, inartfully
disguised as estate planning with the knowing participation of the planning
attorney, the discharge may be denied and, by virtue of the crime-fraud
exception, the attorney-client privilege may be lost. In that case, creditors=
counsel may have complete access to the attorney=s file and notes, which
could be very damaging as well as embarrassing. See, for instance, In re_
Andrews v. Riggs National Bank, 186 Bankr. 219 (E.D. Va. 1995). In the post-
bankruptcy action against the debtor, Mr. Tansill served as expert witness for
creditor NationsBank.

Exceptions to Discharge. As noted above, * 727 provides that the court shall
grant a discharge unless the above-noted elements prevent a discharge in its
entirety. Notwithstanding the above, even when a discharge is granted, certain
debts are not discharged and are called exceptions to discharge. Bankruptcy
Code "523. Section 523 provides generally that the following debts are
exceptions to discharge:

1. A tax or customs duty

(@) with respect to which a return is required, and the return was not
filed or was filed after the date on which it was due, including any extensions,
and after two years before the date of the filing of a petition (the tax year to which
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the return relates is immaterial; this rule applies to late filings. See XIII.K., infra,
for the general rule);

(b)  with respect to which the debtor made a fraudulent return or willfully
attempted in any manner to evade or defeat such tax;

2. Money, property, services or credit of any kind obtained by false
pretenses, false representations or actual fraud through the use of an
instrument in writing that is materially false respecting the debtor's or an
insider's financial condition on which the creditor to whom the debtor is
liable for such money, property, services or credit reasonably relied, in
circumstances in which the debtor caused to be made or published
within intent to deceive. This subsection has come to known as the
"false financial statement" exception;

3. Debts not listed in a bankruptcy proceeding;

4. Liability arising from fraud or defalcation while acting in a fiduciary
capacity, embezzlement or larceny;

5. Obligations to a spouse, former spouse or child of the debtor for alimony
to, maintenance for, or support of such spouse or child in connection
with a separation agreement, divorce decree, or other order of a court of
record. This is the so-called "alimony/child support exception”;

6. Liability for willful and malicious injury by the debtor to another entity or to
the property of another entity;

7. To the extent that such debt is a fine, penalty or forfeiture payable to and
for the benefit of a governmental unit and is not compensation for actual
pecuniary loss which has been imposed with respect to a transaction or
event that occurred before three years before the date of filing the
petition;

8. For an educational loan made, insured or guaranteed by a governmental
unit which loan became due before five years before the filing of the
petition, unless excepting such debt from discharge will impose an
undue hardship on the debtor and the debtor's dependents;

9. A debt which arises from a judgment or consent decree entered in a court
of record against the debtor wherein liability was incurred by such
debtor as a result of the debtor's operation of a motor vehicle while
legally intoxicated;
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10.  Any debt which could have been listed or scheduled by the debtor in a
prior bankruptcy case concerning the debtor in which the debtor waived,
discharged or was denied discharge.

Litigation involving exception to discharge is growing by leaps and bounds.
Several cases are illustrative:

The debtor's deceptive conduct inducing a creditor to forbear collection of
a note until the applicable statute of limitations had run demonstrated
actual fraud and therefore could serve as a basis for excepting the debt
from the discharge, In Re Adkins, 102 Bankr. 485 (Bankr. E.D. Va. 1989).
Collateral estoppel can be used as a basis of summary judgment in favor
of a creditor under * 523 when in a prior non-bankruptcy state court deci-
sion, the trial judge found as a fact that the debtor had breached a
fiduciary relationship and express trust, In Re Becker, 100 Bankr. 811
(Bankr. E.D. Va. 1988), citing the relevant Fourth Circuit authority, Combs
v. Richardson, 838 F.2d 112 (4th Cir. 1988). In the determination as to
whether a $80,000 payment agreed to be made by a debtor husband to an
ex-wife was a property settlement or alimony and thus non-dischargeable,
the court ruled that the only significant issue for the bankruptcy court is the
intent of the state court judge in entering the order in question, and such
intent must be gleaned from the four corners of the record, and therefore
the testimony on the issue by the wife, husband and others are irrelevant.
In Re McCauley, 105 Bankr. 315 (Bankr. E.D. Va. 1989).

Tax Issues in Bankruptcy, Foreclosure and Workouts. There are many complex
issues that are beyond the scope of this outline.

J. BAPCPA. In 2005, Congress re-wrote the bankruptcy laws in an act referred to
as BAPCPA (Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 CRL
1109-8).

The re-write contained several provisions extremely important to debtor’s
rights/asset protection planning. In general the law was considered to be pro-creditor.
It was successfully lobbied by banks and credit card companies. It is considered to be
anti-debtor.

The most important provisions are as follows:

a. New Domicile Rule. Bowie Kuhn, former baseball commissioner and
managing partner of a collapsed law firm, drew a great deal of attention to “forum
shopping” for bankruptcy exemptions when he abruptly moved to Florida,
claimed the unlimited homestead exemption and bought a very expensive home
in Florida and filed for bankruptcy there.
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The new bankruptcy law restricts debtors’ ability to forum shop by moving to a
jurisdiction with more favorable exemptions right before filing. BAPCPA 8§ 522(b)(3)
provides that in determining whether a state’s bankruptcy exemptions apply, if the
debtor has not been a domiciliary of that state for the past 730 days (2 years), then the
debtor must use the exemptions of the state where the debtor resided for the largest
portion of the 180 days preceding the 730-day period.

b. New Homestead Rule for Fraudulent Conveyance. Another provision
influenced by Bowie Kuhn is the new rule of BAPCPA 8522(0) which provides
that the value of a residence or homestead is reduced if state exemptions apply
to the extent that the value of the residence or homestead is attributable to
property that the debtor disposed of with fraudulent intent (“hinder, delay or
defraud”) within 10 years prior to the bankruptcy filing. So, if property was sold in
a fraudulent conveyance and the proceeds are used to acquire or improve or pay
down the mortgage on a homestead, such funds may be clawed back into the
bankruptcy estate. See In re Maronde, 332 B.R. 593 (Bankr. D. Minn. 2005), In_
Re Lacounte, 342 B.R. 809 (Bankr. D. Mont. 2005), and In Re Agnew, 355 B.R.
276 (Bankr. Kans, 2006).

C. Homestead Cap of $125,000 on Homestead Acquired Within 1215 Days
The final anti-Bowie Kuhn rule is reflected in BAPCPA § 522(p)(l), which limits
the homestead exemptions, for instance in Texas or Florida, to a maximum of
$125,000 if a portion of the value of this homestead was acquired within 1215
days (40 months) of the bankruptcy filing, except to the extent that such value
derived from a sale of a prior home in the same state. There have been cases
too numerous to cite under this provision. A few are In Re Summers, 344 B. R.
108 (Bankr. D. Ariz. 2006) and In Re Buonopane, 344 B.R. 675 (Bankr. M. D.
Fla. 2006).

A further refinement of this cap is found in BAPCPA 8522(q), which limits the
homestead exemption to $125,000 if the Court determines that the debtor was
convicted of a felony and that the bankruptcy filing was an abuse of the bankruptcy
code; or if the debts arise from violation of securities laws, fraud, deceit or manipulation
in a fiduciary capacity or in the purchase or sale of any registered security, any civil
remedy under RICO, or any criminal act, intentional tort, or willful or reckless
misconduct that caused serious physical injury or death to another individual in the
preceding five years. The broad language may lead to unexpected results. See, for
example, In Re Larson, 2006 WL 891532 (Bankr. D. Mass. 2006).

d. IRA Exclusion. BAPCPA 8 522(b)(3)(C) and (d)(12) provide a bankruptcy
exclusion for IRA’s and other qualified plans regardless of whether federal or
state exemptions are used by the debtor. For IRAs, the exemption is $1 million.
This is very important because ERISA plans — e.g., 401(k) plans and defined
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VII.

benefit plans — were found exempt by the U.S. Supreme Court in Patterson v.
Schumate, discussed below. But IRA’s are not ERISA Plans and not all states
provide statutory exemption for IRAs. The $1 Million limit does not apply to
amounts attributable to qualified rollovers from ERISA Plans which are
completely exempt even if more than $1 Million. The $1 Million cap does not
apply to SEP-IRAs and Simple-IRAs.

e. 10-Year Look-Back Rule for Self-Settled Trust and “Other Devices”.
Relevant to state asset protection trust statutes, BAPCPA gives the bankruptcy
trustees a 10 year look-back period in connection with alleged fraudulent
transfers to self-settled trusts and “other similar devices,” presumably including
GRITS, GRATS, GRUTS, QPATS, CRTS, CLTS, ILITS, FLPS/FLLCs (§ 548(c)).
Could a “device” include a high cash value/low death benefit life insurance policy
or variable annuity in a state such as Florida with an unlimited exemption for life
insurance policies and annuities? Expect creative arguments from creditors in
the future with respect to “devices.”

Accordingly, whatever statute of limitation period Delaware, Alaska and other
U.S. asset protection trusts jurisdictions adopt to limit challenges to the trust, the
federal government has preempted state law with a federal 10-year statute of
limitations. This development certainly damages U.S. APTs in a comparative
analysis vis a vis offshore APTs, because U.S. courts would have to enforce the
federal limit, while offshore courts might not. It is worth noting that Senator
Schumer proposed an amendment to this Bankruptcy Act which would have
imposed a limit of $125,000 on transfers to offshore or domestic asset protection
trusts, but Senator Hatch of Utah, whose state has a new asset protection
statute, opposed the amendment, and it was defeated. This was a positive
development for APTs, but especially for OAPTSs.

FRAUDULENT CONVEYANCE UNDER FEDERAL BANKING LAW.

Under the Crime Control Act of 1990, Public Law 101-647, *2701, concealment
of assets from the Federal government (e.g., Federal Deposit Insurance Corporation,
the Resolution Trust Corporation) serving as conservator, receiver or liquidating agent
of a financial institution is punishable by fine or imprisonment to up to 5 years. Under
"2711 fraudulent transfers by a debtor of a financial institution of which the Federal
government serves as conservator, receiver or liquidating agent may be avoided by the
Federal government within 5 years of its appointment if the debtor "voluntarily or
involuntarily made such transfer or incurred such liability with the intent to hinder, delay
or defraud the insured depository institution or any Federal agency. If the transfer is
avoided, the Federal government may recover for the financial institution the property
transferred or the value of it unless the transferee took it for value in good faith. The
statute, in "2528(a), new paragraph (17)(D) provides that the Federal government shall
have rights superior to any other party.
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VIII. SUMMARY: HOW TO AVOID CLAIM THAT CREDITOR HAS BEEN DEFRAUDED.

A. Integrate asset preservation planning into the client's estate and financial
planning, substantively, not just as window dressing. Conveyances and
retiting should have a sound justification/"business purpose" other than
creditor avoidance.

B. Obtain an Affidavit of Solvency, at least in doubtful cases.

C. Do asset preservation planning as early as possible, before the liability you are
concerned about arises, or at least before it "ripens."

D. Take advantage of available exemptions from creditors claims.

E. Discourage greed. (Pigs get fat, hogs get slaughtered.) Be satisfied to materially
improve the client's situation. Do not try to do too much. Discourage your
clients from making unnatural transfers of too great a portion of their assets.

F. Resist pressure from clients for assistance in "borderline” transactions, whether

the line is hiding assets, tax fraud, bankruptcy fraud.

IX. PRESERVATION PLANNING OPPORTUNITIES: HOW TO PROTECT FAMILY
ASSETS FROM CLAIMS OF CREDITORS — THE “LAUNDRY LIST”

A. Tenancy by the Entirety Property. Debtor client may transfer property into
tenancy by the entirety with his/her spouse or retain property held in that form
of ownership. A tenancy by the entirety is defined by the following

characteristics:
X Each spouse has an undivided one-half interest in the asset.
X Neither spouse may sever the tenancy unilaterally. Both must sign

on any conveyance.

X The property automatically passes outright at the death of the first
spouse to the surviving spouse.

1. Federal qift tax. There is no Federal gift tax consequence when spouses
transfer property, even previously separately-owned property, into
tenancy by the entirety, or from tenancy by the entirety into separate
ownership. 1.R.C. "2523.
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2. Federal estate tax/income tax. Tenancy by the entirety property passes at
death tax-free to a surviving spouse who is a U.S. citizen. I.R.C. "2056.
It is worth remembering that the surviving spouse will take tenancy by
the entirety property with an income tax basis that is only stepped-up to
fair market value at date of death as to fifty percent (50%) of the
property. 1.R.C. "2040(b). In contrast, property owned completely by
one spouse which is inherited by the other spouse receives a stepped-
up income tax basis at date of death as to one hundred percent (100%)
of the property in the hands of the inheriting spouse. I.R.C. "1014.

3. Tenancy by the entirety property is immune from creditors of either owner,
e.q., on contract or tort liability of either, but obviously NOT immune
from creditors of both. Allen v. Parkey, 154 Va. 739, 149 S.E. 615
(1929); Vasilion v. Vasilion, 192 Va. 735, 66 S.E.2d 599 (1951);
Ragsdale v. Genesco, Inc., 674 F.2d 277 (4th Cir. 1982); In re Sefren
(Maryland), 41 B.R. 747 (Maryland 1984); State v. One 1984 Toyota
Truck, 533 A.2d 659, 311 Md. 171 (1987); Warman v. Strawberry (D.C.),
587 F.Supp. 109 (1983). Proceeds of sale of tenancy by the entirety
property is also held as tenants by the entirety. Bruce v. Dyer, 524 A.2d
777,309 Md. 421 (1987); Potts v. U.S., 408 S.E.2d 901 (Va. 1991).

In Virginia a deed which conveys a marital home to husband and
wife Aas joint tenants with full common law right of survivorship” created a
tenancy by the entirety, and proceeds from the sale of the property are exempt
from claims of non-joint creditors in Bankruptcy Court under *522(b)(2)(B). Inre_
Zella (Mitchell), 196 BR 752, aff=d 202 BR 712 (1996).

See Lock, Key & Tenancy: Tenancy by the Entirety in the District of Columbia,
Maryland and Virginia, by Brent R. Jacques and Paul D. Pearlstein, The
Washington Lawyer, September/October 1993.

In Rogers v. Rogers, 257 Va. 323, 512 S.E.2d 821 (1999) the Virginia
Supreme Court, in refusing to permit a creditor with separate judgments against
husband and wife to levy on real estate held by them as tenants by the entirety,
noted its previous statements, made Aclearly and without equivocation,” that
entireties property is exempt from the claims of creditors who do not have joint
judgments against the husband and wife. Separate judgments against each do
not qualify.

A 2000 Amendment to Virginia Code Section 55-20.1 confirms that a
principal family residence that husband and wife own as tenants by the entirety
will not lose its immunity from the claims of their separate creditors if they convey
it to their joint revocable or irrevocable trust or in equal shares to their separate

revocable or irrevocable trusts, so long as (1) they remain husband and wife, (2)
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the trusts continue to hold title, and (3) it continues to be their principal family
residence. This resolves the tension between desire to protect the home from
claims of a creditor of one spouse and the desire to divide title for estate tax
planning purposes, to fund the spouses= respective applicable credit amount
bypass trusts. Now both goals may be accomplished.

A 4th Circuit opinion (Estate of Reno v. C.I.R., 916 F.2d 955 (1990)),
interpreting Virginia's apportionment statute, Section 64.1-160 et seq., of the
Code of Virginia, to allow a testator to direct that the entire burden of estate taxes
be placed on a co-tenant by the entirety, was thought by commentators and
many members of the Bar to indicate a breach in the doctrine cited above. The
decision was widely criticized by many, including the Virginia Bar Association,
which at the suggestion of the Wills, Trusts and Estates Section of the Virginia
Bar Association, filed an amicus curiae brief in support of a petition for rehearing.

In an en banc review, the 4th Circuit reversed the panel decision and held
that under Virginia law a decedent's will cannot apportion all estate taxes against
tenancy by the entirety property. Estate of Reno v. C.I.R., 945 F.2d 733 (4th Cir.,
1991). The Court held that Virginia law unequivocally forbids a testator from
alienating entireties property by will, and that apportioning the taxes to this
property would be the "functional equivalent” of this. In effect the Court refused
to permit Mr. Reno from impairing at his death entireties property he could not
have impaired during his lifetime.

4. Tenancy by the entirety property may be created in many but not all
states, including Virginia, District of Columbia, Maryland and Florida, as
to personal property, including intangible personal property (e.g., bank
and brokerage accounts, securities and partnership interests). See
landmark article in 64 A.L.R. 2d 8, Estates by Entirety in Personal
Property. See also Oliver v. Givens, Trustee, 204 Va. 123, 129 S.E.2d
661 (1963) and In re Massey, 225 BR 887 (E.D. Va. 1998). Section 55-
21, Code of Virginia. The author understands the Carolinas do not
recognize tenants by the entirety property.

5. While creation of tenancies by the entirety in personal property is legal in
Virginia, there are significant practical hurdles to doing so. For instance,
bank and brokerage signature cards typically do not provide for that
option, offering only a joint property designation. The employees
charged with opening accounts at banks and brokerages are likely to be
totally unfamiliar with the designation "tenants by the entirety with
common law rights of survivorship" and its legal significance and are not
likely to be flexible about opening an account with such an "odd"
designation. It may be necessary to insist that the point of contact
employee "check upstairs" with more senior management to confirm the
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propriety of tenants by the entireties accounts. And some institutions
may, as a matter of policy, refuse to establish such accounts.

Under Virginia law joint ownership by husband and wife is not deemed to
constitute tenancy by the entirety. Virginia Code " 55-20 (Repl. Vol. 1986) and

" 55-21 (Supp. 1991) abolish survivorship between joint tenants except when it
manifestly appears from the tenor of the instrument that the parties intended
survivorship. Accordingly, the tenancy by the entirety form of ownership must be
clear and explicit. Pitts v. United States (unpublished, VLW 90-C-11). In the
Pitts case, husband and wife sold entireties real estate. As a payment they took
notes. After the husband pleaded guilty to tax fraud, the I.R.S. recorded a tax
lien against him and levied against his interest in the installment note. The U.S.
District Court held that since the note did not state on its face that it was held by
the entireties, the couple held it as tenants in common. Pitts was appealed to the
U.S. Court of Appeals for the 4th Circuit, which then certified to the Virginia
Supreme Court the question of whether Oliver v. Givens, supra, was controlling.
In Oliver, the Supreme Court had held that cash proceeds of the sale of entireties
property is entireties property, but the Court had never ruled on notes received in
similar circumstances. In Pitts, the Supreme Court reaffirmed its holding in Oliver
v. Givens and rejected the I.R.S. position, finding the parties had intended
survivorship. The Supreme Court held that the promissory notes were not
instruments of conveyance that created a tenancy by the entirety; instead they
were only memorials of a chose in action that arose by rule of law and were not
subject to the rule of Virginia Code * * 55-20 and 55-21. Pitts v. United States,
242 Va. 254 (1991); answer conformed to, Pitts v. United States, 946 F.2d 1572
(4th Cir. 1991).

In 1999 the Virginia legislature added new Section 55-20.2 to the Code, to clarify
that Virginia law is and has been that anyone may own real or personal property
in tenancy by the entireties.

In the District of Columbia, when a depositor places his/her own money in a joint
bank account, there is a rebuttable presumption that it was for the convenience
of the depositor and not for the purpose of making a present gift of the right of
survivorship. Murray v. Gadsen, 91 U.S. App. D.C. 38 (1952). With shares of
stock there seems not to be any presumption against joint tenancy with right of
survivorship (Vann v. Industrial Processes, 247 F.Supp. 14 (D.D.C. 1965)) at
least where both tenants contributed toward the purchase. Horowitz v. Fainberq,
126 U.S. App. D.C. 242 (1961). As to real estate, per D. C. Code " 45-216,
every estate granted or devised to two (2) or more persons in their own right,
including estates granted or devised to husband and wife, shall be a tenancy in
common, unless expressly declared to be a joint tenancy. But see Warman v.
Strawberry, 1587 F.Supp. 109 (1983), finding a presumption of tenancy by the
entirety when real property is conveyed to husband and wife during marriage. It
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appears a tenancy by the entirety in personalty would have to be created
expressly, and it is certainly recommended to be explicit in creating such a
tenancy in realty.

In Maryland, there is a presumption against joint tenancy. Md. Real Property
Article Title 2-117. However, a joint tenancy or tenancy by the entirety may be
created by an expression of clear intent. Gosman v. Gosman, 19 Md. App. 66
(1973). And Beall v. Beall, 434 A.2d 1015 (1981), finds a presumption of tenancy
by the entirety when real property is conveyed to husband and wife during
marriage.

QUERY: If a tenancy by the entireties bank (or brokerage) account is opened
whereby either tenant may withdraw all funds -- an "either/or account” -- can
such an entireties account be protected from the creditors of either tenant who
has complete power to liquidate the account? Possibly not. The safest, albeit
more cumbersome, practice will be to require both parties to evidence their
consent to withdrawals or redemptions from an entireties account in intangible
personality. As a result, it may not be worth titling a couple's basic checking
account as tenants by the entirety, so long as the balance is kept to a relatively
low level. This requirement should not be a substantial imposition for accounts
holding medium- and long-term investment assets.

6. Rent proceeds held in a couple's joint bank account cannot be reached by
the husband's creditor, when those proceeds came from property
owned by the couple as tenants by the entirety. Rental proceeds are no
different in character from sales proceeds from land held by the
entireties. Putting the rental proceeds into a bank account held by the
couple as joint tenants does not change the character of the proceeds.
Kenbridge Building Systems v. David W. Love, (VLW 91-H-320, Circuit
Court of Richmond). The decision did not indicate whether funds had
been commingled in the joint account.

7. Conversion to tenants by the entirety on the eve of bankruptcy may be
characterized as a fraudulent conveyance. In Re White, 28 B.R. 240
(Bankr. E.D. Va. 1983).

8. Property held as tenants by the entirety passes automatically to the
surviving spouse at death, avoiding probate. Avoidance of probate may
be cited as a legitimate motive for the transfer and as evidence that it
was not intended to defraud creditors.

PLANNING OPPORTUNITY: Where only one spouse is facing a potential liability, and
the marriage is secure, consider shifting property (including personalty) owned jointly or
by the spouse facing the potential liability into tenancy by the entirety. In the case of
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real estate, there is no need to go through a "straw man;" the conveyance may be from
the fee owner spouse directly to himself or herself and his or her spouse as tenant by
the entirety with common law rights of survivorship. Section 55-9, Code of Virginia. To
put themselves in a position to use this opportunity, clients should strive to avoid having
their spouses assume joint liabilities with them, e.q., to the extent possible avoid having
spouse co-sign loans, loan guarantees, performance bonds, contracts, etc.

PLANNING DILEMMAS: If the client would not otherwise give his property at death to
his or her spouse outright, the use of tenancy by the entirety distorts the client's estate
plan, for instance if the client would otherwise leave the property to the spouse in trust
or to his children or other family members. Moreover, putting separately owned
property into tenancy by the entirety makes it much more likely the other spouse will be
accorded a substantial interest in such property in the event of divorce.

B. Outright Gift. Debtor client may transfer property by gift, typically to family
members or others who are the "natural objects of their bounty."

1. Federal Gift Tax. Unlimited gifts to spouse are permitted without gift tax
consequences. |.R.C. * 2523. Up to $13,000/year per donee ($26,000
if donor's spouse elects to split the gift) is allowed for gifts to a non-
spouse without any gift tax consequence. I.R.C. * 2503(b). Above
those levels gifts to a non-spouse will use up the donor's estate tax
exemption. In 2009 when the estate tax exemption was $3.5 million, $1
million of that could be given away tax free during life. The $1 million
exemption for lifetime gifts remains in effective in 2010, even while the
estate tax has been (temporarily?) repealed. The gift remains in effect,
albeit at a 35% rate. Once the $1 million exemption is exhausted by
lifetime gifts, gifts are subject to Federal gift tax. I.R.C. = 2505. Federal
Gift Tax Return Form 709 will be required for split gifts or gifts which
take advantage of any portion of the Unified Credit. The return is due by
April 15 of the year following the gift.

2. Federal Estate Tax. Property given away is removed from the donor's
taxable estate. Future appreciation on the property obviously avoids tax
at the donor's death.

3. Federal Income Tax. Income earned on property given away is thereafter
taxed to the donee who may be in a lower income tax bracket. With
today's compressed income tax brackets (the “kiddie tax” basically taxes
unearned income of a child to age 19 at the parents’ rates), there is very
little income tax savings from gifts to children or to trustee for children,
but gifts to a child over 19 will save some income tax. Gifts carry over
into the hands of the donee the donor's income tax basis.

I.R.C. " 1015.
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7.

Management Supervision. Parents or other donors will frequently want to

make gifts during their lives so they may evaluate the donee's ability to
manage the property before deciding how to handle additional transfers
to the same donee.

Fraudulent Conveyance. Assets gifted are immune from creditors' claims
if the donor is not insolvent at the time of the gift, if the gift does not
render the donor insolvent and if the gift was not made with the intent to
hinder, delay or defraud creditors.

a. A gift given with intent to delay, hinder or defraud existing or
subsequent creditors is voidable. Virginia Code * 55-80.

b. Virginia Code " 55-81 makes voidable as presumptively fraudulent any
gift made at a time there are existing creditors, regardless of the
donor's actual intent, if the donor is insolvent. This section was
expressly intended to defeat frauds perpetrated on existing creditors
by the marriage of an insolvent debtor, accompanied by gifts to his or
her spouse. Hyman v. Porter, 37 Bankr. 56 (Bankr. E.D. Va. 1984).
Gift transactions between husband and wife are deemed fraudulent
as to existing creditors as a matter of public policy. Morrisette v.
Cook & Bernheimer Co., 122 Va. 588, 95 S.E. 449 (1918).

c. A creditor's suit is required to void the gift under Virginia Code " *55-80
or 55-81. Virginia Code "55-82. IV. C., supra.

Legal Formalities. It is essential to follow legal formalities (e.q., in the
case of real estate, execute and record a deed reflecting the change of
title; in the case of corporate stock, cancel old certificate of donor, issue
new smaller certificate to donor, new certificate to donee.)

Contributions to Virginia Educational Savings Trust (VEST).
Internal Revenue Code Section 529, which became law in 1998,

authorized Qualified State Tuition Programs, and Virginia laws adopted such a
program in Code of Virginia "23.38.81. Parents or grandparents may use this
provision to establish college savings funds for children or grandchildren.
Contributions to such funds may expand the annual gift tax exclusion by, in
effect, accelerating five years of $10,000 annual exclusions to make a $50,000
contribution in one year for one child ($100,000 from a married couple). Merrill
Lynch, for instance, is licensed to operate such funds. Virginia=s law in "34-4
and "23.38.81 E., provides an absolute immunity for such VEST Funds from
claims of creditors of the donor or of the beneficiary. In this light it is interesting
that individuals may use this program to set aside tuition for themselves. It does
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not appear that a challenge based on fraudulent conveyance could prevail
against a VEST fund.

Creation and Transfer of Interests in Family Partnership/Family LLC, Particularly
for Purposes of Gifting Real Estate.

Low value publicly traded or pre-IPO tech stock and predevelopment real estate
may present excellent opportunities for favorable tax valuations on gifts to
children or trusts for children. If minority interests are given as part of the
creation of a family partnership of which the donor/parent is the general partner,
discounts below the already low fair market values should be available for
minority and lack of marketability and possibly other causes, so that considerable
property may be transferred with minimum gift tax consequences. Harwood v.
Commissioner, 82 T.C. 23 (1984). However, consideration must be given to the
intricacies of the Family Partnership rules of I.R.C. * 704(e) and the 1990 Estate
Freeze rules of .LR.C. "* 2601-2604. Use of a family partnership could permit
the creator to retain control over the property by serving as General Partner, but
that could cause more exposure of the interest to the creator's creditors.

1. Family Partnership Interest Created by Gift Will be Unappealing Target for

Creditors. Even if a creditor obtains a judgment against a debtor
partner, a partnership or LLC membership interest may not be a very
attractive asset for the creditor to go after. The Uniform Partnership Act
("UPA"), the Uniform Limited Partnership Act ("ULPA"), and the Revised
ULPA and state LLC statutes do not permit a court to make a creditor a
partner in the partnership if the creditor levies on the partnership
interest. All the court can do is give the creditor a "charging order"
whereby the creditor may garnish future distributions from the
partnership to the interest levied upon but not dissolve the partnership.
This principal of Virginia law was reaffirmed in a 1994 Fairfax County
case, First Union Bank v. Allen Lorey Family Ltd., VLW 094-8-328. But
see Crocker National Bank v. Jon R. Perreton, 208 Cal. App. 3d.1, 255
Cal. Rpts. 794 (1989), which held that a creditor was not limited to a
charging order and was able to attack and sell the debtor's limited
partnership interest. If the debtor has the ability to see to it that no
distributions will be made from the partnership, and the creditor knows
it, the partnership interest will be an unappealing target for the creditor.
Moreover, the creditor with a charging order may be subjected to tax on
the phantom partnership income. See paragraph I1X.C.2.c. below.
Interestingly, the California cases flowing from Crocker were expressly
cited in the recent Fairfax County First Union Bank case, and the court
declined to follow those California precedents. See An Update on the
Partnership Charging Order and Observations on Partnership Planning,
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by J. Richard Duke and Patrick H. Davenport, Journal of Asset
Protection, Winter 1999, Volume 1, Number 1.

Is an LLC as Good a Vehicle as a Family Limited Partnership? Yes, and

probably better. See 4.d. infra. Typically today an LLP or LLC would be
used to avoid the unlimited liability of the general partner in a traditional
limited partnership. See Bankruptcy Implications of Member and Member-
Managed Interests in Limited Liability Companies, by Jack F. Williams and

Chink in the Armor: Piercing LLC Veil and Other Exposures of Members

for LLC Obligations, David S.Newfeld, both in Journal of Asset Protection,

Winter 1999, Volume 1, Number 1.

2. Tax Aspects of Family Limited Partnerships/Family LLCs.

a.

Generally a family limited partnership may be formed without tax
effects. I.LR.C. * 721.

Income splitting among family members may be achieved.

A creditor who obtains a charging order and obtains an assignment
of a partnership interest by foreclosure may have to report the
phantom income (not distributed) attributable to such interest. Rev.
Rul. 77-137.

If the parent as general partner wants to manage the partnership by
reinvesting significant amounts of the partnership earnings in new
investments, there will be low cashflow distributions to the partners.
This retained indirect power to affect the distributable cash income
of the partners is not a power that will make any transferred
partnership interest subject to the parent's estate taxes. See
United States v. Byrum, 408 U.S. 125 (1972); TAM 9131006. This
result is more difficult to achieve by transferring assets to a trust in
which the trustee is the client. If the client has the power as trustee
to determine the distributable income the trust beneficiary will
receive, the transferred trust assets could be subject to the client's
estate taxes.

New Tax Issues for FLPs. Recently the IRS has stepped up and
broadened its attacks on discounted transfers to and through FLPs
and some court rulings favorable to the IRS have caused new
concern.

(1) Hackl v. Commissioner, 2003-2USTC & 60, 465, casts a cloud over the

availability of this gift tax annual exclusion for gifts of limited partnership
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interests, on the theory that the donee does not receive a present interest.
The Seventh Circuit upheld the Tax Court=s view. If the availability of the
annual exclusion to an FLP strategy is essential, the case should be reviewed
carefully, and the partnership agreement should be drafted to give the limited
partners sufficient rights that they will be seen to have present interests. But
the expansion of the applicable credit amount to $1.5 million in 2004 and $2
million in 2006 may permit FLP transactions to be structured without reliance
on the annual exclusion.

(2)  Strangi v. Commissioner, T.C. Memo 2003-145 is the latest case in a
series of IRS attacks on FLPs based on *2036, in which the IRS has argued
and courts have agreed that minority discounts were not available because of
substantial retained interests by the donors. Careful reading of these cases
and careful drafting of partnership agreements, this author believes, will
permit taxpayers to avoid this pitfall.

| do not think this case in any way Akills” family limited partnerships, but it does suggest
certain ways of drafting family limited partnerships that will minimize the risks raised by
this case.

One of the key issues is control. There is no question if the person=s whose assets are
going into the family limited partnership (FLP) is willing to give up control of the family
limited partnership and permit someone else to serve as managing partner (or in the
case of a limited liability company (LLC), as managing member), the risks of inclusion of
FLP or LLC assets in his or her estate are substantially diminished. In certain cases
this will work fine and the transferring party will be willing to permit someone else to
serve as manager, perhaps an entity, such as another LLC, in which he or she may
have a controlling interest. In cases where it is not realistic or acceptable to the person
transferring assets to the partnership or LLC to give up control, if the suggestions below
are followed the author believes that the party can be the managing partner or
managing member, and if circumstances change in the future in any way which suggest
it is undesirable for that person to be the manager, whether because of further tax
cases make it clear that such control causes a problem or because that party becomes
subject to creditor claims, at that time the manager may resign and the operating
agreement or partnership agreement should contain language permitting the succession
to management by someone other than the transferring party, someone or an entity
which is not related or subordinate to the transferring party.

For whatever it is worth, the Fellows of the American College of Trusts and Estate
Counsel (an elite group of trusts and estates lawyers and tax lawyers from around the
country), and particularly the Estate and Gift Tax Committee of that organization, at a
recent meeting, took the view that while the taxpayer should have lost the Strangi case,
the taxpayer should not have lost the case based on Section 2036. These lawyers
believed the Judge was faulty in her application of Section 2036.
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The Strangi case is relevant particularly to cases where the assets of the family limited
partnership or limited liability company are going to be entirely or mostly marketable
securities and other passive investments, and the issues raised by the case would not
be so likely to apply if the assets were instead closely-held business interests or real
estate, which in many cases are the assets typically used to fund such an entity.

Further suggestions to avoid the transfer tax implications of the Strangi Decision would
include the following:

a.

Refraining from making non-pro rata distributions to the owners,
particularly non-prorated distributions favoring the person who funded the
entity. Distributions should be made pro rata to partners or members, and
made directly to them, not to creditors or taxing authorities.

The entity=s funds should not be commingled with personal funds of the
person funding the entity.

Accurate books should be kept for the entity reflecting that the operating
agreement or partnership agreement was followed carefully in the
formation and operation of the entity.

Whoever is the managing partner or managing member of the entity
should actively manage the assets.

The entity should comply with all the formalities imposed by state law
scrupulously.

Meticulously retitling the assets purported to be transferred to the entity
into the name of the new entity.

If an older or very sick person is transferring assets to the entity, it should
not be such a great proportion of such person=s assets that they cannot
provide for their own reasonable support without distributions from the
entity.

The partnership agreement or operating agreement should confirm that
the manager is subject to normal fiduciary obligations and agrees to abide
by the normal fiduciary obligations imposed upon him or her. It has been
suggested that the manager should only be liable for decisions that are
outside of the Business Judgment Rule. It has been suggested that the
partners or members be entitled to seek arbitration of disputed
management decisions, but that the losing party in the arbitration would
have to bear all costs of all parties associated with the arbitration action.
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I. Do not transfer all or most of the individual=s assets into the partnership.

J- In general, do not transfer personal use assets into the partnership, such
as homes and furniture and automobiles.

k. If you are going to give partnership or LLC interests to other family
members or charitable entities, do not give them minuscule percentage
interests: instead, give them more substantial interests so that the
transferor=s loss of ownership is substantial.

l. Do not create the partnership or LLC on behalf of the transferor using a
power of attorney. The principal himself should create the entity and
effect the transfer.

m. Someone transferring assets to a family limited partnership or LLC should
retain a substantial portion of his or her assets outside the entity.

n. ADeathbed” transfers will be more likely to be scrutinized.

3. Non-Tax Aspects of Family Limited Partnerships/Family LLCs.

a. The use of a family limited partnership has the following advantages:

e Simplifies annual giving, particularly of assets which are not easily
susceptible of division into $13,000/$26,000 units. Partnership
units may be given.

e To keep assets within the family by use of buy-sell provisions,
restrictions on alienation, including assignments to creditors.

e Unlike an irrevocable trust, a family partnership may be amended,
so it is a more flexible vehicle.

e Business judgment rule, rather than the stricter prudent man rule
which governs trustees, applies to managing general partners.

e Arbitration can be required to resolve internal disputes, whereas
beneficiaries may not be required to arbitrate disputes with
trustees.

b. To most effectively preserve the partnership's assets from the creator's
creditors, because the law is not completely settled in the area, a trusted
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family member who is not the creator or the creator's spouse should serve
as general partner. The creator may be a limited partner.

Regarding sales of limited partnership interests to children or trusts for
children, see Section IX.H.2., infra.

Where the limited partnership contains only liquid investment assets --
marketable securities -- it is important to be able to demonstrate credible
non-creditor avoidance business purpose to feel secure behind the
"charging-order-only" shield, a credible non-tax business purpose to be
able to claim a valuation discount. (Probably only a modest valuation
discount, if any, will be available for partnerships holding only marketable
securities.)

4. Why Is A Family Limited Partnership/Family LLC the “Holy Grail” of Estate,

Tax and Financial Planning?

a.

Using an FLP/FLLC, clients can give away assets for income and estate
tax purposes but keep control over the assets. The parent or other donor
may be general partner or may create an entity to be general
partner/managing member over which the donor has direct or indirect
control.

This contrasts with the normal tax rule, whereby the “price” of getting income off
of your income tax return and an asset out of your taxable estate requires abandonment
of control. Our clients almost always want to keep control over their assets, and loss of
control frequently discourages them from giving assets away where that would
otherwise make good estate planning, tax planning, financial planning sense. In this
respect -- that they may give away assets for tax purposes but keep control -- our
clients may have their cake and eat it too using an FLP/FLLC.

b.

Using an FLP/FLLC clients can leverage lifetime gifts using the annual gift
tax exclusion ($13,000) or gift tax applicable credit amount ($1 million) by
taking discounts on partnership interests given, where they could not take
discounts giving the assets held by the partnership. Discounts of up to
30% may be available on gifts of minority interests, up to 20% on majority
interests.

Using an FLP/FLLC, clients may leverage testamentary gifts at death
using the estate tax applicable credit amount ($3.5 million in 2009) by
taking discounts on the partnership/membership interests remaining in
their names at death. Even majority partnership/LLC membership interests
held by the managing partner/managing member may be discounted, e.g.,
maybe by 20%. If the donor, through lifetime gifts gets to a minority
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position, greater discounts may be taken, again maybe up to 30%. If,
during his life, the donor gives up control, greater discounts may be taken.
So a donor gets discounts on both partnership interests gifted during life
and on partnership interests retained and passing at death. The IRS
“invented” the minority discounts in this area when it issued Revenue
Ruling 93-12, which held that minority discounts could be appropriate even
for interests in a family controlled entity.

d. Assets held in an FLP/FLLC are generally protected from creditors. Under
the Uniform Partnership Act and the Uniform Limited Partnership Act and
under the LLC and LLLP statutes, creditors with a judgment against a
partner in a partnership or member of an LLC have NO RIGHT to

. become substituted partner
. compel the general partner to make distributions
. compel the general partner to liquidate and distribute the

partnership assets.

The only remedy of such a creditor is to get a “charging order” instructing the
general partner/managing member, if the general partner/managing member makes a
distribution with respect to the interest subject to the order, to pay it instead to the
judgment creditor. This principle of Virginia law was reaffirmed in a 1994 Fairfax County
case, First Union Bank v. Allen Lorey Family Ltd., VLW 094-8-328, which held that a
creditor with a charging order does not have standing to ask a court to dissolve the
partnership. (But see Crocker National Bank v. Jon R. Perreton, 208 Cal. App. 3d.1, 255
Cal. Rpts. 794 (1989), which held that a creditor was not limited to a charging order and
was able to attack and sell the debtor’s limited partnership interest.) If the debtor has
the ability to see to it that no distributions will be made from the partnership, and the
creditor knows it, the partnership interest will be an unappealing target for the creditor.
Interestingly, the California cases flowing from Crocker were expressly cited in the
recent Fairfax County First Union Bank case, and the court declined to follow those
California precedents. Virginia law is unlikely to support this change in law in the
foreseeable future.

But in a family context, why would a general partner choose to make a
discretionary distribution to a family member subject to a charging order? He would not.
In fact, it is even worse for the creditor: the IRS has ruled that a creditor with a charging
order gets the K-1, and must report and pay income tax on the income not distributed to
him. (Rev. Rul. 77-137) So, to a creditor, a partnership is an ugly asset.

There is an important distinction in the state LLC statutes between the 43 states
whose statutes might be said to have “broad charging order” authority which might
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permit a court to control the activities of the partnership or LLC and appoint a receiver
where there is a charging order against a partner or member, and the “Magnificent
Seven” states which restrict the court’s authority. In this view asset protected LLCs
should be established in one of seven states to have maximum asset protection against
charging order remedies. These seven states with optimal statutory language are
Alaska, Florida, New Jersey, South Dakota, Delaware, Virginia and Texas.

There is a second risk asset protection attorneys worry about, the risk of “judicial
foreclosure” on a partnership or LLC subject to a charging order. The Magnificent
Seven states are ideal in that regard as well.

Moreover, because uniform partnership laws import certain concepts from other
laws, and LLC statutes do not, it is the considered opinion of experts giving close
scrutiny to the matter that LLCs in the Magnificent Seven States may benefit from more
thorough asset protection, in general, than partnerships.

See “Charging Order” in the April 2010 Trusts and Estates (page 47) by Marc
Merric, Bill Comer and Daniel G. Worthington, and the cases and articles cited therein.

e. A partnership or LLC is a great vehicle for joint investments among
friends, siblings, older parents and adult children, grandparents or parents
and trusts for younger children. It is a great way for parents to teach
children in their 20s and 30s how to invest, and to encourage active
participation in the research, analysis and investment process.

D. Gift to Revocable Trust. Gifts to revocable trusts, whether for the benefit of the
grantor or of a third-party beneficiary, are of little or no use in protecting assets
from the claims of grantor/donor's creditors.

1. If the grantor is a permissible beneficiary, his creditors may reach the
maximum amount the trustee could pay to him or apply for his benefit.
Restatement (Second) of Trusts, * 156(2). This is true even though the
trustee in the exercise of his discretion wishes to pay nothing to the
beneficiary or his creditors and even though the beneficiary could not
compel the trustee to pay him anything. Vanderbilt Credit Corp. v.
Chase Manhattan Bank, 100 A.2d 544 (1984). See also Virginia Code
" 55-19 A and C. The same rule should apply if the grantor procured
the creation of a trust for himself, e.q., by creating reciprocal trusts with
a family member. Bogert, The Law of Trusts and Trustees, " 223
(1979). Similarly, creditors may reach trust assets which are subject to
a general power of appointment created by the donor in favor of himself.

Restatement (Second) of Property, Donative Transfers, * 13.3 (1984).
Because it is against public policy to allow a grantor to create an interest
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for his own benefit in his own property that cannot be reached by his
own creditors, it is immaterial whether there was intent to defraud
creditors or not. Petty v. Moores Brook Sanitarium, 110 Va. 815,

67 S.E. 355 (1910); In re O'Brien, 50 Bankr. 67 (Bankr. E.D. Va. 1985).
See generally Scott and Fratcher, The Law of Trusts, * 156 (4th ed.
1987).

Under earlier case law courts generally would not automatically require a
grantor of a revocable trust for the benefit of persons other than the
grantor to revoke it for the benefit of his creditors or treat a grantor as the
owner of such a revocable trust so his creditors could reach it. Scott, The_
Law of Trusts, * 330.12 (3rd ed. 1967). But some recent cases have
recognized the rights of creditors of the grantor to reach trust assets
following the grantor's death where he held a right of revocation at death.
See State Street Bank & Trust Co., v. Reiser, 389 N.E.2d 768 (Mass. App.
Ct. 1979). And the trend in the law may be to permit creditors of the
grantor to assert rights against revocable trusts during the grantor's life on
the theory that a power of revocation is a form of general power of
appointment. Restatement (Second) of Property, Donative Transfers,

" 11.1 comment ¢ (1984); Johnson v. Commercial Bank, 288 Or. 675, 588
P.2d 1096 (1978). The Bankruptcy Code now permits a trustee in
bankruptcy to exercise powers that the bankrupt could exercise for his or
her benefit, including a power of revocation. By definition this excludes a
special power of appointment. Bankruptcy Code * 541.

2. The revocable spendthrift trust may, however, be effective and inviolable
by the creditors of a third-party beneficiary. See Section XI.A., infra,
"Planning for Claims of Creditors of Beneficiaries. Spendthrift Trust."

E. Gift to Irrevocable Trust.

1. A "spendthrift trust," according to Black's Law Dictionary, is

a trust created to provide a fund for the maintenance of a
beneficiary and at the same time to secure it against his
improvidence or incapacity ... [A trust which provides a
fund for a beneficiary] and places it beyond his creditors'
reach.... Provisions against alienation of the trust fund by
the voluntary act of the beneficiary or by his creditors are
the usual incidents.
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Such a trust will provide the beneficiary with few or no rights to reach the
trust assets; distributions to or for the benefit of the beneficiary will
normally be at the trustee's discretion.

Federal Gift Tax Law. Gifts to an irrevocable trust may be sheltered from
gift tax by the $13,000/$26,000 annual gift tax exclusion; but as this
exclusion is available only for gifts of a present interest, the trust must
include appropriate Crummey withdrawal powers. |.R.C. * 2503(b).
Crummey v. Commissioner, 397 F.2d 82 (9th Cir. 1968); Rev. Rule 73-
405, 1973-2 C.B. 321.

Under Internal Revenue Code * 2041(b)(2), if a Crummey power grants a
beneficiary the right to withdraw an amount larger than the greater of

(@) $5,000 or (b) five percent (5%) of the aggregate value of the trust in
the year in which the beneficiary dies, the balance of the amount subject
to withdrawal in excess of the greater of $5,000 or Five Percent (5%) of
corpus may be included in the beneficiary's taxable estate.

A gift to an irrevocable trust for the benefit of a spouse may be sheltered
from gift tax by the unlimited marital gift tax exclusion, but only if the
spouse's interest in the trust is not a "terminable interest."

I.R.C. = 2523(b). In other words, the price of taking advantage of the
unlimited gift tax marital deduction for a gift to a trust is that all trust assets
will have to be treated as owned by the spouse for estate tax purposes, so
that when the trust assets pass per the trust at her death, they will be
deemed included in her taxable estate. If a gift in trust for a spouse is a
terminable interest, it will be subject to gift tax unless subject to a
Crummey withdrawal power in the trust which qualifies the gift for the
annual gift tax exclusion.

In the absence of an appropriate Crummey power or qualification of a gift
as a marital gift deductible under I.R.C. * 2523, a gift to an irrevocable
trust may be sheltered from gift tax only by use of the donor's unified
credit.

Federal Estate Tax Law. Effective gifts to an irrevocable trust remove
property and its post-gift appreciation from the donor's taxable estate.

Federal Income Tax Laws. Income earned on property given to an
irrevocable trust is taxed to the trust as a separate taxpayer. At 2009
rates, the tax was 15% on the first $2,300.00; from $5,350 - $8,200,
28%; and above $11,150 the rate is thirty-five percent (35%). So there
iS some minor opportunity to save income tax by shifting income to an
irrevocable trust.
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5. Probate Avoidance. Property held in an irrevocable trust is not subject to
probate in the donor's or grantor's estates.

6. Management/Spendthrift. In addition to the income tax and probate
avoidance advantages of a transfer to an irrevocable trust for the benefit
of individuals other than the grantor (e.g., grantor's spouse or
descendants) such a transfer has the additional benefit of affording
management of the assets and discretion over distribution in the event
beneficiaries are youthful or improvident.

7. For the Benefit of Grantor: Generally. As seen above (IX.D.), a revocable
spendthrift trust for the benefit of the grantor is ineffective to insulate the
trust assets from the grantor/beneficiary's creditors. For the same
public policy reasons, an irrevocable spendthrift trust for the benefit of
the grantor is ineffective to insulate the trust assets from the
grantor/beneficiary's creditors in Virginia, Maryland and D.C. Where a
grantor having current creditors makes a transfer to a spendthrift trust of
which he is either sole beneficiary or one of several beneficiaries, the
transfer is void. Virginia Code " 55-19.B and C. Under Section
541(c)(2) of the Bankruptcy Code, a restriction on a transfer not
enforceable under non-bankruptcy law is not enforceable in bankruptcy
proceedings. See also Section 156 of the Restatement Second of
Trusts (1957).

If the grantor is one of several beneficiaries, and his rights as beneficiary
are clearly secondary and inferior to those of other beneficiaries, post-
transfer creditors may not be able to assail the trust. This is more likely to
be so in the case of an irrevocable trust. See I1X.D.1., supra, re: the trend
in the law regarding revocable trusts. A judgment creditor may not compel
the trustee to exercise fiduciary discretion in favor of a debtor beneficiary
of the trust. Of course, such a creditor could obtain any trust assets
distributed to a trust beneficiary. See, for instance, Di Maria v. Bank of
California National Association, 46 Cal. Rptr. 924 (1965), for one example
of an effective discretionary spendthrift trust for the benefit of the Settlor.

8. For the Benefit of Grantor: Delaware, Alaska, Nevada, Utah, Rhode
Island, Missouri, Oklahoma, South Dakota, Tennessee, Wyoming, New
Hampshire. But in the states listed and in certain offshore jurisdictions
(see below), such trusts may be established to effectively protect assets
from Settlor=s creditors. For a summary of the asset protection laws of
certain states and offshore jurisdictions, see Exhibits A and B.
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9. For the Benefit of a Third-Party Beneficiary. A transfer by the grantor to
an irrevocable trust for the benefit of someone other than the grantor
may be effective to avoid the claims of the grantor's creditors so long as
the grantor was solvent before and after the gift and the other badges of
fraud are avoided, i.e., so long as the transfer was not a fraudulent
conveyance. See IV. 1. A., supra.

10. Irrevocable Life Insurance Trust. Such a trust owns an insurance policy
on grantor's life and is also named as beneficiary of the policy. After
grantor's death, the proceeds may be held in further trust for family
members or distributed. It may be used to provide liquid but untaxed
assets for paying estate taxes. Such a trust can be effective and
inviolable by the grantor/donor's creditors if it avoids the badges of
fraud. Unfortunately for the grantor, its most effective use is to convert
and leverage relatively small transfers during grantor's lifetime in the
form of premium payments, into a much larger death benefit available
free of grantor's creditors to grantor's heirs. For a client suffering from
creditor woes, use of life insurance trusts may be a way of assuring his
heirs will have the financial security which he could not enjoy while alive.

a. Life insurance proceeds retained under the terms of a policy
establishing a spendthrift trust are not assignable by the beneficiary
or susceptible to claims of the beneficiary's creditors except to the
extent the premiums have been paid by the beneficiary. Virginia
Code " 38.2-3118. See Section IX. R, infra.

b. Estate taxes are avoided only if the grantor survives at least three years
after transfer-ring existing policies to the trust. That fact suggests the
desirability of contributing cash to the trust so that the trustee may
purchase the policies. Policies initially purchased by an irrevocable
trust will be outside of the grantor's taxable estate regardless of how
long the grantor lives after funding the trust.

See IX.G,, infra.

11. Who Should Serve as Trustee. A trust as a transferee from a debtor will
have the best opportunity to survive attempts by creditors to recapture
the assets if at least one trustee is an independent third party unrelated
to the grantor or the beneficiaries. For income, estate and gift tax
reasons it is also desirable for the grantor to avoid serving as trustee.
No beneficiary serving as co-trustees should have fiduciary power over
distributions to himself or herself; these must be reserved to indepen-
dent trustees. Under Bankruptcy Code * 541(d) any property in which
the bankrupt debtor holds legal title, arguably including title as trustee,
becomes property of the bankruptcy estate.
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12.  The irrevocable spendthrift trust may be effective and inviolable by the
creditors of a third-party beneficiary. See Section IX R., infra, "Planning
for Claims of Creditors of Beneficiaries. Spendthrift Trusts."

Gift to Charity. Debtor may make outright or irrevocable trust gifts to charity.

1. Federal Gift and Estate Tax. There are allowed unlimited deductions from
gift tax (I.R.C. * 2522) and estate tax (I.R.C. * 2055) for outright gifts to
gualified charitable organizations.

2. Federal Income Tax. There is allowed a limited deduction from income tax
(I.LR.C. * 170) for outright gifts to qualified charitable organizations.

3. Retained Life Estate/Remainders. There are special tax rules and tables
for valuing the gift tax, estate tax and income tax charitable deductions
where the grantor retains for himself or a family member a life interest or
a remainder interest in property given to charities. Using such a
technique, i.e., a charitable remainder trust, a donor can maintain a
handsome guaranteed income stream for as long as he or she lives.

For instance, if a client has anxiety about a prospective future creditor,
he might diminish his net worth by making a charitable lead gift with a
remainder to his children or grandchildren free of creditors= claims.

4, For such transfer to avoid the claims of the transferor's creditors, the
general rules for fraudulent conveyance relating to gifts (see Section IV.,
supra) must be complied with.

Life Insurance. Debtor may purchase life insurance on his life or on the life of
another payable to a third party.

1. If premiums are paid or a policy is transferred with intent to defraud
creditors of the insured, the cash value of the policy may be liable to that
extent to the claims of creditors.

2. Premiums paid in fraud of creditors may be recovered by creditors.
Virginia Code * " 38.2-3122 and -3123.

3. Upon the demise of the insured, even if fraudulent conveyance may be
proven by creditors of the insured as to the payment of the insurance
premiums, they would have no claim to the life insurance death benefit
except to recover the value of the premiums fraudulently paid. White v.
Pacific Mutual, 150 Va. 849 (1928); Virginia Code = 38.2-3122.
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4, If the owner insured makes an irrevocable beneficiary designation, the
cash value and the proceeds should be exempt from claims of creditors
except in cases of and to the extent of transfers with intent to defraud
the creditors. Virginia Code " 38.2-3122-3123.

5. In Maryland, the cash value of life insurance payable to the insured's
spouse and/or children is exempt from bankruptcy creditors of the
insured by state statute. Md. Code Ann. Art. 48A, = 385.

6. I.R.C. ® 2206 apportions the federal estate tax against the beneficiaries of
life insurance to the extent of the portion of the taxable estate
represented by the policy unless the decedent relieves the recipients of
life insurance proceeds from the apportionment. Baptiste v.
Commissioner, TMC 1992-198 provides further that any amount of
unpaid federal estate tax owed by the insured's estate can be collected
from the beneficiary of a life insurance policy includible in the decedent's
estate, as a transferee. 1.R.C. " 6324(a)(2). Estate tax liability may not
be apportioned to or collected from life insurance that is not included in
the insured's taxable estate, for instance, insurance originally owned by
an irrevocable trust or transferred to such a trust more than three (3)
years before the insured's death. See IX.E.9., supra.

However, the I.R.S. cannot assert a claim against life insurance proceeds
if state law exempts life insurance proceeds from claims of insured's
creditors, unless the lien was filed during the insured's lifetime. Stern v.
Commissioner, 357 U.S. 39 (1957); Hampton v. Commissioner, 30 T.C.
708 (1958). If a lien is filed during the life- time of the insured owner, the
government is limited to collecting the cash value of the policy at the time
of the insured's death. The difference between the total proceeds and the
cash value escapes the I.R.S.'s claim. United States v. Bess, 357 U.S. 51
(1957).

7. See Brackney, "Creditors' Rights in Life Insurance," March/April 1993,
ABA Probate & Property Journal.

8. It is possible to buy life insurance in certain offshore
jurisdictions, such as the Bahamas and Caymans, where
the cash value is expressly not susceptible to claims
of creditors of the insured.

H. Sale of Asset to a Child or to a Trust for a Child. If such a sale is made for a full
and adequate consideration, creditors cannot challenge the sale unless they
can show fraudulent intent. Obviously, fraudulent intent will be more difficult to
prove where fair consideration is received.
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1. Frustrating Creditors by Using llliquid Consideration.

a. Private annuity payable by purchaser/child or trust to parent/seller
bearing long fixed term or for life.

b. Note payable by purchaser/child or trust to parent/seller bearing long
fixed term.

This is an example of "uglifying" an asset, which may be as effective or
more effective an asset preservation technique than giving the asset
away.

2. Sales of Limited Partnership Interests in Real Estate or Closely-Held
Stock or Tech Stock to Children or Trusts for Children. For real estate
developers/investors and owners of closely-held stock or tech stock
expected to appreciate very substantially wishing to shift some future
income and asset appreciation to children for both estate tax savings
and asset preservation reasons, the sale of limited partnership interests
in a family partnership to children or trusts for children presents a
significant opportunity.

a. At the inception of an investment or development venture there is
frequently an opportunity to fairly sell a significant interest in the
venture for relatively nominal consideration, e.g., limited partnership
interests in a limited partnership of which the transferor is the general
partner to trusts for transferror's children. The transferor may give
liquid assets to such trust in anticipation of this opportunity, so that
the trust will have its own funds to invest.

b. Such an arrangement must be structured very carefully to comply with
the rigorous Family Partnership rules of I.R.C. Section 704(e) and to
avoid the new 1990 Estate Freeze rules of I.R.C. Sections 2601-
2604.

c. Regarding gifts of limited partnership interests to children or trustee for
children, see Section IX. B. and E., supra.

Life Interests and Remainders: Joint Purchases, Gifts and Sales. Under a typical
joint purchase arrangement, a senior generation family member and a younger
generation family member purchase an asset from an unrelated third party.
The senior typically would purchase the life estate and the junior the remainder
interest. Allocation of the purchase price between the life tenant and the
remainderman is determined from actuarial tables published by the Internal
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Revenue Service which assume a ten percent (10%) interest rate factor. The
perceived tax advantage before the 1990 Tax Act was that at the senior's
death none of the value of the property was taxed in his estate. For a relatively
cheap price the junior was likely to have, in effect, acquired the entire interest.
All appreciation in value after the purchase inures to the benefit of the junior.
After the 1990 Tax Act, this approach will not work anymore, except for a
personal residence or tangible property the use of which does not substantially
affect its value. When two members of the same family acquire interests in
property and one takes an interest for life or a term of years, that family
member will be treated as having made a transfer of the entire value of the
property to the remainder, adjusted only for any consideration paid by the
remainderman. |.R.C. * 2702(c)(2).

1. The creditors of both the senior and junior could levy upon their respective
interests, although while both live the creditors might be frustrated by
the illiquidity of such interests. Creditors of either could not levy on the
interest of the other. If the transaction is handled carefully, at fair
consideration with no fraudulent intent, the senior may have, in effect,
shifted assets or value to the junior which are immune from the senior's
creditors. But the transfer is not a gratuitous transfer, so it should not
be easily subject to attack as a transfer in fraud. Typically the fair cost
of the remainder interest to the junior will be small. If, however,
fraudulent intent can be proven, the purchase can be void even though
fair consideration was paid by both parties. To make a joint purchase
asset as illiquid and unattractive to the creditors as possible, the
agreement between the parties might provide that the joint property may
not be sold without the consent of the remainderman. Under
Bankruptcy Code " 363(h) the trustee in bankruptcy apparently has no
authority, without permission of the remainderman, to sell the entire
interest to obtain the value of the life interest. In re Livingston, 804 F.2d
1219 (11th Cir. 1986).

a. Beware of understating values.

b. Present the purchase to the remainderman investor as a good
investment.

c. Remainderman might be given a right of first refusal to buy the life
interest if sold. (If the property is sold for a low value, the
remainderman gets the benefit.)

2. As another example of "uglification” of assets to save them from creditors,
a gift of a life interest or reminder interest could be effective to shelter
such interest from donor's creditors and to make the retained interest

62



illiquid and unattractive to creditors. See the general rules of fraudulent
conveyance as they relate to gifts in Section 1V., supra.

3. A sale of a life interest or remainder, if at arms length without intent to
hinder, delay or defraud creditors, should withstand a challenge from
creditors. Based on the application of the Internal Revenue Service's
actuarial tables, the seller may be able to convey a life interest or a
remainder at a price he considers to be inexpensive compared to "real
value."

4, Under the 1990 Estate Freeze rules, a gift or sale of a remainder interest
with retention of a life or term interest is subject to the same rules
affecting trusts. In other words, unless the retained interest consists of
an annuity or unitrust interest, or a personal residence, or tangible
property the use of which does not substantially affect its value, the
retained interest will be valued at zero for purposes of the transaction,
thus creating a taxable gift or increasing the value of the taxable gift.
I.R.C. * 2702(c)(2). See IX.J., below.

J. Qualified Personal Residence Trusts (QPRTS), Grantor Retained Income Trusts
(GRITs), Grantor Retained Annuity Trusts (GRATS) and Grantor Retained
Unitrusts (GRUTS). The QPRT is a device in which older generations give
away a future interest in up to two principal or vacation residences to younger
generation family members, retaining for themselves for a fixed period of time
the exclusive right to use the premises. If the donor outlives the term, he or
she is able to give away a very valuable residence and all future appreciation
at a substantially discounted gift tax value, maybe a discount of as much as
50-75%. The GRIT is a device whereby a senior generation family member
makes a gift to a trust for younger generation family members under which the
donor retains all of the income of the trust for a specified period no longer than
ten (10) years with the remainder owned by the trust. If the donor outlives the
trust term, the entire value of the trust is out of the donor's taxable estate. If
the donor dies during the term of the trust, the entire value of the trust is
included in the donor' estate. See I.R.C. " 2702.

The GRAT is a similar device in which the donor retains the right to receive fixed
amounts payable no less frequently than annually, with the remainder passing to
another. The GRUT is another version in which the donor retains the right to
receive not less frequently than annually amounts which are a fixed percentage
of the fair market value of the property in trust determined annually, again with
the remainder passing to another. If the retained interest is qualified under the
GRAT or GRUT rules, the retained interest is valued and deducted from the total
fair market value, the balance being the gift subject to gift tax. If the retained
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interest is not so qualified, it is given a zero value, and the gift subject to gift tax
is the entire fair market value of the property. I.R.C. * 2702.

Under the new 1990 Estate Freeze rule a GRIT continues to be effective only if it
involves a residence and if the person holding the term interest in the residence
uses the residence as his personal residence.

1. The creditors of the senior generation family member creating a GRIT,
GRAT or GRUT could levy on the grantor's respective interest, although
while the trust is in effect, the creditors might be frustrated by the
illiquidity of such an interest. Creditors of the senior generation family
member grantor could not levy on the remainder interest in the trust.
For the same reasons articulated under Section IX.1.1., supra, the
trustee in bankruptcy apparently would have no authority, without per-
mission of the remainderman, to sell the entire interest to obtain the
value of the retained income interest.

2. The general rules of fraudulent conveyance as they relate to gifts set out
in Section IV., supra, must apply for the transfer to withstand challenge
by creditors.

K. Qualified Retirement Plans. A primary benefit conferred upon employee benefit
plans by the Employee Retirement Income Security Act of 1974 ("ERISA"), and
a requirement for qualification and tax-exempt status under the Internal
Revenue Code (the "Code") is that benefits under qualified retirement plans
(such as pension, profit-sharing, 401(k) plans) may not be assigned or
alienated, and are consequently unreachable by creditors of the plan
participants.

Background

Although ERISA and the Code's anti-alienation provisions usually work to prevent
creditors from attaching the plan benefits of a participant, most bankruptcy courts
and circuit courts of appeal which considered the matter before 1990 held that
the anti-alienation provisions do not protect plan benefits from creditors of a
participant who has filed for bankruptcy. Bankruptcy law provides that in order
for such benefits to be excluded from the bankruptcy estate, the plans must
qualify as spendthrift trusts. A number of the pre-1990 courts examining the
issue held such plans not to qualify as spendthrift trusts because the settlor of
the trust also served as a beneficiary, and possibly also as trustee. See Section
IX.D. and E., supra. However, recent decisions in the Fourth Circuit, bankruptcy
courts and finally the United States Supreme Court have clearly established the
immunity of such plans from claims of creditors of plan participants.
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Anti-Alienation Provisions In General

ERISA Section 206(d)(1) requires that all qualified retirement plans
covered by ERISA include provisions prohibiting the assignment or
alienation of benefits under the plan. ERISA Section 1021(c) further
requires that all such plans include anti-alienation provisions as a
condition of tax-qualification. This section of ERISA has been codified in
Code Section 401(a)(13). As a result of the codification in the Code,
certain retirement plans of self-employed individuals and partners
(sometimes called Keogh Plans) that are eligible for tax qualified plan
status under the Code, but not defined as pension plans under ERISA, are
subject to the anti-alienation provisions. (However, Individual Retirement
Accounts ("IRAs") are not subject to the anti-alienation provisions and are
therefor not protected from creditors' claims by the ERISA preemption.)

Property of the Bankruptcy Estate

a. In General

Section 541(a) of the Bankruptcy Code of 1978 (the "Bankruptcy
Code") provides that the bankruptcy estate "is comprised of ... all legal
and equitable interests of the debtor in property as of the
commencement of the case.” 11 U.S.C. "541(a)(1). This extremely
broad language is limited by Section 541(c)(2) of the Bankruptcy Code
which provides that "[a] restriction on the transfer of a beneficial interest
of the debtor in a trust that is enforceable under 'applicable
nonbankruptcy law' is enforceable.." under the Bankruptcy Code.

b. Pension Benefits Not Included in Estate

In Patterson v. Shumate, 112 S.Ct. 2242 (1992), the Supreme Court
held that ERISA benefits are excluded from the debtor's bankruptcy
estate under Section 541(c)(2) of the Bankruptcy Code, which excludes
from the bankruptcy estate property that is subject to a restriction on
transfer under "applicable non-bankruptcy law." In so holding, the
Supreme Court adopted the view of the 4th Circuit as expressed in In re
Moore, 907 F.2d 1476 (4th Cir. 1990), and overruled several other
circuit court decisions which had interpreted the phrase "applicable non-
bankruptcy law" to encompass only state law and traditional spendthrift
trusts. With this decision the anti-alienation provision in an ERISA
gualified retirement plan will protect a participant's plan benefits from
creditors both in and out of bankruptcy.

65



A spendthrift trust is a trust "in which the right of the beneficiary to
future payments of income or capital cannot be voluntarily transferred
by the beneficiary, or reached by his or her creditors. In re Graham,
726 F.2d 1268, 1271 (8th Cir. 1984). As a general rule, the settlor of a
spendthrift trust cannot also be the beneficiary. McLean v. Central
States, S.E. & S.W. Areas Pension Fund, 762 F.2d 1204, 1207 (4th Cir.
1985). The list of cases cited above generally involved either plans of a
self-employed person thereby self-settled trusts (Keogh plans), or plans
covering a debtor who was the sole officer, director or shareholder of
the settlor professional corporation having the power to amend and
terminate the trust. In addition, in some cases , there existed an
unlimited power of withdrawal. Consequently, the plans were found to
fail as spendthrift trusts under state law.

It is important to note that even where a debtor does not effectively
control the settlor/corporation, many ERISA plans may not qualify as a
spendthrift trusts under state law. For example, a common feature of
many defined contribution benefit plans is a provision permitting loans
to plan participants, such loans being secured by all or part of the
participant's interest in the plan. Thus, the participant is permitted to
assign his interest in the plan as collateral for a loan, thereby
anticipating his distribution. These loan provisions are contrary to the
very concept of spendthrift trusts, and such provisions could cause a
plan to fail as a spendthrift trust under state law. See Wilkie, "Pension
Benefits in Bankruptcy Proceedings: Are They Protected”, P-H Pension
and Profit Sharing Plans (New Ideas) &1255 (9/21/90).

Exemptions from Claims of Bankruptcy Creditors

Before the Supreme Court's decision in Patterson v. Shumate made it
clear that ERISA benefits are excluded from the bankruptcy estate,
debtors argued that even if such benefits were included, they were
nonetheless exempt from the claims of creditors in bankruptcy. In this
connection there are three potential avenues for exemptions: (1) Federal
Bankruptcy Law; (2) exemptions under federal law other than the
Bankruptcy Code; and (3) exemptions under state law.

a. Federal Bankruptcy Code Exemptions

Section 522(b) of the Bankruptcy Code permits a debtor to exempt
certain property of the bankruptcy estate from creditors' claims. The
debtor has the option to exempt property enumerated in Bankruptcy
Code Section 522(d) unless the relevant state law precludes this option,
in which case the debtor may exempt property specified in the state
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exemption scheme. Virginia has "opted out" of the federal exemptions
listed in Bankruptcy Code Section 522(d); therefore, debtors in Virginia
may only claim the state exemptions or exemptions under federal law
other than bankruptcy.

Section 522(d)(10)(E) under the Bankruptcy Code limits the exemption
for pension benefits to an amount which the debtor can show is
reasonably necessary for his and his dependents’ support. While this
provision may be useful in some cases, it does not respond to the
needs of many clients who have amassed very substantial sums in their
retirement plans, nor is it helpful to younger debtors in bankruptcy who
are far from retirement and retain the potential for future earnings.

b. State Exemptions for Pension Benefits

(2) Many states exempt ERISA plans — 401(K) plans, defined
benefit plans — from claims of creditors in bankruptcy. Fewer
states exempt IRAs in addition to ERISA plans.

(2) Preemption of State Exemptions. Based upon a Supreme
Court decision outside of the bankruptcy setting, several
bankruptcy courts have invalidated state laws that purport
to exempt pension benefits from claims of creditors in
bankruptcy proceedings. In Mackey v. Lanier Collections
Agency & Service, Inc. 108 S. Ct. 2182 (1988), the
Supreme Court held that a Georgia statute exempting
welfare benefit plans from attachment was preempted by
ERISA's specific preemption provision which preempts
"any and all state laws insofar as they may now or
hereafter relate to any employee benefit plan covered by
ERISA."

Compelled by the Supreme Court's decision in
Mackey, an Arizona court set aside a state statutory
provision that exempted benefits under any retirement
plan that qualifies for tax exemption under Internal
Revenue Code Sections 401(a), 403(a), 403(b), 408
or 409. (The language in this statute is similar to the
statutory provisions in Virginia. See In re Komet, 93
Bankr. 498 (W.D. Texas 1988), aff'd, 104 Bankr. 799
(W.D. Texas 1989). Similar statutes have been
invalidated in Oklahoma [In re Brown, 95 Bankr. 216
(Bankr. N.D. Okla, 1989)], Mississippi [In re McLeod,
102 Bankr. 60 (Bankr. S.D. Miss, 1989)] and Texas
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[In_re Komet, 93 Bankr. 498 (Bankr. W.D. Texas
1989), aff'd 104 Bankr. 799 (W.D. Texas 1989)].

3) IRAs Exempt to At Least $1 Million Under BAPCPA. Recall
that as explained supra in VI J., Congress in 2005 extended
under Federal Bankruptcy Law a bankruptcy exemption to
IRAS up to $1 million and possibly more under vague
circumstances.

4) Transfers to plans, even to qualified pension, profit-sharing
and 401(k) plans, may be attacked as fraudulent
conveyances under state law and Bankruptcy Code " 548.

L. Business Interests/Liability Insurance.

1.

2.

Incorporation/Shareholders Generally. Of course the creditors of a
corporation, absent legal grounds to pierce the corporate veil, can recover
only against the assets of the corporation. This limited liability protects the
shareholders, so that they are not exposed to personal liability on the
corporation’s debts except to the extent of their investment in the corporation
or to the extent they have affirmatively guaranteed a corporate liability. This is
the classic reason to incorporate a proprietorship or partnership. A 1988
article in the Catholic University Law Review (Vol. 37 at 605) reviews the case
law on pierced corporate veils in D.C. Maryland and Virginia, finding the
remedy rarely enforced in Maryland, occasionally enforced by Virginia courts
and frequently enforced in D.C. Today LLCs are the closely-held limited
liability business entity of choice, while S and C corporations are still used, but
rarely used by small business enterprises.

Corporation/Directors and Officers. In recent years suits against officers
and directors of business corporations have increased dramatically, with
the result that director and officer liability insurance has become less
available and more expensive. The recessionary economy of the past
several years has no doubt accelerated both trends. Virginia, like a
number of states which have responded to these trends, has adopted
statutory amendments limiting the liability of directors and officers and
increasing the powers of corporations to indemnify them.

Officers and directors, like agents, are liable to the corporation (or to those
acting on its behalf, such as a trustee in bankruptcy or a stockholder suing
derivatively) for breach of the duty of care or the duty of loyalty.
Restatement (Second) of Agency, * 401 (1957). They are also, like
agents, liable to third parties for torts committed in the course of their
duties. Restatement (Second) of Agency, * 343 (1957). Generally
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speaking, they are not liable on contracts made on behalf of the corpora-
tion. If the corporation incurs liability to third parties because of the
wrongful conduct of an officer or director, the corporation will have a claim
for indemnification against the officer or director. Restatement (Second)
of Agency, * 401, comment d (1957).

a.

The directors' standard of care is "good faith business judgement of
the best interests of the corporation.” Code of Virginia * 13.1-
690. This is a very minimal standard, not even requiring
"reasonableness.” The director would have to be grossly
negligent, rather than merely negligent, to be found liable.

Code of Virginia " 13.1-692.1 imposes a statutory cap on the
liability of officers and directors for damages "in any proceeding
brought by a shareholder in the right of a corporation or brought
on behalf of shareholders. ... " The cap is equal to the greater
of (1) $100,000 or (ii) the compensation received by the director
or officer from the company in the twelve (12) months preceding
the act for which liability is imposed. The cap only applies to
suits brought by stockholders. The cap does not preclude
equitable remedies, such as recision. The cap does not apply to
willful misconduct. Articles of Incorporation or By-Laws may
reduce the statutory cap to a nominal sum.

Directors and officers of tax exempt corporations are immune from
civil liability in any proceeding. Code of Virginia * 8.01-220.1:1.
and " 13.1-870.2.

Mandatory Indemnification. Under code of Virginia = 13.1-698 a
corporation shall indemnify for reasonable costs a director who
entirely prevails in defense of a proceeding. Under * 13.1-702
officers receive the same treatment.

Permissive Indemnification, General. Under Code of Virginia
" 13.1-697 and -702 a corporation may indemnify a director or
officer who acts in good faith in the best interest of the company.
There are some statutory limits on this indemnification. Code of
Virginia * 13.1-697.D and E.

Permissive Indemnification, Except for Cases of Gross Negligence.
Under Code of Virginia * 13.1-704.B any corporation may make
a further indemnity to an officer or director except in the case of
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willful misconduct or a known violation of criminal law by drafting
the Articles of Incorporation so to provide.

g. Code of Virginia " 13.1-703 authorizes a corporation to purchase
directors and officers' liability insurance whether or not the
corporation would have the authority to indemnify. Such liability
insurance may supplement or replace the corporation's
indemnification program.

SUMMARY: For maximum protection of directors and officers, the corporation's Articles
of Incorporation should provide that the corporation will fully indemnify them in all events
except in the case of willful misconduct or known violation of criminal law, and should
provide that no director or officer shall incur more than $1.00 of liability in any
shareholders' derivative suit. Directors and officers should insist that the most
comprehensive liability insurance available should be purchased for their benefit.
Directors and officers may purchase their own D&O policies and require the company to
pay the premiums. Chubb, for one sells such a product. It could be important for a
director to own his own policy because in the event of corporate bankruptcy the
premium will not be paid by the bankruptcy trustee and if a suit is filed even for a period
during which the premium was paid, there will not up coverage. But the director can
continue to pay the premium on a personal D&O policy in that event.

3. Professional Corporation/Shareholder Torts. Whereas
incorporation of a licensed professional practice (e.q., law, medicine,
dentistry, accountancy, architecture, engineering) does nothing to shield the
individual professional from personal liability on a malpractice tort claim for
his or her own act, incorporation under the applicable professional
corporation statute will generally (in some 47 states) protect the other
shareholders from personal liability on malpractice torts of their fellow
shareholders. Code of Virginia * 13.1-547, D.C. Code * " 29-601 et seq.,
Md. Code, Corporations and Associations, " " 5-101 et seqg. In contrast, a
general partner in a typical professional partnership is jointly and severally
personally liable for the malpractice torts of his partners. Code of Virginia
" 50-13, -14 and -15(a). As more and more malpractice actions are filed
against all types of licensed professionals, more consideration is likely to be
given to incorporation of professional practices. (Another factor encouraging
incorporation of the professional practice is the increasing cost of medical
insurance for shareholders and their families, the cost of which is a
deductible tax-free fringe benefit to shareholder employees of a P.C. (I.R.C.
" 162(a)(1), "106), but taxable and only partially deductible to a partner.
I.LR.C. " 213(a), " 703. Onerous tax consequences of incorporation -- e.g.,
bunching of income for a more than 12-month period into one taxable year --
can make conversion to P.C. status expensive.
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4. General Partners/Partnerships. See Section IX. C. and V.D., supra.

5. Limited Partners/Partnerships. See Section IX. C. and V.E., supra.

6. Limited Liability Companies and Partnerships. In 1991 Virginia adopted a

Limited Liability Company ("LLC") Act. The LLC combines the corporate
advantage of limited liability with the flow through tax advantages of
partnership classification under the Internal Revenue Code. In Rev.

Rul. 93-5 the I.R.S. ruled that a Virginia LLC will be taxed as a
partnership for federal income tax purposes. It is more flexible than the
"S" Corporation in accommodating various forms of ownership, e.g., you
may have more than thirty-five (35) members, trusts or corporations or
nonresident aliens may be members. Unlike a general or a limited
partnership, an LLC provides limited liability for all members: none need
be generally liable. Unlike a limited partnership or a corporation, an LLC
allows all members to participate in management. In 1994 the District of
Columbia adopted both an LLC statute and a Limited Liability
Partnership ("LLP") statute, and Virginia adopted an LLP statute.
Maryland also has adopted an LLC statute. There is a trend among
professional service partnership firms, including apparently all of the Big
6 accounting firms, of which three have already converted, and Hogan
and Hartson, the District's largest law firm, to convert to LLPs, especially
where the professionals prefer partnership governance and culture to
corporate. See Section IX. C.

7. Virginia Professional Limited Liability Company. In 1992 Virginia adopted

the Virginia Professional Limited Liability Corporation Act to extend to
licensed professionals the benefits of LLCs and to permit licensed
professionals, professional corporations and professional LLCs to
associate as members of Professional LLCs.

8. Insurance, Generally. It is frequently overlooked in a business setting that

X

X

adequate levels of comprehensive insurance coverage may be essen-
tial to the long term viability of the business endeavor by protecting the
business assets from unexpected and onerous claims which occur too
frequently in our litigious society.
Property Insurance/Fire and Extended (all risk, replacement cost)
Business Interruption (frequently overlooked and underinsured)

Comprehensive (general liability with adequate limits, at least
$500,000 per occurrence)
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X Products/Completed Operations coverage (products liability)

X Excess Liability Umbrella (at least $1 million, preferably $3-$5
million)

X Business Auto Insurance
X Workmen's Compensation

X Appropriate Specialty Insurance for the Business and Industry (e.q.,
transit insurance on shipments, computer insurance)

X Fidelity Bond (for employee theft -- frequently underinsured)
X Bailee's Coverage

Umbrella Coverage for Professionals. Probably all high net worth
individuals should consider a substantial umbrella insurance policy as
an added layer of protection from general liability, auto accidents, and
other hazards. It is very inexpensive, approximately $100/year for $1
million of insurance. This is generally available as a rider on your
automobile insurance policy, but may not be available if you do not have
a good driving record. Chubb is said to have the broadest high-end
policy: it defended O.J. Simpson in the Goldman lawsuit, and President
Clinton in the Paula Jones claim.

M. What Interests Can You Retain?

1.

Interests in property subject to local bankruptcy exemptions. Recall that
the purchase of an exempt item with non-exempt assets in
contemplation of bankruptcy may not be deemed a fraud on creditors.
Virginia Code " 34-26.

In Virginia, the cash value of life insurance if it is subject to an irrevocable
beneficiary designation and premium payments have not been in fraud
of creditors. Virginia Code " 38.2-3123.

In Florida, for example, a domiciliary may retain up to 160 acres of rural
property, or one-half acre of city property, as a homestead exempt from
claims of creditors in bankruptcy. There is no limit as to size of the
home or the value of the property. Also, the cash value of life insurance
and commercial annuities are exempt.
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4, In Maryland, the cash value of life insurance payable to the insured's
spouse and/or children is exempt from the insured's creditors.

N. Avoiding Inheritance.

1. Have spouse's bequest to a debtor spouse pass in spendthrift and/or
Qualified Terminable Interest Property (QTIP) trust (I.R.C. "2056(b)(7))
form or by-pass the spouse completely.

2. Document debtor spouse's loan to non-debtor spouse.

3. A disclaimer of an interest in an estate valid under state law may preserve
the assets within the family unit while protecting the assets from the
creditors of the disclaiming party. In a recent Virginia case some
commentators consider surprising, if not bad, Abbott v. Willey, 253 Va.
88 (1997). Mrs. Willey, confidant of President Clinton, while liable on a
note, disclaimed her entitlement to her husband=s life insurance and let
it pass to her children. The creditor claimed the disclaimer was a
fraudulent conveyance, but the Supreme Court held that a disclaimer
could not be set aside on those grounds. A Colorado court similarly
held in Colacci v. United Bank of Boulder, 549 P.2d 1096 (1976). The
disclaimer was held to cause the disclaimed assets to pass directly
from the decedent's estate to the ultimate beneficiaries. If there is no
transfer from the disclaimant, efforts to assert a fraudulent transfer
should be unsuccessful. A testator/grantor might anticipate potential
creditor problems on the part of beneficiaries by planning in
contemplation of disclaimers by specifying to whom the disclaimed
property would go. The well-planned will or trust document will provide
a contingent trust for alternate takers in the event the primary
beneficiary disclaims.

However, it should be noted that other states have found the right to
disclaim equivalent to a general power of appointment, thereby subjecting
it to scrutiny as an fraudulent conveyance. Arguably there is a trend in the
law towards this result. California has now adopted a law to provide that a
qualified disclaimer shall not be considered a fraudulent conveyance.
Virginia's disclaimer statute is found in Code of Virginia " * 64.1-188
through 196. See also I.R.C. " 2518. Virginia will now consider
disclaimers by persons attempting to gain or retain Medicaid eligibility as
an uncompensated transfer resulting in a period of ineligibility. See XI.
R.B., infra.
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4, If an adult child has present or potential concerns regarding creditors, his

or her elderly parent might want to by-pass such adult child in his or her
will, leaving the adult child's share to the adult child's descendants.

0. Uglifying Assets Otherwise Attractive to Creditors.

1. If one facing the possibility of creditor problems owns an unencumbered

asset that might be an attractive target for his potential creditor, e.g., a
marketable home, the anxious client might want to borrow a substantial
amount of the equity out of the house to facilitate --

X Gifts of cash to family members.
X Investment in "ugly" assets unattractive to creditors.
X Purchase of cash value life insurance with irrevocable beneficiary
designation to take advantage of the bankruptcy exemption.
X Contribution to qualified retirement plan exempt from creditors.
X Invest in offshore asset preservation trust.
2. Cash may be invested in an asset less susceptible to execution. For

example, cash owned by one spouse with potential creditor problems
may be used to invest in or pay down a mortgage on tenancy by the
entirety property or to invest in stock of a closely-held corporation. Cash
could be invested in exempt property such as qualified retirement plans
or life insurance with an irrevocable beneficiary designation.

3. Real estate, closely-held business interests and other valuable assets

may be "uglified" by any of the following techniques:

X Contribution to family limited partnership. See IX.C., supra.
X Charitable remainder gifts, retaining income interest.
X Installment sale or private annuity sale, e.g., to a child. See IX.H.,
supra.
X Sale or remainder, e.g., to child. See IX.I., supra.
X GRITs, GRATs, GRUTs. See IX.J., supra.
P. Marital Agreements As a Shield Against Unrelated Creditors. If a spouse wishes

to be protected from liabilities of a mate's business, e.g., from liability on
performance bonds in the mate's construction business or from any kind of co-
guarantee of a business loan, a pre- or post-marital agreement may assure the
spouse freedom from such potential liability. More specifically, such an
agreement may provide the uninvolved spouse with contractual assurance that
the family home held as tenants by the entirety will be held by husband and
wife free and clear of encumbrance associated with the mate's business.
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Needless to say, it may also be in the mate's best interest to protect the family
home from contingent liability, to insulate the spouse's assets from potential
creditor claims. Where a business owner and spouse have a marital agreement
and structure title to their assets shrewdly, the business owner may well be able
to secure adequate business credit while protecting his family home and his
spouse's assets from exposure to potential liabilities arising out of the business.
Bonding companies and banks will frequently extend credit without spousal
guarantee or the home as collateral where there exists a marital agreement
along the lines described above, and its terms are disclosed from the beginning
of credit negotiations.

Regarding Marital Agreements, See Q. Planning for Spousal Claims, infra.

Equal Credit Opportunity Act as a Defense to Void Spousal Liability on a
Guarantee. In Eure v. Jefferson National Bank, (VLW 094-6-111), a unanimous
Virginia Supreme Court decision rendered in September 1994, it was held that a
wife could void her liability on a guarantee of a loan made to her husband's
company. Both husband and wife guaranteed the loan. She raised the defense
of 15 U.S.C. " " 1691, et seq., the Equal Credit Opportunity Act, which makes it
illegal to discriminate against anyone during a credit transaction on the basis of
marital status. The wife demonstrated to the Court's satisfaction that she had
been required to sign the guarantee "solely on the basis of her marital status as
the wife of [the company owner]." She held no interest in the company, was not
a joint applicant for credit, and the bank made no inquiry regarding her credit
standing. At the time of the loan her husband was worth more than $2 million.
One of the terms of the loan, pursuant to common bank practice, was that the
wife would be a guarantor.

Q. PLANNING FOR SPOUSAL CLAIMS.

A. Protecting Assets from Spousal Claims at Divorce.

1. Premarital (Antenuptial) Agreements. Virginia has adopted the Premarital
Agreement Act which applies to any premarital agreement executed on
or after July 1, 1986. Code of Virginia * 20-147, et seq. Itis to a great
degree formalization of prior Virginia common law cases regarding pre-
marital agreements and it specifically provides that the parties to a pre-
marital agreement may contract with respect to:

a. the rights and obligations of each of the parties and any of the
property of either or both of them, whenever and wherever
acquired or located,;

75



b. the right to buy, sell, use, transfer, exchange, abandon, lease,
consume, expend, assign, create a security interest in, mortgage,
encumber, dispose of, or otherwise manage and control property;

C. the disposition of property upon separation, marital dissolution,
death, or the occurrence or non-occurrence of any other event;

d. spousal support;

e. making of a will, trust or other arrangement to carry out the
provisions of the agreement;

f. ownership rights in and disposition of the death benefit from a life
insurance policy;

g. the choice of law governing the construction of the agreement; and

h. any other matter, including their personal rights and obligations not
in violation of public policy or a statute imposing a criminal
penalty.

To be enforceable, an agreement must be voluntarily executed and each
party must make a fair and reasonable disclosure of his or her property
and financial obligations prior to its execution. This is the equivalent of the
"full disclosure" requirement in many of the prior common law cases.

As a practical matter, notwithstanding the obvious planning advantage of
premarital agreements, their negotiation has a tendency throw cold water
on the flames of a relationship and, while often discussed, percentage
wise, few actually get executed.

Maryland common law recognizes prenuptial agreements. Under D.C.
law, a prenuptial agreement must be in writing to be enforceable. D.C.
Code " 28-3502.

Post-Marital Agreements. The Act also provides that married persons
may enter into post-marital agreements with each other for the purpose of
settling the rights and obligations of either or both of them under the same
general parameters; provided, however, that the marital agreement shall
become effective immediately upon its execution. Maryland law
recognizes the enforceability of marital property settlement agreements.
Ann. Code of Md., Family Law Volume, * 8-101. So does D.C. law. Code
" 30-201. Under D.C. Code " 19-113(f), a valid antenuptial or postnuptial
agreement entered into by the spouses determines the rights of a
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surviving spouse in the real and personal property of the deceased
spouse.

Separate Representation for Spouses. The trend in malpractice cases
and contract suits in this area strongly suggests that better practice is to
avoid dual representation by one lawyer of both parties in pre- and post-
nuptial agreements, even if that requires the wealthier spouse to pay the
legal fees for the less wealthy spouse so that he or she may have
separate representation. It can almost be said that a much wealthier
spouse throws into question the enforceability of such a marital agreement
unless he or she insists that the less wealthy spouse be separately
represented.

Divorce/Equitable Distribution: Virginia. Divorce is a creature of statute
and Virginia recognizes both fault (adultery, cruelty, desertion) and no-
fault grounds of divorce (one year separation or, in any case where the
parties have entered into a separation agreement and there are no
minor children to either of them, six months). Code of Virginia * 20-91.
In any event, the court can award support and maintenance to a
spouse, and in determining whether to award support and maintenance,
the court considers the circumstances and factors which contributed to
the dissolution of the marriage and takes into account the following
factors:

a. the earning capacity, obligations, needs and financial resources of
the parties, including, but not limited to, income from all pension,
profit sharing or retirement plans of whatever nature;

b. the education and training of the parties and the ability and
opportunity of the parties to secure such education and training;

C. the standard of living established during the marriage;

d. the duration of the marriage;

e. the age and physical and mental condition of the parties;

f. the contributions, monetary and non-monetary, of each party to the

well being of the family;

g. the property interests of the parties, both real and personal,
tangible and intangible;
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h. the provisions made with regard to the marital property under the
equitable distribution laws, discussed below; and

I. such other factors, including the tax consequences to each party as
are necessary to consider the equities between the parties.

For almost 200 years, Virginia law prohibited awarding of support and
maintenance (formerly alimony) from a spouse if there existed in that
person's favor a ground of divorce for adultery. The law now provides that
while no permanent maintenance support shall be awarded in such case,
the court can make an award, notwithstanding the existence of such
adultery, if the court determines from clear and convincing evidence that a
denial of support and maintenance would constitute a manifest injustice
based upon the respective degrees of fault during the marriage and the
relative economic consequences of the parties; in short, based on a
judicial evaluation.

In a domestic relations case where children are involved the court can
also make orders regarding custody and support of the minor children.
The judicial key is "the best interests of the child or children," taking into
account all relevant factors. A full discussion of this issue is beyond the
scope of this outline.

The division of property between the parties to a divorce is controlled by
the far-ranging Virginia "equitable distribution” statute, Code of Virginia
"20-107.3 (attached as Exhibit K). Due to the great power given the
court under equitable distribution, since its initial adoption in 1982, as
amended every year by the legislature, it has completely rewritten all
prior concepts of property division. Due to the high incidence of divorce
in today's society, it must be recognized as a major force in personal
property planning, for no other statute gives the courts such broad
powers over property division. Several highlights of the equitable
distribution statute are:

a. property is divided definitionally into separate property, marital
property, or part marital property and part separate property, and
they can be commingled, which transmutes the property to
marital property.

b. both parties have interests in marital property; however, legal title in

and of itself is irrelevant and is only a factor to consider in
determining equitable distribution awards.
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C. The court determines the equitable distribution award, determines
legal title as between the parties, the ownership and value of all
property, real or personal, tangible or intangible, and such
determination is made without regard to the maintenance and
support award for either party, or for support of the minor children
of the parties.

d. The statute provides ten factors to be taken into account by the
court, which include:

(1)

(2)

3)

(4)
(5)

(6)

(7)

(8)

(9)
(10)

the contributions, monetary and non-monetary, of each party
to the well being of the family;

the contributions, monetary and non-monetary, of each party
in the acquisition and care and maintenance of marital
property of the parties;

the duration of the marriage;

the ages and physical and mental conditions of the parties;

the circumstances and factors which contributed to the
dissolution of the marriage, including grounds of divorce;

how and when specific items of marital property were
acquired;

debts and liabilities of each spouse, the basis of such debts
and liabilities and the property which may serve as
security for such debts and liabilities;

the liquid or non-liquid character of all marital property;

the tax consequences to each party; and

the open-ended catch all, such other factors as the court

deems necessary or appropriate in order to arrive at a fair
and equitable monetary award.

The court has the power to direct payment of a percentage of the marital
share of any pension, profit sharing, or deferred compensation plan or
retirement plan, whether vested or non-vested, as part of the equitable
distribution award.
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6. Equitable distribution litigation is expensive and time consuming, with
tremendous consequences to the property of the parties. Itis
worthwhile to read the equitable distribution statute simply to get an idea
of the breadth of the court's power therein. As a percentage, most
divorce cases, however, settle through a property settlement agreement
or similarly titled agreement settling all marital rights, including equitable
distribution issues, support and maintenance, and child custody and
child support. The tax and estate planning aspects of such property
settlement agreements are more important now than ever and there is a
continuing tension between what parties wish to achieve in the property
settlement arena as opposed to what they wish to achieve when their
ex-spouse potentially becomes a creditor at some time thereafter. For
planning, the practitioner is well advised to ensure clients are aware of
all consequences of such property settlement agreements in all
eventualities.

7. Divorce/Property Settlement: Maryland. In dividing "marital property,”
Maryland courts will disregard property acquired before marriage by
either party, property acquired by either party by gift or inheritance from
a third party, property excluded by a valid pre- or postnuptial agreement,
and property directly traced to any of these sources. Ann. Code of Md.,
Family Law Volume, * 8-201(e). Generally, a Court may not transfer or
order the transfer of real or personal property from one party to the
other but may order a partition or sale of jointly owned property. = 8-
202.

After the court determines which property is marital property and its value, the
court may transfer ownership of an interest in a pension, retirement, profit-sharing or
deferred compensation plan from one party to either or both parties, grant a monetary
award, or both, as an adjustment of the equities and rights of the parties concerning
matrital property, whether or not alimony is awarded. " 8-205.

8. Divorce/Property Settlement: D.C. In the absence of a valid anti-nuptial or
pre-nuptial agreement, D.C. courts will assign each party his or her sole
and separate property acquired before marriage, and his or her sole and
separate property acquired during marriage by gift, bequest, devise or
descent, and any increase thereof or property acquired in exchange
therefor. As to all other property accumulated during marriage,
regardless of whether the title is held individually, as joint tenants or as
tenants by the entirety, the court will distribute it equitably, after
considering all relevant factors. D.C. Code * 16-910.

9. Offshore Solutions. A number of offshore jurisdictions
expressly immunize assets held in asset protection trusts from
domestic relations judgments entered after the trust is
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established. See Exhibit I.

10. Protecting Assets Received by Gift or Inheritance From Claims in Divorce.

Assets inherited or received by gift by children should be kept by
children in their own accounts under their own separate names to
protect such assets from divorce property settlement claims. Tell your
clients to make their children promise that they will keep inherited
assets in their own names, will not put them in joint name with a
spouse. If assets are kept in their own names, generally they may not
need prenuptial agreements. Divorce courts generally will not award to
another spouse assets received by one spouse by gift or inheritance.
However, if gifted or inherited assets are put in joint name with a child
or grandchild’s spouse, that spouse is likely to be awarded 50% in
divorce.

B. Protecting Assets from Spousal Claims at Death.

1. Pre-1991 Virginia Law. Under the pre-1991 regime it was possible to

completely defeat the rights of a surviving spouse to claim a significant
share of a deceased spouse's estate. Professor J. Rodney Johnson
provided the blueprint in his landmark article: "Interspousal Property
Rights at Death" (no citation available).

Since the spouse had a statutory right to elect against the will, that right could be
defeated if there was no will and the entire estate passed outside of the probate
process, e.d., by inter vivos trust. Spousal rights only applied to the probate estate, and

it was easy enough for a determined testator to be certain he had no probate estate, or
to take title to real estate in his sole name as his equitable separate estate, in which a
spouse would have no rights.

2. Post-1991 Virginia Law: Augmented Estate. Effective January 1, 1991,

a.

Virginia came into a new legal era for spousal rights at death. The
expressed legislative intent behind the new act is to reduce an
individual's ability to disinherit the surviving spouse by owning property
in forms that will not be subject to probate, but, on the other hand, to
prohibit a surviving spouse who has already received substantial
property from the deceased spouse during lifetime or at death by non-
probate means, from electing an additional "unfair" share of the probate
estate.

the surviving spouse may claim one-third of the augmented estate,
or one-half if the decedent left no descendants.
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b. the property subject to the election includes not only the probate
estate; it also includes the following unless the transfer was made
with the spouse's consent:

(2) Property transferred to a third party where the decedent
retained an interest.

(2) Property transferred to a trust which the decedent could
revoke or invade.

(3)  Joint and survivorship property held by decedent and a third
party.

4) Transfers in contemplation of death.

(5)  Annual gifts in excess of $10,000 per donee made within 5-6
years of death.

(6) Property other than tangible personal property received by
surviving spouse from decedent during his life as a gift.

(7) Category (6) property that the spouse transferred to a third
party.

Not included in the property subject to the spouse's election is:

(2) Property acquired by the decedent by gift, will or intestate
succession from anyone other than the surviving spouse
before or during the marriage and maintained by the
decedent as separate property.

(2) Property irrevocably transferred to anyone except the
surviving spouse before 1991.

(3) Tangible personal property gifted to the surviving spouse
during the decedent's life.

(4) Real property transferred after 1990 by deed in which the
spouse joined in the conveyance by signing.

NOTE: "Equitable separate estates” no longer exist in Virginia. A creature of the

pre-1991 regime, such estates previously created in deeds, etc. no longer have
any legal significance. Code of Virginia * 55-47.01

82



NOTE: A spouse's augmented estate share is not to be reduced by state or
federal death tax.

The statute contains complicated mechanisms for valuing the property,
apportioning among the non-probate assets the liability to the spouse, and
reacquisition of the property by the surviving spouse/transferee liability.

Absent a specific provision in a separation agreement between husband and
wife, a surviving spouse separated from her husband at the time of death
nevertheless may inherit under the terms of the decedent spouse's (perhaps
obsolete) will. Blunt v. Lentz, 241 Va. 547 (1991).

One who wilfully deserts or abandons his or her spouse forfeits all interest in the
spouse's estate if the desertion or abandonment continues until the spouse's
death. Virginia Code " 64.1-16.3 (Repl. Vol. 1991).

Under Virginia Code * 64.1-69.1 a surviving spouse is protected from
unintentional disinheritance under a will that testator executed before marrying
said spouse. A spouse omitted in that situation will nevertheless take his or her
intestate share of the testator's estate unless the will or pre-marital or post-
marital agreement shows the decedent spouse intentionally omitted the spouse
surviving.

Forfeiture by Slayer Spouse. A slayer spouse forfeits all rights in property owned
by the decedent, property held jointly with the decedent with rights of
survivorship, and contract benefits, e.g., life insurance, retirement plans, payable
by reason of the decedent's death. Where an alleged slayer has not been
convicted or acquitted, someone holding such property or desiring to challenge
the alleged slayer's right to such property may attempt to establish that the
alleged slayer "procured, participated in or otherwise directed" the spouse's
death in a civil trial subject to the normal civil burden, preponderance of the
evidence (as opposed to the criminal burden, beyond a reasonable doubt).
Virginia Code " 55-401, et seq.

PLANNING FOR CLAIMS OF CREDITORS OF BENEFICIARIES.

A. Spendthrift Trust. A transfer by the grantor to an irrevocable spendthrift
trust for the benefit of one other than the grantor may be effective to avoid the
claims of the beneficiary's creditors.

1. a. General Rule. Most states have long recognized that an
individual is free to establish a trust for the support and
maintenance of a beneficiary which prevents the beneficiary from
voluntarily or involuntarily assigning or alienating his interest.
Bogert & Bogert, The Law of Trusts and Trustees, " 222 (2d ed.
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1979) and cases and statutes cited therein. If the spendthrift trust
is validly created, the creditors of a beneficiary will have no greater
claim to the assets of the trust than the beneficiary could have.
Accordingly, if the trust is a purely discretionary trust and the
beneficiary has no right of withdrawal, the beneficiary's (beneficial)
interest should be insulated from the claims of his creditors, and
any attempt at alienating, pledging, or otherwise charging his
beneficial interest in the trust should be void. Baker v. Vermont
Bank & Trust Co., 342 F.2d 12 (2d Cir. 1965).

b. Possible Exception for Tort Claims. The interest of a
spendthrift trust beneficiary may be reached by a judgment creditor
on a tort claim if considerations of public policy so require. See
Restatement Second of Trust, Section 157, comment a (1959);
Scott, The Law of Trusts, Section 157.5, note 3 (3d ed. 1967).

Formerly, under Virginia Code " 55-19.B., up to a cap of $1,000,000 could
be sheltered from a beneficiary's creditors in a spendthrift trust. In 2001
the Legislature eliminated this cap, so now a Virginia spendthrift trust may
shelter assets of unlimited value.

A spendthrift trust has three defining characteristics: (I) the trust must
provide for the support and maintenance of its beneficiary; (ii) the grantor
must intend to protect the trust from the beneficiary's creditors; and (iii) the
grantor must intend to prevent the beneficiary's voluntary or involuntary
alienation of trust property. Levy v. First Va. Bank, 845 F.2d 80 (4th Cir.
1988).

A spendthrift trust may be used to protect assets from waste by
descendants, claims of a spouse of a descendant on divorce, and
creditors of descendants.

5(a). Parents of minor or young children should make lifetime gifts to children

using lrrevocable Discretionary Spendthrift Trust.

1.

2.

3a.

within $13,000/$26,000 Annual Gift Tax Exclusion
within $1 million Unified Gift Tax Exempt Amount

normally such a trust is a separate taxpayer, and with the highly
compressed tax brackets it is taxed at top brackets above $11,000 or so.
Income distributed from a trust to a beneficiary is taxed to the beneficiary.
Therefore, the investment policy of a trust must be coordinated with the
tax law and the plan to distribute trust assets to avoid high tax brackets on
trust income which will be accumulated and not

distributed.
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5(b)

b. if trust is defective parents pay income tax on trust income whether
distributed or not and the payment of such tax is NOT considered a
gift.

4. trust may last for child’s life with general testamentary power of
appointment for child to exercise in child’s Will.

5. or trust may last for child’s life, and then go automatically to child’s
children (grandchildren) — generation — skipping transfer for which
very careful planning is required.

6. or trust may distribute all income when child reaches mature age,
e.q., 21-25, so child becomes accustomed to handling money
before receiving any principal.

7. and trust may distribute principal in 2 or 3 installments, e.q., 1/3 at
25, ¥ balance at 30, balance at 35, so if children are foolish when
young, they cannot squander all funds in trust.

8. while held in trust assets are protected from divorce property
Settlement, from any other creditor of child, from creditors of
donor parents.

9. Consider ‘529 Plans and UTMA accounts.

At the Death of Parents Use Testamentary Discretionary
Spendthrift Trust for Children to Protect Children’s Assets From
Themselves, Their Spouses, Their Creditors.

A. Hold assets until children attain mature age, then distribute income
before principal, distribute principal in 2 or 3 installments OR

B. Hold assets for life of child

1. Subject to general testamentary power of
appointment

OR

2. Then to child’s children (grandchildren) in a
generation-skipping trust

C. While in trust assets protected from
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5(c)

1. Creditors of child

2. Divorce property settlement

Particularly use trust where child is disabled or if there is a
particular cause for concern: substance abuse, spendthrift,
or unmotivated habits, unpleasant spouse. For a disabled
child, consider having other non-disabled children as co-
beneficiaries of the same trust. This makes it harder

for a court to invade the trust to offset governmental
programs for the disabled child.

A discretionary trust will always permit the trustee to
accelerate distributions or terminate the trust with
liquidating distribution early.

A typical testamentary plan for the very wealthy, net worth
of $15 million or more: $1-$2 million to each child at age 35,
balance in lifetime GST and non-GST trusts as a safety net.

Protecting Assets From Grandchildren, Their Spouses and Creditors.

A.

Generally, same considerations as for children, lifetime or
testamentary discretionary spendthrift Trusts.

As an alternative to a trust for minor grandchildren (or minor
children), consider custodial account at a bank or trust company

Under the Uniform Transfers to Minors Act (UTMA)
Designate explicitly on account documents “Hold to Age 21”

Name someone other than parent of child as custodial, e.g., sibling
or aunt or uncle, to avoid inclusion in parent’s taxable estate.

Do not accumulate in UTMA account more than can be spent on
tuition, etc., before age 21. Whatever remains in the account at
age 21 may be withdrawn.

Children pay tax on UTMA account; under 19, children are taxed at
parents’ top bracket on income in excess of $1,500. Children 19
and older have regular individual brackets. Again, it is important to
coordinate investment strategy with the tax law, to generate growth
not income in UTMA accounts.
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To accumulate more assets to older age, use custom trust drafted
by lawyer.

For lifetime transfers and testamentary transfers, beware of
generation-skipping transfer (GST) tax, but do take full advantage
of $3.5 million generation-skipping transfer tax

exemption

To leverage GST exemption and shelter much more than $3.5
million for grandchildren from estate and gift tax consider

1. Irrevocable Life Insurance Trust, especially second-
to-die policy
2. may hold single life or second-to-die policy

3. may last 100 years or in perpetuity

4, Charitable Lead Trust: makes estate tax optional,
even for billionaires

In very large estates GST planning may seem insignificant, but the
effect can be huge. If the exemption goes to $3.5 million in 2009,
and husband and wife combined put $7 million in GST trusts, if it
grows at 12%/year after tax, it doubles every 6 years, in the 42
years that the children may survive parents. So the growth in the
transfer tax exempt GST trust will be as follows:

6 years out $14 million

12 years out $28 million

18 years out $56 million

24 years out $112 million

30 years out $224 million

36 years out $448 million

42 years out $896 million to grandchildren TAX FREE

If you assume only 8% growth, doubling every 9 years, in the 45 years that
children survive parents, the growth in the transfer tax exempt GST trust will be as

follows:

9 years out $14 million

18 years out $28 million

27 years out $56 million

36 years out $112 million

45 years out $224 million to grandchildren TAX FREE
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6a. Protecting Assets for Spouse, Spouse’s Creditors, Spouse’s Own Children (Not

Your Client’'s Children), and From Subsequent Husbands and Wives. QTIP

trusts may be used to protect assets from spousal waste, claims of a second
spouse on remarriage, and creditors of a spouse. Classic Uses of QTIP Marital

Trust:

If your client’s spouse is not the parent of all of your client’s
children, provide for the spouse in a QTIP Trust, so your client can
be assured that at the spouse’s death the principal of the trust will
pass to his/her children. Predeceasing spouse controls ultimate
disposition of trust principal, not surviving spouse.

If your client’s spouse is a spendthrift, or cannot or does not want
the responsibility of managing inherited assets or is in a business or
profession where the threat of lawsuit is always present, e.q.,
where spouse is an ob/gyn, or where the spouse cannot be trusted
to leave all such funds to the couple’s children at the surviving
spouse’s death.

If one spouse has plenty of assets to take advantage of the unified
credit if he or she dies first, but the other does not, during life the
wealthier spouse may create a QTIP trust for the less wealthy
spouse in an amount sufficient to use up the less wealthy spouse’s
estate tax credit, so the QTIP Trust assets will pass at the
beneficiary spouse’s death to the wealthiest spouse’s heirs tax-free.

6b. Advantages of a QTIP Trust

Spouse who sets it up controls where principal of Trust passes at
beneficiary spouse’s death. Beneficiary spouse does not.

If beneficiary spouse remarries, that new spouse and the children
of the new spouse cannot inherit deceased spouse’s money.

If beneficiary spouse has children of his or her own (not deceased
spouse’s children), those children will not inherit deceased spouse’s
money (unless the spouse establishing the trust wants them to).

If beneficiary spouse has creditors, they cannot get at deceased
spouse’s money placed in the QTIP Trust, the principal of the trust
(although they could attack the beneficiary spouse’s income
stream.)

Trustee of deceased spouse’s choice manages the money, not the
surviving beneficiary spouse.
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7. Family/Bypass/Credit Shelter That As Asset Protection Vehicle.

Now we will turn our attention from exclusively marital trusts to a different type of
trust, typically established for the benefit of the spouse and children and
grandchildren for as long as the spouse lives, sometimes called a bypass trust
because assets held in bypass estate tax at the surviving spouse’s death,
passing to the couple’s children tax-free. This is sometimes called a Family Trust
or Credit Shelter Trust. That the basic estate tax planning technique for couples
with assets of $4 million and up is the Testamentary Unified Credit Shelter
[Family] Trust which is typically a discretionary spendthift trust for the benefit of
the surviving spouse and children of the deceased spouse, and possibly
grandchildren of the deceased spouse. The amount of this trust is generally up
to the exempt amount: $3.5 million beginning 2009.

I. If spouse rematrries his or her interest can terminate.
il. Spouse’s creditors cannot attack his or her interest.

iii. If spouse remarries, the new spouse cannot get at trust.

V. Children’s creditors/grandchildren’s creditors cannot get at the trust.
V. Spouses of children/grandchildren cannot get at trust.
Vi. Trustee of deceased spouse’s choice manages the money, decides

whether and to whom to distribute income or principal.

Vii. The balance in a credit shelter family Trust is NOT taxed when
surviving spouse/beneficiary dies; the balance passes to children
TAX-FREE. So the use of this trust may be dictated by the estate
tax laws as they apply to that specific estate.

viii. A beneficiary of a trust is not, as such, personally liable to third
parties arising out of the ownership or operation of trust property
(Scott on Trusts, * 277 (4th ed. 1988)), unless the trustee has
incurred an obligation in the administration of the trust acting under
the control of the beneficiaries as their agent. (Scott on Trusts,
" 274). Of course, trust property is exposed to liability incurred by
the trustee in his capacity as such.

IX. 529 Plans. In Virginia and probably other states 529 Plans are
protected from the beneficiary’s creditors (and the donor’s creditors
as well).

B. Protecting Assets of the Aged\Disabled Family Member -- Medicaid Eligibility Planning.
Many elderly clients are concerned about preserving their assets for their spouse or
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children, particularly against the hazards of potentially staggering long-term nursing
home care. If the elderly client does not have this concern, their children frequently
do.

The topic of financial planning for the elderly and Medicaid eligibility is well beyond the
scope of this outline. But a very brief outline of Medicaid eligibility in Virginia is appropriate.

1. Medicaid in General. Medicaid is a federally sponsored, state funded program.
Many older people (and their families) hope they can qualify for Medicaid
funding of long-term nursing home care. Medicaid nursing home coverage is
not just for the "poor.” CAVEAT: an obvious problem with this strategy exists if
either (a) there are no nursing homes in the area with vacancies for Medicaid
patients, or (b) those that have vacancies are so bad you would not want to go
there, or have your parents go there. Frequently the practical problem is that if
the applicant has no money for private pay nursing care, there is no viable
Medicaid alternative geographically convenient. Code of Va. * 32.1-325, et

seq.

2. Resources Test. There is no strict income limit for Medicaid eligibility for nursing
home care. A person's income will affect the amount of "patient pay" required
as to individual's contribution to the cost of care. There is, however, a
resources limit: an individual may not qualify if he or she has more than $2,000
of countable resources (or if a couple has more than $3,000 of countable
resources, if both apply). Certain resources are not counted, basically
personal effects, household furnishings, one auto and burial plots. Income or
resources to which a Medicaid applicant or applicant=s spouse is or becomes
entitled will be considered Aassets” for eligibility purposes even though the
individual or spouse does not receive them because of his or her own action or
action on his or her behalf. Code of Virginia "32.1-325.02.

3. The Home as a Resource. The home and lot (one acre or zoning requirement)
and up to $5,000 of adjacent contiguous property are exempt when the
applicant, his spouse or his child resides in the home. Six months after
institutionalization the exemption ends unless a specified relative continues to
reside in the home.

4, Joint Accounts. When one spouse is institutionalized, their funds held in a joint
account will be considered resources of the one institutionalized for purposes
of the resources test. In the case of unmarried persons with joint accounts, the
source of the funds and the parties’ intentions will be examined.

5. Spouse's Obligation to Contribute. Virginia requires a non-institutionalized
spouse to provide some financial support to an institutionalized spouse
receiving Medicaid benefits to the extent the non-institutionalized spouse's
income exceeds $1,700/month.
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Spouse's Right to Support. Reciprocally, the non-institutionalized spouse of a
Medicaid recipient is entitled to enough income from the institutionalized
spouse for a basic spousal allowance and a housing allowance. (Recall: a
Medicaid eligible client may have substantial income, e.9., pension or annuity,
even though he or she may not have substantial resources.) The basic
spousal allowance is determined by a formula, presently $1,149/month. The
housing allowance is permitted to the extent the spouse's housing costs -- rent,
mortgage, taxes, insurance, condo fee, and utilities exceed thirty percent
(30%) of the basic spousal allowance, presently $345 ($1,149 x .3). Appeal
can be made for a higher allowance.

If either spouse establishes that the non-institutionalized spouse's resource
allowance is inadequate to raise that spouse's income to the minimum monthly
maintenance needs allowance, additional resources can be allocated to the
spouse in an amount adequate to produce income to provide the minimum
monthly allowance. 42 U.S.C. See, 42 U.S.C. " 1396r-5(e)(2)(c) (1992), Va.
Manual Volume XIlIl., Part Il., Chapter G, Sec. 4d(2)a) (2)(c, d).

Spouse's Resources. Both spouses' resources (however titled) will be
considered available to the institutionalized spouse, except for one-half of the
couple's resources at the time of institutionalization, but not less than $14,000
nor more than $70,000, if placed in the non-institutionalized spouse's sole
name. Resources received by the non-institutionalized spouse after Medicaid
eligibility is established will not be considered available to the nursing home
spouse.

Transfers to Become Medicaid Eligible. The government has become aware that
many families have been shifting assets by family gifts from older to younger
family members. As a result assets transferred by applicants for less than fair
market value bear a presumption that they were motivated by a desire to
become Medicaid eligible.

2006 Leaqislative Changes. The Deficit Reduction Act of 2005, signed by the
president on February 8, 2006, contains major changes in Medicaid eligibility
rules. The legislation aimed to reduce Medicaid entitlement expenditures by
$10 billion. As approximately sixty percent of the nation’s nursing home
residents are Medicaid recipients, the impact of this law will likely be
widespread. A few of its more important provisions are summarized below.

Because Medicaid is intended as a welfare program for the truly underprivileged,
a person must have assets below a certain threshold in order to be eligible for
Medicaid assistance. (Certain assets, such as a home, are generally not taken into
account in determining eligibility.) Both the new and the prior rules governing
eligibility contained provisions designed to prevent individuals from transferring assets
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to family members in order to reduce their assets below the threshold of eligibility.
These eligibility rules were toughened considerably by the 2006 law.

Five-Year Look Back/Delayed Start of Penalty Period. Under prior law, a person
applying for Medicaid was required to produce financial records dating back three
years. If uncompensated transfers had been made within the period, the applicant
would be ineligible for Medicaid assistance for a penalty period determined by dividing
the amount of the uncompensated transfer by a number representing the monthly
average cost of care at a skilled nursing facility in the area where the applicant
resides. The penalty period began at the time of the transfer. To illustrate the
application of this rule, if in January 2005 an individual applied for Medicaid, he would
be required to produce financial records dating back to January 2002.
(Uncompensated transfers which occurred prior to January 2002 would not be taken
into account in determining the applicant’s eligibility for Medicaid.) If the applicant had
made a$40,000 gift to a family member in January 2004 and the applicable penalty
divisor was $4,000, he would be ineligible for Medicaid for a period of ten months
commencing with the date of the gift (i.e., through November 2004), and thus would
be eligible for benefits at the time of his application in January 2005.

Under the new rules, however, the applicant would be required to produce
financial records dating back five years from the date of the transfer (i.e. to January
2000) and his period of ineligibility, calculated in the same fashion using the amount
of the transfer and the applicable penalty divisor, would begin with the date of his
application for benefits. Thus, if the applicant below the Medicaid threshold, entered
a nursing home and applied for Medicaid benefits, he would not qualify for those
benefits for ten months following his application, or through November 2005.

Many commentators have suggested that those new rules will cause hardship for
persons hat are truly needy and should qualify for Medicaid, as well as for nursing
homes and hospitals. First, many Medicaid applicants simply will not be able to
produce the five years of records now required to document their eligibility. And even
if they are able to produce the required records, a relatively small transfer to a family
member or charity within the past five years by an applicant who is essentially
indigent at the time he seeks Medicaid benefits will result in his being ineligible for
some period of time after he has applied for benefits. Nursing homes will have no
means of being paid for their care for such persons for a time, and thus will not want
to accept them as residents. Moreover, since nursing homes must provide care for
their residents until they can be safely discharged, even if they are unable to pay, they
will also be reluctant to accept residents who have modest assets at the time they
enter the nursing home but are expected to exhaust those assets after a short period.

If such persons cannot immediately qualify for Medicaid when their assets are
exhausted either because they cannot produce the necessary records or because
they have made a small gift within the five year period, the nursing home will be
required to provide them with free care until they do qualify, which may be a lengthy
period. Nursing homes may also be tempted to dump indigent persons in hospitals
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for real or imagined medical services to get them out of their facilities, thus imposing
hardships on hospitals.

10.

11.

12.

13.

14.

Other New Provisions: The look-back and delay provisions discussed
below are the most significant changes in the 2006 law, but other changes, such
as limitations on the use of annuities to avoid Medicaid asset restrictions, and a
new rule for calculating the income and resources that may be retained by the
spouse of a nursing home resident, have also made eligibility more difficult.
Whereas under previous law a Medicaid applicant’s equity in his home was not
considered available to pay for his nursing home care, home equity in excess of
$500,000 is now treated as available (unless a spouse, a minor or a disabled
child resides in the home). States will have the option of exempting up to
$750,000 of home equity value at their discretion.

The overall effect of the new law is to significantly toughen Medicaid eligibility
requirements and make it very difficult to engage in planning designed to
gualified oneself for Medicaid benefits. Most people, except those whose assets
are substantial enough to pay for nursing home care for a long period, should
strongly consider the purchase of long-term care insurance to provide for nursing
home care or in-home care.

Transfers Between Spouses. These will not result in ineligibility unless the
transferee spouse transfers the assets in turn for less than fair market value.

Transfers by Spouse. Transfers by the spouse of an applicant or
Medicaid recipient are subject to the same restrictions as transfers by the
applicant.

Ethical Issues. A tricky ethical issue arises for a lawyer approached by an
adult child to engage in Medicaid eligibility planning for an elderly parent. In
such a case the elderly parent is the attorney's client, and the attorney must
be loyal to the parent's best interests. The parent may wish to hold onto
assets the child wants him to give away; the parent may be willing or desirous
of paying for high quality nursing home care, while the child might prefer to
see the parent in a Medicaid facility; the parent's testamentary wishes may be
different than those the child hopes for. The attorney must inquire into and be
sensitive of the parent's mental capacity to execute a will or trust, to make
gifts. See Bar Disciplinary Rule 5-106(A) and (B); Ethical Consideration 7-
12; Legal Ethics Opinion 570.

Miscellaneous.

a. Under Code of Virginia * 32.1-326.1, the Department of Social
Services has instituted an "estate recovery" program under which it attempts to
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recover the costs of nursing facility care from the estates of deceased Medicaid
recipients.

b. Under Code of Virginia * 63.1-133.1 the Commonwealth may
obtain liens against the real and personal property of recipients of (or applicants
for) long-term nursing facility benefits.

C. Under Code of Virginia * 55-19.5, certain so-called "trigger trusts"
(which cut off trust benefits to the grantor if he applies for or requires long-term
medical, hospital or nursing care) are void as against public policy.

15. Children Providing for Aged Parents. Where children want to provide a
financial safety net for less financially secure parents who may survive them,
the parents may be co-beneficiaries with spouse and children in discretionary
Credit Seller Family Bypass Trust. If parents need funds, distributions may be
made directly to the service provider — landlord, doctor — without putting assets
in parents’ hands which parents’ creditors may attack or which may be subject
to tax when parents die. Getting your elderly parents to give you all of their
assets so they are Medicaid-eligible generally does not work; it is a bad idea.

S. PLANNING FOR CLAIMS AGAINST CLIENT'S ESTATE. The claims of creditors
against an estate are superior to the rights of persons taking by intestate succession or
under a will. First the validity of claims must be determined, if necessary at a Debts and
Demands hearing. Code of Virginia " * 64.1-171 through -179. Once debts are
determined, if the estate is not adequate to pay all creditors, they are paid according to
statutory sequence. Code of Virginia * 64.1-157.

a. If the will does not establish the order in which specific assets are used to
satisfy the debts, state law will.

b. If assets have not been protected from the client's creditors before he
dies, they will be vulnerable to claims of his creditors against his estate.

C. Code of Virginia " 64.1-151.1 authorizes a Family Allowance of up to
$6,000 without court approval, more with court approval, payable to the
surviving spouse or, if none, to the minor children of a decedent. The
Family Allowance has priority over all claims against the estate.

d. Code of Virginia " 64.1-151.2 authorizes Exempt Property of $3,500
payable to the surviving spouse or, if none, to the minor children of
decedent. Only the surplus of tangibles in excess of the security
interests therein are available. Exempt Property has priority over all
claims against the estate not secured on such assets except for the
Family Allowance.
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e. Code of Virginia * 64.1-151.3 authorizes a Homestead Allowance of
$10,000 payable to the surviving spouse or, if none, to the minor
children of the decedent. The Homestead Allowance has priority over
all claims against the estate except for the right to the Family Allowance
and Exempt Property. However, whereas the former two pass in
addition to any other share passing by will or intestacy, the Homestead
Allowance is in lieu of any other share passing to the spouse or minor
children by will or intestacy or by election to claim a statutory share of
the augmented estate under Virginia Code " * 64.1-13 through -16.

f. Relief of Liability for Executor or Administrator. By calling a debts and
demands hearing and following that up by filing a petition to show cause
why the estate should not be distributed to beneficiaries and the
personal representative discharged, the personal representative may be
allowed to distribute the residue of an estate to the beneficiaries without
personal liability for the claims of creditors. The personal representative
may also avoid personal liability for the claims of creditors by distributing
no sooner than six (6) months after appointment and by obtaining
proper refunding bonds from the beneficiaries.

g. Beneficiaries' Transferee Liability. Beneficiaries of an estate may remain
liable for up to five years for claims of creditors who were not parties to
the debts and demands and show cause proceedings. Beneficiaries
may be liable as transferees for unpaid estate tax, and not just for the
portion attributable to their shares. Estate of Baptiste v. Commissioner,
T.C. Memo 1992-198.

h. Tenancy by the Entireties Property. As noted supra in Section IX.A.3., the
recent 4th Circuit case, Reno, confirmed that the will of a decedent
cannot apportion estate taxes against tenancy by the entirety property.
Creditors of one tenant may not obtain satisfaction from the entireties
property in the hands of the surviving tenant by the entirety.

i Mortgages on Real Estate.

1. Recourse. Recourse mortgages may be paid by the executor.
Owen v. Lee, 185 Va. 160 (1946).

2. Nonrecourse. Nonrecourse mortgages may not be paid by the
executor unless he is specifically directed to do so in the will.

3. Joint. If the liability is joint and several with a deceased joint tenant,

a creditor can look to the personal representative for part or full
payment.
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Real Estate as a Source for Payment of Unsecured Debts. Real estate

may be subject to the payment of debts. Virginia Code " 64.1-181.
However, the personal estate is the primary source of payment. Virginia
Code " 64.1-155. If the executor deems it necessary to charge real
estate for debts, he may bring a suit in equity. Virginia Code " 64.1-
185. Any transfer of the real estate by an heir or devisee within one
year of the decedent's death is not valid against the creditors of the
decedent. Virginia Code " 64.1-183. For that reason, such real estate
will not be insurable by a purchaser within that period unless the title
insurance company holds the proceeds of sale in escrow and subject to
creditors' claims for the one year period.

Settlors' Creditors' Rights Against Revocable Trusts. The rights of

creditors of deceased revocable trust settlors are uncertain in many
states. See Clifton B. Kruse, Jr., Revocable Trusts: Creditors' Rights
After Settlor-Debtor's Death, 7 Prob. & Prop. 40 (Nov/Dec 1993).
However, it is generally recognized that a settlor's transferring his
resources into a revocable trust should not impair the rights of the
deceased settlor's creditors. See State Street Bank and Trust Co. v.
Reiser, 389 N.E.2d 768, 771 (Mass. App. Ct. 1979). Statutory
developments likely will clarify such creditors' rights against revocable
trust assets.

T. THE INTERNAL REVENUE SERVICE AS A CREDITOR.

a.

Assessment.

General. The I.R.S. may not initiate collection action against a taxpayer

until (1) the tax has been assessed, (2) the I.R.S. has given notice and
made demand for payment of the tax, and (3) the taxpayer has refused
to pay the tax. Sections 6303 and 6331 of the Code. See
ADevelopments in Taxpayer Protection from IRS Pre-Collection
Actions,” by Rosenbers, Hammer and Haight, Journal of Asset
Protection, Volume 5, Number 1, September/October 1999.

Assessment Authority. The I.R.S. is authorized to make inquiries,

determinations, and assessments of all taxes which have not been paid.
Section 6201(a) of the Code.

The I.R.S. may immediately assess all taxes disclosed on tax

returns prepared by the taxpayer. Section 6201(a)(1) of the
Code.
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b. The I.R.S. may immediately assess mathematical or clerical errors
appearing on the return and certain overstated credits. Section
6201(a)(3) of the Code.

C. The I.LR.S. may not assess a deficiency determined by the I.R.S.
until the taxpayer has been provided with a notice of deficiency
and an opportunity to file a petition with the Tax Court. Section
6212(a) of the Code.

(1)  After the I.R.S. has conducted an audit of the taxpayer and
determined that tax was understated, the I.R.S. will send a
notice of proposed deficiency to the taxpayer. The notice
of proposed deficiency (i.e., a 30-day letter) offers the
taxpayer 30 days in which to file a protest letter with the
Appeals Office of the I.R.S. If an agreement is reached
with the I.R.S. at the appeals level, and a settlement of the
tax owed is agreed upon, the I.R.S. may assess the tax.

(2) If the taxpayer ignores the 30-day letter or an agreement is
not reached in appeals, the I.R.S. is required to issue a
statutory notice of deficiency (i.e., a 90-day letter) which
grants the taxpayer the option of agreeing with the
deficiency or filing a petition with the Tax Court within the
90-day period. The statutory notice of deficiency must be
sent by either registered or certified mail to the last known
address of the taxpayer. Section 6212(a) of the Code. If
the taxpayer agrees with the deficiency, the I.R.S. may
immediately assess the amount. If the taxpayer ignores
the 90-day letter, the I.R.S. may assess the deficiency at
the end of the 90-day period.

3) If the taxpayer files a petition with the Tax Court and the Tax
Court determines the amount of the deficiency, then the
I.R.S. may immediately assess the entire amount of the
determined deficiency. Section 6215(a) of the Code.

3. Method of Assessment.

a. The I.LR.S. assesses the tax (including assessable penalties) owed
by the taxpayer by recording the liability in a summary record that
contains the identification number of the taxpayer, the character
of the liability assessed, the tax period, and the amount of the
assessment. Section 6203 of the Code.
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b. The date of the assessment is the date the summary record is
signed by an assessment officer. Section 301.6203-1 of the

Regulations.
C. The taxpayer may request a copy of the record of assessment.
Section 6203 of the Code; Section 301.6203-1 of the
Regulations.
4, Notice and Demand for Tax. The I.R.S. must give written notice to the

taxpayer within 60 days after making an assessment of tax stating the
amount of tax owed and demanding payment. Section 6303(a) of the

Code.
b. Offer in Compromise.
1. The I.R.S. is authorized to compromise the amount of the liability in certain

situations. Section 7122 of the Code; Section 301.7122 of the
Regulations. Because an offer in compromise creates a contract
between the taxpayer and the Treasury, the following elements must be
present: the agreement must have a subject matter, the parties must
have legal capacity to contract, there must be mutual assent (i.e., offer
and acceptance), there must be consideration, there must be legal
authority, and the parties must intend to be bound. Furthermore, the
entire process must be in writing. Big Diamond Mills v. U.S., 51 F.2d
721 (8th Cir. 1931).

2. The I.R.S. may only consider offers in compromise which are based on (a)
doubt as to liability, and (b) doubt as to collectibility. The I.R.S. may not
consider hardship, sympathetic or appealing facts, or equity as a basis
for an offering compromise. Opinions of the Attorney General of the
United States, October 24, 1933, and October 2, 1934, O.A.G. 6, 7, XIlI-
2 C.B. 442, 445.

3. The taxpayer is required to reveal the amount and location of his assets to
the I.R.S. on a detailed financial statement. If the I.R.S. rejects the offer
in compromise, it may use the financial statement as a "road map" to
access the taxpayer's assets.

4, The I.R.S. may ask the taxpayer to enter into a collateral agreement
(discussed at C. below) in connection with the offer in compromise.

C. Collateral Agreements.

1. The I.R.S. may, prior to accepting an offer in compromise, require a
taxpayer to enter into a collateral agreement. Section 57(10) 11, et seq.
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of the Internal Revenue Manual. The purpose of a collateral agreement
is to provide the I.R.S. with additional payments out of the taxpayer's
future net cash flow.

2. The collateral agreement is often expressed as a percentage of the
taxpayer's "annual income." Annual income is generally defined as
adjusted gross income increased by bad debt deductions, long term
capital losses, net operating losses, and worthless stock deductions.
"Annual income" may also include nontaxable income.

d. Trust Fund Taxes.

1. General. Employers are required to withhold social security and income
taxes from their employees' wages. Sections 3102 and 3402 of the
Code. These amounts are held in trust for the government. Section
7501(a) of the Code. The I.R.S. must credit the employee for withheld
taxes even if the employer fails to remit the "trust fund"” taxes to the
government. See U.S. v. Huckabee Auto Co., 783 F.2d 1546 (11th Cir.
1986). The I.R.S. may collect taxes from responsible persons (e.g.,
officers of the employer) if the employer fails to remit the withheld taxes.
Section 6672 of the Code.

2. Collection from Responsible Persons. When a corporate employer files a
petition under Chapter 11 of the Bankruptcy Act, it may propose a plan
of repayment for any unpaid taxes over a period not to exceed 6 years.
Section 1129 (a)(9)(C) of the Bankruptcy Code. If the plan is approved,
the I.R.S. may (1) receive the payments over time, including interest or
(2) attempt to collect the trust funds taxes from the responsible persons.
There is no requirement that the I.R.S. first attempt to collect from the
corporation. Itis the I.R.S.'s stated policy to seek collection from
responsible persons whenever trust fund taxes cannot be immediately
collected from the corporation. I.R.S. Policy Statement P-5-60; Section
1218-157 of the Internal Revenue Manual.

e. 1. Tax Lien on "All Property Rights." As soon as the taxpayer neglects to
pay taxes, a lien in favor of the U.S. arises on "all property and rights to
property of a taxpayer.” I.R.C. " " 6321, 6322 and 6331. The tax lien
need not be filed to take priority over the taxpayer and most third party
claimants. Code of Virginia " 55-1142.1-9 provides the proper place for
filing the tax lien against all forms of property in Virginia. If the lien is
validly perfected before the bankruptcy filing, the I.R.S. is entitled to
payment as a judgment creditor, not merely as a priority creditor.

2. Discretionary Trust Rule. If, however, the taxpayer has a beneficial
interest in a trust that is subject to the trustee's discretion, the tax
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collector can reach only what the trustee elects to distribute. First
Northwestern Trust Co. v. Internal Revenue Service, 622 F.2d 387 (8th
Cir. 1980).

In Virginia, tenancy by the entirety property is not subject to an I.R.S. claim or
levy upon one spouse. Moore v. Glotzbach, 188 F.Supp. 267 (E.D. Va. 1960).
See Estate of Reno v. C.I.R., supra, in IX.A.3., supra.

Gifts made before any tax problems arise should not be subject to challenge by
the I.R.S. under fraudulent conveyance laws, i.e., Code of Virginia " " 55-80
and 55-81. Section V., supra,

The exemptions that may be claimed against creditors generally are not
operative against the Government. United States v. Bess, 357 U.S. 51 (1958).
I.R.C. " 6334 sets forth the minimal exemptions permitted. As a result, for
example. ERISA plan assets which are exempt under Patterson v. Shumate,
supra, from claims of other creditors, are subject to claims from the IRS.
" 6334(c).

An I.R.S. levy on a joint bank account for taxes owned by one joint depositor is
effective against the entire account because the taxpayer had an unlimited
right to withdraw from the account. U.S. v. National Bank of Commerce, 472
U.S. 713 (1985).

Regarding life insurance, see Section IX.G.7., supra.
Not discharged in bankruptcy are:

X income or gross receipts tax liabilities arising within three years (from the date
a return was last due to the date of bankruptcy filing): 3-Year Rule. (Recall
that the normal statute of limitations for tax collection is 10 years under
I.R.C. * 6502(a)(1).)

X income or gross receipts tax liabilities assessed within 240 days prior to filing:
240-Day Rule. (This could include tax liabilities arising outside the 3-Year
Rule, but such older taxes could be made dischargeable by waiting out the
240-day period before filing for bankruptcy.)

X withholding taxes for which debtor is liable in any capacity.

X tax due when no return has been filed.
X tax due where a fraudulent return has been filed.

X tax liabilities debtor willfully attempted to evade.
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See 64, Am. Bankr. L.J. Spring 1990 Issue for an excellent explanation of
the ramifications of non-dischargeable taxes in individual bankruptcies.
The Bankruptcy Court has jurisdiction under 11 U.S.C. * 505 to determine
tax matters and to adjudicate tax liability unless the liability has been
adjudicated by another court of competent jurisdiction. The I.R.S. may not
levy under I.LR.C. " " 6331 or 6332 during the pendency of a bankruptcy
proceeding.

l. In In re Abernathy, 1993 Bankr. LEXIS 238, 93-1 U.S. Tax Cas. (CCH) P.
50108 (Bankr. N.D. lll. 1993) a U.S. bankruptcy court granted a couple's
motion for summary judgment in their request for attorney's fees, finding
that the I.R.S. behavior in continuously attempting to collect discharged
taxes was outrageous and completely unjustified. The court likened the
I.R.S. to a "rogue elephant.”

X. BRIEF SUMMARY OF TAX TREATMENT
OF A TYPICAL ASSET PROTECTION TRUST

A. Typical Design.

For purposes of this discussion | assume that the typical design of an
asset protection trust is an irrevocable discretionary trust established by a U.S.
citizen or resident alien settlor in a jurisdiction whose law recognizes Aself-
settled@ spendthrift trusts (i.e., for the benefit, inter alia, of the settlor), under and
subject to the laws of that jurisdiction, with an institutional trustee which will have
authority to make most substantial decisions. (There is an alternative scenario,
not infrequently used, especially by non-resident aliens: the offshore bank serves
as settlor and trustee. The name of the real settlor and principal beneficiary may
appear nowhere in the body of the trust for extreme confidentiality.) The
beneficiaries of the trust will include beneficiaries who are citizens of or resident
in the U.S., i.e., members of the settlor=s family, including the settlor. (However,
in this practice area a U.S. lawyer may be asked by a non-resident alien to
establish such a trust, and in this case the trust may be established in a U.S.
asset protection jurisdiction or offshore. If such a trust for a non-resident alien is
established offshore, there will be no U.S. nexis at all unless trust funds are
invested in the U.S. Wealthy foreigners may come to U.S. lawyers simply
because the U.S. has a reputation for producing sophisticated, scrupulous trust
lawyers. Unless there are U.S. investments such an engagement raises no U.S.
tax issues.) The trust will frequently hold its assets in an offshore LLC or
corporation owned and controlled by the trust, maybe established in the
jurisdiction in which the trust is established. In turn that LLC or corporation will
often create subsidiary LLCs to hold assets in any other jurisdiction in which trust
assets are located, e.g., London or Zurich, Singapore or Wilmington.
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B. Income Tax Treatment.

If the trust is established offshore (AOAPT@ -- offshore asset protection
trust), because the trust is designed so that no U.S. court will exercise primary
jurisdiction over the administration of the trust, and because U.S. trustees do not
have authority to control all substantial decisions of that trust (which are reserved
to offshore trustees), the trust will be considered a Aforeign@ trust for U.S. tax
purposes. Code Section 7701(a)(30)(E) and (31)(B).

If the foreign trust will have U.S. beneficiaries, under Code * 679 the trust
is treated as a grantor trust. All income is taxed to the grantor.

If the trust is established in the U.S. (ADAPT@ -- domestic asset protection
trust) in a jurisdiction which recognizes asset protection trusts, such as Delaware
or Alaska, it will normally be designed to be Adefective@ for income tax purposes,
i.e., a grantor trust under Code "~ 671-678. Here again all income will be taxed
currently to the settlor.

C. Tax Reporting Requirements of an Offshore Trust.

The creation and continued existence of an offshore trust must be
reported to the IRS on Form 3520 within 2-1/2 months of the end of the first trust
tax year (normally by March 15, as grantor trusts share the calendar year of
settlors) following --

the creation of the trust;

the funding of the trust during settlor=s life or at settlor=s death;

the death of the settlor;

the immigration to the U.S. of a person who transferred property to a
foreign trust within five years of establishing U.S. residency.

oIl

The trust must file an annual return/accounting on Form 3520-A within 3-
1/2 months of the end of each trust tax year (normally by April 15).
NOTE: the difference between the dates represents a trap for the unwary, who
may assume April 15 is the deadline for both filings.

| really want to emphasize that very substantial penalties are imposed for
failure to comply with the tax reporting requirements. NOTE -- this is unusual,
even unprecedented in the tax law for large penalties to be imposed without
respect to whether tax is due.

D. Estate Tax Treatment.
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XI.

Because asset protection trusts, domestic and offshore, are typically
designed under the estate and gift tax law so that transfers to such trusts will not
be completed gifts (the settlor will retain a power, such as the power with the
consent of the Protector to name new beneficiaries or a special testamentary
power of appointment), assets held in asset protection trusts are typically
included in the taxable gross estate of the U.S. settlor at death, and the assets
held in the trust at that time will receive a tax-free step up in basis. Therefore,
normal U.S. testamentary estate tax planning will be included in an OAPT and
DAPT for a U.S. settlor: (1) bypass trust planning to shelter the applicable credit
amount; (2) marital deduction planning; and (3) generation-skipping transfer tax
(GST) planning. The dispositive provisions effective at the settlor=s death will
look like those in a typical revocable trust in the U.S.

E. 2004 Article and June 2007 and 2008 ALI-ABA Programs.

The July 2004 issue of Trusts and Estates contains a helpful article by
Alexander A. Bove, Jr., ADrafting Offshore Trusts.@ Also see ALI-ABA=s
program materials for the Asset Protection Planning Update, a teleconference
broadcast June 26, 2007, which contain a number of relevant and useful articles
relating to Domestic and Offshore Asset Protection Trusts, and Duncan
Osborne’s superb and comprehensive outline on “Planning for Asset Protection”
at the ALI-ABA Program on Estate Planning In Depth presented at Madison,
Wisconsin June 19, 2008.

SUMMARY

There is no tax Aangle@ when a U.S. citizen or resident establishes a
typical asset protection trust. Its income is included in the Settlor=s taxable
income; its assets are included in the Settlor=s gross taxable estate. Such a
transaction is tax neutral. The 2009 crackdown by the IRS on tax fraud through
undisclosed offshore accounts, and particularly the attack on UBS leading to a
settlement in which the names of more than 4,000 U.S. taxpayers holding non-
compliant accounts in Switzerland are supposed to be disclosed, highlight the
increased enforcement of offshore tax fraud that may be anticipated by the
Obama administration.

SELECTING A SITUS FOR THE FOREIGN ASSET PROTECTION TRUST --
ISSUES OTHER THAN ASSET PROTECTION

A number of factors must be considered in selecting the situs for a foreign trust,
which is frankly more of an art than a science.

A. Developed and Favorable Trust Law.
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To belabor the obvious, it is impossible to establish a foreign trust in a
nation which does not recognize the concept of a trust, which is a creature of
British common law. Most civil law countries -- most countries in which English is
not the official language -- do not recognize trusts as legal entities. This includes
almost all of South and Central America, non-English speaking Europe, most of
Asia and Africa. While some civil law countries have adopted the trust concept
by statute, e.q., Liechtenstein which has “issues,” one should not necessarily
equate the mere statutory adoption of the common law concept of a trust with the
existence of a mature and developed law of trusts. Even if a prospective situs
nation has a well-developed law of trusts, it is necessary to examine those
aspects of its trust law that may be particularly important to the ease of
management and the financial success of a trust with U.S. beneficiaries. Asset
preservation issues will be discussed below. Even countries with strong common
law ties may differ with respect to their perpetuities and accumulation rules,
which may determine the trust's ability to establish a desired sequence of
interests or to make the accumulations necessary for the financial success of the
trust.

B. Burden of Taxes and Administrative Costs.

It is important to examine the tax burden of the prospective situs
jurisdiction of the foreign trust. Of course, no general statement may be made
with respect to the taxation of foreign trusts by the many jurisdictions around the
world which recognize some version of a trust. For purposes of this section,
which emphasizes foreign trusts which are grantor trusts for U.S. income tax
purposes and therefore subject to income tax in the U.S., it should be sufficient to
observe that the only attractive foreign jurisdictions to U.S. grantors will be the
so-called "tax havens" which impose no material taxes on such trusts. In this
sense Delaware is a tax haven; it imposes no trust income tax. In examining the
local taxes, one should be aware that foreign jurisdiction may impose taxes, such
as documentary or stamp taxes, which are unusual from the perspective of the
U.S. practitioner. For example, until recently Bermuda imposed a stamp tax at
the rate of 1/10 of 1% not to exceed $4,000.00 for any additions to trust principal,
which was not insignificant. Normally, such taxes will be relatively nominal.

Typically a U.S. grantor will select an institutional foreign trustee, and the
prospective institutional trustee's fees for establishing and maintaining the trust
should be reviewed. The Trustee may charge a Aset-up@ fee, pass through legal
fees from its outside Counsel to review a draft trust and charge the annual
trustee=s fee in advance. If there is an outside investment manager, that fee will
be in addition.

Unless U.S. counsel either has experience with drafting documents in the
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foreign jurisdiction or is comfortable reviewing, revising and editing sample
documents that the foreign fiduciary provides, it may be necessary to incur the
costs of engaging local counsel (possibly in addition to paying the bank trustee=s
counsel) for assistance on behalf of the U.S. grantor and his counsel.

C. Currency and Controls/U.S. Affiliates.

Careful consideration should always be given to the selection of the
currency in which the trust will hold its assets and pay its expenses. Currency
stability is important. The adoption of the Aeuro@ as the currency of the
European economic community is an additional issue which must be considered.

If the trust will have U.S. beneficiaries, consideration must be given to the
complicated rules adopted under the Tax Reform Act of 1986 for determining
gains and losses on transactions involving foreign currency.

Some countries impose significant restrictions on the investment of U.S.
dollars within the country. Other nations may impose restrictions on currency
withdrawals, which could limit payments to U.S. beneficiaries or the repatriation
of trust assets.

If the trust is established in Europe, e.g. in Gibraltar, the Isle of Man, the
Channel Islands of Guernsey or Jersey, or in Liechtenstein, will the investments
be denominated in euros rather than in dollars?

Consider also that in 1989, a New York state court froze the account of a
European bank at its New York correspondent (Goldman v. Goldman, New York
Supreme Court, unreported decision). The foreign bank held an account in the
name of a U.S. customer at its foreign headquarters. A third party who had
brought a claim against such customer was able to successfully argue that since
the customer=s account was denominated in U.S. dollars, the depository bank=s
dollar funds held by its New York correspondent should be frozen until they were
turned over to the U.S. state court in which the claim against the bank=s
customer was pending. Even though the petition for the injunctive order was
made on an ex parte basis, and even though the underlying claim had not been
reduced to judgment or even tried in court, the New York court granted the
request. Because an appeal of the court=s order would have taken several
months, the plaintiff, whose claim was later determined in the underlying action to
be wholly without merit, was able to achieve the upper hand in negotiating a
settlement, and this probably wrong court decision ultimately cost the
defendant/depositor millions of dollars.

Though most U.S. lawyers who review this case are in general agreement
that the New York court=s action described above was beyond the scope of
applicable law and would have been overturned on appeal, this fact would
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provide cold comfort to the individual whose assets were improperly frozen. The
case is illustrative of the belief of segments of the U.S. judiciary as to the
extraterritorial reach of their judicial powers. Thus, the prudent planner would be
wise to consider avoiding trustees and depository institutions with U.S.
subsidiaries, branches or other affiliates, at least beginning with any point in time
that the first hint of Atrouble@ in the form of a potential claim looms on the
horizon. As the case described above demonstrates, it may even be prudent to
avoid holding deposits in U.S. dollars.

D. Investment Media.

Related to the question of currency is the question of investment media for
the foreign trust. On the one hand, the foreign trustee may maintain a general
account with a New York institution through which the assets of numerous
foreign trusts which it administers may be invested in publicly-traded American
securities. (See the author's article, No U.S. Connections Allowed with an
Offshore Trust? Wrong! Use Onshore Contacts, Journal of Asset Protection,
Vol. 1, No. 5, May/June 1996, Exhibit 4) More typically, the offshore trustee may
use an intermediary institution to hold assets on its behalf in the U.S., e.g., an
offshore corporation and/or a U.S. LLC, e.g., a Bahamian Trust establishes a
Bahamian IBC (International Business Corporation) which establishes a
subsidiary U.S. LLC. On the other hand, in view of the global approach more
and more Americans are taking to securities investment, it might make sense to
take advantage of the foreign trustee's experience in foreign securities markets to
invest at least some of the trust's assets offshore. In that case the intermediary
entity owned by the trust will establish the investment account in London, Zurich,
or Honk Kong. Large foreign trust institutions may have more experience in
investing in European Community and Pacific Rim securities and exchanges than
their American counterparts, and consideration should be given to using that
expertise. The grantor may rely on the foreign institutional trustee for investment
management, and some such institutions have performance records comparable
to the best U.S. trust companies and investment managers. This approach has
the additional virtue of providing a non-creditor-avoidance business purpose,
which, in turn, will be useful in defeating a fraudulent conveyance claim. Or the
grantor may direct or request that the foreign trustee engage the services of a
U.S. or offshore investment manager trusted by the grantor for investment
choices. The typical offshore institution is very comfortable with either
arrangement, and may have a bifurcated fee schedule depending on the scope
of responsibilities it will be asked to assume. This is a difficult concept to grasp
because the typical U.S. trust company will generally insist on managing the
assets. But the growing popularity of open architecture in U.S. trust companies is
a step in this direction. Where the client has a need to preserve U.S. real estate
from prospective future creditors, the foreign trust may hold title to the property,
or more likely hold a 99% limited partnership interest in the property, with the
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grantor holding the 1% general partnership interest and thereby retaining
management control. Or the foreign trust bank may loan the Settlor the equity in
the U.S. real estate, taking a deed of trust or mortgage on the U.S. property. The
Settlor will then reinvest the equity removed in the OAPT, perhaps putting the
cash right back into the bank trustee in the form of a C.D. issued by the trustee
bank held by the trust. Large international financial institutions will be much more
comfortable holding in trust only liquid investment assets. It may be difficult to
persuade such established institutions to hold such exotic assets as limited
partnership interests in partnerships holding U.S. real estate, at least unless it is
also holding substantial liquid investment assets. Whenever the foreign trustee
is asked to hold exotic or illiquid assets, the trustee=s fees with respect to such
assets must be explicitly addressed in advance. Smaller boutique trust
companies may be more likely to be willing to hold illiquid interests such as
partnerships.

E. Stability/Reputation.

In a world of political, economic and social instability, the stability of the
situs nation is an important factor. Consider that Lebanon and Panama were
once known as investment havens for their favorable tax and non-tax laws.
Today jurisdictions like Bermuda, The Bahamas, the Cayman Islands, Gibraltar,
the Isle of Man and Jersey and Guernsey in the Channel Islands exemplify the
desired stability. The Cook Islands and Liechtenstein will be seen by some to
have a somewhat “shady” reputation.

F. Availability of Competent Trustees.

The financial success of any trust depends in large part upon the
competence of the trustee chosen. This may be particularly true in the case of
foreign trusts because of the general desire to direct trust investments towards
growth at the expense of current income and because of the risk that injudicious
actions of a trustee could cause the trust to become a U.S. trust. Obviously
consideration should be given to the age and general reputation of the institution
in the financial and legal communities, the amount of assets the institution has
under management and the institution's historic performance. Coutts &
Company, the world=s oldest trust company, Queen Elizabeth=s trust company,
was founded in the 1780's. Southpac Trust Company in the Cook Islands has
not been around quite that long. Caribbean and other offshore law firms often
have their own trust companies and most typically those “captive” trust
companies will use outside investment managers. A listing of selected trust
companies and trust counsel in seven jurisdictions with asset protection trust
statutes is found in Part Il of this Outline. Sometimes a large institution, such as
Swiss-based HSBC, or France-based SG Hambros, which recently bought 10%
of Rockefeller Trust Company in New York City, or Swiss-based EFG Bank, will
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have small outposts in jurisdictions known for favorable law regarding asset
protection trusts, such as The Cook Islands. The sophistication of the home
office may reassure potential customers anxious about the meager local
presence.

G. Changing Situs, Governing Law, Institutional Trustee,
Force Majeure Clause.

For various reasons, it may become desirable or necessary to change the
situs and/or governing law and/or Trustee of a foreign trust -- e.g., to avoid
deteriorating political stability or unfavorable legal developments -- by moving it
to another country or repatriating it to the U.S. Therefore it is important to avoid
being locked into any jurisdiction or governing law (or any trustee for that matter).
The possible need for a future change of situs raises a number of tax and non-
tax issues that should be considered in drafting the trust instrument and before
making any such change. It has been previously noted that civil, economic and
political stability should be considered in selecting the initial situs for a foreign
trust. However, there is always the possibility that problems may arise in the
future that would make the host country an undesirable situs for the trust. This
possibility makes it important that the trust be able to alter its situs when
necessary. Absent such a provision, known as a force majeure clause when it
applies to dramatic unforeseen events such as political revolution or a
devastating hurricane wiping out the banking infrastructure, the beneficiaries and
trustee would always face the latent threat of unexpected developments such as
an attempt to seize trust investments in the wake of civil disturbances.

Beware of the effect of an automatic flight clause under the U.S. tax rules,
especially as they apply to non-grantor offshore trusts. Care should be taken to
ensure maximum flexibility in the change of jurisdiction/change of trustee clause
because of the potentially adverse income tax consequences in the event of an
injudicious change in the situs of a foreign trust. The trust instrument should
expressly permit a change to another offshore situs for the trust either by the
trustee, with or without requiring the trustee's resignation, or by a "trust protector
named in the instrument. The instrument should also permit the trust's situs to
be shifted to the U.S., but only if the trustee finds compelling reasons for such a
change. The trust instrument might enumerate the factors that should be
considered in determining whether to change the situs of the trust.

A trust's transfer to the U.S. may give rise to significant U.S. income,
estate and gift tax consequences. Again this issue particularly applies to non-
grantor offshore trusts. Generally the tax consequences of repatriation of a
foreign trust depend on the form of domestication and how the I.R.S. or the
courts view the transaction.
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There are three methods for relocating a foreign trust.

(1) The trust can be liquidated, its assets distributed to the
beneficiaries, and a new trust established in another jurisdiction.

(2)  The trust may establish a subsidiary entity in another

jurisdiction and transfer all or some portion of its assets to the subsidiary. This is
sometimes accomplished by granting the transferee entity a protective option to
acquire the assets of the foreign trust under certain circumstances.

(3)  Another trustee may be appointed for the trust in a different
country and the administration of the trust shifted to that new country with a wire
transfer of title to securities.

Normally the Trust Protector in an asset protection trust is given the
authority to —
» change trustees
* change jurisdictions
» change governing law.

H. Consider the Impact of OECD, FATF, FSC on Choice of Jurisdiction.

Anti-tax haven initiatives emanating from the Organization for Economic
Cooperation and Development (OECD) and the Financial Action Task Force (FATF)
must bear on a practitioner’s advice to his client on choice of jurisdiction within which to
establish an asset protection trust. Issues relating to the matters may also bear on the
practitioner’s evaluation of the motive of his client under the “know-your-client”
principles that should guide even careful practitioners in this area.

The OECD has identified jurisdictions as “tax-havens” and three are particularly
“uncooperative tax havens,” Liechtenstein, Andorra and Monaco, and cautious
practitioners should be particularly careful about encouraging a client to engage in any
kind of banking or trust arrangement in these jurisdictions, not the least because these
jurisdictions are red flags in a governmental review or reporting of client accounts.

The FATF seeks to inhibit money laundering, and identifies “Non-Cooperative
Countries and Territories” (ANCCTs@) which refuse to comply with its recommended
standards.  Since its first listing of such countries in 2000 and 2001, when 23 NCCTs
were listed, all have through improved practices found themselves removed from the
list. Lately the NCCT evaluation process has been dormant, but it could restart.

For some time the FATF has been working on draft “Guidance for Designated
Legal Professionals on Implementing a Risk-Based Approach” to anti-money
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XIl.

laundering. The merits review by a practitioner consider about the motivations of clients
or prospective clients. Lawyers and accountants and others are characterized in these
guidelines as “Gatekeepers.”

The FATF in 2006 released a report on the “Misuse of Corporate Vehicles,
Including Trust and Company Service Providers” which is worth reviewing by the
scrupulous practitioner.

While Senator in 2007, Barack Obama introduced the Stop Tax-Haven Abuse
Act, and his Treasury Department has clearly followed up on the initiative with its pursuit
of disclosure from and recent settlement with UBS regarding offshore accounts of U.S.
taxpayers. It is clear that one way this administration plans to close the huge budget
deficit is to crack down on tax avoidance by U.S. taxpayers using offshore trusts,
corporations, foundations, etc., and much closer scrutiny of offshore arrangements by
American taxpayers may be expected in the future.

The OECD maintains a “grey list” of countries that have committed to meet
OECD standards on tax information sharing but have not fully implemented the rules.
There is a supposed March 2010 deadline. About thirty (30) countries remain on the
list, including Switzerland. Most recently, in August of this year, the British Virgin
Islands and Cayman Islands qualified to be removed from “The Grey List.”

l. Choose a Jurisdiction Which Really Exists. What about the Dominion of
Melchizedek? The Dutchy of Grand Fenwick? Cyber jurisdiction existing only as
underwater reefs in the South Pacific? | don=t think so. See article in Exhibit 5,
“The Ruse that Roared,” by Richard Leiby and James Lileks, reprinted from The
Washington Post.

ADVANTAGES OF FOREIGN ASSET PROTECTION TRUSTS
OVER U.S. TRUSTS ESTABLISHED UNDER GENERAL U.S.
TRUST LAW

A. Advantages Of Foreign Asset Preservation Trusts

(1) Characteristics of Favorable Asset Preservation Jurisdictions.

A person concerned about potential future claims or
creditors may arrange to transfer or establish the situs for some of
his or her assets in another country, for instance through an asset
preservation trust in that jurisdiction. While the location of the
assets and the existence of the trust will be discoverable in a
creditor collections proceeding or in bankruptcy (unless the grantor
is prepared to perjure or expatriate himself or herself -- and under
the 2010 tax law changes expatriation has its own tax
consequences), a state court in which a judgment is awarded
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against the grantor has no jurisdiction to enforce the judgment
against assets in another jurisdiction. And while a federal
bankruptcy court has national jurisdiction, it cannot enforce its
judgments in an overseas jurisdiction. The judgments of U.S.
courts will have to be perfected and enforced, if that is possible, in
the foreign jurisdiction where the assets are located, which will
involve time delay, trouble and expense in the form of local counsel
fees, among others. Although a U.S. court may exercise
jurisdiction over a U.S. grantor, the grantor, having established an
irrevocable discretionary trust with an independent institutional
trustee offshore, will be powerless to regain control of the assets
which he or she has placed in trust. But see the Anderson and
Lawrence cases discussed below.

A favorable foreign asset preservation jurisdiction will have
three particular characteristics: (1) it will not recognize or enforce
U.S. judgments, or it will be reluctant to; (2) it will countenance
spendthrift trusts for the benefit of a grantor; and (3) it will have less
stringent fraudulent conveyance laws than the U.S. Elaborate
summaries of the laws of ten asset protection jurisdictions --
Bahamas, Bermuda, Cayman Islands, Cook Islands, Guernsey,
Jersey, Liechtenstein, Gibraltar, the Isle of Man and Nevis -- and
comparisons of their virtues are found in Exhibit A (courtesy of
Duncan and Mark Osborne) of this Outline. It is virtually impossible
to stay current on the laws of multiple offshore jurisdictions, or even
one, because these laws are constantly evolving and changing to
seek competitive advantage over rival jurisdictions. So you really
need to rely on local counsel for the current state of the law.

To further assist you Exhibit C is a listing of what |
understand to be competent and honest and sophisticated lawyers
and trust companies in certain offshore jurisdictions.

(@) An Asset Preservation Jurisdiction Does Not Recognize or
Enforce U.S. Judgments, or Is Reluctant To.

The courts of many foreign jurisdictions recognize
U.S. judgments obtained by U.S. creditors against U.S.
debtors and, as a matter of comity, will permit such
judgments to be filed, recorded and enforced against assets
of the U.S. debtor located in the foreign jurisdiction. In such
a jurisdiction the U.S. creditor will not have to prove his case
again in the foreign jurisdiction. The only action necessary
in such a foreign court is, in effect, a collection action on
debt which is deemed by the foreign court to have been
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finally established. Assets held by a U.S. debtor in his own
name in such a foreign jurisdiction may be seized by the
U.S. creditor if it succeeds in the prosecution of the
collection action, which should not be difficult. Normally the
creditor's biggest problem will be locating the foreign assets,
not obtaining the foreign court order to seize them.

Examples of such a jurisdiction are Bermuda, The
Bahamas, the Cayman Islands, which recognizes U.S.
judgments but requires a local action to enforce them. The
creditor will, however, have to raise any claim to the assets
in a trust sitused in such jurisdiction in the courts of such
jurisdiction. For instance, if the creditor wants the trustee to
disburse assets to the creditor, and the trustee refuses --
e.g., because the trust is an irrevocable discretionary
spendthrift trust -- or if the creditor argues that assets in the
trust were transferred to the trustee in fraud of such
creditor's rights, the creditor will have to file suit against the
trust or trustee in the court of the host jurisdiction. The host
jurisdiction will apply its own trust law -- e.g., regarding the
effectiveness of a spendthrift trust held for the benefit of the
grantor and the use of a trust protector to delete the grantor
from the class of permissible beneficiaries of the trust -- and
its own law of fraudulent conveyance and its own burden of
proof. But it should be recognized that jurisdictions that
theoretically will enforce foreign judgments may in practice
be reluctant or slow to do so and reluctant to let foreign
creditors successfully attack trusts in their jurisdictions.
Judges in the Bahamas want their grandchildren to be trust
bankers, not cabana boys and waitresses.

In certain other jurisdictions, like Cook Islands, Nevis
and Colorado, the local courts by law will not recognize
foreign judgments in general, so that a judgment obtained in
a U.S. court against a U.S. debtor has no legal consequence
in such jurisdictions. In such jurisdictions there would have
to be two legal proceedings, one to prove the Settlor of the
trust had a liability to the creditor, and a second to prove that
the transfer to the trust was a fraud on the creditor under
local law, so that the creditor should have access to trust
assets to satisfy the liability. If the U.S. debtor (or a trust
established by the debtor) has assets in the foreign
jurisdiction which the U.S. creditor wants to attach, the
creditor must bring the entire principal case de novo in the
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courts of the foreign jurisdiction. In other words, the creditor
must engage local counsel, file suit on the merits, bring
evidence and witnesses to the foreign jurisdiction, and deal
with the procedural rules and substantive laws of the foreign
jurisdiction, for instance as to causes of action and burden of
proof, possibly deal with a foreign language and unfamiliar
legal system, which may make it much more difficult to
obtain the desired judgment against the debtor than it was or
would have been in the U.S. This burden is in addition to
whatever further problems the creditor will have in collecting
on the judgment against assets in the foreign jurisdiction in
the event he is able to obtain a favorable judgment from the
foreign court on his underlying theory of claim.

Bringing the cause of action in a foreign jurisdiction
obviously presents a daunting financial burden. In addition
to other difficulties, there may be language barriers, concern
over hostile judicial attitudes to foreign plaintiffs, and an
exotic -- i.e., non common law -- legal system. For example,
the Channel Islands, Jersey and Guernsey, to some extent
recognize "Norman" law, which is observed nowhere else in
the world. Liechtenstein is a civil law jurisdiction with
statutory trust law written in a foreign language. In the
Caribbean, a judge may be inclined to discourage foreign
litigants by his desire that his descendants may have the
opportunity to be international bankers rather than waiters,
black jack dealers or lifeguards.

Needless to say, the intimidating burden of having to
bring a cause of action de novo in a foreign jurisdiction may
give the debtor much greater leverage in dealing with the
creditor to avoid the claim altogether or compromise the
claim favorably.

Examples:

Bermuda, The Bahamas, Cayman Islands. While
Bermuda, The Bahamas and Cayman Islands are
hospitable to asset preservation trusts in that they
recognize spendthrift trusts for the benefit of the
grantor and have Asset Preservation Trust ("APT")
laws which impose less strict fraudulent conveyance
standards than the U.S., these jurisdictions do
recognize and will enforce U.S. judgments.
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(b)

Cook Islands, Nevis, Barbados, Belize, Liechtenstein
and Colorado. These jurisdictions do not recognize or
enforce foreign judgments at all. While it is frequently
promoted by Isle of Man financial professionals that
their jurisdiction will not recognize or enforce foreign
judgments, it appears that there is no clear authority
on point. See commentary on that jurisdiction in Part
Il of this Outline.

An Asset Preservation Jurisdiction Countenances Spendthrift
Trusts for the Benefit of the Grantor.

Some foreign jurisdictions, including virtually all
English common law jurisdictions other than the U.S., permit
a grantor to establish a spendthrift trust for a class of
beneficiaries including the grantor which is immune from
claims of the grantor=s future creditors. The formerly
universal public policy of the United States -- Alaska,
Delaware, Rhode Island, Utah, Oklahoma, Missouri,

Nevada and South Dakota are now exceptions -- supported
by statutory and case law, is that a grantor may not establish
a revocable or irrevocable trust of which he is a permissible
beneficiary which is effective to insulate the trust assets from
the grantor/beneficiary's creditors. In Virginia, for example,
with respect to whose law | will allude because it is typical of
most U.S. jurisdictions, a transfer by a grantor to a
"spendthrift” trust of which he is a possible beneficiary is void
vis-a-vis his existing creditors. Code of Va. * 55-19 B. and
C.

0] General U.S. Law/Virginia Law

Putting aside for the moment the states
which have adopted asset protection statutes in the
last few years, including Delaware and Alaska, whose
laws are discussed below, the general rule in the U.S.
(and we will examine Virginia’s law in some detail as
an example of typical state law) if a grantor is a
permissible beneficiary of a trust he created, is that
his creditors may reach the maximum amount the
trust could pay to him or apply for his benefit.
Restatement (Second) of Trusts, * 156(2). This is
true even though the trustee in the exercise of his
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discretion wishes to pay nothing to the grantor or his
creditors and even though the grantor could not
compel the trustee to pay him anything. Vanderbilt
Credit Corp. v. Chase Manhattan Bank, 100 A.2d 544
(1984). See also Virginia Code " * 55-19 A. and C.
The same rule should apply if the grantor procured
the creation of a trust for himself, e.qg., by creating
reciprocal trusts with a family member. Bogert, The_
Law of Trusts and Trustees, * 223 (1979). Similarly,
creditors may reach trust assets which are subject to
a general power of appointment created by the donor
in favor of himself. Restatement (Second) of
Property, Donative Transfers, * 13.3. (1984).
Because it is against public policy to allow a grantor to
create an interest for his own benefit in his own
property that cannot be reached by his own creditors,
it is immaterial whether there is intent to defraud
creditors or not. Petty v. Moores Brook Sanitarium,
10 Va. 815, 67 S.E. 355 (1910); In re O'Brien, 50
Bankr. 67 (Bankr. E.D. Va. 1985). See generally
Scott and Fratcher, The Law of Trusts, * 156 (4th ed.
1987).

Under earlier case law courts generally would
not automatically require a grantor of a revocable trust
for the benefit of persons other than the grantor to
revoke it for the benefit of his creditors or treat the
grantor as the owner of such a revocable trust so his
creditors could reach it. Scott, The Law of Trusts, *
330.12 (3rd ed. 1967). But some recent cases have
recognized the rights of the grantor's creditors to
reach trust assets following the grantor's death where
the grantor held a right of revocation at death. See
State Street Bank & Trust Co. v. Reiser, 389 N.E. 2d
768 (Mass. App. Ct. 1979). And the trend in the law
may be to permit the grantor's creditors to assert
rights against revocable trusts during the grantor's life
on the theory that a power of revocation is a form of
general power of appointment. Restatement
(Second) of Property, Donative Transfers, * 11.1
comment C. (1984).

For the same public policy reasons, if the
grantor of an irrevocable spendthrift trust is also a
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(ii)

beneficiary of that trust, it is ineffective to insulate the
trust assets from the grantor/beneficiary's creditors.
Where a grantor having current creditors makes a
transfer to a spendthrift trust of which he is either sole
beneficiary or one of several beneficiaries, the
transfer is void. Virginia Code " 55-19 B. and C.

If the grantor of an irrevocable trust is a
beneficiary of the trust, his creditors may reach any
amount required to be paid to or for the benefit of the
grantor as well as the maximum amount the trustee,
in the exercise of discretion, could pay to or for the
benefit of the grantor. On the other hand, if the
grantor's rights as beneficiary are clearly secondary
and inferior to those of other beneficiaries, and the
trustee has no current discretionary authority to
distribute to or for the grantor's benefit, it is possible
that courts will not permit post-transfer creditors of the
grantor to assail the trust. Of course, such a creditor
could obtain any trust assets actually distributed to
the grantor.

Foreign Law

In contrast to the general rule in the United
States, some foreign jurisdictions permit a grantor to
establish a spendthrift trust for his own benefit which
is immune from claims of his creditors. Properly
drawn, such a foreign trust may qualify as a U.S. trust
for U.S. tax purposes, as a grantor trust, but as a
foreign trust for other legal purposes.

Foreign Jurisdictions With Favorable Asset Protection

Trust Legislation: Anguilla, Antigua, Bahamas,
Barbados, Belize, Bermuda, Cayman Islands, Cook
Islands, Cyprus, Gibraltar, Labuan, Marshall Islands,
Mauritius, Nevis, Niue, St. Vincent, St. Lucia,
Seychelles, Turks and Caicos Islands. These
jurisdictions recognize the validity of irrevocable
spendthrift trusts of which the grantor is a beneficiary
as a shield from creditors of the grantor who did not
exist and were not contemplated when the trust was
established. The Channel Islands (Jersey &
Guernsey) and the Isle of Man have statutes that

116




permit self-settled spendthrift trusts, and are
sometimes used, but they do not have elaborate
asset protection trust statutes.

(c) An Asset Preservation Jurisdiction Has Less Stringent Fraudulent

Conveyance Law

(i)

(ii)

U.S. Law/Virginia Law of Fraudulent Conveyance

See |V. supra.

Foreign Law of Fraudulent Conveyance.

Modern fraudulent conveyance laws

in English common law jurisdictions, including
Virginia, have their origin in 16th Century England, in
the Statute of 13 Elizabeth (13 Elizabeth. Ch. 5
(1571)). Most common law jurisdictions have adopted
either the Statute of Elizabeth or the concepts
embodied therein. However, while virtually all foreign
jurisdictions (even non-common law) recognize the
concept of fraudulent conveyances as against public
policy and to some extent susceptible to nullification,
the general British common law view of fraudulent
conveyance is broader than the U.S. view, is that a
conveyance may be set aside even if it defrauds only
potential future creditors. (This serves as a
counterpoint to permitting spendthrift trusts for the
grantor.) See Re Butterworth (1882) 19 Ch.D. and
Cadogan v. Cadogan (1977) All E.R. 200. However,
a number of small island jurisdictions take a more
narrow view of what is a fraudulent conveyance than
do U.S. jurisdictions and use certain objective tests to
cut off rights of certain parties alleging fraudulent
conveyance. These jurisdictions have adopted since
1989 asset protection trust statutes.

For example, the law of the Bahamas permits
allegedly defrauded creditors to assail a trust for only
two years after the trust's creation. U.S. statutes of
limitation are generally longer than those in offshore
asset protection trust jurisdictions. It will normally take
a creditor more than two years to find out the debtor
has put any money in a Bahamian trust. The laws of
the Cook Islands in the South Pacific (near New
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Zealand) and Nevis in the Caribbean permit creditors
to allege fraudulent conveyance, but impose a
criminal burden of proof -- beyond a reasonable doubt
(prosecutors of O.J. Simpson for Nicole Simpson’s
murder could not meet this burden)-- on the creditors
to show that the trust was funded or established with
principal intent to defraud that creditor and that the
establishment of or disposition to the trust made the
settlor insolvent or without property by which that
creditor=s claim (if successful) could have been
satisfied. Nevis also requires every creditor initiating
proceedings against a trust to deposit a $25,000 bond
with the Ministry of Finance. Nevis law prohibits
contingency fees and requires all legal proceedings to
be undertaken by counsel licensed in Nevis. Nevis
law is virtually identical to Cook Islands law.
Interestingly SouthPac, one of the best known Cook
Islands Trust Companies, also has a Nevis trust
license and will serve as trustee of a Nevis trust, and
the fees are cheaper than for a Cook Islands trust.
And Nevis is not on any Awatch@ lists. Gibraltar has
adopted legislation encouraging asset preservation
trusts of which the grantor may be a beneficiary, and
permits no challenge after recordation of the fact of
the trust by creditors alleged to have been defrauded
so long as the grantor who established the trust was
not insolvent immediately after the transfer to the
trust.

Asset preservation trusts, whereby the grantor
irrevocably transfers assets to an independent
fiduciary under the laws of the foreign jurisdiction,
may be particularly immune from creditor claims of
fraudulent conveyance. Foreign jurisdictions seek to
establish a hospitable environment for asset
protection trusts with U.S. and other foreign-domiciled
grantors by enacting specific Asset Preservation Trust
("APT") legislation, the principal precepts of which
may include:

1. allowance of recovery by a creditor only if the
creditor's obligation existed at or before the
time of the grantor's absolute disposition in
trust;

2. creation of a malicious intent (to defeat
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creditors) test with respect to the debtor
grantor;

3. elimination of the void ab initio concept with
respect to the insolvent grantor's trust in favor
of a voidable concept;

4. preservation of the rights of trustees and non-
collusive beneficiaries to costs and benefits
enjoyed in advance of a set-aside; provided, in
the case of the trustee, that it acted prudently
in establishing the solvency of the grantor; and

5. limitation of any set-aside to the amount of the
debtor's disposition necessary to satisfy the
obligation of the petitioning creditor.

In 1989 the Cook Islands adopted the world's first APT Statute. While it
was apparently drafted by John McFadzien, then of SouthPac Trust (now
practicing law on his own in the Cook Islands), many people believe (although
Mr. McFadzien firmly denies it) with the assistance of or encouragement by Barry
Engel, a prominent attorney of Colorado, specializing in offshore asset protection
planning whom many credit with Ainventing@ this practice in the U.S.
(Incidentally, at one time a substantial portion of Barry Engel=s firm=s practice
evolved into helping creditors attack offshore arrangements and eventually Ron
Rudman left his firm, presumably recognizing the impossible conflict, to establish
his own law firm specializing in representing creditors attack offshore trust
arrangements.) Since the Cook Islands first exploited the growing market for
asset preservation spurred by the impact of U.S. recession and the U. S. tort
award explosion, a number of foreign jurisdictions have adopted statutory
schemes particularly tailored for asset preservation. Some are rather broad,
others rather narrow. There are now more than 60 offshore jurisdictions which
have adopted some sort of asset protection trust statute.

Examples: Cayman Islands, Bahamas, Bermuda, Gibraltar, Turks and
Caicos Islands, Belize, Cyprus, Labuan, Nevis and Mauritius.

Numerous other jurisdictions are considering such legislation.

SUMMARY: The evaluation of the attractiveness of a situs as an asset
preservation jurisdiction must take into account not only the existence of the
three factors discussed above and whether, and to what extent, the jurisdiction
has asset preservation trust legislation. One must also consider the general
factors which make an offshore jurisdiction an attractive trust situs discussed in
Section Il. above. For instance, the Channel Islands, Jersey and Guernsey, have
many general virtues as a situs for an asset protection trust, but the Channel
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Islands do not have an asset protection trust statute. Perhaps perversely, some
practitioners like to establish asset protection trusts in the Channel Islands for
just that reason. If challenged, they are in a position to argue that they had no
intent to defraud creditors, and as proof of their clean heart note that they could
have established the trust in a jurisdiction with an asset protection trust statute,
but chose not to. And specific consideration must be given to the type of liability
sought to be avoided and the contemplated means of avoidance.

A February 6, 2006 article in the Wall Street Journal highlighted
Singapore=s almost overnight move into the stratosphere of offshore tax and
trust havens, now being Credit Suisse=s largest private banking center after
Switzerland. Singapore serves as a tax haven for both Europeans fleeing the
stricter tax regimes imposed by the EU and Asia=s booming economy and
demand for private banking services. In December 2004 Singapore adopted new
trust laws permitting the avoidance of forced heirship regimes in other countries,
such as EU jurisdictions. By 2004 over $50 billion was held in Singapore Trusts.

See ASwiss Fight Against Tax Cheats Aids Singapore=s Banking Quest.@

Choose the jurisdiction considering the type of creditor sought to be
avoided. For example, if avoidance of a forced heirship statute in the domiciliary
jurisdiction is the motive, and assets are to be moved offshore for sophisticated
management, Barbados, Bermuda or Jersey may be suitable. If the creditor to
be avoided is a malpractice plaintiff and the asset to be preserved is a U.S. office
building, the best strategy may be to put the office building into a U.S. family
limited partnership with the grantor/debtor being a one percent (1%) general
partner with management authority and a Cook Islands Trust having the ninety-
nine percent (99%) limited partnership interest. Or pledge the U.S. real estate as
collateral for a loan from the offshore bank trustee, and invest the borrowed
capital in the offshore trust. An entrepreneur who has sold a business and has no
current liabilities but wishes to protect himself from a "buyer's
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regret” lawsuit may want to put the proceeds of sale into a Bahamian or Gibraltar
Trust.

Characteristics of the asset protection trust statutes of 10 offshore
jurisdictions — Bahamas, Bermuda, Cayman Islands, Cook Islands, Gibraltar,
Guernsey, Isle of Man, Jersey, Liechtenstein and Nevis — are summarized in
detail in Exhibit A to this outline, which was prepared by Duncan E. Osborne and
Mark E. Osborne and published as part of their handout for the program for ALI-
ABA of April 26, 2010 in New York City, “Asset Protection: Trust Planning.” and is
published with their consent. The full outline is available from ALI-ABA. The
author of this outline gratefully expresses his appreciation to them for permitting
him to use these materials.

Please see also AAsset Protection and Jurisdiction Selection.@ by Duncan
E. Osborne, 33rd Heckerline Institute on Estate Planning.

To reiterate, the selection of the “right” offshore jurisdiction in which to
establish an asset protection trust in a given set of circumstances is an art, not a
science. In practice, US professionals typically get comfortable with two or three
jurisdictions, perhaps with different virtues, with their laws, their lawyers, their
banks and trust companies, and use and re-use those jurisdictions, lawyers and
banks, over and over. This pattern of usage is subject, however, to the point
made above: the need to vary the jurisdiction based on the type of creditor being
avoided.

NOTE: An Isle of Man lawyer predicted at a June 2009 conference that
no more that twelve (12) offshore international financial centers will survive the
current crackdown by the OECD and European and American governments. He
predicted many weaker offshore jurisdictions may not survive as viable financial
centers. So pick a jurisdiction you believe is strong enough to survive. The
current economic crisis has empowered wealthy nations to accuse tax haven
jurisdictions of undermining global financial transparency and stability
(notwithstanding any evidence of a casual connection).

B. How a Settlor Retains Elements of Control Over a Foreign
Asset Protection Trust.

Common sense tells us that no settlor of an offshore trust is going to
completely give up control of that trust and the property in it. There are two
principal mechanisms whereby the settlor maintains “control” over assets in an
offshore asset protection trust.

(1)  Letter of Wishes.

The Settlor or the Settlor=s attorney will typically give the trustee of
the Foreign asset protection trust a non-binding precatory letter of wishes

121



which might crudely be paraphrased as follows:
ADear Trustee:

While of course the trust which | have established is
irrevocable and may not be amended or revoked by me, and
recognizing, of course, that you have complete unfettered
discretion to accumulate or distribute income or principal from time
to time, and if you distribute it, you may or may not distribute any to
me, nevertheless | thought you might find it helpful if | expressed to
you in writing some thoughts | had on how you might administer the
trust. Of course, my suggestions are precatory only, as you may do

as you wish.

a. Under no circumstances should you give a dollar to
any alleged creditor of mine;

b. If I do not have creditor problems, please give me
whatever | want when | ask;

C. If I have creditor problems, give me nothing, but
provide for me and my family and pay our expenses.

d. | may send you a new letter of wishes from time
to time.@

An example of an actual Letter of Wishes is attached as Exhibit 6. Alexander A.
Bove, Jr. recently authored a useful article, “The Letter of Wishes: Can We
Influence Discretion in Discretionary Trusts?” published in the ACTEC Journal
Volume 35, No. 1, Summer 2009.

To Americans and American lawyers obsessed with enforceable contract
rights, reliance on a precatory letter of wishes seems “loosey-goosey,” but
offshore bankers have a strong tradition of scrupulously honoring letters of
wishes and their business is built on trust that they will do so.

(2)  Trust Protector.

The Settlor will typically appoint in the document a trust protector
with absolute authority to change trustees, change jurisdictions, and
change governing trust law. Bluntly, if the trustee does not do what the
Settlor wants, e.q., if the trustee fails to follow the letter of wishes, the
Settlor will whisper in the protector=s ear, and, lo and behold, a new
trustee will be appointed. If a creditor claim arises in the U.S., it is
probably best if the Protector is not in the U.S. so the trust should contain
a mechanism to replace the U.S. Protector and appoint one offshore in the
event a U.S. claim looms on the horizon.

3) Family Limited Partnership (AFLP@) of Which Settlor is
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(4)

(5)

(6)

Managing Partner.

The Settlor may establish a FLP (or FLLP or FLLC) to hold assets,
retaining the 1% managing general partner=s interest and all authority
over the partnership and conveying to the foreign asset protection trust the
99% limited partnership interest. The Settlor then may convey to the FLP
real estate, tangibles, cash, securities, etc.

If creditor problems loom on the horizon, the Settlor may first of all
have normal creditor protection benefits of a partnership under U.S. law,
i.e., a creditor=s only remedy is a charging order, creditor gets partnership
K-1 for partnership income interests with respect to which he has a
charging order. As a second alternative, the Settlor as general partner will
have authority to liquidate the FLP, leaving himself with a 1% interest in
partnership assets as tenant in common with the foreign asset protection
trust, which holds the other 99% interest in what had formerly been
partnership assets as tenant in common. The portable assets
representing 99% of what were formerly partnership assets may then be
moved offshore into the direct control of the foreign Trustee. The Settlor
may also resign in favor of a third party as managing general partner.

Retained Powers Authorized by Statute.

As noted below, Delaware and Alaska law expressly authorize
certain powers to be retained by the Settlor without risk of forfeiting the
asset protection features of the trust. Similarly, certain foreign jurisdictions
expressly sanctioning foreign asset protection trusts authorize the Settlor
to retain certain powers. For instance, Cook Islands law provides that a
Settlor of an asset protection trust may retain (a) power to revoke, (b)
power to appoint, (c) power to amend, (d) power to retain a beneficial
interest, (e) power to remove or appoint trustees and trust protectors, (f)
power to direct a trustee or protector on any matter.

Domestic Trustee and Foreign Trustee.

One model has a U.S. Trustee, typically a non-beneficiary
individual, family member, friend or attorney, as Co-Trustee with a Foreign
Trustee, typically an institution, presumably on the assumption that the
U.S. Settlor would appoint someone as U.S. Trustee over whom he felt he
or she had more influence. However, the tax issues raised by having a
U.S. Co-Trustee and the authority of the U.S. Co-Trustee must be
carefully considered.

(a) Selection of Cooperative Trustee/Trust Protector.
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XIIlI.

(7)

Typically in an OAPT the U.S. Settlor appoints a party he
completely trusts, not infrequently his attorney, as Trust Protector with
power to discharge a trustee, move the trust to another jurisdiction, and
hire a new trustee and adjust the law of the new jurisdiction as the
governing law of the trust. If trouble looms in the horizon for the Settlor in
the U.S., the Trust Protector should be outside of the U.S.

See Exhibit 4, No U.S. Connections Allowed With An Offshore
Trust? Wrong! Use Onshore Contacts, by Frederick J. Tansill.

(b) For further control, the settlor may require the trustee to use an
investment manager/asset custodial known to and trusted by the settlor.

Tension Between Protection and Control.

It is worth recalling the truism of asset protection planning: the more
control a Settlor retains, the more vulnerable is the trust to the Settlor=s
creditors. This principle resonates through all of the Abad@ cases cited
below.

Multiple Structures.

To further discourage potential future creditors, multiple foreign asset

protection trusts may be established with different, more and less safe structures,
in different jurisdictions with different laws, with different trustees. AHot@ liability
attracting assets -- Lear Jets, office buildings -- may be segregated from each
other and from liquid investment assets. Trusts may hold as Asubsidiaries@
corporations, LLCs and partnerships established under the same or different
laws than the trust.

COMPARISON OF FOREIGN ASSET PROTECTION TRUST TO TRUSTS
ESTABLISHED UNDER DELAWARE OR ALASKA OR SIMILAR U.S. ASSET
PROTECTION STATUTE

Recent legislation in Alaska and Delaware (1997) and, more recently, in Rhode
Island and Nevada (1999), Utah and Oklahoma (effective 2004), Missouri and South
Dakota (effective 2005), Wyoming (effective July 1, 2007) and Tennessee (effective July
1, 2007), and New Hampshire (2008) has modified two common law rules, the Statute
of Elizabeth (regarding fraudulent conveyance) and the Rule Against Perpetuities.
Undoubtedly more states are coming.

The author recommends David Shaftel’s article in 34 ACTEC Journal 293 (2009)

“Comparison of the Twelve Domestic Asset Protection Statutes Updated Through
November 2008.”

NOTE: With eleven of the fifty states (Sheflet counts one state — Colorado —

124



which other commentators do not) having passed trust statutes encouraging the
protection of assets from prospective future creditors, it would seem to this author that
public policy in the U.S. has shifted, at least slightly, in favor of debtor defendants, who
might expect a more sympathetic hearing from judges than before this trend started in
1997. The author understands that an 11" State has adopted a DAPT Statute effective
1/1/09, and the trend will likely continue.

This trend should also cause lawyers who at one time believed that asset
protection planning was “shady” to ask themselves this question: If 11 state legislatures
and governors representing all areas of the country have effectively encouraged asset
protection planning, how shady can it be? More than 20% of the states have officially
sanctioned asset protection planning as appropriate public policy.

As previously noted, the Statute of Elizabeth (regarding fraudulent conveyance)
is the source of modern fraudulent conveyance rules, and under the rule a creditor of a
settlor of a trust may reach the trust property to the maximum extent that the trustee
may distribute such property to the settlor. Most states limit the term of a trust so that it
cannot continue to exist beyond 21 years after the death of the last individual in a
designated class living at the inception of the trust.

The Alaska Law, effective April 2, 1997, is found in Alaska Statutes
""13.12.205(2)(A); 13.36.035(a)(c); 13.36.045(a)(2); 13.36.310; 13.36.390;
34.27.050(a)(3); 34.40.010.

The Delaware law, effective July 1, 1997, is found in Del. Code, Title 12, * *3570-
3576, amended to repeal "3573(b) retroactively, and Title 25, *503(a). The current
State of Delaware=s asset protection trust statute is summarized and analyzed in detail
in Part Il hereof. Delaware=s legislative history states that the aim of the statute is to
Amaintain Delaware=s role as the most favored jurisdiction for the establishment of
trusts.@ Delaware=s law has been amended (and improved) almost annually to address
areas of concern which have arisen based on experience with the statute.

A very helpful recent article appeared in 30 ACTEC Journal 10 (2004) by David
G. Shaftel, an Alaska practitioner, entitled ADomestic Asset Protection Trusts: Key
Issues and Answers.@ According to Mr. Shaftel=s article a recent informal poll of the
five jurisdictions disclosed that same 1,250 domestic asset protection trusts (DAPTS)
have been established since 1997, 681 in Alaska, 400 in Delaware, 150 in Nevada.
About 2/3 of the Alaska DAPTs were designed for both asset protection planning and
transfer tax minimization purposes, whereas in Delaware apparently 5/6 were designed
for asset protection only. The full results of this survey and much more interesting and
relevant information is found in the outline AEverything You Always Wanted to Know
About Domestic Asset Protection Trusts But Could Never Find Out@ at the 38th
University of Miami Institute on Estate Planning (January 2004). The Shaftel article
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deals very helpfully with such issues as the following:

1. How can a creditor attack a DAPT?

2. Will full faith and credit be given to a judgment entered by a non-DAPT court?

3. Does either Section 2036 or 2038 apply to include a DAPT in the Settlor=s gross
estate?

4. Why don=t we have more legal authority on domestic asset protection trust tax
and asset protection issues?

One purpose of these 11 relatively new domestic statutes is to provide creditor
protection for certain self-settled spendthrift trusts that permit purely discretionary
income and principal distributions to the settlor.

Characteristics of the laws of all 11 U.S. jurisdictions are summarized in detail in
Exhibit B to this outline, which was prepared by Duncan E. Osborne and Mark E.
Osborne and published as part of their handout for the program for ALI-ABA of April 26,
2010 in New York City, “Asset Protection: Trust Planning” and is published with
consent. The full outline is available from ALI-ABA. The author of this outline gratefully
expresses his appreciation to them for permitting him to use these materials.

Wilmington Trust publishes an annually updated book, the latest Delaware Trust
2010 by Richard Nenno which is subtitled “Asset Protection: Domestic and International
Law and Tactics,” which also appears as a chapter in Duncan Osborne’s and Elizabeth
Schurig’s treatise Asset Protection: Domestic and International Law and Tactics
published by West, probably the best treatise in the asset protection area.

A. Irrevocable Trusts.

Both statutes apply only to irrevocable trusts.

B. Retained Powers.

Both statutes provide that certain powers retained by the settlor will not
cause the trust to be deemed revocable, including:

(1) asettlor=s power to veto a distribution from the trust
(2) atestamentary special power of appointment or similar power

(3) asettlor=s potential or actual receipt of a distribution of income,
principal or both in the sole discretion of a trustee who is neither the settlor
nor a related or subordinate party within the meaning of I.LR.C. "672(a) (in
the case of the Delaware statute) or in the discretion of a trustee who is
someone other than the settlor (in the case of the Alaska statute).
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(4)

Alaska permits the Settlor to retain the rights (a) to income distributions of
charitable remainder trusts in the DAPT, (b) to receive distributions from a
GRAT or GRUT in the DAPT, (c) the right to use real estate held in a
QPRT, (d) an interest in an IRA.

Specific Incorporation of State Law.

Both statutes require a trust instrument to expressly incorporate the
relevant state law to govern the trust=s validity, construction and
administration.

Spendthrift/Anti-Alienation Provision.

Both statutes require a trust instrument to contain a spendthrift or anti-
alienation provision.

Resident Trustee.

Both statutes require a resident trustee, either a natural person resident
in the state or a bank or trust company authorized to act as a trustee in
the state.

Administrative Activities in State.

Both statutes require that certain administrative activities be performed in
the relevant state including:

(1) custody of some or all trust assets
(2)  maintenance of trust records on an exclusive basis

3) preparation or arrangement for preparation of fiduciary
income tax returns; and

(4)  other material participation in the administration of the trust.

G. Exceptions to Creditor Protection.

Both statutes generally prohibit legal actions against trust property
that is subject to the statutes, with several exceptions.

(1) Fraudulent Conveyances. The asset protection
trust statutes do not override the state=s fraudulent
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)

(3)

conveyance statutes. Alaska=s law has recently been
amended to provide that a transfer may be set aside if the
transfer has been proven to have been motivated by the
intent to defraud a current or contemplated creditor, but it will
NOT be sufficient to prove intent to hinder or delay, which
are considered equivalent in general fraudulent conveyance
statutes. Delaware law provides that the burden of proving
fraudulent conveyance in connection with a Delaware asset
protection trust is clear and convincing evidence.

As to pre-transfer creditors, actions must be brought
within the later of (a) 4 years after the transfer was made, or
(b) one year after the transfer is or reasonably could have
been discovered by the creditor.

As to post-transfer creditors, actions must be brought
within 4 years after the transfer in trust is made.

(Nevada has the shortest statute of limitations -- two
years after the transfer or, if later, 6 months after transfer
reasonably should have been discovered. If the claim arose
after the transfer, the two-year limit is absolute. As in
Delaware, in Wyoming the creditor must prove fraud by clear
and convincing evidence.)

Child Support Claims. The Alaska (and Utah) statute
provides that trust assets will not be protected from child
support claims if, at the time of the transfer, the settlor was in
default by 30 days or more in making child support
payments, but otherwise such a trust can avoid child support
claims that arise in the future, a surprising public policy for a
“family values” state such as Utah?

The Delaware (and Rhode Island) statute also provides that
trust assets will not be protected against child support
claims, with

no express requirement comparable to the Alaska/Utah
requirement that the transferor be delinquent in payments at
the time of the

transfer. (Nevada has no spendthrift trust

exception for child support.)

Spousal Claims. The Delaware (and Rhode Island and
Utah) statute excepts marital property divisions or
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distributions from protection, again with no express limitation
to outstanding divisions or distributions at the time of the
transfer to the trust. Alaska (and Nevada) has no exception
for spousal claims, but the surviving spouse’s statutory right
to elect against Settlor's Will might apply in Alaska to DAPT
assets.

4) Tort claims from Injuries Occurring On or Before the Date of
Transfer to the Trust.
The Delaware statute does not insulate trust property from a
person who suffers tort injuries (death, personal injury, or
property damage) on or before the date of the transfer to the
trust, in cases where the injury or damage is caused in
whole or in part by an act or omission of the transferor or by
someone for whom transferor is or was vicariously liable.

The Alaska statute does not have a comparable provision.

(5) Claims Arising from Reliance Upon the Settlor=s Written
Representation that Trust Assets Were Available to Satisfy
Claims.

In original form, the Delaware statute provided that its
creditor protection should not apply to any creditor who
became a creditor of the settlor in reliance upon an express
written statement that the trust property remained the
settlor=s property following the transfer and was available to
satisfy any debt of the settlor to the creditor. As discussed
below, this provision raised potential transfer tax problems.
It has been repealed in a bill signed by Delaware Governor
Carper on March 30, 1998.

The Alaska statute does not have a comparable provision.

NOTE: As with an offshore asset protection trust, pick your state in
which to establish a DAPT based on the type of creditor and claim
you are worried about.

H. Jurisdictional Issues.

The Alaska statute provides that for trusts qualifying for the statute=s
protections, Alaska courts will have exclusive jurisdiction over and will apply
Alaska law in proceedings regarding the internal affairs of trusts.

The Delaware statute provides that for trusts qualifying for the statute=s
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protections, no action can be brought to attach or otherwise reach trust property,
and that Delaware will not enforce other state=s judgments on such actions.

l. Transfer Tax Issues.

(1)

Completed Gift: Whether a settlor makes a completed gift in
funding a trust of which the settlor is a beneficiary depends upon: (i)
the extent of the settlor=s retained interest in the trust; and (ii) the
extent to which the settlor=s creditors can reach the trust property.

Purely discretionary interest in trust. If the settlor=s only interest or
power under a trust is to receive purely discretionary distributions of
income or principal from a third party trustee, then the settlor=s gift

to the trust will be complete. Treas. Reg. "25.2511-2(b).

Creditor access to trust. To the extent the settlor=s creditors can
reach the trust assets because of the settlor=s retained interest,
then the gift will be incomplete.

Where A...the [settlor] cannot require that the trust=s
assets be distributed to the [settlor] nor can the creditors of
the [settlor] reach any of the trust=s assets...@ the settlor has
parted with dominion and control sufficient to have made a
completed gift of the assets transferred to the trust.@ Rev.
Rul. 77-378, 1977-2 C.B.347.

Alf and when the [settlor=s] dominion and control of
the trust assets ceases, such as by the trustee=s decision to
move the situs of the trust to a state where the [settlor=s]
creditors cannot reach the trust=s assets, then the gift is
complete for federal gift tax purposes under the rules set
forth in *25.2511-2 of the Regulations.@ Rev. Rul. 76-103,
1976-1 C.B.293.

Because under the common law rule of many states, as
restated in the Restatement (Second) of Trusts "156(2), a settlor=s
creditors can reach trust property to the maximum extent that the
trustees may distribute the property to the settlor, a settlor in those
states will be deemed to have rights to the property within the
meaning of I.LR.C. "2511. See Outwin v. Commissioner, 76 T.C.
153(1981) and Paolozzi v. Commissioner, 23 T.C. 182(1954). This
would be the result in Virginia by virtue of the law cited above.
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(2) Removal of Assets from Estate.

(@)

(b)

Avenues for Estate Inclusion.

1.

.LR.C. "2036. I.R.C. "2036(a)(1) provides
that a transferor=s gross estate includes the
value of any transferred property over which
the transferor retained the right to possession,
enjoyment or income for life or for a period not
ascertainable without reference to the
transferor=s death. Does the discretionary
power of a trustee to distribute income to the
grantor create a potential rationale for the IRS
to argue for including the assets of a Delaware
or Alaska Trust in the grantor=s taxable
estate? Professor Jeffrey Pennell argues
maybe yes. (Pennell, 2 Estate Planning,
""7.3.4.2 and 7.345 (Aspen 2003)) Mal
Moore, on the other hand, argues that Athe
proponents of non-inclusion have the better
part of the argument.@ (AComments on
Alaska/Delaware Trusts,@ Malcolm A. Moore,
ALI-ABA Video Law Program, May 20, 1998.)
Dick Covey is reported to agree with Mal
Moore=s position.

[.LR.C."2038. I.R.C. "2038(a)(1) provides that
a transferor=s gross estate includes the value
of any transferred property over which the
transferor, at the time of his death, had a
power (in any capacity) to change the
enjoyment, through a power to alter, amend,
revoke or terminate.

Cases and Rulings. A number of cases and rulings have

been cited for the proposition that the transferred assets may
be removed from the estate for estate tax purposes. See,
e.d., Estate of German v. United States, 85-1 U.S.T.C.

(CCH) &13,610 (Ct.Cl. 1985); Estate of Paxton v.
Commissioner, 86 T.C. 785 (1986); Estate of Wells v.

Commissioner, 42 T.C.M. (CCH) 1305 (1981); Estate of

Skinner v. United States, 316 F.2d 517 (3d Cir. 1963); Estate

of Uhl v. Commissioner, 241 F.2d 867 (7th Cir. 1957);
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(©)

(d)

Private Letter Ruling 9332006; Private Letter Ruling
8829030; Technical Advice Memorandum 8213004, Private
Letter Ruling 8037116; Private Letter Ruling 7833062.

Facts and Circumstances. Many of the above cited cases
are clear in outcome if not always in reasoning. The courts
looked at all facts and circumstances surrounding the
creation and administration of the trusts. Facts and
circumstances helpful to the desired estate tax result
(exclusion of the trust assets from the estate) include: the
absence of any pre-arrangement that all trust income be
paid to the settlor; the absence in fact of payment of all trust
income to settlor; the failure of the settlor to place all of his or
her assets in the trust; and the reporting of the creation of
the trust as a gift for gift tax purposes.

Delaware Statute. The Delaware statute in its original form
had a fatal transfer tax defect. Because Section 3572(b)
originally allowed the transferor to make the transferred
property subject to the claims of the transferor=s creditors by
means of an express written statement to that effect, this
would appear to have prevented a completed gift and
triggered includability under I.R.C. *2038(a)(1), as it would
amount to a retained right to indirectly terminate the trust by
giving creditors recourse to it for payment of claims. This
problematic section has been repealed retroactive to the
effective date of the Act.

David Shaftel in the article cited above in the ACTEC Journal has a helpful
analysis of the transfer tax issues.

J. The Enforceability of Foreign Judgments.

(1)  Jurisdiction of Out-of-State Courts.

(@)

The Issue. Despite Alaska=s statutory announcement of

exclusive jurisdiction over self-settled spendthrift trusts created
under its statute, and despite Delaware=s statutory prohibition
against actions attaching assets in self-settled spendthrift trusts
created under its statute, can a non-Alaska or non-Delaware court
obtain jurisdiction over the trust and decide the validity of the
spendthrift provisions? For a thorough analysis of this and related

jurisdictional issues, see Cannon, The New Self-Settled Trust

Statutes, California Trusts and Estates Quarterly, Vol. 3, Number 4
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(b)

(Winter 1997) and Giordani and Osborne, Will the Alaska Trusts
Work? Journal of Asset Protection (September/October 1997).

The Authorities.

1.

Statutory extra-territorial impact. A state statute that
purports to have extra-territorial impact outside of that state
may not be effective to prevent another state from deciding a
matter in which that state has an interest. See generally
Thomas v. Washington Gas Light Co., 448 U.S. 261 (1980);
Alaska Packers Association v. Industrial Accident
Commissioner of California, 294 U.S. 532 (1935);
Tennessee Coal, Iron & Railroad Co. v. George, 233 U.S.
354 (1914). Hence, itis unclear that either the Alaska
statute, which purports to give Alaska exclusive jurisdiction
over trusts created under its statute, or the Delaware statute,
which prohibits actions to attach or otherwise reach the
property of a trust created under its statute, is effective to
prevent another state from ruling on the validity of the trust
spendthrift provisions when that other state has an interest in
the trust and a basis for jurisdiction over the trust.

Jurisdictional bases for non-Alaska or non-Delaware forum

courts over Alaska or Delaware trusts.

0] The due process clause of the 14th
Amendment to the U.S. Constitution in general
requires a forum court to have either personal
jurisdiction over the trustee of the trust or in rem
jurisdiction over the trust assets. See Hanson v.
Denkla, 357 U.S. 235 (1958).

(i) Presumably, so long as a trust has exclusively Alaska
or Delaware trustees, those trustees have no contacts
in the forum state, and all of the trust assets are held
in Alaska or Delaware, a non-Alaska or non-Delaware
forum state would fail to have jurisdiction over the
trust. A national corporate trustee with offices in
many states may effectively be subject to the
jurisdiction of the courts of each of those states.

(i)  Note that a forum court that could legitimately
exercise jurisdiction may decline to do so, either
because the forum is not convenient or because the
court does not want to interfere with the courts of
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another state.

(2)  Conflicts of Laws.

(@)

The issue: can a non-Alaska or non-Delaware forum court which

has jurisdiction over the settlor of an Alaska or Delaware self-settled
spendthrift trust created under one of these statutes, apply the law of the
forum state rather than that of Delaware or Alaska? Consider Inre_
Brooks, 1998 Bkrptcy, LEXIS 60, 1998 WL 30018 (B. Conn. 1998)
discussed infra at XV under Conflict of Laws Issues.

(b)

The Authorities.

1. As a general rule, a settlor of an inter vivos trust may create
a spendthrift trust in another state and take advantage of
that state=s spendthrift trust laws. See Fratcher, Scott on
Trusts "626 (1989) and Restatement (Second) of Conflict of
Laws "273(b) (1971).

2. Note that the common law underlying the Scott and
Restatement authority likely dealt with non-self-settled
spendthrift trusts, as most states traditionally did not permit
self-settled spendthrift trusts.

3. In at least one case, In re Portnoy, 201 B.R. 685(S.D.N.Y.
1996), a U.S. court has ignored the foreign law (Jersey)
incorporated into an offshore self-settled asset protection
trust and instead applied New York law.

NOTE: There are dark clouds over DAPTS — There is no case law
on critical Constitutional issues. However, with 11 states having
such statutes and more on the way, full faith and credit and conflict
of laws challenges are less likely in the future.

3) Full Faith and Credit.

(@)

(b)

The issue: if a non-Alaska or non-Delaware forum court which has
jurisdiction over an Alaska or Delaware trust created under one of
the statutes applies the forum state=s own law and finds the
spendthrift provisions invalid, must Alaska or Delaware recognize
that judgment?

The Authority.
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1. The full faith and credit clause of Article IV of the U.S.
Constitution requires that each state give full faith and credit
to the judicial proceedings of every other state.

2. However, whether assets are exempt from the claims of
creditors is determined by the law of the state where the
assets are located. See Restatement (Second) of conflict of
Laws "132 (1971). Therefore, when a creditor asks an
Alaska or Delaware court to enforce a sister state judgment
against the trust assets, the Alaska or Delaware court would
use Alaska=s or Delaware=s exemption laws.

3. Note that in theory an Alaska or Delaware court could, under
general conflicts of laws principles, decide that a sister state
has a greater interest in the trust and apply that state=s law,
but query how likely this is given the clear legislative
purposes of these statutes.

4) "Supremacy Clause” Concerns.

Under the U.S. Constitution’s Supremacy Clause, in Article
VI, Section 2, federal courts are not bound by state laws.
Accordingly there is a risk that if a judgment creditor is able to
obtain jurisdiction over a judgment debtor or the debtor’s assets in
a DAPT by virtue of federal question jurisdiction or diversity
jurisdiction, the creditor will have the opportunity to avoid the
debtor-friendly provisions of the DAPT laws. The harsh provisions
of the new federal bankruptcy laws discussed in K.(1)(a)(2) below
are a particular threat to DAPTSs.

(5) Contract Clause” Concerns.

The Constitution prohibits states from enacting any law that
impairs the obligation of contracts (in Article I, Section 10), and this
clause was particularly intended to prevent states from enacting
extensive debtor relief laws.

(6) Sham or Alter Ego.

A court outside the DAPT venue could invalidate the DAPT
on the grounds that it is a “sham” or the “alter ego” of the Settlor,
under legal precedents for such attacks.
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K. Advantages and Disadvantages of Offshore Trusts Versus Alaska or

Delaware Trusts.

(1) Advantages of Offshore Trusts.

136



@) Legal.

1. Absence of full faith and credit. Some foreign
jurisdictions will not honor judgments of United
States courts, thereby forcing a creditor to
relitigate its claims in the offshore jurisdiction.
In contrast, Alaska and Delaware are required
by the full faith and credit clause of Article 1V of
the U.S. Constitution to honor valid judgments
of other states.

2. Shorter statutes of limitations for fraudulent
conveyances. Some foreign jurisdictions have
statutes of limitations for fraudulent
conveyances of two years or less. In contrast,
the Alaska and Delaware (and Utah and Rhode
Island) statutes do not disturb the four year
statutes of limitations for fraudulent
conveyances generally applicable in those
states. The Nevada statute of limitations is two
years. And generally these states have a
Adiscovery exception@ which allows a creditor
to assert a fraudulent transfer attack after the
expiration of the general statute of limitations
for attacks Awithin one year (six months in
Nevada) after the transfer was or could
reasonably have been discovered by the
claimant.@ But Alaska in 2003 adopted a
statute that should curtail this exception and
more certainly cut off claims four years after
the transfer.

NOTE: As noted supra in VI. J., the Bankruptcy Abuse Prevention and
Consumer Protection Act of 2005 (P.L. 109-8) (“BAPCPA”") substantially
amended the Bankruptcy Code. Relevant to state asset protection trust
statutes, the new Bankruptcy Act gives the bankruptcy trustees a 10 year
look-back period in connection with alleged fraudulent transfers to self-
settled trusts and Aother similar devices.@ Accordingly, whatever statute
of limitation period Delaware, Alaska and other U.S. asset protection trusts
jurisdictions adopt to limit challenges to the trust, the federal government
has preempted state law with a federal 10-year statute of limitations. This
development certainly damages U.S. APTs in a comparative analysis vis a
vis offshore APTSs, because U.S. courts would have to enforce the federal
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limit, while offshore courts might not.

Again, as noted supra at VI. J., Senator Schumer proposed an
amendment to this Bankruptcy Act which would have imposed a limit of
$125,000 on transfers to offshore or domestic asset protection trusts, but
Senator Hatch of Utah, whose state has a new asset protection statute,
opposed the amendment and it was defeated. This was a positive
development for APTs, but especially for OAPTSs.

3. Child support claims may not be avoided under
certain circumstances in Delaware or Alaska, and
spousal claims and certain tort claims may not be
avoided in Delaware.

(b) Practical. A creditor=s practical difficulties in both discovering the
existence of a trust and its underlying assets and instituting legal
proceedings against it are far greater with offshore trusts than with
Alaska or Delaware trusts.

(2) Disadvantages of Offshore Trusts.

(@  Concerns about economic stability of the selected jurisdiction.

(b)  Concerns about political security of the selected jurisdiction.

(c) Substantial IRS-mandated reporting requirements for foreign trusts
with U.S. beneficiaries.

(d)  Cost vs. Benefit — It is probably not worth establishing an OAPT to
hold less than $1-$2 million. The set-up and maintenance fees will
be too expensive.

L. Potential Uses for Alaska or Delaware Self-Settled Spendthrift Trusts.
(1) Encourage Lifetime Gifting Programs. Although the transfer tax benefits

of lifetime gifting programs are well documented, even very wealthy
individuals may be reluctant to part with assets in the face of uncertain
future needs. If it is possible for a donor to create an irrevocable trust,
make a completed gift to the trust for gift and estate tax purposes, and
nevertheless retain the possibility of receiving distributions from an
independent trustee at the trustee=s discretion in the event of financial
need -- and this tax issue is not free from doubt -- this may help motivate
the donor to make additional gifts in a more traditional fashion. If the
donor becomes comfortable with the idea that this trust could be a safety
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(2)

3)

(4)

(5)
(6)

net in the event of financial need, the donor may be less reluctant to make
additional gifts for traditional estate planning purposes. If such a result
becomes confirmed in tax law, Delaware and Alaska would have a very
powerful attraction in offering the possibility of (a) transferring property out
of the grantor=s taxable estate, (b) while retaining the grantor as a
discretionary beneficiary, (c) while protecting the assets from the
grantor=s creditors.

Possible Coupling with Traditional Irrevocable.

Trusts. The statutes may prove useful not only with perpetual dynasty
trusts but also with, for example, Crummey trusts, grantor retained annuity
trusts after the annuity interest expires or charitable lead trusts after the
charitable interest ends.

Possible Legitimate Protection from Certain Future Creditors.

Because the statutes permit a trust to be irrevocable but not necessarily a
completed gift for gift tax purposes (when, for example, the settlor retains
a limited testamentary power of appointment), these trusts could be used
as asset protection vehicles apart from estate planning vehicles, subject to
the general U.S. asset protection limitations discussed above. An
individual seeking professional investment management may see a benefit
to hiring a Delaware or Alaska corporate fiduciary to manage assets as
trustee of an irrevocable trust, and obtaining possible protection from
future creditors that would be unavailable were the individual=s account
managed outside of those states which have adopted DAPT statutes.

Perpetual Duration. The fact that trusts may be established in
Delaware and Alaska for perpetual duration offers an opportunity that
even most offshore jurisdictions do not afford.

For Foreigners. See page 11 and the article by Mark Holden cited there.

If in Trouble, Move to Host State of OAPT. If a debtor in trouble has used
a U.S. asset protection trust, he might consider moving to the state of trust
situs in hopes of receiving a more sympathetic hearing from local judges.

Continuing Evolution of U.S. Asset Protection Statutes. It must be said that with

the continuing evolution of DAPTS, each year new states adopting DAPT statutes
more aggressively pro-debtor than those which have gone before and with older
statutes constantly evolving to be more pro-debtor, more serious consideration
should be given to DAPTSs, particularly where offshore trusts are for whatever
reason not to be considered. But the almost total lack of case law on the efficacy
of DAPTSs continues to discourage reliance on them where OAPTs may be used.
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XIV.

XV.

IS IT WISE FOR THE FOREIGN ASSET PROTECTION TRUST TO
HAVE U.S. CONTACTS?

See Exhibit 4 attached, the author=s article from the Journal of Asset Protection,
May/June 1996, ANo U.S. Connections Allowed With an Offshore Trust? Wrong!
Use Onshore Contacts.@

HOW CREDITORS ATTACK FOREIGN ASSET PROTECTION TRUSTS
AND THOSE WHO ESTABLISH THEM: HOW TO PROTECT AGAINST
SUCH ATTACKS

As a preliminary matter keep in mind Gideon Rothschild=s reassuring words in
the June 16, 2005 ALI-ABA Program: AThere never has been a successful seizure of
assets held in an offshore asset protection trust.@ So far as the author is aware, that
statement continues to be accurate.

U.S. creditors and U.S. courts are not without recourse when it comes to
attacking offshore trusts and those who create, or seek to create, them. Interestingly,
Ron Rudman, who with his partner in the law firm of Engel and Rudman invented the
U.S. law practice of offshore asset protection trusts when they were involved with the
drafting of the first such statute for the Cook Islands in 1989, later separated his practice
from Engel and concentrated his practice on the representation of creditors seeking to
recover assets offshore. He admitted that his livelihood depends on clients and lawyers
who try to do effective offshore asset protection trust planning but either do not know
how to or fail to attend to all details.

The following are some instructive case citations with brief comments. Notice
that almost every celebrated case in this area reflects a combination of bad facts and
terrible lawyering.

U.S. v. Matthewson, 93-1 U.S.T.C., CCH & 50, 152, wherein the court injunctively
restrained the defendant from leaving the U.S., in effect holding him under Ahouse
arrest@ in the U.S. to keep him from moving himself and his assets to the Caymans. He
owed $5 million in back taxes to the I.R.S. The Court upheld a writ of Ne Exeat
Republica, which Latin scholars will recognize as a writ to detain a resident from leaving
the U.S. to enable the Government to have discovery, both on issues of liability and with
respect to the location, value and legal status of taxpayer property.

Securities and Exchange Commission v. Giuseppe B. Tone, et al. and Certain
Purchasers of the Common Stock of St. Joe Minerals, 638 F. Supp. 596 (S.D.N.Y.
1986), aff=d 638 F. Supp. 629 (2d Cir. 1987), and S.E.C. v. Certain Unknown
Purchasers of Common Stock of Santa Fe Resources, Fed. Sec. L. Rep. (CCH) p. 99,
424 (1983), and S.E.C. v. French, et al., 817 F.2d 1018 (2d Cir. 1987). These are
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related cases wherein a federal judge ordered that all accounts held by a Swiss bank in
the U.S. be frozen pending disclosure of information from the Swiss bank. The judge
also ordered substantial daily fines pending disclosure of the information.

S.E.C. v. Levine, 1986 U.S. Dist. LEXIS 24576; Hercules Incorporated v. Leu
Trust and Banking Limited, a Bahamian Corporation, and Bank Leu, a Swiss
Corporation, 611 A.2d 476 (Del. 1992); and Litton Industries, Inc. V. Dennis Levine, et
al., 767 F. Supp. 1220 (S.D.N.Y. 1991). American authorities were able to persuade the
American branch of a Swiss bank parent corporation to provide information on Mr.
Levine=s large bank account with a Bahamian subsidiary of the Swiss bank,
notwithstanding Bahamian bank secrecy law.

U.S. v. Bank of Nova Scotia, 740 F.2d 817 (11th Cir. 1984). The Miami branch of
the Bank of Nova Scotia suffered daily fines of $25,000 pending receipt of information
from the Bahamian branch of the same bank. The Miami branch cooperated.

Orange Grove, in the High Court of the Cook Islands. In this case in which Barry
Engel characterized the decision as an example of Abad facts make bad law,@ creditors
obtained a California judgment against a debtor and made an application in the Cook
Islands for a Mareva Injunction (which is like a Temporary Restraining Order in the U.S.)
to restrain parties from removing the administration of the trust and any property from
the jurisdiction of the Cook Islands. The Court granted a temporary Mareva Injunction.
The initial Mareva Injunction was set aside as not having been brought timely. On
appeal the Mareva Injunction was reinstated and the creditors were permitted to
proceed against the international trust. The Court made a controversial ruling on when
the creditors= cause of action accrued for purposes of determining the statute of
limitation, after which, a Cook Islands trust cannot be assailed.

The creditors were still left with the burden of proving beyond a reasonable doubt
that the trust was created with intent to defraud them.

The funding of the trust left the settlors insolvent.

Barry Engel pledged to amend Cook Islands law to clarify the issue which he
believed the Court misconstrued, but | am not sure whether that has ever happened.

Brown v. Higashi, U.S. Bankr. Court for the District of Alaska, No. 95-3072
(1996). The bankrupt had set up an offshore trust in Belize. The case considered
whether the assets in the offshore trust were included in the debtor=s bankruptcy
estate. The Court concluded that the trust was a sham, and the assets of the trust were
found to be part of the bankrupt=s estate. This was another case with very bad facts for
the bankrupt.

In re Portnoy, 201 Bankr. 685, 1996 Bankr. LEXIS 1392. The debtor Portnoy
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transferred virtually all of his assets into an irrevocable offshore trust in Jersey at a time
when he knew his personal guaranty was about to be called. The party to whom the
guaranty was given brought a New York lawsuit against Portnoy. Portnoy was the
Aprincipal beneficiary@ of the trust. The Court cited numerous occasions on which
Portnoy and his wife were not truthful or credible in their dealings with creditors and the
Court. These facts were viewed by the Court as being indicia that Portnoy was
intentionally attempting to hinder and delay his creditors. The Court denied his
discharge in bankruptcy. There is no indication that the creditors ever pursued the
assets in Jersey.

Grupo Torras, S.A. v. S.F.M. Al-Sabh, Chemical Bank & Trust (Bahamas) and
Private Trust Corp., (Sawyer, J.) (Sup. Ct. of the Bahamas, Sept. 1, 1995). Kuwaiti
Sheikh Fahad obtained assets through illegal means and then transferred those assets
to Bahamian trusts. Creditors sought to set aside the transfers to these trusts. The
Court emphasized that the protections to a settlor made available through the use of
Bahamian trusts would not apply to assets that the settlor did not legitimately own at the
time of the transfer to trust.

In a recent outline on Ainternational asset recovery@ Ronald L. Rudman makes
the following observation:

Aln cases involving claims brought against American settlors or debtors, there
may be no necessity to resort to foreign courts in the event the planner and settlor have
selected a major international bank as the trustee of the trust or the depository for trust
assets. This is due to the increasingly extraterritorial reach of the U.S. courts. A
growing body of law in the United States now clearly provides that a foreign parent or
affiliate of a bank or other entity operating within the U.S. must disclose any information
in its possession outside of the United States, pursuant to a U.S. court proceeding, even
if such disclosure would constitute a criminal violation of the confidentiality or other laws
of the foreign parent or affiliate=s domicile. This is true even though the domestic U.S.
entity is not even a party to the subject litigation. This trend creates the potential for
extension to the compulsion of further acts, beyond the mere disclosures of
information.@

He cites Societe Nationale Industrielle Aerospatiale v. U.S. District Court, 482
U.S. 522, 107 S. Ct. 2542 (1987), United States v. First National City Bank, 379 U.S.
378 (1965), United States v. Vetco, 691 F.[2d] 1281 (9th Cir. 1981), and Richmark v.
Timber Falling Consultants, 959 F.[2d] 1476, in addition to United States v. Bank of
Nova Scotia, cited above.

Conflict of Laws Issues.

Offshore trusts denominate the law of the trust=s domicile as governing the

interpretation and administration of the trust. Such a provision may not be given effect
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by courts of other jurisdictions, or even courts of the trust=s domicile, with respect to
issues relating to the funding of the trust, particularly where fraudulent conveyance is
alleged. The Hague Convention dealing with the recognition of foreign trusts treats the
funding of the trust as a preliminary matter outside the scope of the Convention and
therefore a matter of local law.

In the U.S., courts hearing a creditor claim will apply public policy tests to apply
the law least offensive to U.S. public policy, which will invariably be U.S. law. In Dearing
V. McKinnon Dash & Hardware Co., 165 N.Y. 78, 58 N.E. 773 (1900), the New York
court stated:

AJudicial comity does not require us to enforce any clause of the [trust]
instrument, which even if valid under the lex domicili, conflicts with the policy of our
state relating to property within its borders, or impairs the rights or remedies of domestic
creditors ...@

In a very recent case, In re Brooks, 1998 Bkrptcy., LEXIS 60, 1998 WL 35018 (C.
Conn. 1998), the Connecticut bankruptcy court held that certain assets transferred by
the debtor to his wife, which she in turn transferred to offshore trusts, naming the debtor
as the beneficiary, were property of the debtor=s bankruptcy estate. In 1990, in an
alleged estate planning exercise, debtor transferred corporate stock certificates to his
wife who, within days, transferred them to offshore trusts in Jersey (Channel Islands)
and Bermuda. The trusts designated Jersey and Bermuda law as controlling, contained
spendthrift clauses and named the debtor sole beneficiary. In 1991 an involuntary
Chapter 7 bankruptcy petition was filed against debtor, which was converted to a
Chapter 11.

The court concluded that the trusts were self-settled by the debtor. The court
dismissed the ideas that the wife settled the trusts and that they were motivated by
estate planning considerations, not asset protection. The wife was viewed as debtor=s
agent in a scheme to protect the assets from creditors but leave the debtor with the
income.

Importantly, the court determined the enforceability of the spendthrift provision
under Connecticut law and found that Connecticut law did not acknowledge the validity
of self-settled spendthrift trusts. Should the court have applied Jersey and Bermuda
law, which recognize self-settled spendthrift trusts? Would a Connecticut court take a
similar view of Delaware or Alaska self-settled spendthrift trusts? Were the facts just
too bad?

One may not even assume the law of the situs of real estate will govern where
fraudulent conveyance is alleged. In James v. Powell, 19 N.Y. 2d 249, 225 N.E. 2d 741
(1967) a New York court warned that

Aif, in exploring the law of Puerto Rico [regarding the transfer of land
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situated in Puerto Rico], it were to be found that it was specifically
designed to thwart public policy of other states ... by denying a remedy to
all judgment creditors ... in order to attract foreign investment in real
estate, the courts of this State would be privileged to apply the law of New
York rather than that of Puerto Rico.@

As noted above in citing In re Portnoy, the bankruptcy courts will apply a similar
standard. In Hong Kong and Shanghai Banking Corp., Ltd. v. HFH USA Corp., 805 F.
Supp 133 at 140 (W.D.N.Y. 1992), a Federal District Court applied the law most
favorable to the creditor, remarking that a choice of law provision Awill not be regarded
where it would operate to the detriment of strangers to the agreement, such as creditors
or lienholders.@ See also Broadcasting Rights Int=I Corp. V. Societe du Tour de
France, 675 F. Supp. 1439 (S.D.N.Y. 1987), Carlson v. Tandy Computer Leasing, 803
F.[2d] 391 (8th Cir. 1986) and Ferrari v. Barclays Business Credit (In re Morse Tool,
Inc.), 108 B.R. 384 (Bankr. D. Mass. 1989).

The Anderson Case and Its Progeny.

Federal Trade Commission v. Affordable Media, LLC, and Denyse and Michael
Anderson, 179 Fd 1228 (9th Cir., 1999) (commonly referred to as the AAnderson@
case), is a very important case for the lawyer practicing in the area of asset protection
planning and the client considering implementing an asset protection strategy.

In 1995 Mr. and Mrs. Anderson established an irrevocable Cook Islands trust,
with Asiaciti Trust Limited as the foreign situs trustee. The original beneficiaries of the
trust were their children, but some six months after establishing the trust the Andersons
were added as beneficiaries. This was their first major mistake. The Andersons initially
served as co-trustee and as trust protector. This was their second major mistake. The
trust contained Aevent of duress provisions.@ According to the General Manager of
Asiaciti Trust, it conducted Aits usual due diligence procedures to ensure that the
property being settled on the trust was neither the result of a fraudulent conveyance nor
derived from any illegal activity.@ (See Anderson Case - The Offshore Trustee=s
Perspective, by Adrian L. Taylor, Esqg., in the May/June 2000 issue of the Journal of
Asset Protection, hereinafter cited as AMr. Taylor=s article.@

The property settled in the trust included a nominal amount of cash and a 98%
interest in a U.S. corporation, The Anderson Family LLC (Anderson LLC). Anderson
LLC carried on business in the U.S. as a telemarketer. From 1995 through May 1997
Anderson LLC made regular distributions to the trust in accordance with the operating
agreement.

Sometime after April 1997, two years after the Cook Islands trust was created,
Mr. and Mrs. Anderson became involved in a telemarketing venture that offered
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investors the Aopportunity@ to invest in $5,000 Amedia units,@ each of which consisted
of 201 commercials to be aired on late night television. Investors were to receive a
share of each product sold as a consequence of the commercials composing their
media units, and extraordinary returns were described. In fact, the investments were
simply a Ponzi scheme. According to the FTC, in its enforcement action brought in April
of 1998, investors lost some $13 million and the Andersons pocketed $6.3 million in
commissions. Further distributions to the Cook Islands Trust were made by Anderson
LLC from June 1997 to February 1998 and it is these later distributions that the FCC
challenged, for in April 1998 the FTC obtained an ex parte temporary restraining order
(TRO) against the Andersons. The TRO had the effect of freezing all assets owned by
the Andersons and required the Andersons to repatriate to the U.S. all assets held by
them outside of the U.S. A federal district court incorporated the terms of the TRO into
a preliminary injunction in May 1998, prior to any judgment in regard to the alleged
wrongdoing against the Andersons, and through the end of 1999, according to Mr.
Taylor=s article, no judgment had been entered against the Andersons.

The Andersons faxed the TRO/Preliminary Injunction to Asiaciti Trust demanding
repatriation as required. In May 1998 Asiaciti Trust, on advice of counsel, refused
because --

X the TRO constituted AduressA under the terms of the trust;

X under the trust duress automatically triggered removal of the Andersons
as trustees, leaving Asiaciti Trust the sole trust;

X because the Andersons= children were also beneficiaries, Asiaciti refused
to disburse, viewing its responsibilities as running impartially to all
beneficiaries. The District Court ordered the incarceration of the
Andersons for civil contempt in June, 1998, rejecting their defense of
impossibility of performance. The Andersons appealed, and their appeal
from the finding of civil contempt was the issue before the 9th Circuit.

The Court of Appeals affirmed the District Court.

The Court of Appeals described three issues for its review of the contempt
finding: 1) it reviewed the civil contempt order for abuse of discretion; 2) it reviewed the
trial court=s findings of fact for clear error; and 3) it reviewed the trial court=s rejection
of an impossibility defense proffered by the Andersons for clear error. The third issue
was pivotal and the Court of Appeals held that the defendants had not satisfied their
burden of proving the affirmative defense.

The court cited precedent that stated that the party claiming impossibility as a
defense to civil contempt must show Acategorically and in detail@ the nature of the
alleged impossibility. The appellate court cited the fact that the Andersons were
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protectors of their own trust, standing alone, as an appropriate basis for a finding that
they had not satisfied their burden of proof, and the West Publishing key number
system cites the case under ATrusts key number 153" for the proposition that AA
protector of an offshore trust can be compelled to exercise control over the trust to
repatriate assets if the protector=s powers are not drafted solely as the negative powers
to veto trustee decisions or if the protector=s powers are not subject to the anti-duress
provisions of the trust.@ But the court=s holding extends beyond that relatively narrow
issue of drafting.

The court held that in the asset protection context, the burden of proof for the
party asserting the impossibility defense is Aparticularly high,@ at least in part because
of what the court characterized as a Alikelihood@ that any attempted compliance with
court orders will be a mere charade. Together, the requirement that impossibility be
proved Acategorically and in detail@ and the Aparticularly high@ burden of proof give a
trial court considerable latitude in which to reject the impossibility defense. Because of
the limited ability of parties to appeal a trial court=s finding of fact, assuming the trial
court applied the correct standard, beneficiaries of offshore protection trusts may have
considerable difficulty in avoiding contempt, at least in the 9th Circuit, even if the trust
avoids the particular drafting pitfalls present in the Anderson case.

Although arguably dicta, the Court of Appeals expressed Askepticism@ that a
rational person would send millions of dollars overseas and retain absolutely no control
over the assets, and it cited the fact that the Andersons were able to obtain
approximately $1 million to pay taxes as evidence that they retained some measure of
control.

In dicta, the court went considerably further and speculated that a Aself-induced@
impossibility might not be a defense at all. Although it left that Amore difficult question@
for another day, because it was able to dispose of the appeal on the grounds that the
defendants had not met their burden of proof, the court suggested that it would not
regard such self-induced impossibility to be a defense. Obviously, such a finding would
vitiate one of the key defense strategies touted for offshore asset protection planning.

Three points should be noted. First, the fact that the Andersons established their
offshore asset protection trust approximately two years before the conduct that gave
rise to the claim against them and the fact that the court does not mention any evidence
suggesting that the creation of the trust otherwise made them insolvent indicates that
conventional fraudulent conveyance theory played no part, explicit or implicit, in the
outcome. Second, building on the court=s analysis regarding payment by the trust of
the Andersons= tax liability, so long as the judgment creditor could show evidence of
payments for the benefit of the judgment debtor after the event of duress, it would seem
that a trial court could always find evidence tending to refute the affirmative defense of
impossibility that would justify a finding that the proponent of the defense failed to meet
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his burden of proof. Thirdly, it was a mistake for the Andersons (or anyone under their
control) to serve as Trustee or Protector, and it gave a bad flavor to the facts that the
Andersons themselves were added as beneficiaries after the trust was executed.

Subsequently the Andersons were released from jail on the condition that they
would appoint a new trustee and new protector of the Cook Islands trust. They
attempted to do so. However, the Cook Islands High Court refused to recognize the
Anderson=s appointed -- and FTC-controlled -- trustee and protector. (See
Butterworths International Trust and Estate Law Reports at 2 ITELR 482.) The Court=s
rejection of the new trustee was mandatory under the terms of the trust documents.
The High Court determined that the FTC was an Aexcluded person@ and therefore its
nominee was also. Undoubtedly at least in part because of the High Court decision in
the Cook Islands, and upon motion of the FTC, the preliminary injunction was amended
to keep funds under the control of the foreign court except for the payment of legal fees
and administrative costs. Additionally, the registrar of the High Court of the Cook
Islands was made a signatory on the trust account.

The FTC also initiated proceedings in the Cook Islands, but ruling that the statute
of limitations under Cook Islands law had expired, the FTC was denied recourse and
assessed costs. The FTC appealed again, and High Court in the Cook Islands in
December of 2001, following English common law, refused to enforce what it
considered a Apenal@ law of the U.S., which was the basis of a monetary judgment
against Settlors for false representations and deceptive practices under the FTC Act.
Interestingly, the Court cited two U.S. cases in support. It is understood that a
settlement has recently been reached in the Anderson case for $4 million.

Summary

Although the procedural posture of the Anderson case somewhat limits the actual
holding, both the District Court and the Court of Appeals demonstrated considerable
antipathy to offshore asset protection planning. In its holding, the court stated that the
burden of proof to assert impossibility as a defense to civil contempt is Aparticularly
high@ in asset protection cases and found that the defendants failed to meet it. In dicta,
the court challenges the fundamental premises of asset protection planning by
suggesting that an impossibility defense to a charge of civil contempt (for failure to
repatriate assets held overseas) may be unavailable when the alleged impossibility is
Aself-induced,@ and the court=s opinion expresses skepticism generally about
allegations of impossibility.

Cases Subsequent to Anderson.

Two cases in 2000 purportedly follow Anderson--one in the 8th Circuit and one in
the 11th. Chicago Truck Drivers Union Pension Fund v. Brotherhood Labor Leasing,

207 F.3d 500 (8th Cir. 2000) cites Anderson for the proposition that a party asserting an
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inability to comply with a court order as a defense to civil contempt must show (1)
Acategorically and in detail@ the nature of the inability and (2) the inability must not be
self-induced. The court cited a line of cases from 1991 and earlier for the second
proposition, e.g., In Re Power Recovery Systems, Inc., 950 F.2d 768 (1st Cir. 1991), at
803. Chicago Truck Drivers Union is not an asset protection planning case; rather the
judgment debtor was basically arguing that he could not pay because he spent all the
money.

The second case in 2000 citing Anderson is an asset protection planning case.
In In Re Lawrence, 238 B.R. 498 (U.S. Bankruptcy Ct., S.D. Florida 1999) the debtor
failed to comply with a ATurnover Order@ entered by the court and the Trustee sought
civil contempt. Much like the Anderson case, the trust -- in this case a Mauritian Trust --
appears to have been inartfully drafted, and the debtor was apparently as bad a witness
as it is possible to imagine, so the case is not one that the asset protection planning bar
would choose to showcase. The court characterized Mr. Lawrence=s sworn testimony
as Ashockingly less than candid.@ That said, the court found that the debtor failed to
carry his burden of proof regarding impossibility and it expressly based its finding on the
entire record, including the court=s refusal to believe that the debtor would give up
control over 90% of his liquid assets to a stranger on the far side of the earth. The court
cites Anderson for the Aparticularly high@ burden of proof in such cases and
Pesaplastic, C.A. v. Cincinnati Milacron Co., 799 F.2d 1510 (11th Cir. 1986) for the
proposition that impossibility is not recognized when the impossibility is self created.
The court appears to hold as a matter of law that impossibility is unavailable
because the trust was the debtor=s own, voluntary creation. Lawrence, at 501. In
this case the court hammered the debtor--$10,000/day fine (beginning immediately) and
incarceration in approximately two weeks if he did not turn the money over. Unlike
Anderson, the bankruptcy context does not appear to leave any question as to the
substantive merits of the underlying Aturnover order.@ Mr. Lawrence=s most obvious
problem with the Court was that the Court concluded that he systematically and
shamelessly lied throughout the proceedings. So far as the author has been able to
determine, there has been no recovery of assets by creditors from Mr. Lawrence=s
Trust in Mauritius. However, Mr. Lawrence apparently spent at least 27 months in jalil
for contempt, and may still be there. See Lawrence v. Goldberg, 279 F.3rd 1294 (11"
Cir. 2002).

The July 2004 issue of Trusts & Estates contained a very interesting article by
Wendy Davis on AAsset Protection=s Bad Boy,@ who is this Stephen Jay Lawrence. He
has been in jail for contempt of court in a bankruptcy case because of planning he did
involving a Mauritius asset protection trust he created and funded with $7 million in
1991, Bear Sterns obtaining a $20 million judgment against him in 1991. Lawrence
battled against the judgment until 1997 when he filed for bankruptcy. In 1993 he had
amended the trust to add a Aduress@ clause, directing the Trustee to ignore all
instruction from him made under coercion, including Afrom a process of law for the
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benefit of his creditors.@ In 2002 the Eleventh Circuit Court of Appeal ruled Lawrence=s
Aimpossibility of performance@ defense to contempt of court findings for not repatriating
the trust was invalid, because he created the impossibility when he amended the trust.
All courts involved in his case also expressed the belief that he could repatriate the
funds if he wished to.

He apparently is relying on the Elizabeth Morgan precedent that he will
eventually be released. Elizabeth Morgan went to jail for years for hiding her daughter
(in New Zealand it turned out) in a child custody dispute case.

The article=s author quotes a critic of offshore trusts, Jay Adkisson, as reporting
that about six contempt cases in OAPTs have gotten to court in the U.S. and Ano court
has ever denied to hold a debtor in contempt for [ignoring] a repatriation order.

Creditors are batting 1,000.@ Contrast this with Gideon Rothschild’s quote on page 41.
This is a classic example of the adage that the glass is either half full or half empty
depending on your perspective. This is frankly an anomaly: there are many harsh US
judicial decisions attacking offshore asset protection trusts, but in no case has there
been a recovery from the offshore trust by the US creditor except by voluntary
settlement with the debtor. Consequently it may be said that even fraudulent transfers to
offshore asset protection trusts “work.”

MOST RECENT CASES
The Brennan Case

Robert Brennan, who frequently appeared in TV ads for his brokerage firm, First
Jersey Securities, in the 1980's, has had ongoing legal battles with the SEC and other
federal and state regulators for more than a decade. The SEC has charged him with
fraud civilly and criminally and has attempted to have him held in contempt. The U.S.
Government has admitted to spending over $1 million in costs in its effort to trace any
attempt to recover $45 million Brennan allegedly transferred to offshore trusts and
Avarious tax havens.@

The first SEC action for fraud was filed in 1985, and after trial in 1994 it obtained
a judgment against Brennan in the amount of $75 million. In 1993-1995 Brennan
established three offshore trusts in Gibraltar with a total value of some $25 million.
Brennan=s sons and his charitable foundation were beneficiaries of the trusts. Brennan
himself has a reversion after 10 years, or later if the Trustee determines. Under the
flight clause the trust was subsequently moved first to Mauritius, then to Nevis.

Brennan=s bankruptcy trustee has filed suit in Nevis, so far without success.

In 2000 state and federal prosecutors brought criminal fraud charges against
Brennan, for which he went to trial in 2001. The charges were bankruptcy fraud and
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theft, money laundering and obstruction of justice. He was convicted and was given a
five-year sentence without parole and the obligation to make $4.6 million in restitution
payments.

Brennan=s lawyers have denied fraud in the establishment of the trusts,
defending them as legitimate estate planning devices in light of Brennan=s family
circumstances.

An interesting feature of the Brennan case was the cooperation received by the
U.S. attorney prosecuting the case from Isle of Man authorities, who were described by
the prosecutor as Aquite helpful.@ A Manx court ordered Peter Bond, who managed
Brennan=s offshore companies through Valmet in the Isle of Man, to give evidence. His
testimony in a New Jersey courtroom helped convict Brennan. The Bank of Scotland,
which claimed it was an Aunwilling conduit@ for the sale of $4 million in hidden bearer
bonds by Brennan, also cooperated with prosecutors.

On the other hand, in 2000 a U.S. federal appeals court held that one of
Brennan=s overseas asset protection trusts could not be invaded by creditors, and a
jury failed to convict him on another count of bankruptcy fraud relating to his failure to
disclose over $500,000 of Mirage casino chips. Brennan has apparently agreed to
repatriate another $20 million in a Gibraltar asset protection trust, but that agreement
may or may not be approved by a Gibraltar court. The author understands that this
case has recently settled under confidential terms and that most of Brennan=s secreted
assets remain protected offshore.

At least three important points should be gleaned from Brennan and Anderson:
(1) all bets are off if the creditor sought to be avoided is the U.S. government, and most
bets are off if the creditor is a powerful and motivated corporate entity, like a U.S. bank,
as in the Weese case cited below. These have resources, tenacity and influence other
creditors do not; and (2) even in those cases, the government=s vast efforts apparently
did not yield complete recovery, so the Trusts Aworked,@ at least to some extent, as the
debtors hoped; and (3) bad facts made “bad law” in all of these cases.

Other Cases.

In Re Coker, 251 B.R. 902 (Bankr. M.D. Fla. 2000). Prior to filing bankruptcy
Cokers established an OAPT. The Court ruled that OAPT funds should be turned over
to trustee. Cokers cite impossibility. Citing Lawrence and Affordable Media (Anderson)
the court held the Cokers could not use the defense of impossibility when the
impossibility was self-created. Debtors held in contempt. (The creation of the OAPT
was done at the A11th Hour.@)

SEC v. Bilzerian, 112 F. Supp. 2d.12 (DC 2000). Mr. Bilzerian was convicted of
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securities fraud and conspiracy to defraud the U.S. SEC filed civil suit, obtained
judgment and an order in 1993 forcing Bilzerian to disgorge $33 million. Two years
after disgorgement order he established a Cook Islands Trust and transferred $15
million to it. He was a beneficiary but removed as beneficiary by trust protector in 1998.
He argued Afinancial inability@ to meet the disgorgement order. The court held Mr.
Bilzerian to an Aespecially high@ standard in his impossibility defense. When he failed
to provide the court with a copy of the trust, the court questioned whether he held an
indirect beneficial interest. The District Court found him in contempt and incarcerated
him. The trust was not repatriated.

Eulich v. U.S. (N.D. Tax Case No. 99-CV-01843, August 18, 2004) In the early
1990s Mr. Eulich established an OAPT in The Bahamas with $100 million (possibly to
avoid U.S. taxes). IRS asked for information, he said he could not obtain information.
Court refused to accept impossibility as a defense because it was self created and
required the Settlor to sue for the information in Bahamian Courts. Eventually fine of
$10,000/day imposed for failure to produce documents.

Federal Trade Commission v. Ameridebt, 373 F. Supp. 2d 558 (D. Md. 2005)
There was an FTC investigation of Ameridebt and Mr. Pukke, its controlling
shareholder, for allegedly defrauding consumers. After learning of the FTC
investigation in 2002, Pukke made transfers to friends and relatives and established
trusts in Delaware, Nevis and Cook Islands. Court required defendants to turn over
assets to a receiver during pendency of investigation to avoid prejudicing FTC=s ability
to recover. A federal district court stated that plaintiff FTC could move for contempt if
the defendant failed to comply with a repatriation order, allowing that the defendant
would be free to argue an impossibility defense.

U.S. v. Grant, Case No. 00-8-986, 2005 U.S. Dist. Lexis 22440 (S.D. Fla. Sept. 2,
2005) Mr. and Mrs. Grant set up reciprocal OAPTs in Bermuda and Jersey, one each
as Settlor and beneficiary, in 1988 and 1984. In 1991 and 1993 IRS assessed huge
taxes. Because of their power to remove and replace trustees retained, a federal
magistrate recommended that the court order repatriation to satisfy a federal tax lien.
The magistrate arguably made several erroneous statements regarding trust law and
fiduciary duties, but the recommendation nevertheless indicates the current U.S. legal
atmosphere, at least to apparent attempts to thwart the IRS. Apparently it did not
matter to the magistrate=s view that the trust was funded 10 years before the tax liability
arose.

Morris v. Wroble, Case No. CIV-06-80479 (S.D. Fla.) aff=d. Appeal No. 06-
80452-CV-DTKH (11th Cir. Nov. 16, 2006) Mrs. Morris executed a post-nuptial
agreement with her husband which provided for a $1.5 million payment and contained
an non-contestability clause providing that she would forfeit the payment if she ever
contested the agreement. In 2001 they divorced, and she received a $1.5 million
payment. In 2003 she brought an action which she claimed was not a contest, but the
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court determined it was a contest and ordered her to repay $1.5 million plus costs and
attorneys= fees. While appealing she transferred most of her assets to a Cook Islands
Trust. Court found the transfer fraudulent and ordered her to repatriate. When she
refused to appear and fled the jurisdiction, she was found in criminal contempt and her
appeal was dismissed.

The Weese/Bibelot vs. Allfirst Bank and Bank of America Case in Baltimore

In the spring of 2001 Allfirst Bank and Bank of America, claiming they were owed
millions of dollars by the owners of the bankrupt Bibelot Bookstores in Baltimore, the
Weeses (heirs to the Rite-Aid fortune), filed suit to recover the debts and an injunction
seeking to force the Weeses to give creditors access to an estimated $25 million in
assets in offshore trusts. The claim by the banks was that the Weeses, in transferring
assets to a Cook Islands asset protection trust, had committed a fraudulant conveyance
with intent to hinder, delay or defraud their creditors. The banks= claim was that the
Weeses had assets to pay their debts when they fell due.

In 2000 a $17 million promissory note by Bibelot personally guaranteed by the
Weeses fell due. Subsequently a judgment was entered against the Weeses for
repayment of the loan. Months later Bibelot filed for bankruptcy. After the Bank of
America note was due the Weeses borrowed another $1.6 million from Allfirst. Within a
month thereafter, in July of 2000, Bank of America initiated arbitration proceedings. On
the day they entered into arbitration proceedings with the Bank the Weeses created a
Cook Islands trust with Cook Islands Trust Ltd. and Mrs. Weese=s father as Co-
Trustees and transferred $25 million of assets to it. Among the assets transferred to the
trust were a Baltimore house appraised at $3 million, which was transferred in
consideration of a $10 payment. At the time the house was security for a $1.7 million
loan from Wachovia. The Weeses subsequently consented to the entry of an arbitration
award for $17.6 million.

The Weeses were apparently represented in the creation of the trust by Allan
Gibber, a well-known, respected practitioner and author of the definitive treatise on
Maryland probate law. Mr. Gibber, in turn, apparently engaged the services of Barry
Engel as special counsel to assist in the creation and funding of the Cook Islands trust.

The bank creditors pursued litigation in both Maryland and overseas. In fact, trial
was scheduled in New Zealand for February 2003 in the Cook Islands case. The
debtors defended the establishment and funding of the Cook Islands trust by general
and vague allusions to Aestate planning@ and Aproviding for the children.@ The trusts
are grantor trusts includible in the Grantor=s estate. Settlor Elizabeth Weese=s father
was initial Co-Trustee with Cook Islands Trust Company, and as between the two, his
authority was governing. Elizabeth Weese was initial protector with authority to veto
any decision of the Trustee.
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In the past year there were two important decisions in the Weese case, both
going against the Settlors. First, the High Court in the Cook Islands rejected the
Trustees= and Settlors= claim that the privacy provisions of the International Trust Act
prevented a plaintiff from obtaining discovery of documents. Second the Court of
Appeals upheld the High Court=s denial of a claim of attorney-client privilege attaching
to certain specified documents because it ruled a prima facie case of fraud had been
established. Apparently a Mareva injunction was obtained freezing the trust assets.

A settlement was ultimately reached in this case in which substantial funds were
paid to the creditor bank by Settlor=s father, who apparently purchased his daughter=s
note at a discount. Again, at least to some extent, the trust Aworked.@

Interestingly, the Settlor of the Weese Trust is the daughter of former Rite-Aid CEO
Martin Grass, who recently plead guilty to what the Wall Street Journal characterized a
Amassive accounting fraud.@ Reportedly Martin Grass bought the bank note due from his
daughter for a very substantial payment to settle this matter.

Also very interesting is the fact that the Plaintiff U.S. bank creditors who brought suit
in the Cook Islands applied for discovery of certain documents in the drafting attorney=s file
which the defendant and counsel tried to protect as privileged. The Court refused to uphold
the attorney-client privilege of the documents because it found that the client=s interest in
seeking legal advice was to further a crime or fraud. The Court found that it was not
relevant to its ruling on the privilege issue whether or not the attorney was cognizant of the
client=s nefarious purposes. In effect, the Court invoked the crime/fraud exception to the
attorney-client privilege, taking in fact an expansive view that there is no privilege not only
where there is fraud, but even Awhere there are commercial practices or business dealings
that would readily be described as dishonest to the point of fraud by a reasonable
businessman.@ The Court did require a Astrong prima facie case of fraud or dishonest
purpose or a strong probability there was fraud@ and found that test met in this case. The
Court found that the asset protection trust statute did not modify this privilege rule and
guoted with approval another Cook Island case: Alt should not be lightly assumed that
Parliament intended to defeat the claims of creditors by allowing international trusts to be
used to perpetuate a fraud against a creditor.@

Actions in Foreign Courts.

The general rule of international law is that countries will grant comity to the
courts of other countries such that one country will enforce the judgments and find
orders of the courts of other countries provided that certain minimal Adue process@
standards are met, e.g., notice, jurisdiction, fundamental fairness, etc. Therefore, it may
be a mistake to assume that a foreign trust will not be bound by a domestic judgment in
favor of creditors.

153



Certain jurisdictions have by statute provided that foreign judgments against
trusts domiciled in such jurisdiction will not be recognized or enforced, but these
jurisdictions are relatively few and obscure: Belize, the Cook Islands, Labuan, Nevis,
Niue and St. Vincent and the Grenades. Other jurisdictions may have court decisions in
which comity was refused, as the Isle of Man is reported to have, but it may be perilous
to rely on local common law in the absence of an express statute.

In the courts of English common law jurisdictions a U.S. or other foreign
judgment for a liquidated claim may be recognized pursuant to summary proceedings
provided that certain standards are met:

X foreign court must have been a court of competent jurisdiction
X foreign judgment must be final and conclusive

X the judgment must be for a fixed and definite sum of money

X judgment must not have been obtained by fraud

X judgment must not be contrary to public policy of the host court

In order to keep the assets from disappearing once proceedings are commenced
in an English common law jurisdiction, a remedy similar to a temporary restraining order
may be obtained. Following the name of a 1975 English case, Mareva Compania
Naviera S.A. v. International Bulkcarriers S.A., 2 Lloyd=s Rep. 509, this remedy is
commonly referred to as a Mareva injunction. Such an injunction allows the freezing of
assets on an ex parte basis pending the outcome of other ancillary proceedings either in
the courts of the jurisdiction in which relief is sought or in another jurisdiction. The
injunction may be sought and granted either before or after a judgment on the merits
has been obtained.

Bankruptcy Law Considerations.

Where a debtor is foolish enough to settle an offshore asset protection trust and
then file for bankruptcy or immediately before being involuntarily forced into bankruptcy,
a bankruptcy trustee steps into the debtor=s shoes and may exercise all of his rights,
including any over the administration of the offshore trust. In some jurisdictions
however, such as the Cook Islands, there is no recognition of bankruptcy decrees of
foreign courts.

Contempt of Court.

While impossibility of performance is a defense to a contempt of court citation,
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where an obviously fraudulent conveyance has very recently been made the defense
will not serve. A typical offshore trust will instruct a trustee to ignore instructions given
under the compulsion of court order. But where the settlor=s defense of impossibility of
performance was caused by the settlor/debtor=s actions shortly before the court order,
impossibility of performance is no defense.

Flight Clause Issues.

A typical offshore asset protection trust contains a provision granting the trustee
or others the power to take action to defeat the impact of adverse court orders in the
trust=s domicile by various evasive maneuvers such as changing the trust=s domicile or
governing law or the appointment of new trustees in a new jurisdiction.

A Mareva order, as noted above, may render such a flight clause nugatory.
Upon a prima facie showing of a fraudulent conveyance or similar claim against a
trustee, the judgment creditor or claimant may be able to obtain a court order barring
the trustees from moving assets any further anywhere in the world, resigning or
appointing new trustees, surrendering or distributing trust assets, or changing the
governing law of the trust.

No case comes to mind with sympathetic facts for the debtor which received
harsh judicial treatment in the U.S. Like family LLP/LLC tax cases, bad facts for the
debtor (taxpayer) lead to adverse decisions against the debtor (taxpayer). By and large
offshore asset protection trusts cases, like FLP/FLLC cases, have been handled by US
courts as they should have been handled.

Conclusion.

Not surprisingly, careful lawyers and well-advised clients will be rewarded,
careless lawyers and foolish and unscrupulous clients will be punished. A properly
chosen strategy carefully and thoughtfully implemented will effectively shield assets
from claims of future creditors. The wrong choice of trust domicile, bad timing in making
transfers to the trust, the wrong choice of a third country in which to hold trust assets,
the wrong choice of trustees, trust protectors, investments or depositary institutions can
leave offshore trust assets vulnerable to attack by creditors of beneficiaries.

As general guidelines, move only liquid assets to an OAPT and less than 50% of
net worth, use independent trustees and protectors, make adequate provision from U.S.
assets or from OAPT assets to pay successful claims by the U.S. government, maybe
by large corporate creditors.

XVI. HOW TO USE AN OFFSHORE ASSET PROTECTION TRUST TO HOLD
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XVII.

U.S. REAL ESTATE OR OTHER U.S. ASSETS WHICH ARE NOT LIQUID?

A U.S. citizen concerned about potential future creditors and wishing to protect a
valuable real estate holding or other U.S. assets faces an obvious dilemma if he wants
to maintain some kind of control over the property. If he retains an interest in or control
over the property, any domestic conveyance is unlikely to be effective. On the other
hand, he obviously cannot physically transfer real estate overseas and outside of the
jurisdiction of the local courts, and he may simply be unwilling to transfer more liquid
assets out of his control.

One approach is for the U.S. domiciliary to establish a U.S. family limited
partnership to hold such U.S. assets, real or personal, retaining one percent (1%)
general partnership interest which has all management rights, and conveying the ninety-
nine percent (99%) limited partnership interest to a foreign asset protection trust. The
trust may create a Asubsidiary@ controlled foreign corporation of which the grantor and
those beholding to him are directors.

In the event of a suit against the grantor, he will disclose on his balance sheet the
existence of the trust and his one percent (1%) interest. He will explain to his creditor
that the other ninety-nine percent (99%) interest is owned by the offshore Asset
Protection Trust, under which the trustees have complete discretion to distribute income
or principal or neither to him or his spouse or his descendants. He will explain the trust
is irrevocable so he cannot dissolve it or get at the assets; that the jurisdiction does not
recognize foreign judgments, that the creditors must prove fraudulent conveyance
beyond a reasonable doubt and that the suit must be brought within two years of the
creation of the trust; that the jurisdiction is 9,000 miles away; and that the partnership
has been liquidated and the limited partner=s interest as 99% tenant in common has
been distributed to the foreign corporation.

The local court will have no jurisdiction over the foreign trustee who owns ninety-
nine percent (99%) of the real estate. For this purpose one only uses foreign trustees
with no U.S. nexus which might support jurisdiction in the U.S. of a law suit. That
portion of the real estate or other assets owned overseas should therefore remain
immune to creditor claims.

CLIENTS WANT ASSET PROTECTION PLANNING

Two recent surveys, one reported in the Fall of 2003 in The Wall Street Journal,
ALitigation Boom Spurs Efforts To Shield Assets,@ by Rachel Emma Silverman, and
another reported in the September 2003 issue of Trusts & Estates in an article entitled

3See Asset Protection Aspects of Art, Peter Spero, Journal of Asset Protection,
January/February 1998, Vol. 3, No. 3.
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AShelter From the Storm,@ by Russ Alan Prince and Richard L. Harris, document the
rapidly increasing interest in and demand for asset protection expertise in their
professional advisors by HNWI. With the phase-out of the importance of estate tax
planning with the dramatic recent and scheduled increases in the estate tax exemption,
trust and estate planning lawyers and other financial service providers -- accountants,
financial planners, investment advisors, trust bankers -- have a strong motivation to
increase their expertise in the asset protection area as the opportunity presents itself to
find other profit centers in their practices. According to a survey, 69% of investors
holding $5 - $25 million are fearful of being targeted by an unfounded lawsuit. 1.8
million Americans were sued in 2004, the most recent year for which figures are
available.

These two articles are attached as Exhibits 7 and 8.

According to the Trusts & Estates article, while less than 28% of lawyers agreed
strongly with the assertion that AAsset protection is legal and should be discussed with
most wealthy clients,@ 55% of high net worth clients were reported as Avery@ or
Aextremely@ interested in asset protection planning. Interesting, more successful
lawyers were more in tune with their clients= sensitivity to asset protection. Fewer than
13% of wealthy investors have any type of asset protection planning. Clients need asset
protection planning. Clients want asset protection planning. Yet many estate planning
lawyers are not providing this service to their clients. With the opportunities for tax-
oriented estate planning shrinking, estate planning lawyers have an opportunity to grow
their practices into asset protection planning.
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Form D

AFFIDAVIT OF SOLVENCY
RE: THE] ] TRUST (“the Trust”)
The undersigned, , being first duly swom upon oath, deposes

and states as follows:

!

1o

That to the best of my knowledge and belief the information provided, and any
attachments hereto, are true and coirect.,

Iam a Settlor of the Trust and I contemplate making transfers of property thereto in
addition to my initial nomina) contribution thereto.

That there are no pending or threatened claims or proceedings that I reasonably
anticipate may result in a Judgement against me, and I am not a named defendant in any
lawsuit or involved in any administrative proceedings as of this date, or a Jjudgement
debtor {other than as disclosed in any attached schedule}.

That I do not anticipate filing for refief under the provisions of the applicable
bankruptcy or insol vency laws, nor am [ involved in any situation that I reasonably
anticipate would cause me to file for relief under the applicable bankruptey or insolven-
cy laws in the future.

That following any transfer of Ty property to the Trust structure, I will be solvent and
able to pay my reasonably anticipated debts (including any claims or lawsuits against
me) as they come due from the balance of my property after such transfer.

That I have fuij tight, title and authority to transfer the assets to the Trust.

That I have read and understood the annexed description of unlawful aclivities, and
confitm and represent that nope of the assets which I may transfer to the Trust was
derived from any of the activities described therein,

That I am not to my knowledge, nor do | reasonably expect to be, under investigation by
any federal or state agency, ot in violation of any statutes administered by, or empower-
ing, the Internal Revenue Service, the Federa) T'rade Commission, the Securities
Exchange Commission, the United States Postal Service, the Drug Enforcement Agency,
or the Federal Bureau of Investigation.

That [ am not engaged in or about to become engaged in a business or transaction for
which remaining assets will be unreasonable in relation to the business or transaction

That I do not intend to incur or reasonably believe that I will incur debts beyond my

ability to pay as they become due and I do not have the actual intent 10 hinder, delay, or
defraud any creditor.

D-1



SUBSCRIBED AND SWORN before me, a Notary Public in and for the State of

by _this

of {month) {19991/ 1200_).
Witness my hand and official seal

Notary Public: Stamp

My commission expires:

My address is:

day



ANNEXURE TO AFFIDAVIT OF SQLVENCY
CONCERNING UNLAWFUL ACTIVITIES

The law of a jurisdiction may contain legislation (the “legislation”) making it criminal for any-
one to conduct or attempt to conduct certain financial activities which involve the proceeds of
unlawful activities. The transfer of assets into a limited partnership, Trust, or other entity may
constitute a criminal activity within the scope of such legislation if the assets transferred to such
entities were derived from any of the unlawful activities specified in the legislation.

The unlawful activities under the legislation commonly consist primarily of drug-trafficking
offences, financial misconduct and environmental crimes. Drug-trafficking offenses include the
manufacture, importation, sale, or distribution of controlled substances; the commission of acts
constituting a continuing criminal enterprise; and transpostation of drug paraphernalia.

Finaneial misconduct includes the concealment of assets from a receiver, custodian, Trustee,
marshall, or other officer of the count, from creditors in a bankruptcy proceeding, or from a
statutory corporation or similar agency or person; the making of a fraudulent conveyance in
contemplation of a bankruptcy proceeding or with intent to defeat the bankruptcy law; the
giving of false oaths or claims in relation to a bankruptcy proceeding; bribery; the giving of
commissions or gifts for the procurement of loans; theft, embezzlement, or misapplication of
bank funds or funds of other lending, credit, or insurance institutions; the making of fraudulent
bank or credit institution entries ot loan or credit applications; and mail, wire, or bank fraud or
bank or postal robbery or theft.

Environmental crimes include violations of statutory or regulatory laws Other specified
unlawful activities in such legislation could include couaterfeiting, espionage, kidnapping or
hostage-taking, copyright infringement, entry of goods by means of false statements,
smuggling, removing goods from the custody of customs, illegally expoiting arms, and
trading with a country’s enemies.
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DIVORCE tAw

Barbara Westrate had no
idea her husband had
hidden most of the
family's wealth in an
offshore trust. Until she
discovered that it
excluded her, Now
lawyers with high-
asset clients are
discovering that
a fine line can
separate financial
advice from
ethics sanctions.

- 1 P . I
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BY DEBRA BAKER

avid Westrate claims his only

reason for setting up a family

trust in 1994 was to preserve
his family's fortune for the benefit
of himself, his wife and his four
children.

As the owner and operator of

National Business Institute, a multi-
million-dollar company that spon-
sored legal education seminars for
lawyers, Westrate says he wanted
to guard against the threat of frivo-
lous lawsuits and claims by unfore-
seen creditors.

But Barbara Westrate, his wife
of 11 years, says she had no idea
her husband had shipped 90 per-
cent of their assets—an estimated
$11 million—to the Cook Islands,

located 1,900 miles off the coast of

New Zealand.

And, she says, he never men-
tioned that the trust did not spe-
cifically name her as a beneficiary,
referring instead to “spouse of the
settlor.”

In fact, Barbara Westrate main-
tains, it wasn't until she filed for
divorce in January 1996 that she
learned about the trust at all, not to
mention that her husband had set
it up just four months after meeting
with a domestic relations lawyer

It was only through the course
of Florida divorce proceedings that
she began to understand the im-
plications of what he had done. Be-
cause her name is not mentioned
in the document, she will have no

Debra Baker is a reporter for
the ABa Journal. Her e-mail address
is bakerd2@staff abanet.org
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claim as & beneficiary once the di-
vorce is final

Moreover, because the trust—
the bulk of which contains marital
property—is subject to the laws of a
country that does not recognize U.S.
judgments, including divorce de-
crees, its trustee doesn’t have to ac-
knowledge a U .S. court oxder that
grants her access to its assets.

The bottom line: Regardless of

what a US. judge rules, Barbara
Westrate might never get her share
of the trust heldings.

“Offshore trusts, when you use
ther to try to defrand a spouse, are

rotten things,” Westrate says “If

the cowrts care about family, this
shouldn't be allowed. They should
be concerned when one parent can
burn another like this—legally *

Estale Plannlng or Money Hiding?

Over the last decade, the off-
shore trust industry has emerged
as a popular estate-planning mech-
anism for wealthy entrepreneurs,
execntives, doctors and lawyers
seeking to safeguard their funds

But as the Westrate case sug-
pests, there are growing concerns
that these trusts are being used to
hide money from spouses and oth-
er legitimate creditors. Significant
questions also are being asked
about the role lawyers play in de-
signing trusts for use by clients
with fraudulent intentions.

David Westrate’s lawyers came
under scrutiny in June when a cen-
tral Florida judge found a prima
facie case existed to apply the erime-
ftaud exception to the aitorney-
client privilege between him and
his lawyers. Judge Vivian C. Maye
of Hillsborough County (Tampa)

Circuit Court ordered the attorneys
to respond to interrogatories so she
could determine whether their testi-
mony would ba admissible at trial.

A settlement of the case left
unresolved the inquiry into the ac-
tions of David Westrate’s attoineys,
as well as the wider reaching ques-
tion of where the line is drawn be-
tween assisting a client and perpe-
trating a fraud

“These are cutting-edge ques-
tions being raised,” says Barbara
Westrate's attorney, Arnold D.
Levine of Levine, Hirsch & Segall
in Tampa “Very seldom do you get
to this level in these types of pro-
ceedings.”

So-called asset protection trusts
are designed to shield wealth by
moving it to a foreign jurisdiction
that does not recognize U.S. judg-
ments or other legal processes, such
as asset freezes and forfeitures.

Typically tiusts are set up fto
replace or supplement professional
liability insurance, reduce assets
and discourage lawsuits, enhance a
strategic position when dealing with
creditors, and avoid or supplement
prenuptial agreements. Experts es-
timate that $1 trillion to $5 trillion
is currently being held offshore

Barry S. Engel, who co-auth-
ored the trust laws in the Cook Is-
lands in 1989 and sef up the trust in
the Westrate case, says these frusts
help wealthy individuals who believe
the legal system can’t protect them.

“What we're doing is a re-
sponse We're leveling the playing
field,” says Engel, a lawyer with the
Englewood, Colo, firm of Engel,
Reiman & Lockwood

Moving money to locales such
as the Cook, Channel and Cayman
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CHRISTOPHER REDMOND and ALAN GOUGH

focus their practices on offshore frusis and tracking
assels. ‘The real issue is intent,” Redmond says.

islands provides a layer of insulation
for the settlor of the trust becauge
creditors or others who win a judg-
ment from a U.S. court must then
go to the foreign jurisdiction where
the trust sits if they want to collect.
The laws of these debtor-
friendly jurisdictions make it diffi-
cult and costly to prevail. Discov-
ery is limited, and fraud must be
proved beyond a reasonable doubt.
ose seeking to challenge a trust
must pay up front to retain local
counsel; lawyers in these countries
generally don't work on a contin-

gency basis. And the statutes of

limitations—as short as ane or two
years from the time the money was
transferred—often have expired by
the time a claim is brought.

A well-drafted offshore trust
provides other benefits, as well For
example, if the trust is threatened,
a “flight clause” enables the foreign
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trustee fo physically move the assets
or the trust itself to another location.

Further, an offshore trust, un-
like a U.S. trust, may allow settlors
to maintain significant control over
their assets Trusts can include co-
trusfees in the United States to
watch over the actions of the foreign
trustees, and setflors can name
anyone, including themselves, as
“protectors™ to oversee the trustees
and veto their actiona if necessary.

If litigation is threatened, the
protector and the co-trustee can re-
sign so that no one within the per-
sonal jurisdiction of a federal or
state court has control over the as-
sets of the trust.

Amnblguous {egal Rutes

Complex legal principles relat-
ing to the offshore industry make it
difficult to discern when Americans
can lawfully move their assets out

of the reach of the law.

“Even the courts don’t
understand this,” Enge]
says "It vavies state by
state I varies within
states It's difficult for us
without a erystal ball to
predict what’s going to
happen.”

Asset protection de-
vices are legitimate so long
as they are designed to
protect against future, un-
anticipated litigation and
are nol infended to hide
funds from present o7
threatened disputes.

While there is little
question that clients who
ntentionally conceal or fail
to disclose material facts to
creditors with the intent to
deceive can face charges of
fraud, the issues relating
to fraudulent conveyance
are more complex

A fraudulent convey-
ance is a transfer made
with the intent to hinder,
delay or defraud creditors.
Unlike fraud, which voids
an entire transaction, a
fraudulent conveyance is
still a valid transfer, even
though the intent is fraud-
ulent. Laws prohibiting
such transfers are remedy

statutes that allow creditors to
recover their losses

Transferring funds offshore

when litigation is pending or

when known creditors exist gen-

erally will violate state and fed-

eral fraudulent conveyance statutes.

But if litigation isn’t pending, it
is more difficult to determine when
transfers will be deemed fraudulent.
Some say a probability of futura liti-
gaticn violates the law, while others
believe a mere possibility is enough.

The answer is often a question
of semantics. “It’s what the game is,”
Engel says “You try to find common
threads that run through fraudu-
lent transfer laws, and you can’t.”

Christopher J. Redmond, a
Kansas City, Mo,, lawyer who spe-
cializes in tracking down funds that
have been fraudulently transferred
outside the country, says each case
ends up being considered on its own
facts,

“The real issue is intent,” says
Redmond, who is the chair of the
International Bankruptey Com-
mittee of the ABa Business Law Sec-
tion and a lawyer with Husch & Ep-
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penberger. “No one is going to say,
‘I did this because of a divorce or be-
cause of creditors. The only way
you can establish it is from the to-
tality of evidence”

The risk of making an offshore
fraudulent transfer is unclear.
While the laws of the foreign juris-
diction may still keep the money
out of the hands of the creditor, the
client. may face contempt of court
proceedings for concealing informa-
tion about the whereabouts or the
extent of control he or she has over
the money.

The matter of attorney liability
is equally vague. Legal and ethics
rules, as well as interpretations of
those rules, vary by state. Many
suggest, however, that lawyers may
expose themselves to discipline,
disbarment or even jail time for
assisting in conduct that violates
rules prohibiting fraud, deceit or
misrepresentation

Asgide from fraud and fraudu-
lent transfer issues, other ethical
questions come inte play when
dealing with trusts.

A confliet of interest clearly
exists in cases where an attorney
represents both a husband and
wife but sets up a trust that works
to the benefit of only one of the par-

Since Barbara Westrate is not listed by
name, she does not coliect in the event
of a divorce

Laws in the Coak (slands don'(
recognize US divorce decrees

This clause prohibits the trustes fro
altering the trust to comply with ¢
otders and atlows one trustee to di
a co-tustee who is subject o IS p
jurisdiction -

This clause allows the trustee ta move B
trust or its assels anywhere in the worid
if creditors overcome judsdictional hurdles

to belng a claim :

GRAPHIC BY [EEF DICHISE

Fraudulent transfers carry unclear risks. Foreign
laws may keep the cash away from a creditor,
hut the clienf may be found in contempt of court.

Here is how it was set up:

—.

g Trust features: | Imevocable

s,

ties, Redmond says. Similarly, if a
trust is set up for the director of a
corporation and the shaieholders’
interests are pub at risk, a corpo-
1ate attorney may be breaching his
or her duties

But some attorneys say they
are not violating ethical rules, ne
matter what the intent of their
clients. They argue that because
fraudulent transfer laws are mere-
ly remedial statutes, lawyers who.
assist clients in making such trans-
fers are doing nothing illegal

TFhe Blgh! le Move Money

Denis Kleinfeld, an asset pro-
tection attorney in Miami, says the
legal nuances relating to client in-
tent are not relevant because the
attorney’s only involvement is in
making the transfex, which is a le-
gal transaction. If the client has a
fraudulent intent, the creditor has
& means, through the statute, to go
after the money, he says

Attorneys have a right, even a

it

hore Trust

Barbara Westrate claims in a Florida divorce case
that her hushand, David, has hidden at least §11
million in marital assets in a trust in the Cook [stands.

Settlor: David Westrate - ———%
i Formed: December 1994
Beneficlatles: Settlor
TT—————»- Spouse of the Settlor
Settlor's children
{listed by name} :
Protector: David Westrate a——=" )
Trustees: Richard Admandson
ScuthPac Tust International

| Subject to the laws of the
Cook Islands
- M An “anti-duress” clause
-— W A “flight” clause
Eontents: National Business Institute, --——
real estate, cash, other assets

-

Seurce; Hillshorough County (Fla.) Caurs record. Definitions lrom
“The Offshore Tasst: A Conlemparaty dsset Protection Scheme™
by James Loreareltl 1997 Commercial Law fabenal

duty, to set up a workable estate
plan for clients regardless of intent,
Kleinfeld says. And clients have a
right to do what they wish with
freely alienable property, he says.

“You can be right in the middle
of a [court] proceeding,” Kleinfeld
says. “The question is: Do you have
a lawful right to draft a will and a
trust? Of couzse you do. There iz no
law that says you can't. If property
is freely alienable, [you] can move it
anywhere in the world "

Kleinfeld says that represent-
ing trust clients with suspect mo-
tives is no different from a criminal
defense attormey representing child
molesters or murderexs

But Levine, the lawyer for
Barbara Westrate, sees a clear dis-
tinction. “There is a difference be-
tween a client who says, 'I com-
mitted a crime; represent me,’ and
one who says, ‘Help me comemit
a crime,’ ™ he says “If an attorney
had knowledge of maritsl discord
and set up a trust, unguestionably

The trust is formed by David
Westrate 13 months before his wife,
Barbara, fites for divorce

Westrate retains indirect controd of
the trust by paming himself to this

; position, which advises lhe trostees
He and trustee Admundson, a busingss
partner, later resign, leaving U.S. courts
with no personal jurisdiction over
anyone who controls the trust’s assels

Barbara Westrate alleges the trust contains
90 percent of marital assets, estimated
to be in excess of $11 miliion NBY,
originally owned by Westrate alone, was
transferred to the trust when it was valued
at $36 million, but it was later sold for
$7 1 mitlion to Westrate and three
business partnats,



he is involved in the perpetra-
tion of fraud *

Even among staunch ad-
vocates of asset protection
trusts, few are willing to read
the law as broadly as Klein.
feld. They note it is unlike-
ly that a disciplinary board
would accept the gubtle dis-
tinction between fraud and
fraudulent transfers

The Embittered Spouss

While fraudulent trans.
fer issues are common in
bankruptey and other credi-
tors’ rights scenarios, it is di-
vorce cases that present some
of the most flagrant examples
of abuse

Domestic relations law-
yers say bitter spouses who
hold the purse strings are
willing to go to great lengths,
sometimes planning long in
advance of a divorce action, to
keep money out of the hands
of their partners

“ ‘Hide the income’ is the
biggest game being played,”
says Sandra Little, vice chair
of the ABA Family Law Sec-
tion. “It makes the nonmonied
spouses spend money they
don’t have to try to crack the
trust It's a hardball tactic: If
they run out of money, they
lose.”

In divoree, it is difficult to
prove an asset protection trust wag
actnally intended to defraud a
Spouse, particularly when it was set
up a year or two before the divorce
filing. Further, the law ig unclear
about whether a spouse will fall
into the same category as a creditor
in 2 fraudulent transfer situation

“It comes down to the question
of intent. If someone sees divorce on
the horizon and starts making trans-
fers, the intent is probably there,”
says Enge! “Its a very muddy,
murky and confused area of the law.

A case in point is that of a
wealthy Westchester County, NY.,
couple whose divorce became final
in July. Dt Roger Riechers, a board-
certified urologist, had get up an
asset protection trust in the Cook
Islands in 1992 without the knowl-
edge of his wife, Mary Riechers. The
trust was established two years be-
fore the divorce was filed, but two
years after marital problems had
developed and while the couple was
undergoing marriage counseling.
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Dr. Riechers maintained that
he set up the trust after defending
three malpractice lawsuits filed
against him between 1984 and
1988. He did not tel) his wife what
he had done, lot alone include her
in the decisions about the future
control of their assets. As in the
Westrate case, Mary Riechers wag
never mentioned by name in the
trust and would only receive bene-
fits if she were to maintain her sta-
tus as “spouse of settior.”

Despite the circumstantial evi-
dence, the trial judge said in his
written opinion that there was na
evidence to prove the trust was for
anything other than the purpose
Dr. Riechers asserted

Although the judge, Kenneth
W. Rudolph of the New York Su-
preme Court, ruled that half the as-
sets in the estimated $4 million
trust belonged to Mary Riechers,
she has no access to the money be-
cause the foreign trust doesn't rec-
ognize U.S judgments

1

-, Co-author of the Cook Islands trust laws,
says ‘even the courts don’t understand’ offshore

“She got half a loaf” says
Marilyn S. Faust, Mary Riechers’
attorney. “The judge was correct in
ruting how he did, but he didn't give
her a means to get at the money.”

Maxy Riechers was expected to
appeal the New York ruling and
has initiated an action in the Cock
Islands to try to break the trust

Levine says evidence of fraud
should be appazent when a spouse
is not involved in planming the
trust, is not given draft copies of
the documents, and is identified on-
ly as “wife” or “spouse” in the frust
document

Attorneys should not be able to
close their eyes to a client’s true in-
tent merely because he or she says
the trust is for a legitimate pm-
pose, he adds

“When someone hides behind
the fact that their client did not
specifically ask them to perpetrate
a fraud, [ say that's bull,” Levine
says. “It at least suns up to the line,
and I'm satisfied an ethical practi-
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tioner would say it is going aver the
live. It's certainly sleazy.”

In the case of David Westrate,
Levine argues, there was no reason
ta go offshore to protect himself, or

even his company, from the risk of

lawsuits when standard business
insurance would have provided ail
the protection he needed.

“Why did he need an offshere
trust? Did he think an attorney
was going to get a paper cut and
sue him?” Levine says.

William B Barnett, David
Westrate’s divorce lawyer, says his
client had no idea the tyust would
keep money out of the hands of his
wife in the event of a divorce. West-

rate never realized the impact of

using the “spouse” designation in-
stead of his wife’s full name and
had ne ulterior motive in moving
his assets offshore, says Barnett of
the Orlando firm of Barnett, Bar-
clay & Springmann

“A lot of people consult lawyers
years before a divorce is ever filed,”
he says. “This is an unfortunate set
of facts, but it was not intended ”

A Lawyer Protection Device

For his part in the Westiate
case, Engel says he was merely a
special counsel Trefained by another
Weslrate attorney and not by David
Westrate himsell. A= 3 Tesult, he is
one step removed from Westrate.

Because 90 percent of Engel’s
work is in creating the structures
for clients of other lawyers, he is
able to shift the burden to those
lawyers to ensure their clients are
not harboring fraudulent intent

For his own clients, Engel in-
sists they fully disclose to him all
relevant inforrhation, and he has
them sign a wiitten statement to
that effect.

“‘Lawyers tend to get nicked
when they are supposed to be ag-
gressive on behalf of the clients.
But it's one thing to be aggressive
and another to be plain stupid,”
Engel says. “We don’t put blinders
on. There's too much good business
out there ”

Offshore trusts are a lucrative
business for lawyers like Engel
Typically they charge at least
$18,600 to set up such a trust and
then continue to receive income
from every subsequent transfer
_ Thelure of those fees may spur
inexperienced lawyers wanting to
create a niche to put on blinders
when dealing with clients By doing
so0, atterneys not only place them-

selves at rigk, but they also may
unintentionally expose their cli-
ents to legal liability.

“People have no idea the com-
plexity involved in sefting up these
trusts, so they put their reliance
on the attorney setting it up,” Red-
mond says “It puts a greater duty
on the attorney to look out for the
client.”

One aspect of this complexity
is that an offshore trust can only

secure funds if the money remains

outside the reach of U.S courts.

Barbara Westrate's property
settlement, finalized Sept. 8, in-
cluded $3 4 million in trust assets
traced to investments the foreign
trustee made inside the United
States.

Levine says he would have
been able to assert federal juris-
diction over the trustee hag it been
necessary to secure the funds for
his client. “I essentially busted the
trust.”

Westrate says she is fortunate.
She ended up with $4.3 million,
including the trust assets, from
her husband. She also secured $2 5
million from National Business
Institute, which the foreign trust-
ee had sold, allegedly for less than
fair market value. Aa part of the
divorce proceedings she had sued
NBI, claiming its owners were part
of her husband's scheme to defraud
her

BEven though the fraud issues
raised by the case were left unre-
solved, Levine says the settlement
was in his client’s best interest

“For women generally, it would
have been nice to have the trust
established as a fraud, but T was
trying the case for Barbara,” Levine
says. “With the money on the table,
she was getting more than half and
is going to have inore than enongh
money to live comfortably That’s
what my job was.”

With cases such as the West-
rateg’ often ending in settlement,
it likely will be some time before
the boundaries for using offshore
agset-protection trusts will be more
clearly defined.

Until then, advocates of the
asset protection devices will con-
tinue to defend the aggressive fac-
ties they use to protect their clients.
After all, they say, isn’t that what
their job is?

“Let’s face it, it is not a perfect
society and it never will be,” Engel
says. “I'm not a moralist I'm not a
social engineer. I'm a lawyer.” W
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About Asset Protection

by Duncan E. Osborne and Elizapeth M Schurig*
Austin, Texas

ACIEC lawyess probably have a duty 1o engage in
assel protection planming for their clients, bat if they da
not, then to protect themselves from potential malprac-
tice Iiability, they should clearly communicate to thejr
clients that their representation does not involve any
ag:lvice regarding asset protection. While this hypothe-
515 may seem outrageous, in a recent article of the ABA
Journal, Peter Spero argues that, at least undes Califor-
nia law, a lawyes engaged in estate planning may well
have a duty beyond traditional trust, estate, and tax
planning which would, in fact, extend to asset protec-
tion planning ' Whether o1 not one agrees with Mz
Spero, tie mere fact that he hias taken that position and
has identified a possible “duty” shonld send & waming
signal The reality of our litigious society is that once
a lawyer argues that a “duty” exists, judges often allow
a plaintiff to pursue an argument based on that “duty
If this plaintiff is suecessful, Juries are often quick to
award generous damages to the injured party. Indeed,
this constant identification of new theories of liability
is the very aspect of our legal system which in large
measure drives the asset protection industry,

There are certainly ACTEC Fellows who resist the
notion that asset protection planning is a part of the

service owed to clients, Some argue that the potential
for unwittingly assisting a client in defrauding his
creditors is enough of a risk that this répresentation
should not be undertaken. Tadeed, some argue that this
tisk may itself serve as the basis for a defense fo a mal-
practice claim founded on a duty to provide asset pro-
tection advice. Some would go further and say that
under the fraudulent conveyance and fraudulent trans-
fex laws,? all potential creditors are protected, na matter
how removed in time and events from a transfer, so it is
wrong under all circumstances to engage in asset pro-
tection planning In support of such a position, those
Fellows might refer to the langpage of the fraudulent
transfer laws dealing with the tights of present and
future creditors. They might also cite the recent cases
which have held against the debfor and have struck
down foreign asset protection trusts arid that have, in
some cases, subjected the settors to imprisonment in
civil contempt proceedings * Finally, they might argne
the long.standing policies of Anglo-Saxon jurispru-
dence which genezally tend to support creditors’ rights
fo access self-settfed spendthrift trusts ¢

The problem with these atguments is that they are
superficial and they do not withstand serions analysis

* Copyright © 1999 by Duncan E Osboene and Elizaberh M
Schurig. Mr Osbarne is the senior pariner of Osborne, Lows, Hel-
man & Smith, L L.P. an recaived his BA from Stanford Uttiversi-
ty and his MA and JD from the University of Texas at Austin, Mr
Qsbome is the editor and a contributing author of the four-volume
treatise, Asset Protection: Domestic and Internatignat Law and
Tacrles, published by Clark Boardman Callaghan in 1995 (updated
quarterly), He i a fellow of the American College of Trust and
Estate Counsel an Academician in the Intemational Acaderny of
Estate and Trust Law (member, Executive Committes), and is fist-
ed tn Best Lawyery in America Ms. Schurig is also & pariner of
Osborne. Lowe, Helman & Sraith, L.L P, and received her BA from
Baylor University and her JD from the University of Texas at
Austin Ms Schurig practices in the Intemational Estate Flanning
Section of the firm and is board certified as a specialist in the area
of eslale planning and probateJawe She has written niimerous arti-
cles and has lectured extensively in the areas of domestic and inter-
national estatc planning, trust aod estate administration and pro-
bate She is a member of the Texas Academy of Probate and Trust
1 awyers. and the College of the State Bear of Toxss

' Peter Speco, Searck and Rescue Missions ABA T Oct

1939 at 70; See also Samuel L. Braunstein and Carol B Burger,
Protecting the Wealth AB A T, Nov. 1999 at 58,

* All states have laws to protect ereditors from fraudulent
fansfecs “Thinty-five have some version of the Uniform Fraudulent
Tiansfer Act, six have a vemsion of the UOniform Frandufent Con-
veyance Act, and nine have some ather statutory or common law
derived from the Statute of Elizabeth  See Duncan £ Osborne,
Asset Protzction: Domestic and Internatianal Low and Tactics
8§2:01-2:06 (199%) In this articie, fraudulent transfer ang fravdu-
Ient conveyance arc used interchangeably

* Inre BY. Brooks, 217 B R 9§ (Bankr ED. Conn 1998); In
re Larry Portoy, 201 BR, 685 (Bankr SD NY. 1996); Federai
Trade Comniission w. Affordable Media, Inc 179 F3d 1228, 1999
WL 387259 {9th Cir 1999) (This case is vsually referred ro as “the
Anderson casc” in asset proteciion circles); In re Siephan Jay
Lawrence, Debtor, Bankrupicy Ne 97 14687-BRCAIC (Banks
SD FL Miami D V Sept 8, 1999) Seé also Duncan B Osborne
and Blizabeth M Schurig, Asser Protection Trusts Impact of
Recent Case Lo, S J Asset Prot No 2at24 (Nov /Dec. 1939}

¢ See e fn re BV Brooks, supra note 3; see also In re
Larry Porthoy, supra note 3
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of the statutes and of the case law Fraudulent transfer
law is extraordinarily complex * While it is absolutely
true that the fraudulent transfer law of any given state
may, on its face, appear to be susceptible 1o the intes-
pretation that futare creditors, remote in time and cir
cumstances from the “tansfer” are protected, that is
not, and never has beeg, the way in which the courts
have interpreted those laws ¢ Courts have always fixed
on the relative proximity of the vatious creditors to the
events that led to the insolvency or to the financial
injury to the creditors. Indeed, for those who take the
time to study the bankrupicy cases, the creditors’
rights cases, and the articles written by the creditors’
rights bar, it is almost alarming what the courts do per-
mit in relation to the federal fraudulent transfer law
applied in a bankruptcy context. There is even an area
of the law cafled pre-bankruptcy planning which
allows asset transfers far beyond what these authors
have ever advocated ” Tu short, a serions legal analysis
of what can and ¢znnot be done to protect assets from
creditors under both state and fedesal law reveals wide
latitude for asset protection planning,

Crne veason that there is such wide latinde for pro-
tecting agsets is that the law (either common law ar
federal or state statutory law) has never required an
individunal to preserve his or her assets for the benefit
of future creditors  Fraudulent transfer statuies focus
on “inteat” and one cannot “intend” to defraud a cred-
itor who does not exist If the law did require individ-
uals to preserve assets for the benefit of future credi-
tors, then gratvitous transfers of 21l kinds (to family
members, to charities, etc ) would be prohibited and
the ability to use limited Iiability entities, e.g, corpo-
rations, limited liability partnerships, and limited lia-
bility corporations, would not be allowed * However,
from the easliest times in out history, persons havé had
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the ability to limit their liability, and creditors have
had fravdulent transfer laws and bankruptey laws to
protect them.

What has changed, and what has consequently
fueled the debate about asset protection planning, is
the legislative evolution in jurisdictions in which indi-
vidvals may legally protect assets from their credifors
by establishing and funding trusts for their own bene-
fit, the assets of which are statutorily protecied from
the settloi’s creditors. At least since 1989, when the
Cook Islands cnacted its asset prolection legislation,
individuals settling trusts in the Cook Islands or other
jurisdictions with similar asset protective legislation
have been able to settle assets in trust and benefit from
those assets even though such assets were not avail-
able to their creditors.® Some lawyers and fegal schol-
ars argue that this result is a wrenching departure from
Anglo-Saxon jurisprudence and simply should not be
allowed These authors disagree with those lawyers
and scholars  Angla-Saxon jurisprudence simply does
not dictate that individuals should not be permitied to
settle assets in trust for their own benefit and thereby
protect those assets from their creditors

Anglo-Saxon jirisptudence has evolved in much
the same way that the use of trests has evolved intp a
legal institation.”® However, the law goveming trusts
has historically been govemed by the courts of equity
rathes than the courts of law*' This is because a trust is
not really a legal entity, it is a “trust™ relationship and
therefore defining the relationship and its legal compo-
nents historically required the application of conseicnce
rathes than strict legal principles that was better accom-
plished by ecclesiastics than lawyers ® Though courts
of cquity do not exist in our country, it is important to
remember that a trust is a relationship rathesr than an
entity and that in the ahsence of a compelling reason to

* Confusion resuits, in part, from the dificulty in understand-
ing the distinction between 2 fraudufent transfer, which may be
grounds for a civil lew remedy, and a fraud, which may be a tort or
grounds for a criminal procesding In = way it is onfortunate that
the word “fraud” is included in both  See also Romald 1 Rudman
and David L. Lockwood, Assaf Protection Planning: Why it Works
and Ethical/Liability Considerations for the Practitioner, Financial
and Estate Planning, §31,501 af 25 709 (Commerce Clearing
House 1994}

* Osbarne supranote 2, at §20:02 See also raaterials cited at
note 7, infra

? See Peter Spero, Prebankruptcy Planning, 5 1 Asset Prot
No 2873 (Nov/Dec 1999) The following articles and specches
by Neal L Wolf, a leading bankruptey and creditors' tights attor-
«y, are also very helpful in this regard: Meal L Wolf, Understand-
g the Uniform Fraudulent Comveyance Act end Its Application in
Creditor Attacks, 1 J. Asset Prot No 4 at 34 {March/Apci] 1296);
Nesl 1. Wolf, Fraududen: Conveyance Law as Contained in ihe

__m-
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US. Bankruptcy Code, 1 J. Asset Prot No 6 at 25 {July/Aug
1996); Neal L 'Wolf, The Right of ‘Future Creditors Successfully
ta Maintain Actions Urder the Fraudulent Conveyance Statutes, 2
¥. Asset Prot No. 5 (May/Junc 1997); Neal L Woll, Frandulens
Conveyance Law: The Tool By Which The Agprieved Credifor
Attacks the Asset Protection Plan, Address before the American
Bar Association 9th Annual Spring CLE and Commiiitee Mesting
{May 14, 1998)

* Osbome, sipra note 2, at §20:02

* See, The International Trusts Act {1984), as amended by the
International Trusts Amendment Act (1985) the Internatiopal
Trusts Amendment Act (1989), the Intemnationa! Ttusls Amend-
ment (No 2} Act (3989) and the Intermational Trusts Amendment
Act {1991} (Cook Is )

" Austin Wakeman Scott and William Franklin Fratcher, The
Law of Trusts, § 1at 12 (4thed 1987)

" fd at9-11

© Jd at8-1)
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disturb this relationship, the relationship should be hon-
ored Indeed, trusts (or “uses” as they were originally
termed) have been used historically to avoid the appli-
cation of laws that had become outdated (for example,
in the fifieenth century uses were employed to defeat
feudal doctrines).”* While “[tJhe use of the trust to
evade the claims of creditors has been resorted to for
some six hundred years {and such] purpose is to be con-
demned,” the trust has also been an historical “instru-
ment of law reform” when the laws required modern-
ization."* While “[f]he trust has often served as a means
of evading the law . [t]he evasion that in the long run
proves successful is vsually a reform™* The evolution
of the asset protection trust and its statutory framework
is in answer 10 a shifting legal and economic eaviron-
ment that is demanding change. If the planning is done
with due and careful regard for creditors’ rights, there is
nothing inherent io Anglo-Saxon jutisprudence that
necessarily condemas asset protection trusts Planning
must be done within the bounds that protect creditors
But if those creditors worthy of protection are protected
then the asset protection trust should be able to com-
fortably take its place among the other vehicles avail-
ablé to proiect one’s assets and limit liability Por
example, at the core, there is really no distinction
between an asset protaction trost and an ERISA quali-
fied plan, and no one has seriously condemned ERISA's
anti-alienation provisions.

In addition to the fact that there is planning flexi-
bifity under creditors’ rights law, there are some pow-
erful forces working in favor of asset protection. First
and foremost is client demand: the interest in protect-
ing assets is not universal, but it is both widespread
and incessant, and it is driven in large measure by a
serious lack of faith in our legal system to render fair
results. Many persons of wealth perceive themselves
to be at risk no matter what sort of professional, busi-
Bess, or personal activities they undertake They gen-
uingly believe that the plaintiff’s bar can make a case
and generate liability under the most absurd and
unlikely set of facts. This concern reaches across the
spectrum of those who have wealth: dociors, lawyers,
accountants, architects, entrepreneurs, entertainers,
professional athletes, heirs to fortanes, et  Whether
the perceptions are well-grounded o not, they are real,
and they drive the decisions of these individuals As a

result, most wealthy clients are interested in asset pro-
tection advice.

Second is legislative reaction In respomse to these
concerns regarding the inability of the legal system 10
render fair results, begipning in 1989 in the Cook
Islands and proceeding apace on a global basis, juris-
dictions have enacted laws 10 compete for and service
the asset protection work * In addition to the so-called
offshore jurisdictions, no less than fouwr states, Alaska,
Delaware, Nevada, and Rhode Island, have now made it
possible to settle asset protection trusts in their respec-
tive jurisdictions " And finally, while the anti-asset pro-
tection advocates have cited with delight the imprison-
ment of the settlors in the Anderson case and the
Lawrence case; no less an authority than the Supreme
Court of the United States has, at a minimum, expressed
understanding for and acceptance of, if not actually
sanctioned, asset protection planning ™ Al that is to say
that while the legal debate about the appropriatencss of
assel protection planning may rage, neither side has a
clear winner, and there is substantial statutory and case
law facilitating asset protection planning. .

It may well be true that some of the client's con-
cein is paranoia. It may also be that the paranoia is fed
by marketers of asset protection stmctures, hoth for-
cign and domestic Indeed, clients may come to an
ACTEC Fellow with an asset protection plan that
someone has sold o1 is trying to sel Lawyers may not
be competent to understand, much less evaluate, all
the subjective factors that motivate clients, but if an
attomey is engaged to provide counsel regarding asset
protection planning, that attorney must be prepared o
respond to the vagaries of the client's agenda, inclnd-
ing the cliént’s perceived asset risk Because so many
clients have asset protection high among theit priosi-
ties, this issue will be even more important in the
ACTEC Fellow’s practice in the ensuing years

As a practical matter, what does all this mean for
the ACTEC Fellow? It is submitted that asset protec-
tion advice and asset protection trusts do not inherently
violate the foundational principles of Anglo-Sazon
jurisprudence and that they will eventually find their
place and their bonndaries in our cunent iegal system
either by virtee of legislative change or judicial recog-
nition. Therefore, the “duty” identified by Mr Spero at
the outset of this article is a concern (o be taken very
seriously The estate planning bar is particularly at risk
in terms of 2 potential duty, because various aspects of
the estate planning representation inherently involve
asset protection activities, i & , tax planning, creation of

" d at 16,

¥idat]
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** Osbomne, supra note 2, at §§27:01-47-93.

" Alaska Trast Act, Alaska Stat §§ 1336 105.220 {1997);

_——-—..-—____w_._.___-—_—_—_—'—’-_‘_—-——-_-—-—_.i —_—

Qualified Dispositions in Trust Act, Del. Code Anan. tit 12,
§§3570-3575 (1998); Spendthrift Trust Act, 1999 Nev Stat 299;
Qualified Dispositions in Trust Act, 1999 R 1 Pub. Laws 402

" Sez Grupo Mexicano de Desarrolo § V. v Alfiance Bond
Fund Inc. 1195 Ct 196} {1999).

25 ACTEC Notes 369 {2000)



Ity

trusts for spendthiifi children (or spouses) or other ben-
eficiaties who may need assistance with asset manage-
ment, tetirement plan work (ERISA gualified plans
under federal law enjoy the best of all asset protection,
but some states also protect non-qualified plans) and
the inevitable involvement with client’s assets and
solutions to their problems which produce, for exam-
ple, lirhited liability structures such 2s family Emited
partnerships  'What is all this work, if not, at least in
past, the exercise of limiting exposure to liability, 7 ¢,
asset protection planning? It would be easy for a cre-
ative plaintiff’s lawyer to argue thar an estate plannes
has a duty to engage in asset protection planning ®

Of course, an ACTEC Fellow miay well decide that
he or she does not want to do asset protection work.
Prudence suggests that in such a case the lawyes should
raise the issue with the client and make it clear that this
legal sezvice is not being rendered and should articulate
that position in conferences and confirm it in writing,
preferably ir an engagement letter that is acknowl.
edged by the client. If estate planning representation is
underway, the ACTEC Fellow should consider modify-
ing the engagement letter to reflect the understanding
that asset protection advice is not being rendered.

If the ACTEC Fellow does decide to engage in
asset protection planning, he o1 she must be educated
about the frandulent iransfer laws applicable in the
jurisdictions in which that person practices Af a min-
imum, the lawyer should have a workding knowledge
of the statutes and the cases decided undet them
Knowledge of the federal bankruptcy statutes that pro-
tect creditors is also necessary, although as a practical
matter, state statutes are usually more protective of
creditors’ rights thau the bankruptey laws If a lawyer
plans undes the guidance of the state Jaws, the result-
ing plan is generally mote conservative than would be
the case under the federal laws. Finally, a lawyer must
know the so-called shield laws of his or her state, ie,
those laws that exempt certain assets from the claims
of creditors.

With respect to any given case, the lawyer should
do a setious in depth analysis of the client’s solvency ®
This project begins with a listing of all assets, a sub-
traction of all debis, liabilities, claims, and contingent
liabilities and a subtraction of assets which are already
protected from cteditors® claims under applicable state

e iy

and federal Jaw, e g, homestead, ERISA qualified
plans, etc Be aggressive about identifying liabilities
and contingent liabilities, { 2, list not only debts, but
guarantees, contingent claims, pending fawsuits, and
even potential claims. In some cases, it may be appro-
priate to engage a CPA to produce an audited financiat
statement  Also, inguire about the client’s business
and professional reputation  For example, does the
physician client have a history of malpractice claims?
Does the business client have a history of disputes
with creditors, associates, etc 7 (The information on
the Intemet can be ttemendously helpful here.} If any-
thing untoward arises in the course of the solvency
analysis, the lawyer should secure the relevant facts
and eveluate them. If a serious problem appears, the
attomey might cither withdraw from the representa-
tion or retain as co-counsel an attomey with expertise
in ceditors’ rights ®

Finally, at the end of the solvency analysis, devise
a methodology which is sure to protect creditors
‘These authors typically implement a plan with a limit-
ed percentage of the solvency figure For example,
assume a client with the following:

$ 10,000,000  total assets

-2,000,000  debts, claims, guarantees,
contingent liabilities, threats, ete

-3,000,000  protected assets, e g., ERISA
plan, homestead, annuities,
life insurance™

$5,000,000 SOLVENCY

o x30%

$ 1,500,000  available for finther asset
protection planning

There is no magic to the 30% figure shown in the
example; it is a matter of subjective judgment How-
ever, only in very rare cases do these authors excesd
50%, and the figure is psually less The influencing
factors are the size of the assets (i ¢, the absolute dol-
lars involved), the nature of the client’s business and
professional activities, the potential source of any
clairos and the additional tools that might be available
But the primary point here is: leave something signif-

" Braunsieie and Burger, wpra note 1

* Duncan E QOsbomne, Asser Prosection and Jurisdiction
Sefection 33 Univ of Miami Philip E Heckerling Instituie on
Estate Planning 14-1, 144 (1999)

" As a practical matter, uncavering « serious problem pener-
ally oceurs within the first efient conference and doos nol take seci-
ous digging

e = ————

2 These authers have on oceasion procesded with creditors
rights co-counsel and campleted planning that permitted the imple-
mentation of some assct protection tools and rejected others.

. States vary in the protection from creditors that is afforded
annuities ard life msnrance, but in many states, the cash surrender
value is protecied  Osbome swpra note 2. at 8:41- 8:53

25 ACTEC Notes 370 (2000)

f'].



e e T VTR

icant on the table  Such an approach minimizes, if it
does not eliminate, the possibility of a fraudulent
transfer argument becanse there are necessartily ade-
quate reserves for all possible claimants

Not all asset protection planners are as consery-
ative as the foregoing example suggests, and many
attorneys will go much further and employ “in toto™
amangements where virtually all of a client’s wealth
is placed in one or more asset protection structzes.
Such plans bring clients to the ve; ¥ brink of solven-
cy and pose risks for the client and his or her attor-
ney The nature and extent of asset protection plan-
ning calls for a serious exercise of professional
judgment

In summary, what should an ACTEC Fellow know
about asset protection planning?

*  You may well have a duty to deal with it sither
by undertaking it or expressly confirming that you are
not undertaking it

* Clients want it More and more clients are
interested in asset protection counsel There is a
demand, and it is being encouraged by marketers of
asset protection plans. Do not be surprised by clients
asking for it

*  If you undertake asset protection planning on

__"-_""_-—-——-————.—__._,.___'_______
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behalf of a client, educate yourself on the applicable
state and federal laws that protect creditors and identi-
fy and establish a relationship with 4 leading creditors®
Tights attorney in your locale.

*  Undertake an in depth solvency analysis of the
client’s assets, liabilities, and creditor protected assets
Make sure you know the extent of your client’s real
and likely dsks

* Educate yourself about the asset protection
options in your slate Domestic solutions frequently
work in debtor fiiendly states like Texas and Florida, but
even in creditor friendly states, you may be able to
achieve all that is necessary, for example, with a life
insurance plan, a retrement plan, and # family Hmited
partnership Offshore trusts and out-of-state trusts can be
complex and expensive and may not really be necessary

¢  Always be aware that you may be at risk for
potentially engaging in a conspiracy to commit a
fraudulent transfer and plan consexvatively

* Remember, in the context of asset protection
planning, you are damned if you do (under a potential
conspiracy theoty) and damned if you don’t (under a
theory that you have a duty to your client to render
asset protection advice). No one ever said the practice
of law was not challenging|
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No U.S. Connections Allowed
~7 " With an Oftshore Trust?

Wrong! Use Onshore Contacts

Frederick J. Tansill

Offshore asset protection trusts can be an excellent device for sheltering assets,
but many clients worry about not having onshore connections to the trust assets.
Various onshore contacts can help alleviate these fears.

t is widely believed and frequentdy
stared that if protection is to be had
for a citizen or resident of the United
States using an offshore asset preser-
vation mmust (OAPT), there must be no
connectons between that trust-and the
United States. The concern with onshore
connections is that, in the event claims are
asserted by U.S. creditors, a U S. nexus of the
trust could provide a basis on which jurisdic-
tion against the trust of its assets could be
obtained by U.S plainiffs in U.S. courts.
The purpose of this article is to suggest
that in many—pc:haps even most—cit-
cumstances, it is perfectly appropnatc and

consistent with asset prcscrvatlon goals for

an OAPT to have certain U.S. connec-
tions, including any or all of the following:

» Locarion or custody of assets in the
United States;

* Iavestment management in the U.S;

* Tiust protector domiciled in the U.S,;
and

* A corporate affiliate of the offshore
trustee may have a permanent establish-
ment in the United States.

To evaluate and understand these issues
in context, it is worthwhile to review the
basics of asset preservation planning in
general and of QAPTS specifically.

Asset Preservation in General

It is legal, moral, and prudent to protect
oneself from possible claims by prospec-
tive future credirors. Persons with cerrain
profiles and persons in certain lines of
business may reasonably anticipate in our
litigious society the reasonable possibility
of future suits and claims. Under
American law, including the U.S.
Bankruptcy Code, transfers made with
intent to hinder, delay, or defraud presenc
creditors or reasonably anticipated fucure
creditors may be set aside by such credi-
tors as fraudulent transfers. Gratuitous
transfers that render a debror insolvent aie
typically deemed fraudulent as to credi-
tors regardless of intent. Virrually all states
follow the Uniform Fraudulent
Conveyancé Law or the Uniform
Fraudulent Transfer Act or the principles
of the Statute of Elizabeth, passed in
1571, all of which disregard either sort of
transfer as fraudulent
On the other hand, American law pei-
miss and sanctions transfers intended to
protect the transferor’s assets from pamb!e
future creditors.! Spendthrift trusts in which
the settlor is among the class of potential
beneficiaries are generally againSt public
policy, void and ineffective agamst the set-
tlor’s creditors under U S, law.?
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jurisdictions
generally rec-

ONSHORE CONTACTS

The following techniques and numer-
ous others are used in the panoply of
domestic asset preservation strategies: gra-
tuitous transfers, outright or in trust;

—estate freezing techniques.using pasener-

ships, charitable trusts, andfor personal
residence trusts; and titling property in
tenancy by the entirery. But OAPTS offer

Unlike the United States, other
British Common Law jurisdictions—for
example, Belize, the Cayman Islands,
the Cook Islands, Cyprus, Gibraltar,

—Turks-and-CaicosJslands—generally rec———-

ognize a spendthrift trust of which the
settlor is a beneficiary as perfectly valid 3
To reduce the obvious opportunities for

___ ofnmisen
spendthrift
trust of
which the
settlor is a
beneficiary
as perfectly
valid.”

certain advantapes that domigétic strate-
gies do not.

Offshore Asset Preservation Trusts
(OAPTS). OAP'TS are usually established
in jurisdictions whose Jaws have one or
more of the following characteristics:

* Refusal or retuctance to recognize U.S.
judgments as automatically enforceable.
Examples of such jurisdictions include
the Isle of Man, the Cook Islands,
Nevis, Belize, and Liechtenstein.

* Recognition of spendthrift rrusts for the
benefic of sertlor as valid. Examples of
these jurisdictions include the Channel
Islands (Guernsey and Jersey), Gibraltar,
Bahamas, Beimuda, Mauritius, Turks
and Caicos Islands, the Cook Islands,
Belize, and Cyprus.

* Less stringent fraudulent conveyance
taw than the United States. All jurisdic-
tions that have adepted asset protection
trust legislation (some fourteen at pre-
sent) have this feature.

If U.S. juries tend to be receptive to
plaintiffs with grievances againsc deep-
pocket defendants, courts of many foreign
jurisdictions will not give the “full faith and
credit” to cheir verdicts and awards, which
other US. courts must. It will be difficult 1o
enférce a U.S. judgment in many foreign
jusisdictions against assets of the settlor in
such jurisdictions, and virtually impossible
to enforce a U.S judgement against assets
itrevocably conveyed before a creditor
problem arose by settlor into a discretionary
spendthrift trust administered by 2n inde-
pendent institutional trustee domiciled in
such jurisdiction.
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other British Common Law jurisdictions
generally permit creditors to challenge
transfers to such a trust even if such
creditors can show that they were poten-
tial, albeit vnknown, creditors at the
time of the transfer to truse.*

Ideal asset preservation jurisdictions
(those that since 1989 have adopred spe-
cific Asset Preservarion Tiust legisla-
tion) have reversed this geneeal
Common Law rule permitting potential
unknown and unanticipated future cred-
itors to challenge transfers as fraudulent,
and no longer sanction such claims.
Such laws rake vatious forms in various
jurisdictions, but all have the effect of
making it more difficult for plaintiffs to
bring the cause of action and to prove
fraudulent conveyance and attack trust
assets.’ Some jurisdictions impose a
heavy burden of proof on the plaintiff
(for example, Cook Islands law requires
proof “beyond a reasonable doubt”} and
some have brief statutes of limitations
after the creation of the oust within
which any challenge must be brought or
permanently barred.®

Psychological and Chauvinistic
Hurdles for U.S. Domicilaries
Setting Up OAPTS

To put i¢ bluntly, U.5. citizens rarely,
trust offshore banks, offshore asset man-
agers, or offshore lawyers. This lack of
trust is typically based on lack of famil-
iarity with offshore insticutions and pro-
fessionals. When U.S. citizens are told




that OAPTs are effective only if their
assets are held and managed offshore,
and that the offshore bank trustee they
barely know may oanly be discharged by

————an offshore trust protecror, presumably -

an offshore lawyer who is totaily
unknown to them, they are nonplussed
and discouraged fiom using OAPTs. In

that context, OAP IS are oo - Toreign in
every sense of the woid.

At one time, about a decade ago,
most Americans believed the United
States had the only safe banks in the
world. Then, in the recent recession,
many U.S. banks struggled rightily,
and some failed. That was 2 blow to the
chauvinistic thinking of many
Americans. Two other factors in the past
decade have opened the minds of U.S.
citizens who are candidates to be set-
tlors of OAPTs to possible offshore
financial arrangements: (1) more and
more of the businesses they own or
work for have overseas business deal-
ings with supplicrs or customers and (2)
most U.S. citizens with substantial
investment capital have mutual fund
investments in offshore stock.

These developments have raised the
comfort level of wealthier, more sophisti-
cated U.S. residents in foreign arrange-
ments of all types and have helped break
down psychological and chauvinistic barri-
ers to the establishment of foreign trusts.
In the present environment 2 great deal of
intetest has been gencrated in OAPTS,
and thete is great demand for information
on them. Nevertheless, lingering concerns
will sdll discourage most potential U S,
candidates from OAPTS unless some ame-
lioraton of the “foreignness”™ of the
OAPT may be offered.

Getring Comfortable
With U.S. Connections

To accommodate our clients, we need to
offer them options for security and com-

ONSHORE CONTACTS

fort and show them areas of the QAPT we
can tailor to provide one or more U.S con-
nections for théir peace of mind.

-US5-Frust Protector: Theclassic -
OAPT is an imevocable discretionary
spendthrift erust of which the U S sett-

ficiaries. Typically two mechanisms pro-
vide the U.S. settlor with a sense of
“control” over such a trust: (1) providing
the trustee with 2 non-binding “Letter
of Wishes,” describing the manner in
which he or she “hopes” the trust will be
administered, typically and (2) naming in
the trusta “Protector.” A trust protector
has the following authority:

* To discharge the ttustee and name a suc-
¢essor tiustee at any time and for any
reason;

* To change the situs of the trust and its
governing law in the event of unexpect-
ed developments; and

¢ ‘To add and delete beneficiaries of the
trust or auchorized distributions to
them.”

The role of piotector is of critical
importance in the settlor’s overall com-
fort with the offshore arrangement.
Why should not che protector be the
settlor's lawyer, accountant, or trusted
fiiend in the United States? Two
prominent commentators—Larry W
Gibbs and Mark A. Schwartzman—
serve as protectors of OAPTS they draft
and recommend that the U.S. lawyer
drafting the OAPT serve as prorector to
monitor tax planning, tax compliance,
and adminiscracion at least for the
trust’s first few years while another
suitable protector (for example, the set-
tlor’s {J.S. accountant) is trained.8

The fear of using a U.S. protector aris-
es from the perceived risk thara U.S.
court will obtain jurisdiction over the pro-
tector and artempt to compel the protec-
tor to exercise his or her authoricy o relo-
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cate the rrust assets to the United States,

where the creditors may seize them.
However, if we assume that an OAPT

will not be used to evade existing credi-

tors, but anly to.protect {rom potensial. -

“Qonfidential-
ity should
appertain
even thotigh
the assets are
held and/or
ma n
the United
States.”

future creditors, then we can assume
that in the great majority of cases, no
creditor problems threatening the

quently asked to engage the investment
advisor of the sertlor’s choice rather than
manage the assets themselves, U.S. sect-
lors often direct o1 “request” that their

—offshere trusteesto-cngage-theirlong -

standing U.S investment managers.
Offshore trustees will often be willing to
negotiate reduced trustee fees if they are

= ——OAPT 935t Will ¢ver, in fact, arse. In

that light, the clear priority of che sect-
lot is 1o be cerrain that the trustis a
sensible estate planning and financial
planning vehicle with the flexibility to
provide asset protection should the
need arise. The settor will, therefore,
want to be certain that the trust will be
administered in a professional, capable
manaer consistent with his or her
expectations. A trusted protecior will
assure that. If a creditor problem ever
tooms on the horizon, it will probably
be desirable for the U.S. protector to
resign. The trust may provide for the
succession of a protector domiciled off-
shore in that event. An offshere protec-
tor will not be subject to the threat of
court order, mandamus, and contempt
proceedings by a rogue U.S. judge
determined to circumvent the perfectly
legal offshore structure and get control
of the offshore assets.

U.8. Custody/Investment
Management. Typically, candidates for
OAPTs have substantial liquid assets
and U.8. investment managers whom
they have come to trust and rely on over
time. Moreover, it is those very advisors
who are frequently sophisticated
enough and in the best position to rec-
ommend OAPTS. The use of those advi-
sors to manage OAPT assets would both
motivate the advisors to recommend
OAPT5 to their clients where they are
otherwise appropriate, and accommo-
date the clients’ desire to use familiar
and trusted advisors to manage the
assets held by the OAPTs.

Unlike U.S banks, offshore bank
trustees are accustomed to bifurcated
fiduciary responsibilities, and are fre-
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not oblipated (o assuimne day-tg-day’
investment management responsibilities.
If the investment advisor is in the
United States, the investment assets
themselves could remain in the custody
of the U.S. investment advisor or the
custody of the assets could be offshose.
If custody is in the United States, the
investment account will not be in the
name of the settlor It will be an invest-
ment management account beating only
the name of the offshore trustee, and it
may be pooled indistinguishably with
other funds of such trustee. Therefore,
confidentialiry should appertain even
though the assets are held and/for man-
aged in the United States.

As we assume that the OQAPT has
been established as a failsafe foran
unlikely fucure threat, it makes sense for
the settlor to put a priority on the use of
a familiar and trusted investment advi-
soe If, as, and when the first hint of a
creditor problem suggests itself, che
assets can be liquidated or wire-trans-
ferred overseas, and the investment
management shifted offshore with the
assets almost instantancously

Offshore Trustee With U.B. Affiliates.
There are few, if any, very substantial,
very sophisticated offshore banks or
trust companies that do not have affili-
ates with a situs in che U 8.. The off-
-shore company might be a parent of the
U.S. bank, or a sister corporation or a
distant relative sharing a common cot-
porate greatgrandparent. The power
and wealth of the U.8. economy is such
that virtnally all of the important finan-
cial institutions in the world want to
have a physical presence here. It is per-
ilous to choose as trustee of an OAPT




an entity that has a corporate “relative”
in the United States because of the con-
cern that the U.S. affiliate could be
served in a U.S. court proceeding
hrought by a creditor of a customer of

its offshore trust affiliate.
Anxiety in this regard is reasonably
founded. In Ir re Grand Jury Proceedings

ONSHORE CONTACTS

The desirability of using a substantiat
offshore bank or trust eompany, which
will inevitably have a 1.5. presence,
derives from the desire of U.S. settlors

-—to-avail-chemselves-ef well-established;
respected inscicutions with sophisticat-
ed trust officers, systems and invest-
ment management, and security of cus-
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18z Ne coria), the U.5. govern-
ment, pursuing a criminal investigation
against a U.S. citizen involving illicit
drugs, obtained a grand jury subpoena
duces tecum upon a U.S. branch of the
Toronto-based Canadian banking corpo-
ration. The subpoena iequired produc-
tion of financial documents pertaining
to cwo individuals and thiee companies
from the parent bank’s branches in the
Bahamas, the Cayman Islands, and
Antigua. The Southern District of
Floridz imposed a $25,000/day fine,
which eventually amounted to
$1,825,000, on che bank for civil con-
tempt of its order to comply with the
subpoena and successfully compelled
production in the United States of
soughe-after Bahamian and Cayman
assets and information The case is
potentially a nightmare precedent, and
one every knowledgeable attorney in
this area should be familiar with,

However, a state court might not be as
anxious as this federal courr was to assist
a nongovernmental creditor in a civil
case, and that fair consideration of this
case does not necessarily lead to the con-
clusion that OAPTs should only be estab-
lished with banks and trust companies
with no U.S. nexus.

To counter the Bank of Nova Scotia
case risk, afl OAPTs should have a trust
protector with power to discharge the
serving trustee and engage a new one.
(The issues involved with the question
of whether such a protectot may be a
U.S. resident have been discussed pre-
viously.) If a creditor problem flickers
on the horizon, the protector shonld
immediately discharge a trustee with
U.S. nexus and subsciture one with no
possible grounds for U.S. jurisdiction

tody. In those tases where the 453t piro-
tection motivation is combined with a
motivation to diversify the settlor’s
investment portfolio to include offshore
equities with which such large offshore
institutions are more familiar than U.S
investment manageis, then the desir-
ability of using a large offshore institu-
tion as fiduciary is emphasized

On the other hand, because any U S.
creditor’s first line of atrack is likely to be
against any affiliate of the trustee in the

{18, the settlor may want to choose a

purely foreign trustee. In that case, the
risk of dealing with such an entity, which
is less “established,” may be ameliorated
by arranging for onshore custody and
investment management of the must
assets. As noted previously, such U S.
assets will be difficult to trace and may be
expeditiousty removed from the U S. if
U.S. ereditor threat looms.

U.S. Real Estate in an Offshore Trust.
Trust protectors of OAPTs may be domi-
ciled offshore, the custody and manage-
ment of OAPT assets may be offshore, a
trustee with no U S. connection may be
nominated, but if the assets sought to be
protected consist of real estate located in
the U.8., the realty cannot be shipped off-
shore. Or can ic?

U.S real estate can be contributed by
the settlor of an OAPT to a limited
partnership in exchange for a one pes-
cent general partnership interest and a
99% limited partnership interest. The
limited partnership interest may, in
curn, be contributed to the OAPT by
the setclor, who may retain the general
partner’s interest and thereby retain
control. Alternacively, the sculor may
arrange for an unrelated party he trusts
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“Is this fool-
proof? No.”
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to own the one percent gencral partner-
ship interest and control the partner-
ship. In the event of creditor problems,
the limited parenership interests and
the unﬂprh}rfng real estateshould be-.

insulated from seizure and sale.10
Is this foolproof? No. American
judges have extraordinary authority and

s £ LS ) DR
“The settlor
should not
serve as pro-
tector of his
own trust.”

discreton, and the underlyisg property
and the settlor, who may also be the
general partner, will be within a U.S.
court’s jurisdiction. If a U.S. state court
judge decides to exercise his authority
under equitable o1 legal principles to
issue a court order, injunction, man-
damus, or contempt citation, he may be
able to bully those within his jurisdic-
tion to do what he deems appropriate
without regard to what they may view
as their {egitimate legal rights.

Notwithstanding the Tisks of this
approach, it may be the only strategy
availablé to protect subsrantial equity in
U.5. realty from creditor claims, and,
without doubt, putting U S. réal estate
into a limited partnership and assigning
the 99% limited partnership interesc to
an offshore trust will “uglify” the realey
from a creditor’s point of view and set
up material hurdies that will improve
the debtor’s bargaining {everage with
the creditor.

U.S. Settlor’s Retained Rights. To
secure the ¢fficacy of an OAPT, the

U .S. residenc settlor should not have
power to revoke the OAPT. The settlor
should not serve as protector of his own
trust, even though the laws of Belize
and the Cook Islands expressly pérmit
it. Neither should the U.S. settlor ot
any other U S. resident party (other
than a piotector, subject to the cautions
outlined previously) have any right to
dischasge and appoint trusices, to dis-
charge or appoint protectors, to desig-
nate custodians or investment advisors,
o1 to change the situs of che cruse or its
governing law. If the U.S. setilor has no
gbsolutc legal rights with respect to the
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trust, he may not be intimidated in the
U .S. legal system.

Tax Issues

——The¥ypcs of onshore Connecrions diss

cussed herein have no impact on the

U S. tax treatment of OAPT assets.
OAPTS are normally stiuciured to be
tax neutral. Any offshore trust with U S,
beneficiaries created by a U.S. resident
will, by virtue of [RC § 679, be treated
for U.S. income tax purposes asa
“grantor” trust, and its income wiil be
taxed to the U.S. sectlor. This is true
regardless of the existence or absence of
any other U 5. nexus.

Regarding the estate and gift tax con-
sequences of an OAPT, cypically the
transfer of assets to such a trust will be
structured as an incomplete gift.1! As a
consequence, there would be no current
gift or gift tax obligation, but che full
value of the trust would be included in
the settlor’s taxable estate at death 12

Conclusion

Offshore asser preservation trusts are
friendlier, more useful financiai planning
vehicles for our US. clients if we open our
minds to possibilities for onshore contacts
for them, such as involving U.S. profes-
sionals, using offshore trustees with
onshore affiliates, and transfeming for pro-
tection in OAPTS sitle t0 assets located in
the United States. Wl

18ee ¢ g., Wanmlak v Wantulok, 214 P2d 477 (Wyo.
1950); Hurlbert v Shackelcon, 560 So. 24 1276 (Fla. Dist.
Ct App. 1990).

ZGee Scom and Feawcher, The Law of Frusws, Vol 24, note 3,
§ 156 ar 167-168; Restatement (Second) of Trusws, § 156




3See Esrate of German v, United Seates, 7 & Cr 641
(1985).

“MacKay v Douglas (1872) LR 14 Equity 106 (UK}, Ex
Parte Russell in Re Bucterworch (1882) 19 Ch. Div, 588
(UK); Re Cadogan v. Cadogan (1977} 1. All BR 200 (UK).

*Such jnrisdictions include Bahamas, Belize, the Cayman
" Isiands, thc Cook Isfands, Cyprus, Gibralas, " T 7T

Liechtenstein, Tacks & Caicos Tslands.

“Two years from the date of transfer in Cyprus and the
Bahamas, one year under centain circumstances in the
Cook Istands.
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Grand Jury Proceedings (Bank of NS), 691 F2d 1384 (11ch
Cir. 1982), cert denied, 462 US 1119 (1983). Sec alse
United States v. Levine, 951 F2d 1466 (6th Cir. 19%1), in
which Mt. Levine had an account 2t 2 branch of a Swiss
bank in the Bahames, and despite Bahamian bank secrecy

_ daws, 1.8 _suthoricics grined access to infarmarion ahout

the account by exerting pressure on the U.S. branch of the
Swiss bank. In re Marc Rich & Co., AG, 767 F2d 663, 668
{2d Cir. 1983}, corr denied, 463 US 1215 (1983)

108.8. Enge!, “Using Forcign Situs Trusts for Asset

15

76, "Mty NERoh, "Ofihore Asset Protection Trusid Having

Your Cake and Eating [t Too,” 47 Rucgess L. Rev: 11, 64.
81.W. Gibbs 2nd M.A. Schwartzman, “Tips on
International Planning for the U S. Citizen,” July 1995
Trusts 82 Estates 37, 26 39- 40

*In re Grand Jury Proceedings (Bank of NS), 740 F2d 817
(11th Gic 1984), cere, denied, 469 US 1106 (1985); In =

Protection Planning,™ Estate Planning JulyfAag. 1993, 212
¥Treas Reg. § 25.2511-2.

12Note, however, PLR 9332006, which describes circum-
sznces in which 4 wansfer to 2n QAPT was charscrerized
by the [RS as a completed gife by the settlor subject to gifc
tax and excluded from the setelor caxable estate. This may
be 2 trap for the vnwary.
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THE
RUSE
THAT
ROARED

It’fs War! Island Nation Trgets
Eunce in Ruthenian Missile Crisis

"H’e have declared warwehave declared twor in an
honorable cause. And we musl, with honor, bring that
warhomtothunemy
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By Richard Leiby and James Lieks

T IS A SAD fact of modern life that anyone with a

fax machine and a few spare nuclear devices can de-

clare war nowadays. France, for example, lately has

been threatened with atomic hellfre by the Domin-
ion of Meichizadek-—a mysterious isiand nation whose
leadership consists of such colorfully named personages
as Branch Vinedresser (the minister plenipotentiary} and
GM.R. Wijbers (minister of European affairs).

-You might suspect that Vinedresser and his cabinet
afe sprung from the same sort ‘of puckish imagination
tet gave us the pugnacious Duchy of Grand Fenwick in
the, ucg!;ssicl:;s 195‘&15 l:‘;ow.'ehl T&Mpa&fm ‘Roared.”

Hough it list§ diplomatic offices-in Wishingtor, Rome
?q"fém{ e;;mf 'Dﬁi o ol Nimd l;azdmgm:‘t w

on any map, ItS aoly. apparent lan halding is 21 un-
chirted, Gilligagesque isle; 14 miles squaré,’in the con-

- vépiently réinote South Pacific—which it supposediy

purchased for §5 million last year,

Melchizedek (pronounced mil-KiZ-uh-dek) also claims
an affiance with the dispassessed peoples of Ruthenia,
who dwell in the Carpathian mountains of Eastern Eu-
xope and have no country as such, Ruled over the years
by the Apstro-Hungarian Empire, Poland, Czechoslova-
kia, the Soviet Union and Ukraine, the Ruthenians may
or may not have access to Auclear weapans left behind in
thé former USSR

Does this mean the rulers of Melchizedek, like the
wine-makers of Grand Fenwick, now have control of The
Bomb? .

Probably not. Melchizedek may be merely a ruse, but
getting to the truth requires a walk down a bizarre laby-
rinth that mcludes a home-brew religion, officials’ names
that change with kaleidoscopic ease and 2 history of
more legal proceedings than “Melchizedelc” has syllables
Bsed more on tax laws than territory, Melchizedek may
be.the ultimate post-moder’ state. It appears to exist
mainly so that money can be whisked through shell

Rithard Leiby is a Washington Post editor and reporier.
Janes Lileks is a Minneapolis tath-radio host and
cd’s:m ist for Newhouse News Service,

!

banks. It calls to mind the prophesy issued in the movie
Network” that in the fature corporations w oyjd replace
nations It even has elements of performance art: Invene
your own country for fun and profit Let a thoysang
Branch Vinedressers bloom
Melchizedek calls itself “an ecclesiastical and constity-
tional sovereignty based on the principles of the Meichiz-
edek Bible” (in the Old Testament, Melchizedek is the
“king of righteousness” who blessed Abraham) “Our ulyj-
mate spiritual goal is to usher in the millenniurn of peace
and righteousness,” says Tzemach Ben David Netzer Ko-
rem, who serves in Washington as ambassador plenipo-
tentary and vice president of Melchizedek, °
Such pacifism would seem at odds with declaring war
on France (in retaliation, by the way, for France's recent
nuclear tests in the Pacific) but then, very little about
Melchizedek makes sense. It has no actual diplomatic
headquarters: Don’t go running for asyium to its “embas.
sy at 601 Pennsylvania Avenue unless you can squeeze
yourself into 2 mailbox. Its founder, a Cafifornian naméd
Mark Logan Pedley, has two swindling convictions. Iis
president, a woman who goes by the names Mz. Pearla-
sia and Elvira G. Gamboa, was successfully sued by the

California State Banking Department to prevent her
from representing herself as a banker there.

Melchizedek says its several hundred banks hold a
“nat asset value” of $25 billion, yet President Pearlasia
remains in arrears to the state of California, having failed
to pay a court-imposed sanction of $1,431.90 for her
“bad-faith actions” related to the Tawsuit On the whole,
secular authorities tead to take a dim view of the Domin-
100.

“t’s a con artists' operation through and through,” de-
clares John Shockey, head of the fraud unit in the office
of the US. Comptroller of the Currency. “It's a phony
bank, a phony country, a phony dominion—the whole
thing’s a phony.”

From Canada to Mexico, London to Hong Kong, finan-
cis! entities and individuals connected to Melchizedek
have drawn the attention of banking and investment reg-
ulators. Officials say the Dominion was concocted to js-
sue bogus banking charters; Shockey routinely issues
warnings that U.S. banks should not process any checks
or drafts drawn on Meichizedek banks,

In Hong Kong this summer, a judge sentenced a young

See MOUSE, C2, Col 1
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Austrian baker to six months in jai!
for attempting to cash checks total-
ing $500,000, drawn on the Asia Pa-
cific Bank of Melchizedek The hak-
er called himself Crown Prince
Gerald-Dennis Sayn-Wittgenstein-
Hohenstein and held a diplomatic
passport as Melchizedek's “ambassa-
-d0F at large” According to an ac-
"coint in the South China Morning
Post, the judge dismissed the jdea
that the whole thing was 2 joke, say-
ing, “A fraud on the banking system
of Hong Kong is a very serious busi-
fess.”

eyond being an annoyance to
bankers and bureaucrats, the
Dominion of Melchizedek en-
joys toying with journalists A few
. weeks ago, the Dominion grew testy
» With France when President Jacques
Chirac insisted on detonating nucle-
. dr devices near desolate atolls in
French Polynesia. Fax machines at
news-radio stations spit out a press
release, datelined Jerusalem and
headlined “NATION DECLARES
WAR ON FRANCE." It explained:
<" Under the Constitution of the Do-
minion of Melchizedeh, WAR has
been declared on France. On Novem-
ber of 1994, Melckizedel acquired
sovereignty over one of the three Kar-
flane islands in the South Pacific
Srom the obscure Kingdom of Polyne-
sia. The declaration of war became a
necessity to protect Karitane from
damage that has occurred . . . Srom
the nuclear testing in the South Pa.
cific. The declaration is made on be-
half of all mankind,
It is with reluctance that the FPoly
nesian Melchizedek Dominion do.
clares war on France, since up till
recently France was considered g si.
lent ally. The Ruthenian Melchize.
dek Dominion is considering aim-
«frig at France the nuclray weapons
"IER behind in the Carpatho moun.
Lains by the Soviet Union as levergge
in the war.

- No doubt confused and side-
tracked by the Comoran Island crisis
in the Indian Ocean (which also in-
volved those trigger-happy French),
most journalists ignored the provoc-
ative fax. Gravely concerned, we
calied the Melchizedak Embassy in
Washington for more information
ind were sent follow-up communi-
ques that attempted to clear up ey-
erything.

- *There has been a leak concerning
our pending Declaratior of "War
which we have not yet released to

. France,” one fax read
. A leaked threat of war? How could
this possibly happen?

- “We're not entirely sure,” Vice
President Korem elaborated by tele-
phone. “We were working on a possi-
ble official declaration of war to send
fo France, but before we could do
that, we started getting calls from

- radio stations asking i we'd declared

* war aa France. We were only dis-

- cussing it and somehow it tumed in-

- to a press release "

. In any event, he denied that the
Dominion was serions about using
its nekes to protest nuclear testing:
“The indication is that our people in

Ruthenia are threatening to do that
ithout our approval.* The weapons,
Yworem warned, “are available to us if
we want to uase them. But we're
caught in a dichotomy—our princi-
ples are peace, and to use nuclear
weapons would run against our
ideas. We want fo establish the gov-
ernment on Earth that would be a
;nodel for other governments to fol-

ow."

The next day, Korem couldn't re-
sist the temptation to insert The
Washington Post into this diplomatic
tango. “Uf you choose to write about
[Melchizedek] you may use said arti-
cle as a platform to announce our
declaration of spiritual war on
France, not to harm, but only to
bless our enemies,” he faxed *This
is our way of registering our protest
aguinst further nuclear testing "

We informed the French Embassy
of the sitwation. The French, being
French, were snootily amused

“1 kave nothing to say,” remarked
embassy spokesman Jean-Christo-
pher Belliard, “Of course, I feel a
great deal of emotion now; we are
probably at war, | may be called at
any minute to fight." Then he start-
ed laughing. *T follow matters quite
closely and haven’t been informed of
this L]

The Ruthenians, being Ruthenian,
were a bit difficult to focate, Several
hundred thousand of them—now
usually called Carpatho-Rusyns—

-are dispersed throughout Ulraine,
Slovakia, Poland, Yugostavia and
Hungary, Eventually we found an es-
teemed expert: Prof. Paul Robert
Magocsd, head of the Carpatho-Ru-
syn Research Center in Vermont
and representative to the Wacld

“In a word. it s silly,” Magocsi said
of the supposed alliance with Mel-
chizedek. (He had two words far the
notion of Ruthenian nukes; “com-
pletely unreal ")

“It’s all news to me,” said a
spokesman for the State Depart-
ment's Office of the Geographer and
Global Issues. He proceeded o ex-
press considerable doubt sbout Mel-
chizedek’s claims to any temitory—
including Karitzne istand, which, Ko-
rem says, lies some 1,200 miles
southeast of New Caledonia and was
bought from the Kingdom of Polyne-

813

Make that the alfeged Kingdom of
Polynesia—it does not appear on
any list of nations, indapendent
states or depeddencies, “There’s po
such kingdom that would have any
Eﬁgmuon by anybody,” said the of~

bviously, Melchizedek craves

legitimacy. But so far, only

one government has given it
any diplomatic recognition: The
Central African Republic,

Included in Melchizedel’s eager-
ly-supplied kit of governmental bona
fides is a copy of 2 1993 letter from
the president of the Central African
Republic formally recognizing the
Dominion and inviting it to open a
diplomatic mission there. You get
the feeling that the Centra! African
Republic would recognize the State
of Denial if it had a letterhead.

Another item in the Iit is a copy
of the Washington phone book page
listing the embassy’s number, right
there with famous countries such as
Malta, Mongolia and Myanmar, See?
See? They wouldn't put it in the
phone book if it wasn't true, )

Korem also put us in touch with
the Dominfoa's Eur issary,
G.MR. Wigbers, who éxplained from
Holland that hé once met for “five
minutes” with the prévious president
of the Eurcpean Union and has ex-
changed letters with current offi-
cials. Wijbers had an impressive
Dutch acceat, chatted in German,
and gave his full name as Gerrit Mel-
vyn Rico Wijbers. Friends call him
Rico. :

So: Melchizidek has leaders, laws,
religion, a flag, a disputed homeland
and an unreasonable territorial
claim—the textbook definition of
your basic nation-state. Who's to say
it's phony?

~—



There's even an April 1995 [atter
that the U.S, Immigration of Nata-
relization Sarvice sent to the Domin-
ion’s embassy address, The letter
requests “some item aof Gniform in-
forcement s iy I e
orcement services,” to be dis; ¥
in an exhibition of global law ‘eq-
forcement badges gt the Atlanta jir-
port in 1996, The INS js putting to-
gether the display for the Olympics
and fired off a form letter to every.
one on a list supplied by the past of-
fice. Janet Jackson probably got 3 re-
quest for the badges of the Rhythm

ation.,

But Melchizedek treats this re-
quest as de facto recognition and
&ven an invitation to ready its athletes
for the Olympic games. Included in jts -
listing of high officials is ope Larry W,
Axmaker, “Governor of the Dominion
Olympic Team, co-founder of Domin-
ion University* The university exists
solely on the Internet, offaring in-
struction by e~mail.

“We're not going to make it to At-
lanta,” Korem says with regret.
*We're hoping that by the 2000
Olympics we'll be able to participate *

The nagging question: Why does
Melchizedek want publicity? Having
developed this bad reputation with
bunko squads, why would it invite
scrutiny by the press? Any reporter
with the gumption to check Lexis-
Nexds is bound to come across Mel-
chizedek-related stories with such
headlines as:
® “Action Taken on Pyramid
Scheme™ (The Financial Times, Aug
8, 1995)

& “Plot Thickens in Phony Bank
Scheme” (Times of London, Aug. 8,
1993)

® “Insurer Chartered by Phony
Country” (0';1!‘]38 County Register,

» “District Probes Off-Shore Compa-
nies for Fraud" {Washington Business
Journal Fah %2 1001y

William Barrett of Forbes maga-
dne exposed Melchizedek in a Janu-
ary 1991 report titled “Father of His
Country,” which tracked the global
dealings of the elusive Branch Vine-
dresser, also imown as Mark Logan
Pedley. Back then, “ambassador”
Vinedresser daimed to own the island
of Maipelo, 300 miles off the Pacific
coast of Colombia—never n}ind that
the island belongs to Colombia.

After the Forbes report, l’_‘edle_y
landed in the hoosegow in California
for parole viofations. He had been a
codefendant with his father, David, in
3 Mexican peso conversion swindle
Pedley Sr. had a record of four con-
victions, including stock fraud.

David Pedley is reported to have
died in Mexico in 1987-—but the body
was never identified upon arrival in




_ the United States, The Pedlay fami’
refused £0 Jet FBJ agents fingerprim
the carpse at the closad<casket cere-
mony. Some officials suspect that
body in the casket was not in fact Da-
vid Pedley’s—and that the elder man
is still doing business somewhere.

“I learned it all from my father; |
had years of lessons,” Mark Pedley
told Forbes. “He was the most Godly
man [ knew.”

“t am the true vine, and my Fa.
ther £s the vine<dresser.”
. ~=Jobn 1:18 (Confraternity Version)

Finally, we meet. Ambassador Ko-
rem is a striking figura, dressed in a
loose tunic and sporting a ¢ap wor-
thy of an extra.in a Cacil B. De Mille
biblical epie.-His beard flows to mid-
chest, after the custom of “the Naza-
rites,” he exphins. Korem introduc-
es-his wifé, Pearlasia, a Filipino re-
splendent in-a red silk blouse and
hand-woven skirt Jaced with thick
golden threads,

The ambassador holds forth in 3
conference room seemingly made
available to all the tenants of thig par-
ticulac floor, including those who, like
Korem, only rent mailbox space. Ko-
rem has taped the flag of Melchizidek
on one wall He explains that he is
shopping for a permanent location on
Massachusetts Avenue's classy em-
bassy row.

Larry G. Madrigal of Virginiz
Beach, andther Melchizedelian “am-
bassadar,* offers evidence of the Do-
minion’s wealth. He opens his brief-
case and produces a royal purple
velour bag. With the flourish of a ew-
eler, Madrigal invites a reporter to in-
spect the bag’s coutents. It's 2 gleam-
ing, authenticated one-pound har of
platinum, worth about $6,500.
There's :33% fons more where that
came from, says Madrigal—worth
clase o $440 million and available to
back Melchizedeics currency, |

oy o the Vit s 2
copy of the Melchi ible, price
$24; which{s the Word 2s "metiphor-
ically tranlated” by David and Mark
Pedley, who received their instruc-
God reveals noumenon and phenome-
non,” reads Genesis 1:1 of this binle.

Both David and Mark Pedley were |

persecuted men, sdys Korem. But for
religious leaders, ‘being a political
Pprisoner. goes with the territory,” he
notes, “Martin.Luther King. Ghandi,
Moses. Joseph. Jeremiah, Joseph
Smith, the foundey of the Mormons,
died in prison.”

No need to mention what happened
to Jesus Christ. Or, for that matter,
David Koresh

But Tzemach Ben David Netze
Kovem denies that M
sovercignty i3 some low-gra :
he says'hls nition hzs “millions” of
spiritual citizens. A reporter asks for
proof of various alliances and territo-
rizf claims and Korem supplies reams
of paper decorated with gold seals.
He hands aver a “diplomatic passport”
with the caveat that the reporter
should not “abuse that power” by at-
tempting to use it to beat D.C. traffic
tickets;

The visitor wanders whatever be-
came of the Padleys, father and sonm,
Is Pedley Sr: fmly dead? “We don't
know,” Kofem: says. “In our hearts,
lie's aliva® - - i

e e
yet? Yes, d ying right here in

Wasliington, Korem says. In fact,

Pedley might even be willing to sit for

an interview. ” :

. What of the past legal problems of
Melchizedek? “That page has béen
turned,” Korem vows. “We fargive
the individuals in government.who
felt they had to persecute our'lead-
ers”

So, then, no more scamming But
Jjust one more question. What is Ko-
rem's real name? ] .

He produces his California driver 1i:«
cense and translates his name from -
the Hebrew, Tzemach means “flow-
er.” Ben David means “son of Dayid:"
Netzer means “stem.” And Korera
means—Hhe pauses—*“wine presser.”

Stem Winepresser . . . Branch
Vinedresser. A coincidence, no doidt.
And it's just a coincidence that Ko-
rem’s driver license photo uncannity
resembles a police mug shot tzken of
Vinedresser, aka Mark Logan Pedley.
And it's sheer happenstance that
Mark Pedley and Korem were born
on the exact same day, July 19,:1953;

“God bless you,” Korem-Vinedress: -
er-Pedley calls out as the joutnalist-
. e oa

takes his leave, - - :

We can be sure of this muci: The .

Dominion of Melchizedek is notra gag.
Like the Duchy of Grand Fenvwick, it
is a work of art. Melchizedel’s Jead-
ers ' may not own an island. Bat they
do possess a pound of platinumi= They
cait’t launch nikés. But they czh give
creative bankers many interesting in-
vestment alternatives. Ultimately,
the French need not worry. Melchi™]
dek will not sweep the 0!ympic§ il

-

Above: Den't try beating a D.C,
trafflc tickot with one of these
diplomatic passports, ©

At loft: Tzamach Ben David Natger
Korem, the vice presidant and -
ambassador plenipotentlary of the
Dominlon of Melchizedak, on 2 vistt
to its Washlngton “smbassy.”
Below: The natlon's *minister -
plenlpotantiary,” Branch =
Vinedresser, after his 1991 arrestin
Revada for a parole violation.
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A Limited Liability Company

t * Frederick J. Tansill 6723 Whittier Avenue + Member of the Virginia State Bar
1 * %Cynthia L. Brown Sllite 104 *Member of the District of Columbia Bar
Lt * Brooke C. Tansill McLe an, Vitginia 22101-4533 *Member of the Texas State Bar

1+ Member of the Arizona State Bar

FAX: (703) 847-1357 (703) 847-1359 e-mail: fred@fredtansili.com

Visit our website at waw.fredtansill.com

June 15, 2010

Trust Officer
Bank & Trust (Bahamas) Limited

Nassau
The Bahamas

PERSONAL AND CONFIDENTIAL. SUBJECT TO ATTORNEY-CLIENT PRIVILEGE.
NOT TO BE DISCLOSED TO ANY PARTY OUTSIDE OF BANK & TRUST

re: Letter of Wishes
Dear (Trust Officer):
The Trust Settlement, between and Bank

& Trust, an irrevocable trust, has been created. All terms used and not otherwise
defined in this letter shall have the same meanings as in Trust Settlement.

The objectives of the said Settlement are minimization of death tax, particularly
U.S. federal estate tax, avoidance of court supervised probate administration,
investment management and diversification, including global investing, avoidance of
court supervised guardianship, preservation of the confidentiality with respect to the
nature of the assets and the dispositive plan, and the security and preservation of the
capital contributed thereto. While the Settlor is alive this trust is to be held for the
benefit of the Settlor, his spouse and children and more remote descendants (if any)




Frederick ]. Tansill & Associates, LLC
Attorneys and Counselors at Law
Trust Officer

Bank & Trust Company

June 15, 2010

Page 2

(the “Primary Beneficiaries”), and for the benefit of certain more distant relatives, and
charitable organizations favored by the Settlor (the “Secondary Beneficiaries”). After
the Settlor’s death, after the payment of certain estate expenses, debts, devises,
bequests, taxes and other charges, it is to be held in continuing trust for the benefit of
his spouse for fife, with all net income being distributed to her no less often than
quarterly for fife. Principal should be available to her if she needs it. At his spouse’s
death, or if she fails to survive, the Trust assets are to be held in lifetime discretionary
trusts for his children In equal shares, subject to the exercise of testamentary powers of
appointment. If at any fime he has no immiediate family, the Trust assets are held or
are distributed to certain more distant relatives and possibly charitable organizations.
The seftlement allows Bank & Trust considerable discretion with respect
to distributions and administration, particularly while the Settlor is alive. The Settior has
asked me fo write to inform the Trustees of his hopes and wishes with respect to the
management, investment and distribution of the income and principal of the trust. The
Settlor understands that he has no power to request the Trustees ta follow his wishes,
but he hopes the Trustees may find an expression of his wishes useful in discharging
the responsibilities it has accepted as Trustee. This Letter of Wishes as originaily
drafted or as may be amended from time to time, by the persons authorized to do so, is
not intended to be binding nor to grant any rights whatsoever to any persons named
herein.

Consistent with that objective, the Settlor wants the Trustees to know that his
wishes regarding distributions from the trust are as follows:

J Discretionary distributions of income and/or principal should be made only when
such distributions may be enjoyed by the Beneficiaries free of significant legal
constraints, such as bankruptcy, injunction, court order, mandamus, contempt of
court or similar proceeding. If such distributions may not be so enjoyed, they
should generally be deferred until they may be so enjoyed. The Settior
appreciates that the Trustees have full power to make distributions as they see
fit and understands that the Trustees may decide that genuine need exists
notwithstanding the presence of constraints.
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. During his lifetime, while he Is not under a disability, the Settlor would hope and
expect the Trustees to consider himself as the principal beneficiary of the trust to
the exclusion of all others. He would hope and expect the Trustees to consult
with him in all matters relating to the investment of the trust funds, minimizing
administrative expenses to the trust, and deal with ail distributions of income
andfor principat in accordance with his wishes. In particular, as the annual net
income of the trust will be taxable to the Seitlor in the United States, the Settlor
would hope and expect that the Trustees would distribute to him annually
sufficient funds to pay the U.S. federal and state income tax due on the trust’s
income, whether on ordinary income or capital gain, long- or short-term, if the
Settlor so requests, or pay the tax due directly fo U.S. federal and state taxing
authorities. The Seftior does, however, express an overriding wish that the
Trustees may act in their absolute discretion.

. While the Settlor Is alive and not under a disability, if distributions fo him are
improvident because of unexpected constraints, the Settior would hope the
Trustees would ook for opportunities to make distributions:

- for his benefit, directly to vendors or service providers

- indirectly for his benefit, o or for the benefit of the other
Primary Beneficiaries, e.g., his spouse and his children

- only if the Settlor suggests, if he is alive, or if his wife
suggests, if he is not alive and competent but she is, or if his
children unanimously suggest, if neither the Settlor nor his
spouse are alive and competent, fo the other beneficiaries
named, the Secondary Beneficiaries

as circumstances dictate.

The Settior would like to see the Trustees handle the investment of the Trust
Fund by managing certain assets itself, and with respect to other assets, by engaging, if
the Trustees approves, an investment manager to be suggested by him with the advice
and consent of you as Trustee. After discussing this matter with you, he will inform you
of the assets he would iike you to manage yourself, and how, and of his suggestion as
investment manager, and your instructions to stuch manager. Piease contact the Settlor
with questions regarding any particular proposed investments or the selection of an
investment manager.
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The Setflor reserves the right to request that | or the Protector or he himself may
send the Trustees another letter of wishes signed by him at any time during his life
modifying the wishes expressed herein. Other than as stipulated above, while he is
alive and not under a disability the Settlor does not wish for any person to have the
authority to alter this letter of wishes. After his death or disability, the Settlor intends
that his wife and his children who survive and have aitained the age of eighteen, acting
by majority, may jointly amend this letter, but only if the Protector then serving joins in
the amendment of this letter. After the Settlor’s death or disability, he wishes that the
Protector shall direct the investment of the Trust Fund.

The Trustees should bear in mind at all times that the Settlor’s first intention in
establishing this trust is to provide for his own financial needs, secondly for the needs of
the other Primary Beneficiaries, for his spouse and children and more remote
descendants, and finally, only if no spouse and no descendants survive hitn, for the
other Secondary Beneficiaries named in the Trust.

The Settlor asked me to write to the Trustees in this privileged communication to
express his wishes. The Trustees may feel free to call the Settlor to confirm the
authority of this letter. Because this letter should be free from discovery in any judicial
proceeding because of the attorney-client privilege, the Settlor would not want to see
the privileged status of this letter jeopardized by having the Trustees produce the letter
to any other person for any reason. For the same reason, the Settlor does not wish to
correspond with the Trustees directly with respect to these matters.

Respectfully,
FJT/slb Frederick J. Tansill
Attorney for the Settlor

Enclosures

| have reviewed this letter of wishes and approve it.

Date Settlor
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This will evidence receipt of the letter of wishes of the Settlor by the Trustee.
Bank & Trust Co.

By:
Name printed:
Title:

Date:
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Litigation Boom
Spurs Efforts
“To Shield Assets

Doctors, Executives Turn to Trusts
That Are:Off-Limits to Credifors;
Opting to Go Bare in Florida

By RACHEY, EmMa SILVERMAN

\ HE DRUMBEAT of litigation against dog-
tors, accountaiits, business gxecutive and

number of people fo play defense: They're putfing
their money wheieé creditots can't getto'jt. *
© A key technique is the so-calléd assef:protec-
tidn trust, The idea s to put.a, mgchlmk of your,
money inan irfeyorable trust. The thist is pin by
: a,n__ 1dépendent, tustee, whio may apt fo givé you
 payments from time to time. If done &prrpctly, the
must—wlm:h ggs toc;:e located i & isﬁictlon
speclal laws—gengra 't be
‘touchhd 'tl:y creditors if you re sueil qbgﬁa{i & Iqr
b%m 1garqtei(itlcm FOT o
; I's Havé Been tﬁn‘asse
trusts for, yeats ifp pﬁpﬁi:gt e :
‘practite htigatxon, B;L ‘with {
corpotate scandals ar thé p§s§
banés-Oxléy Act; g‘iucﬁ

£

cial results, nore execuuves are seeking asset-pro-
tection triists.

other professionals is prompting a growing -
, o itsef  two YQBIS;‘JB];!I!

" aSgbbprotectio
OUric

: busmess by en

s acepuntabie for theu compauy s ﬁ.nap.-.

“They don*t’ veant to lose everything they’ve
worked hard for,” says Glﬂeon Rothsetild, a part-
ner at Taw firi Moses & Singer LLP, in New York.

Nobody tracks -ex-
aotly how manjy’ asset—
protection trusts ‘are
drafted eachi-year; espe-
cially since many dre lo-
cated in exoti¢ offshdre
furisdictions. But law-
yers and trust corpa-
nies say interest m
them seems fo be in-
creasing. National City
emjps Delawawhqsq.}

Bnipany- whicl
‘started oy 10° i
20, expects 45 pill sin
$200 miktion i asset-pro-
tection truist business in

..... % pat
Mbrriw; & Fgerste:
- New Yotk his's

latix’%s?t“s s;t -'mtec
"8 et . P -
_. ocat’e

oﬂ‘shor xa? Islands, N‘ey]s-
atid Gibriltar; wméh have attmcted. sizahle trust

laws, thal; thect tmsts from
U, creditor ¢] :

‘Bat the nizber of US-based trusts is now
i:i‘ékmgwas states chfange thelr laws, partly fo
e &eople who are wotried about putiing their
wéal abmad AIask& De]aware. Rhode Isfand,
vada, and as of this year, Utah, now permlt

these trusfsfor both fesidents and noriresidents.
About 1,500, domestic asset protecnbn trusts hold-
ing more thai $2 biflion in assets have been cre-
ated since 1997, estimates Richaid Nenno, inanag-
ing director and trust ‘counsel, Wi]m.ington Tmsi

Co.;, Del.

Rlsmg malpmctice msmance rates are a key
reason, In Florida, for example, climbing preimi-
ums hive spmred many physicians to foigo cover-
age altogethel -and jnstead use other ‘asset:protec-
tion techniques. Mare Singer, a partner 2t Singer

FPlease Turn to Page D, Columit 4
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Liiigation Boom S‘pufé EffOrts to Shteld Assets |

ey C‘mtmued Frem gage D1
Xefos Wealth Management. Coml Ga—
bles, Fld., $iys 1fi4t about.60% of his phy*
sician’ clients “go hare” ‘and drop ‘mal-
spragtice. msmmce TBetause of the high
8t and Jimited coveyage "of pohcies
That's, & big jimp . from 10 years ago,
‘When: only about 2% of his clients p‘rac-
tlced ‘without ingiirdzice. .

" recenl survey of indfiduals’ mth

' -more than $1 mittion in assefs found that

- 35% had some form' of assef-protestion

plan comparﬁd w'ith uist 11% of respor- )

denfs in 2000. And ‘more thah $1% of. the
tespondents who didiv'€ have an assebpro-
‘tection plan weie mterested in: ereating
one, up Iromonly&?.%inm found the
‘study by, Prifice ‘& Associates, Redding.

Conn’, a market resedreh and consultmg : N

Domestic asset—pmtecﬁon tldds are il .thCSC tl'U.StS.

firmi.

conim‘remal, becausé they haven't yet

-nmning afoul of the law. While cmatmg

trust& have to pay- attentmn to &void

an offshor; asset- pmtecti‘on trast may :
sound, skeithy, they're. legal as long as

‘fheyite notused to evade income taxs s.

you have to disclose the assets and in- /

come in thé tust {o the Intémal Reve-
nue Servied, . .~

" Apofherfcaveat: Peopje shouldn’f set
up an assetiprotection trust ifyml Know
you have a potenhal legal action lmm-'

:'La,wyex;s cautlon that.
“you shouldii’t put all.

of your ¢ assets mto

heei:tested mx:ourt.md.mS.shlLuncleaﬁ.__.__-.-... :

ot well they'll hiold up. Article IV of the *
Constltution says that'each state shioyld

have “full faith and credit” in the legal-

]udg‘ments made in other states. Law-
y€Is,” therefore woiry that a plaintiff

who' wins- a,judgment in a New York.

court might be able to enforce the yulin teg
_agamst an asmt-pmtecuon trust c1;ea
in Delgware. *

~ e are'very careful to point oot -that

this 15 not necessarily bulletproof but
that it is the best thing going,” says Pe:
ter YValente of law firm Blank Roms, .

Fedple settipg‘ up asset-ptotect'

ing on the honzon (Jou:ts are hke],y to
rule agamsf such a-trast, calling it a
“f.ranchﬂent conveyange,” if itis set up
right before: a 1awsuit, bankruptey or
divorce.

" Brian D. and Ehzaheth G. Weese, the
ownersof a now—dgﬁmct Baltimore book-
storé chain, ‘recently faced several law--
suits charging 'that they, fraudidently
moved nearly 520 fnjilion in aysels to-a
Cook Islands trust called “Book Wormi I
10 avmd creditors ahead of ba.nkruptcy
Seveml months agp, the Weeses settled -
the i ca.se for moré than §12' million; the

_ ther, Rite Aid Corp. fotinde

money was provided by Ms. Weese s fa—

(rass. -
Domestic agset- pwtectmn truists: also
can also b uséd {0 ease etate taxes:’
Bécause you give your assets o tha trist,
the funds dre: ouf of your estat,e for éstaxe-
urposes. ‘However, the:tist ca
make payments: tayouon a'Tégular
sts; of #hat woulqimute fhesscrvbiny. of
the IRS “You cagft'use theitrustva‘s a
acoiubt” 54y, i
W’lumngté;l Tnls‘t. Q3
Asset-protection #rists P f comé

chieap. Offshore a;set—pmtéction trusis

can ¢dSt Amywhere from’ 520,000 to
$50,000 16 setujy, plus aumrai “ddmithis
frative fees.of 2,000 to' ogo;anqasset-
managément f&as of about. 1% 0n'thé
assets placed in the {rust. Donestic as:
set-protection frisfs cost less, Tunning
anywhere from $3,000 to $10,000 1ii attor-

ney_s.ises,.plus.ns:'set.management.fees_ e

of roughly 1%,

Betause of the high; fees, asset-protec-
tion frusts gémerally“don't ioké sense
unless you're willing to put at least §1
mﬂhoninthem.Stl’.ll.afeWt‘nancial et
vices companies, like;: National . City
Corp., caterto smaller tiust accounts of

abotit $500,000, amac'tWE to professionals’

at earlier stages in theif careers, .
.Lawyérs caution that you shoyldni't
putall Bf your assels inty the tnists, be-
cause you're only a'so-called dlscretlon-
ary beneficiary. THat means you woi't
have reg'ular apcess to.the trust assets.




 EXHIBIT

Shelter from the Storm

T&E exclusive: Survey charts the rising
importance of asset-protection planning
— e

By Russ Alan Prince, president, Prince & Associates, Shetton, Conn,

and Richard L. Harris, managing member, BPN Montaigne LLC, Clifton, N J.

want asset-protection plans, and many lawyers,
about the savoriness of such stiategies, are interested
them. But they don't because, they admit, they don't

y Prince & Associates of 227 private-client lawyers, all of
fve at least 51 percent of their income from work with indi-
opposed to institutions).
et protection, advisors essentially constiuct a legal fortiess
around wealth. This planning is particularty important for high-net-
worth clients worlied about litigation and divorce possibly endanger-
ing their estates It is, however, sometimes unethical and maybe even
illegal for advisors to help clients try to shelter assets from existing
and probable creditors. (See “Asset-Protection Planning: Ethical?
: Legal? Obligatory?” page 42).
The wealthier Still, many lawyers have doubts about asset protec-
a client iS, the tion. Only 27.8 ‘percen? agreed strongly with the asser-
. s, e tion, “Asset protection is legal and should be discussed
more mteresféd with most wealthy clients” But assef-protection plan-
He is in asset_ ning has its place.
P PR Certainly clients think so. A majority of the private-
protection client lawyers (55. percent) repoit that their clients are
plan ning . “very” o1 "extremely” interested in it
' And the more financially successful the survey
respondents, the more likely they are to think asset-protection plan-
ning is important to clients. That's because the wealthier a client is,
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tive It also would separate the
financial and personal aspects of the
relationship among the three chil-
drent and allow for family harmony.

MONKEY WRENCH
Rodney is an unknown factor, as he
may want to wortk for Famco after
he graduates from college. If either
of the Smiths is living at the time of
his decision, they can handle the sit-
uation by creating an appropriate
position fot Rodney and bansfer-
- ting Famco stock to him either dur-
ing their lifetime or in their wills,
somewhat similar to what they
decide to do for Sally. They will have
to deal with the control of Famco
between Sally and Rodney, ot treat
them equally with the voting stock
that could cieate a deadlock or

. leave-someone-else,-perhaps David__rely on the entrenched child alone . ..

of a trusted outsider, with a tie-

breaking vote.

But what if one or more children
has not decided whether to enter
the family business by the time the
last parent dies? One solution: The
patents, company and undecided
children can enter into an agree-
ment that the children can elect to
become an employee of Famco on
terms fo be subsequently estab-
lished by the Smiths o1 by outside
directors with or without the
entrenched child. Similarly, the
same group could allow the unde-
cided children to acquire company
stock at a formula or appiaisal price
payable on an installment method
over a reasonable period of time to
allow the undecided children to use
their earnings for the payments.
Thus, the parents would not have to

to make the decision and establish

the terms of undecided childien
becoming erployees and share-
holders of the famnily business.

LOOSE ENDS

If Rodney becomes an employee of
Famco o1 if other family or non-
famnily member employees become
famco shareholdess, one question
that should be answered in advance
is: Should the company have an
option to acquite the shares of a
departing employee?

If such an option is in place and
is exercised, Famco probably will
want to prevent the terminated
employee from disclosing confiden-
tial information, calling on Famco's
customers of otheswise competing
with Famco for some reasonable
pesiod of time All of these stipula-

continued on page 49

Trust Technology

from Trust Professionals

Do you need an accounting package that snderstands the-way a trust department works ~ and is flexible
enough to dccommodate the way you work?

Consider Trast/Rite® from Northern Trust We've been in the trust business for more than 110 years

With Trust/Rite, you can be confident, knowing your software is designed and

suppotted by professionals who understand your business.

Mote importantly, Trust/Rite recognizes that your business necds should

drive your software choices ~ not vice versa. So Trust/Rite includes a

broad, flexible array of capabilities to grow along with you,

Contact David Batrich, 312 557 2890, dcb@ntrs.com.
We trust you'll like what you hear.

REIATIONAL DATABASE | OPEN ARCHIIECIURE/WINDOWS
FULL INTERNEY DELIVERY | DESKFOP SOFTWARE INTEGRAYION
CONTACT MANAGEMENT PERSPECTIVES

@ Northern Trust

www.northerntrust.com




the more interested he is

About half the respondents eam $250,000
or more a yeas; their clients during the previ-
oustwo years had an average net worth of $53
million The other half of the lawyers surveyed
eamned less than $250,000 and, duing the
same petiod, had dlients with an average net
worth of $1.8 million

A whopping 74.8 percent of the high-
income lawyers saw considerable interest in
asset-protection planning arhong their
high-net-worth clients. Only 34.8 percent
of the lower earning lawyers said asset pro-
tection was “very” or “extremely” impostant
to their clients

All the lawyers say that their wealthiest zo
~—clientsterd-to-be-more-interested-in-asset—
protection planning than the rest of their
clientele More than four out of five (84.6
percent) private dient lawyers 1eport that
their top 2o dients are “very” o1 “extremely”
interested in asset protection planning (g0 4
percent of high-income lawyers and 78 6 per-
cent of mid-incorme lawyers).

SIGN OF THE TIMES

Why has asset protection become such an
issue? The respondents (63 4 percent) say it's
because people “are just more afraid” (see
“Why Asset Protection?"this page).

But a lidigious society also makes asset
protection planning seem essential to clients,
according to 573 percent of lawyers Highier-
income lawyers are particularly likely to point
to Titigiousness (66.1 percent compared to
48 2 percent).

High divorce sates also make clients value
asset protection, according to 52 4 percent of
those surveyed. For high-income lawyers, this
reason is more pressing (583 percent com-
pared tD 46 4 percent).

Piivate-client lawyers expect asset pro-
tection planning to become more critical in
the future. Of those surveyed, 661 percent
predict asset protection will play a greater
rale in their practices (See “Ciystal Ball”
page 40) . This is especially true of the more
financially successful lawyers (722 percent

SEFTEMBER 2003

compared to 50.8 percent) A mere 101 per-
cent of the total say they don't intend to
make asset protection planning a majer part
of their practices. )

LEARNING CURVE
But there is a gap between lawyers’ current
competency and their ideal skill levels (See
“Confessicns,” page 40) Only 163 percent
say they are authorities on asset-protection
strategies and techoiques. The more success=
ful the lawye1, the more likely they are to rate
their skills highly (22 6 percent compared to
g 8 percent).
The desire to learn is strtong. Overall, 73.6
percent say they need to know more A slight-
. ly. higher_prapartion_of the lower-income

The more
financially
successful
lawyers are
better versed
in a greater

lawyers feel the need for such education (76 8
percent compared to 70 4 percent)

‘Where, precisely, are the deficits? A mere
13.2 percent of the totel say they are very
familiar with the Uniform Fraudulent Tiansfer
Act (191 percent of the higher-earning
lawyers versus 7a percent)

In addition, many are unfamiliai with
some of the strategies and techniques
employed in this field (See “Toolbox,” page
40). While most are comfortable with com-
menly used. strategies such as corporate
structures, outright gifts to family members,
partnerships and limited liability companies,
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few consider themselves experts in
such areas as offshore self-settled
frusts, life insurance and equity
stripping In general, the more finan-
cially successful lawyers are better
versed in a greater number of asset-
protection tactics

One such stiategy, equity stip-
ping, is a way to protéct domestic real
estate fiom ceditors The technique
involves the dient making an imvest-
ment in a mortgage company. The
investment has Hitde value to credi-
tors The dient will receive a loan
secured by a mortgage on the prop-
erty to be protected The secwed
interest passes to an asset-protection
structure, such as a trust. The cash
the client receives from the mortgage
also goes to an assel-protection struc-
ture. The result is that the equity in
he. real estate is no longer directly

available to ceditors while the
underlying assets that represent that
equity are protected

Although state bankiuptcy and
credito; laws ae all different, most
protect some of the cash value in a
life insutance policy Flotida, for
example, exempts all the value in
both life insurance and annuities A
propeily structured iirevocable life
insurance trust also can afford some
protection The tustes could have
the powet to distribute the principal
or tncome to any party (including
the grantor) at the tiustee’s sole dis-
cietion. Additionally, properly diaft-
ed TLITs can protect assets for the
beneficiaries as long as the assels are
not distributed
moie involved in this area, there a1e a
number of opportunities. The sim-
plest is to work with a Jawyer who
practices this specialty. But there also
are publications, mestings and con-
ferences as well as an asset-protec-
tion committee of the American Ba
Association. Contacting the ABA is
probably a good place to start 1
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VII. OVERVIEW OF SELECTED JURISDICTIONS

A. Introduction

Selection of a jurisdiction presents a challenge. Due to the logistical difficulties of
having reliable contacts in every possible country and due to the burden of trying to follow the laws
and the political and economic climates of many jurisdictions, it is very tempting to select one
country and then do “cookie-cutter” structures for all clients. The attomey practicing in this arena
should resist that inclination and become knowledgeable about the legal and nonlegal issues
relevant to various jurisdictions. There are important differences among jurisdictions and the scene
is not static. What works for one client may not be best for another; similarly, what works best this
year may not work best next year. Trustees and lawyers in many jurisdictions are marketing their
respective countries as being optimal for asset protection. Like marketing materials of any
salesman, the information is helpful, but requires careful scrutiny. The following presents an
overview of certain offshore jurisdictions. The jurisdictions presented are representative of various

types previously discussed (aggressive vs. nonaggressive legislation) and of various geographical
locations.

B. Bahamas

1. GENERAL CHARACTERISTICS. The Bahamas is located in the
western Atlantic Ocean off the coast of Florida. The capital and financial center of the Bahamas
is Nassau, which is on the main island of New Providence. There is excellent airline service
from the U.S. and a modern communications system. The Bahamas is an English-speaking
country with a common law legal system. Although completely independent of Great Britain,
the Bahamas is still a member of the British Commonwealth. The official currency in the
Bahamas is the Bahamian dollar, the value of which is equal to the U.S. dollar and is expected to

remain so. The Bahamas enjoys a fair degree of political stability, but suffers from poverty and
unemployment.

2. CONFIDENTIALITY. The Bahamas has strict bank secrecy laws which
were modeled after the Cayman secrecy statute. The Bahamian secrecy laws are codified at
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Section 10 of the Bank and Trust Company Regulation Act of 1965, as amended in 1980.
However, the IRS, using suspect methods, has been successful in penetrating bank secrecy in
certain covert investigations.400 Under Bahamian secrecy laws, it is a crime for a banker or
another person who, in a professional capacity, has acquired information about the identity,
assets, liabilities, transactions, or accounts of a customer, to reveal such mformation to another
person unless such disclosure is required by Bahamian law or the Bahamian courts or unless the
customer consents to the disclosure.

The Bahamas requires reporting of large currency transactions in certain
situations. However, exceptions to the reporting requirements exist. For example, the requirement
does not apply to customers who have an existing relationship with a Bahamian Bank, and it also
does not apply to transactions by customers who have the recommendation of a “reputable” party.4°'

3. TAXES. The Bahamas is essentially a no tax jurisdiction. It has no
personal income tax, corporate income tax, value added tax, capital gains tax, withholding tax,
gift tax, estate tax, or employment tax. Property taxes are imposed on both developed and
undeveloped real estate. There are stamp duties on the sale of property and on most documents.
Businesses and professionals operating in the Bahamas are subject to a business turmover tax on
gross receipts from local sources. "

4, FRAUDULENT DISPOSITION. Fraudulent dispositions are addressed
by statute in the Fraudulent Dispositions Act, 1991. Under the statute, dispositions are voidable
by a creditor prejudiced by the disposition if the transferor made the disposition with an mtent to
defraud. The statute defines “intent to defraud” as an intention of the transferor to defeat
willfully an obligation owed to a creditor, and the burden of proof for establishing such intent is

on the creditor. The statute of limitations is two years from the date of the applicable
disposition.**?

5. TRUSTS AND OTHER ENTITIES.

a. Trusts Act. The Trusts {(Choice of Governing Law) Act, 1989
affords trusts protection from forced heirship laws in the settlor’s home couniry, and contains
provisions addressing inbound and outbound redomiciliation. If Bahamian law is designated as
the trust’s governing law, such designation is binding and effective.

b. Trustee Act. The Trustee Act, 1998 liberalizes the rules applicable
to Bahamian trustees. For instance, trustees are now held to an “ordinary person” standard of
care.*® Furthermore, a trustee may now delegate any power or discretion vested in him as
trustee to another person.*”®> Finally, the new law gives trustees discretion not to inform even
vested beneficiaries of the existence of the trust.**

c. International Business Company. Bahamian legislation also
provides for the formation of an International Business Company (an “IBC”). By combining an
IBC with a trust, one achieves a double layer of confidentiality, and the structure provides a
simple distribution mechanism at the death of the settlor because only shares in the IBC, and not
trust assets, are distributed to the heirs.
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6. OTHER CONSIDERATIONS.

a. U.S. Influence. Because the Bahamian economy is heavily
dependent on U.S. tourism, there exists the potential for U.S. influence on the treatment of
entities established there by U.S. citizens. While there does not appear to be any current
movement in this direction, it should be considered in the selection of a jurisdiction.

b. Grupo Torras S.A. et al v. S.F.M. Al-Sabah et al.*”” In this case, a
Bahamian lower court judge determined that the Fraudulent Dispositions Act of 1991 would not
insulate the defendant-trustee from a claim against the assets of the trust even if the two-year
statute of limitations for fraudulent conveyance claims had passed. The ruling, issued in 1995,
gave way to considerable controversy about the continued validity of asset protection trusts in
the Bahamas.

The case presented genuine issues concerning retention of control
over the trust and/or its assets by the settlor that influenced the ruling. However, the non-
application of the Fraudulent Dispositions Act (and, therefore, the inability of the defendant to
protect itself with a statute of limitations defense) turned on the fact that the court found that the
assets were not actually owned by the settlor at the time he transferred them to the trust because
the assets were acquired by the settlor by fraud.

In 1997, the Bahamas Court of Appeal limited the Grupo Torras
ruling to the specific facts of that case. Although the lower court’s ruling therefore is not legally
precedential, as a practical matter, its existence on the books should somewhat diminish the
attractiveness of the Bahamas as an asset protection trust venue.

C. Bermuda

1. GENERAL CHARACTERISTICS. Bermuda is located in the Atlantic
Ocean, approximately 600 miles due east from the North Carolina shoreline. It has regular air
service with daily flights from New York, Boston, Atlanta, Philadelphia, Baltimore, and Toronto.
Bermuda also has a state of the art communications system. Bermuda, an English-speaking
country, is a common law jurisdiction. Bermuda is an old British “Overseas Territory” {(former
colony) and is part of the British Commonwealth. Bermuda may opt for independence from
Britain, but in a 1995 referendum Bermudans rejected this direction. The United Kingdom is
responsible for defense and foreign relations; however, economically, Bermuda is more closely
linked to the United States. Bermuda has a long tradition of stability and conservative
government. The island has a balanced budget, is well-administered, and has a highly educated
populace. Strict regulations and a conservative approach to business and SOCi0-economic
problems have resulted in virtual absence of poverty, unemployment, and homelessness in
Bermuda.

2. CONFIDENTIALITY. There are no banking secrecy laws in Bermuda,
but information is not readily available to third parties under English common law protection.
Bermuda and the U.S. have a tax treaty that serves to implement some exchange of tax
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information provisions. However, the Attomney General must consult with an investigative
committee before providing any information to foreign regulatory authorities.

3. TAXES. Bermuda is virtually tax-free. It does not have an income tax,
gift tax, estate tax, business or value added tax, capital gains tax, sales tax, withholding tax, or
accumulated profits tax. Approximately 32% of the government’s revenue is earned from
customs duties. Additional forms of taxation in Bermuda include a payroll tax, a departure tax, a
motor vehicle fee, and a betting tax that is set at 20%.*®  Foreign (“exempted”) companies
incorporating in Bermuda can receive a guarantee exempting them from taxes until 2016.%

4, FRAUDULENT DISPOSITIONS. Fraudulent dispositions are addressed
in several Bermuda statutes.*'® In particular, Sections 36A-36G of the Conveyancing Act of
1983 (as amended in 1994), must be considered in the context of trusts established for the
purpose of protection from future creditors. Under Section 36C, a disposition with “requisite”
intent is voidable by the affected creditor. However, under Bermuda law, “requisite intention”
does not necessarily involve deceit or dishonesty; rather, the dominant purpose of the disposition
must be to deprive present or potential creditors of assets which otherwise would have been
available to them. Insolvency of the settlor at the time the trust is established is a badge of fraud.
Furthermore, the provisions of Section 36C might apply to future creditors arising within two
years after the relevant disposition if the requisite intent is present.!’ If it is clear that the
primary purpose of establishing a Bermuda trust is something other than creditor protection (e.g.,
estate, financial, or tax planning), Bermuda’s fraudulent disposition law should not pose a
problem, but caution is advised in this area.

5. TRUSTS. Bermuda is a good situs for the establishment of a trust,
revocable or irrevocable, for the benefit of the settlor or his beneficiaries. Bermuda passed
specific laws governing trusts in 1989, particularly the Trusts (Special Provisions) Act (the
“Bermuda Act”). Among other provisions, the Bermuda Act contains language regarding a
settlor’s capacity to create a trust, provides for redomiciliation of a trust, addresses jurisdiction of
the Supreme Court of Bermuda in trust matters, and provides for selection of the trust’s
governing law. Additionally, Section 11 of the Bermuda Act provides that in the absence of
other Bermuda law or Bermuda public policy considerations to the contrary, a Bermuda trust
cannot be varied or set aside by a Bermuda court pursuant to a law of another country regarding
the effect of marriage, forced heirship, or insolvency of the settlor and creditor protection.

Part 11 of the Bermuda Act has recently been amended to streamline
Bermuda trusts for non-charitable purposes (“purpose trusts”). The Bermuda Act now clarifies
the conditions for the objectives of a purpose trust (sufficiently certain, lawful, and not contrary
to public policy), and does away with the requirement for a “designated person trustee” (i.e., a
Bermuda lawyer, accountant, or licensed trust company).

Development of trust law in Bermuda continues to keep pace with modem
trends and provides flexibility in private and commercial contexts. Notably, the Perpetuities and
Accumulations Act, 2009 abolished the rule against perpetuities for trusts created on or after
August 1, 2009 (with the exception of trusts holding Bermuda land).
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6. ENFORCEMENT OF FOREIGN JUDGMENTS. A Bermuda court will
generally only assume jurisdiction with respect to a foreign judgment if: (i) the judgment debtor
is a resident of Bermuda; or (ii) the judgment debtor has agreed to or has voluntarily submitted to
the jurisdiction of Bermuda courts (e.g., by visiting Bermuda). It is unlikely that a Bermuda
court would entertain an action to enforce a judgment against a U.S. settlor of a Bermuda trust.
However, a judgment creditor or trustee in bankruptcy could attempt to bring an action against a
Bermuda trustee on the grounds that the trustee holds property on “constructive trust” for the
creditor (i.e., the trust arrangement is a sham). To prove a constructive trust, the creditor would
have to show either: (i) that the original trust fails either wholly or partially, or (ii) that the
trustees hold the property as agents of the settlor.

7. PRIVATE TRUST COMPANIES. Bermuda also offers the incorporation
and use of private trust companies to act as trustee of a group of trusts. Private trusi companies
are commonly employed in family contexts. This structure involves the incorporation of a
Bermuda exempt company for the purpose of acting as trustee of family trusts, so long as the
family members are related. A settlor can maintain contro] of the trust company by acting as
director or shareholder. If the settlor does not want to {or should not) own shares in the
company, the shares can be placed in a purpose trust (i.e. for the purpose of bolding and voting
shares in the private trust company). Alternatively, a private trust company can be established as
a company limited by guarantee (i.e., without share capital).

D. Cayman Islands

1. GENERAL CHARACTERISTICS. The Cayman Islands is located in the
western Caribbean.  There is regular air service to multiple U.S. cities and modern
communication systems. The capital and main business center is George Town on the island of
Grand Cayman. The Cayman Islands, an English-speaking British overseas territory, is a
common law jurisdiction, is largely self-governing, and quite stable. Its economy is generaily
healthy despite feeling the effects of the global recession. The official currency is the Cayman
Islands dollar.

2. CONFIDENTIALITY. The Cayman Islands has strict secrecy laws which
impose substantial penalties for revealing confidential information. However, this legislation
provides a mechanism for disclosure of information in limited circumstances; for example, in the
course of a criminal investigation or when a bank must protect its own interests. If the person
who is required to give evidence or make a disclosure resides in the Cayman Islands, that person
must receive permission for such disclosure from the Cayman Grand Court*"? By and large, a
foreign government cannot obtain assistance in pursuing criminal matters unless the offense is an
offense under Cayman law. However, in 1988 the U.S., the United Kingdom, and the Cayman
Islands entered into a Mutual Legal Assistance Treaty under which the parties will give each
other information in certain drug investigations and white-collar crimes, including bank fraud,
and in 2001 these three nations agreed to the exchange of information regarding enforcement of
U.S. income tax laws and the prosecution of criminal tax evasion. Additionally, the Cayman
Islands have given effect to the EU Savings Tax Directive, meaning that relevant payments by
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Cayman entities to EU citizens are reported to Cayman authorities, who in turn must share this
information with EU countries.

3. TAXES. The Cayman Islands has no corporation, income, capital gains,
profits, gift, estate or inheritance taxes. Certain guarantees against further taxes are available.

4. FRAUDULENT DISPOSITION. In 1989, the Cayman Islands passed the
Fraudulent Disposition Law, 1989. Under this law (revised in 1996), a disposition is voidable by
a creditor prejudiced by the disposition if the disposition was made at an undervalue and with an
intent to defraud. “Intent to defraud” is defined as an intention of the transferor to willfully
defeat an existing obligation owed to a creditor, and the burden of proof for establishing such
intent is on the creditor. The statute of limitations is six years from the date of the applicable
dispositicm.‘”3

5. TRUSTS. There are three basic types of trusts available under Cayman
law: ordinary, exempted, and Special Trusts (Alternative Regime) (a “STAR” trust). An
ordinary trust parallels the general common law trust concept and may exist for up to 150 years.
An exempted trust has the added benefits of a 50-year government guarantee against taxation and
is also limited to a duration of 150 years. The STAR law establishes an alternative trust regime
which applies to a trust if the trust instrument so Prowdes The Cayman Trusts Law refers to
atrust to which STAR applies as a “special trust. »44 STAR trusts have several special features.
For example, their objects may include non-charitable purposes, and it is up to the settlor to say
who may have standing to enforce the trust. Additionally, the rule agamst perpetmtles does not
apply, which makes it possible to have a STAR trust with an unlimited life."!

Cayman Islands trust law recognizes the choice of goveming law
expressed in the trust instrument and the ability to change the govemning law of a trust
instrument. No Cayman Islands trust may be set aside by reason only that the laws of a foreign
jurisdiction prohibit or do not recognize the concept of a trust, or that the trust defeats rights
conferred by a foreign law. Accordingly, with respect to certain property owned by a trust,

Cayman law may override the law of the settlor’s jurisdiction, including forced heirship
requirements.

6. OTHER _CONSIDERATIONS. Cayman law is designed to attract
business from individuals located outside its jurisdiction. In recent years, however, the Cayman
Islands has come under pressure to address the issue of money laundering. In response, the
Cayman Islands enacted counter-money laundering legislation and regulations in September,
2000 and is viewed as a leader in developing anti-money laundering programs in the Caribbean.

E. Cook Islands

1. GENERAL CHARACTERISTICS. The Cook Islands are located in the
South Pacific Ocean, east of Australia and south of Hawaii. The capital is Rarotonga, with a
modern international airport and regular air services to Los Angeles, Tahiti, and Auckland. The
islands are remote from the world’s major financial centers, but have modern communication
systems. The Cook Islands are independent. Their closest link is with New Zealand, and they
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use New Zealand currency. English is the official language, and there is a common law legal
system.

2. CONFIDENTIALITY. The Cook Islands banking laws mandate secrecy
about client information, with the penalty of one year imprisonment for a violation. In certain
situations however, the Cook Islands’ courts may have access to protected documents.
Additionally, Cook Islands secrecy provisions are in some cases overridden by recent money
laundering legislation.*'®

3. TAXES. So long as an international trust organized in the Cook Islands
does not conduct business there, it is exempt from tax. The Cook Islands permits a trust’s affairs
to be administered by a Cook Islands trustee company, and this does not constitute “carrying on
business” for tax purposes.

4. FRAUDULENT DISPOSITION/TRUSTS. The Cook Islands enacted
comprehensive trust legislation in the International Trusts Amendment Act 1984 (the
“International Trusts Act”). The legislation addresses international trusts (“ITs”) and the effect
thereon of fraudulent dispositions and bankruptcy. Section 13B of the International Trusts Act
provides that a creditor seeking to set aside a disposition must prove beyond a reasonable doubt
that (i) the disposition was made with an intent to defraud that particular creditor; and (i1) the
transferor was rendered insolvent by the transfer. If the fair market value of the settlor’s
property after the transfer to the trust exceeds the value of the creditor’s claim at the time of the
transfer, there is no intent to defraud.

If the creditor meets this burden, the transfer is not void or voidable.
Instead, the transferor must pay the creditor’s claim from property which would have been
subject to its claim but for the transfer, that is, from property in respect of which the action is
brought.

Section 13A of the International Trusts Act expressly states that an IT will
not be void by virtue of the settlor’s bankruptcy. The International Trusts Act also contains
limitations provisions. If a creditor’s cause of action accrues more than two years before a
transfer to an IT, the transfer will be deemed not to be fraudulent, unless proceedings in respect
of that cause of action had been commenced at the date of the relevant transfer. Also, if a
creditor fails to bring an action within one year from the date the transfer to an IT occurs, the
action is barred. Furthermore, a transfer to an IT will not be fraudulent as to a creditor if the
transfer occurs before the creditor’s cause of action accrues, where “cause of action” is defined
as the first cause of action capable of assertion against a settlor.*'” Finally, an Amending Act
provides that for redomiciled trusts, the limitations period commences at the time of the original
transfer, even when the transfer was to an offshore center other than the Cook Islands.

Section 13B of the International Trusts Act also sets forth circumstances
that will not be deemed badges of fraud. Fraudulent intent cannot be imputed from (i)transfer to
an IT within two years of the accrual of a creditor’s cause of action; (ii) retention of powers or
benefits by the settlor; or (iil) designation of the seftlor as a beneficiary, trustee, or protector.



ASSET PROTECTION TRUST PLANNING _ Page 74

5. TRUSTS. Retained powers and benefits are explicitly addressed by
statute. An IT cannot be “declared void or be affected in any way” because the settlor:

a. has the power to revoke or amend the trust, to dispose of trust
property, or to remove or appoint a trustee or protector;

b. retains, possesses or acquires any benefit, interest, or property from
the trust; or

c. is a beneficiary, trustee, or prcttector.‘1rl8

The rule against perpetuities has been repealed, but an IT may use
a perpetuities period if the parties so desire. Other provisions of the International Trusts Act
make selection of Cook Islands law binding and conclusive, ensure that an IT is not subject to
forced heirship laws of other countries, and require non-recognition of a foreign judgment
against an 1T, its settlor, trustee, and protector. An Amending Act also provides that community
property transferred to an IT retains its character as community property.

With respect to litigation, the International Trusts Act provides that
a plaintiff may not obtain interlocutory relief—including discovery, interrogatories, and
injunctions—without filing an affidavit that satisfies the court that the plaintiff will be able to
meet various time limits and other presumptions.419 As a consequence, this requirement may
have the practical effect of deterring litigation.

6. OTHER CONSIDERATIONS.

a. Insularity. Unlike other offshore centers, the economies of which
are tied closely to the U.S. or United Kingdom, the Cook Islands presumably would not be
subject to economic or political pressure to relax secrecy provisions or reduce the benefits of
entity formation for protective purposes.

b. Comprehensive Statutory Scheme. Based upon the authors’
review of commonly selected offshore jurisdictions, the Cook Islands have one of the most
comprehensive bodies of statutory law governing trusts and fraudulent conveyances. The level
of comfort one obtains with such statutory certainty should be a factor to weigh against the
inconvenience of traveling to this venue.

c. 515 South Orange Grove Owners, et al. v. Orange Grove Partners.**°
In a 1995 decision appealing the issuance of a Mareva injunction against the trustees of an asset
protection trust, the Court of Appeals in the Cook Islands found that a judgment creditor’s action
was not time-barred on the basis that the two-year statute of limitations on fraudulent
conveyances in the International Trusts Act began to run on the date of the judgment against the
settlor-transferor and did not commence when the cause of action accrued. Proponents of the
International Trusts Act argued that the court misinterpreted the statute and rendered its
judgment based on “bad facts.”
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The International Trusts Act was amended in 1996 to “cure” the
possible ambiguity in the statute. Accordingly, while settlors can take comfort in knowing that
the statute of limitations will begin when a potential judgment creditor’s cause of action accrues,
there remains at least some doubt as to which provision of the legislation might be susceptible
the next time a court is presented with “bad facts™ as it was in Orange Grove.

d. Federal Trade Commission v. Affordable Media, Inc. (also referred
to as “the Anderson case”).*! (See discussion at Part VLF.)

e Bank of America v. Weese** (See discussion at Part VLF.)
F. Gibraltar

1. GENERAL CHARACTERISTICS. Gibraltar is located off the southern
coast of Spain. It has regular air service from London and modern communication systems.
Gibraltar is a colony of the United Kingdom, and its constitution ensures that sovereignty will
never be passed to another country against the will of the people of Gibraltar. The currency of
Gibraltar is the Gibraltar pound, which is pegged to the British pound. English is the official

language, but most inhabitants also speak Spanish. Gibraltar has a common law legal
framework.

2. CONFIDENTIALITY. As more fully discussed below, trusts are subject
to a limited disclosure requirement if protection under Gibraltar’s fraudulent disposition statute,
the Bankruptcy (Amendment) Ordinance, is sought; however, the disclosed mformation is
confidential. The Banking Ordinance, 1992 imposes strict requirements of secrecy.

3. TAXES. Gibraltar allows the formation of “exempt companies,” which
can conduct business anywhere but Gibraltar, These companies pay no income tax and can
transact business from Gibraltar, but in order to maintain exempt status, cannot do business with
citizens or residents of Gibraltar. Similarly, income of a Gibraltar trust that is paid to a
nonresident beneficiary is not subject to income tax.

4., FRAUDULENT DISPOSITION. Existing legislation addresses
dispositions by nonresident settlors, under which disposition of assets by a settlor into a trust is
not voidable by a creditor if:

a. the settlor is an individual,

b. the settlor is not insolvent at the time of the disposition;

C. the settlor did not become insolvent as a result of the disposition;
and

d the trust is registered in accordance with the Bankruptcy (Register

of Dispositions) Regulations, 1990.%%
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Under the legislation, the registration process excludes those with actual knowledge of a
contingent or prospective liability.

The Statute of Elizabeth governs non-registered trusts.

5. TRUSTS. The Bankruptcy (Amendment) Ordinance, 1990 and the
Bankruptcy (Register of Dispositions) Regulations, 1990 expressly establish the concept of an
asset protection trust. An asset protection trust must be registered as described above, and the
trustee must affirm that: (i) the settlor has completed forms establishing his or her financial
position and revealing contingent or prospective liability; (i} the trustee has taken reasonable
steps to substantiate the information received from the settlor; and (ii1) the settlor has given the
trustee an affidavit of solvency.”® The registry is not open to public inspection and any
information delivered to it is kept secret and confidential. The common law rule against
perpetuities has been replaced by a 100-year limitation. Furthermore, Gibraltar law allows easy
redomiciliation, and Gibraltar common law does not recognize forced dispositions from other
jurisdictions.

6. TRUSTEESHIP. The Bankruptcy (Register of Dispositions) Regulations
1990 defines a trustee as “a company with a permanent place of business in Gibraltar and
authorised by the Commissioner to act as a trustee.””*** The regulations provide that the Registrar
shall register a disposition of assets only when the trustee making the application:

a. is the sole corporate trustee of the disposition;

b. is judged by the government (the Financial and Development
Secretary) to have adequate financial and administrative resources to act as trustee in relation to
the disposition;

C. has obtained the government’s prior written approval of the inquiry
forms administered to the settlor; and

d. has indemnity insurance in an amount exceeding 1 million

pounds.426

Thus, it would appear that a corporate trustee with a Gibraltar situs is required
with respect to Gibraltar trusts.

7. ENFORCEMENT OF FOREIGN JUDGMENTS. Judgments may be
registered under specific reciprocal enforcement agreements with the UK, other
Commonwealth countries, and the European Union. Judgments from other jurisdictions are not
enforceable in Gibraltar. Claimants must sue under Gibraltar law.

8. HESS V. LINE TRUST CORP., LTD. It this case, the court refused to
hear the claim of a divorcing wife that a Gibraltar asset protection trust was established with
intent to defraud her.*’
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G. Guernsey

1. GENERAL CHARACTERISTICS. Guernsey is one of the Channel
Islands, located in the English Channel off the Normandy Coast of France. English and French
are the official languages. Guernsey is reachable by air from London and other European cities.
It is a dependent temritory of the British Crown with considerable political stability due in part to
the lack of political parties.

2. CONFIDENTIALITY. Guemnsey does not have a statutory law of secrecy
or confidentiality. However, the Royal Court has held that banks have a contractual duty of
privacy to their customers.**® Notable exceptions to the general rule of bankers’ confidentiality
include situations involving: serious or complex fraud; suspicion that funds are derived from or
used in connection with drug trafficking, terrorism or money laundering; the need to protect
depositors or the public interest; or potential insider dealing. Additionally, courts have the
discretionary power to grant disclosure of otherwise confidential information in cases before any
Guernsey court and in proceedings in other jurisdictions.

3. TAXES. Guernsey does not impose a tax on capital gains, capital
transfers, inheritance, or estate duties, nor is there a wealth tax, a purchase tax, or a value added
tax. With respect to income tax, as long as all of a trust’s income is payable to beneficiaries
outside of Guernsey, the only trust income subject to Guemsey income tax is Guernsey-source
income other than bank mterest.

4, FRAUDULENT DISPOSITION. Under the 1929 Law Relating to
Debtors and Renunciation, a transfer by an insolvent is considered fraudulent and void if made
within three months before an application for a declaration of insolvency and with the intent of
giving the transferee a preference over the insolvent’s other creditors.

5. TRUSTS. Guemsey trusts are governed by the Trusts (Guernsey) Law,
2007 (the “Trust Law™). According to the Trust Law, a trust is invalid and unenforceable if it
promotes action contrary to Guernsey law, lacks an identifiable beneficiary, or

the Royal Court declares that —

(1) it was established by duress, fraud, mistake, undue influence or
misrepresentation or in breach of fiduciary duty,

(ii) it is immoral or contrary to public policy,

(iiiy  its terms are so uncertain that its performance is rendered
impossible, or

(iv)  the settlor was, at the time of its creation, incapable of creating
such a trust.*?’

The Trust Law does not specifically recognize asset protection trusts,
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beyond permitting a beneficiary’s interest in a trust to be “subject to a restriction on alienation . .
. or subject to diminution or termination in the event of the beneficiary becoming bankrupt or
any of his property becoming liable to arrest, saisie, or similar process of law.”?? Guemsey
courts have not yet considered the issue of whether assets in a Guernsey trust are protected from
present or future creditors of the settlor.

6. ENFORCEMENT QF FOREIGN JUDGMENTS. Guernsey recognizes
registered judgments from reciprocating countries as carrying the authority of a judgment from
the Royal Court of Guernsey. A judgment creditor may seek injunctive relief from a Guemsey
court, and may also pursue postjudgment discovery in order to force the trustee to disclose
information about the trust. If the judgment debtor has an enforceable interest in the trust, the
trustee will be required to disclose whether the debtor’s interest in the trust comprises sufficient
assets to satisfy the judgment. If the judgment debtor is a discretionary beneficiary, the trustee
could avoid making such a disclosure, but the judgment creditor would be entitled to seek an
injunction requiring disclosure of the debtor’s interest in the trust.

7. RULE AGAINST PERPETUITIES. The Trust Law abolished the rule
against perpetuities for trusts created on or after March 17, 2008. Pre-existing trusts are subject
to the old rule against perpetuities, which requires that noncharitable trusts terminate on the
expiration of 100 years after creation.

H. Isle of Man

1. GENERAL CHARACTERISTICS. The Isle of Man is a British crown
dependency situated in the Irish Sea and can be reached readily from London. English is the
official language and the island has modern communication systems. It is a common law
jurisdiction and considered to be very stable.

2. CONFIDENTIALITY. There is a strong tradition of confidentiality in the
Isle of Man. Contractual agreements for the maintenance of a bank account generally prohibit
the bank from divulging information regarding the client’s affairs except by order of a Manx
court or with the client’s consent.

3. TAXES. There is no wealth tax, gift tax, estate tax, or capital gains tax in
the Isle of Man. The Isle of Man does not tax nonresidents upon bank interest or income arising
outside the island. This principle extends to companies which are beneficially owned abroad and
trusts with nonresident settlors and beneficiaries.

4. FRAUDULENT DISPOSITION. The Manx government is reluctant to
introduce specific statutes for the encouragement of asset protection trusts, believing that
frivolous claims would be dismissed under existing law and fearing to disadvantage legitimate
claimants. Currently, fraudulent dispositions are covered by the general law of the Isle of Man,
for example by the Companies Act, 1931, the Bankruptcy Code, 1892, and the Theft Act, 1981.

5. TRUSTS. The law of trusts is governed by the Isle of Man Trustee Law
of 1961. Provisions found in this legislation are similar to those contained in the English
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statutory and case law regarding trusts. The Isle of Man Trustee Law of 1961 govems the
powers and duties of trustees, provides for the distribution of capital and income to beneficiaries,
and governs the appointment and retirement of trustees. Other pertinent Manx legislation
includes the Variation of Trusts Act of 1961 and the Manx Perpetuities and Accumulations Act
of 1968.

6. ENFORCEMENT OF FOREIGN JUDGMENTS. While U.S. judgments
are not recognized, the Isle of Man recognizes judgments from the following countries:
Guernsey, Israel, [taly, Jersey, the Netherlands, Sumatra, and the United Kingdom.

7. IN THE MATTER OF HEGINBOTHAM. In this case, the court held that
a transfer into trust can only be voided if the transfer was made in an attempt to defraud present
creditors. Present debts are defined as “known and associated debts which are to fall due in the
future.”! Debts which may be incurred in the future are not protected. In short, the Statute of
Elizabeth is not part of Manx law.

8. RULE AGAINST PERPETUITIES. The Trustee Act, 2001 extended the
maximum perpetuities period from 80 to 150 years.**2

| Jersey

1. GENERAL CHARACTERISTICS. Jersey is a British crown dependency
located in the English Channel near the Normandy coast. In 933 the island became part of the
area now known as Normandy, which today is a déparfement of northern France. In 1204 the
United Kingdom lost control of mainland Normandy, but Jersey remained loyal to the United
Kingdom and has ever since. During the 20th century, a constitutional convention developed
declaring that the United Kingdom will not interfere in matters of purely domestic concern or
taxation. Nevertheless, the United Kingdom retains responsibility for Jersey's relations with
foreign countries and its defense. Externally, Jersey’s political stability benefits from its
geographical location and its settled links with the United Kingdom and the European Union.
Internally, political life is marked by the absence of political parties with candidates for the
parliament almost invariably standing as independent candidates on the basis of local issues.
The local economy is based mainly on finance, tourism, and agriculture. Although the official
language of the Jersey court is French, the use of English is permitted and adopted in almost all
proceedings. There is no exchange control in Jersey. Monies in any currency may flow into and
out of the island.

2. CONFIDENTIALITY. The Jersey courts have indicated that the rule laid
down by the English Court of Appeal in Tournier v. National Provincial and Union Bank of
England—declaring that a banker owes his customer a contractual duty of confidentiality,
subject to certain limited exceptions—is applied in relation to banking matters m Jersey. Any
breach of this duty could give rise to a claim for damages.***

The duty of confidentiality is imposed with the opening of an account,
whereupon information about the customer should not be released by the bank. This duty goes
beyond the status of the account and beyond the time that the account is closed. It extends to all
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transactions through the account and to information obtained from other sources resulting from
the banking relations of the bank and the customer.

The circumstances in which disclosure can or must be made without the
customer’s consent pursuant to the Tournier decision have been modified and extended by
statute.** For example, provisions in the Banking Business Law enable the Jersey Financial
Services Commission to obtain information from Jersey banks for the purpose of their
supervisory functions.

3. TAXES. The administration of income tax is in the hands of the
Comptroller of Income Tax. Both the comptroller and the staff of the comptroller are required to
take an oath of secrecy before the Royal Court and are bound by the oath not to disclose details

of taxpayers to anyone except to the extent required in the event of a prosecution for an offense
under the tax laws.**’

The only Jersey tax that is significant for the purposes of tax planning is
the income tax, with a standard rate of 20% that does not apply to most corporations. As a
general rule, a nonresident of Jersey is only liable for income tax on income arising in Jersey
and, by concession, this cxcludes Jersey bank interest.**® In 2008, Jersey adopted a 0% corporate
tax rate and initiated a phase-out of the exempt company regime.*’’

There are no capital taxes or inheritance taxes. Persons owning or
occupying Jersey realty are liable to pay rates administered by the parishes of Jersey. Other
sources of revenue include a stamp duty payable in respect of transfers involving Jersey realty.
In Jersey, the mechanism of withholding tax on certain payments is used not only as a means of
tax collection but also, in some cases, as a means of giving tax relief. Non-Jersey residents are
not normally required to withhold tax on payments.

4, FRAUDULENT DISPOSITION. Because Jersey law has its roots in
Norman customary law, the Statute of Elizabeth has never had effect on the island. Thus, the
Jersey position with regard to fraudulent disposition is largely nonstatutory. With respect to
dispositions which are governed by Jersey law, Golder v. Sociétédes Magasins Concorde Limited
is the leading case.*®® The court in that case found that in order to set aside a disposition, the
creditor has to prove the intention to defeat creditors and their actual defeat by showing that the
debtor is insolvent and that his insolvency was a result of the act being challenged.

Dispositions by transferors resident or carrying on business in Jersey are also
covered by the Bankruptcy (Désastre) (Jersey) Law 1990 under which certain dispositions
(which might include a disposition to a trust) may be unwound by the Royal Court if they are
made at an undervalue. Under this law, when a person enters into a transaction at an undervalue
within five years prior to a declaration of bankruptcy (where the debtor is insolvent at the time of
or becomes insolvent as a consequence of the transaction), the Viscount (the court officer
charged with the administration of the bankruptcy proceedings) may apply to the Royal Court for
such order as it thinks fit for restoring the }Jarties’ positions to what they would have been if the
debtor had not entered into the transaction.**
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5. TRUSTS AND OTHER ENTITIES. In 1984, the existence of trusts was
governed on a statutory basis with the enactment of the Trusts (Jersey) Law of 1984 (the “Jersey
Trust Law”), which was amended most recently in 2007. A central provision of the Jersey Trust
Law is that a valid trust is created wherever a trustee-beneficiary relationship exists for a
charitable or, subject to the requirements of the Trust Law, noncharitable purpose.**® The Jersey
Trust Law draws a fundamental distinction between Jersey trusts and foreign trusts.*'  The
Jersey Trust Law has only a few provisions that relate specifically to foreign trusts, providing
simply that they are governed by and interpreted in accordance with the relevant proper law
subject only to certain exclusions as to legality and public policy.442 Some provisions of the
Trust Law relate to both foreign and Jersey trusts. These include the rule that the trust property
is not available to the trustee's personal creditors,** some protection for third parties dealing
with a trustee,*** and the three-year period of limitation of actions.** With regard to Jersey
trusts, the Jersey Trust Law generally restates traditional trust principles as known in English
law, although there are some differences. Most importantly, Jersey trusts are generally valid and
enforceable in accordance with whatever lawful terms the seftlor chooses to establish.**®  As
such, the provisions of a trust may be written in almost any way, and may provide any degree of
flexibility between completely fixed trusts, where the interest of the beneficiaries is decided at
the outset, and totally discretionary trusts.

No particular formality is required for the creation of a Jersey trust. The trust
property must only be held by the trustee, and the terms of the trust must be lawful and clear. The
beneficiaries of a trust must be identifiable by name or ascertainable by reference to a class or
relationship with some person. An express power may be included in the trust for the addition or
exclusion of persons to or fiom the class of beneficiaries.**’ Beneficiaries may disclaim their
interests under the trust.*** Any property except Jersey realty may be held in a Jersey trust.*#?
Jersey realty may, however, be held indirectly in trust (e.g., through a holding company). Subject to
the terms of the trust, after provision of the initial assets, further assets may be added to the same
trust. Indeed, the most common arrangement is to start with a purely nominal initial trust fund and
to add the “real” assets later.

Amendments have given the settlor the ability to reserve certain powers,
and have strengthened the protection against forced heirship claims and judgments of foreign
courts.**® A further amendment enables Jersey trusts for beneficiaries, Jersey purpose trusts, and
Jersey hybrid trusts to exist for an unlimited period, replacing the previous rule against
perpetuities, which imposed a 100 year limitation.*”’

6. ENFORCEMENT OF FOREIGN JUDGMENTS. No direct enforcement
of a judgment of a foreign court can occur until it is registered in Jersey. Foreign judgments are
capable of being registered in Jersey if they fall within the Judgments (Reciprocal Enforcement)
(Jersey) Law, 1960. Jersey can direct to which country the 1960 Law applies; these include
England, Wales, Scotland, Northern Ireland, the Isle of Man, and Guernsey. The judgment must
be (i) from a superior court, (i) final and conclusive, (iii) for the payment of a liquidated sum of
money not with respect to taxes, fines, or penalties, and (iv) not entered prior to 1960.*2 The
law provides that the registration of a foreign judgment may be set aside if the court considers,
among other things, that the foreign court had no jurisdiction to hear the original action.
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Registration will also be set aside (i) if the foreign judgment does not fall
within the 1960 Law, (ii) if the defendant was not given due notice of the foreign proceedings,
(iii) if the foreign judgment was obtained by fraud, (iv) if the enforcement of the foreign
judgment would be contrary to Jersey public policy, or (v) if the rights under the foreign
judgment are not vested in the applicant.

Once validly registered, a foreign judgment has the same force and effect
for the purposes of execution as a judgment given by the Royal Court itself. If a foreign
judgment cannot be registered, the judgment creditor will have to sue on the judgment debt, in a

similar manner to any other creditor suing on an ordinary debt, in order to be able to enforce it in
Jersey.

7. IN RE ESTEEM SETTLEMENT. In a 2003 ruling, the Royal Court
upheld a trust against an attack by creditors of the settlor-beneficiary.*> Plaintiff attempted to
reach the assets of the trust on five separate theories. The court found that the trust was not a
sham and further found that the settlor-beneficiary had not retained sufficient control over the
trust to support a finding that the trust should be voided. The court also declined to apply
corporate law’s “piercing” doctrine to trusts and refused to adopt the concept of a remedial
constructive trust, notions foreign to Jersey law. Finally, the court found that the trust did not
violate public policy.

Plaintiff’s case against the trust was thorough and aggressive, and the
court dealt extensively with all of plaintiffs evidence and legal theories. Sheikh Fahad, a
notorious fraudster, was an unsympathetic defendant. Despite these factors, the trust was upheld
and its assets were not reached by the creditors. Assuming no fraud on creditors at the trust’s

inception, the case appears to be a ringing endorsement of Jersey as an asset protection
jurisdiction.**

J. Liechtenstein

1. GENERAL CHARACTERISTICS. Liechtenstein is a small principality
located between Switzerland and Austria. It is necessary to fly to Zurich, then drive or take a
train to reach Liechtenstein. Liechtenstein is a very stable, civil law country, with strong ties to
Switzerland. The Swiss franc is the legal tender of Liechtenstein. The official language is
German, though English is often used. The capital of Liechtenstein is Vaduz.

2, CONFIDENTIALITY. Liechtenstein’s enforcement of bank secrecy is
even greater than that of Switzerland, providing heavy sanctions for breach of professional
secrecy. Attorney/client and fiduciary/beneficiary privileges are very strong in Liechtenstein.
Liechtenstein has recently concluded numerous tax information exchange agreements. While
previously Liechtenstein had only a tax treaty with Austria and a customs union with
Switzerland, Liechtenstein now has entered into tax information exchange agreements with the
U.S,, the United Kingdom, Luxembourg, Germany, Andorra, Monaco, France, San Marmo, St.
Vincent and the Grenadines, Ireland, Belgium, the Netherlands, Antigua and Barbuda, and St.
Kitts and Nevis. These agreements will come into force during 2010.
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3. TAXES. A nominal capital tax of 0.1% is levied upon entities if they are
involved in investments and/or commercial activities outside Liechtenstein. Thus, the nominal

capital tax is levied upon entities involved in investment (ie., non-commercial) activities, such
as trusts.

Liechtenstein entities are also subject to value added tax {(“VAT”) of
7.6%. VAT is imposed on services provided in Leichtenstein and in Switzerland, including legal
services, but does not affect assets held in trust.

4. FRAUDULENT DISPOSITION. A Liechtenstein statute regarding claims
by creditors provides that creditors of a settlor can only bring a claim against trust property under
fraudulent conveyance law or in accordance with the law of donations or succession.

Liechtenstein law defines a fraudulent disposition as one made with the intention to harm the
creditor in question.

A creditor with a foreign judgment must bring the action anew in a
Liechtenstein court, which requires, among other things, a deposit of 10% to 15% of the
judgment and/or a sum which will cover potential attorneys fees. Liechtenstein law expressly
disallows contingent fee contracts and punitive or exemplary damage awards, and the losing
party must pay all fees and costs of both sides.

Liechtenstein law provides that a creditor must bring a claim within five
years of the establishment of a trust in order to contest the trust. If, however, a creditor serves a
brief on the trustee via the Liechtenstein court system informing the trustee of its intention to set
aside the transfer, and does so within the five-year statutory period, the limitations period begins
to run from the time of service.

5. TRUSTS. Although it is a civil law jurisdiction, Liechtenstein law
recognizes trusts. The Liechtenstein law of trusts is based on codification of an Anglo-American
model. Contrary to common law, however, Liechtenstein trust law does not contain a rule
against perpetuities; a Liechtenstein trust may therefore exist for an unlimited period of time.
Redomiciliation is very easy in Liechtenstein. Purpose trusts may be created for any purpose
that is not considered illegal, immoral, or impossible.

6. RECENT CASE STUDY. A United States settlor recently used a
Liechtenstein trust to prevent the attachment of assets after a New Jersey court entered a
judgment against her. The trust was settled after the prospect of litigation arose but before the
New Jersey court entered a final judgment. The plaintiffs paid the requisite 10% of the judgment
for securities for costs and fees, brought suit against the trustee as a third party debtor, and
obtained an injuction from a Liechtenstein District Court. However, the trustee successfully
appealed the injunction on the basis that Liechtenstein courts did not have jurisdiction. The
Liechtenstein Court of Appeals and Supreme Court reasoned that an interest in a discretionary
trust, with the settlor having no enforceable claim in respect of such interest, does not qualify as
an asset and thus does not suffice for Liechtenstein jurisdiction.***
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K. Nevis

1. GENERAL CHARACTERISTICS. The Island of Nevis is located in the
eastern Caribbean, 225 miles southeast of Puerto Rico, and is in the Atlantic Time Zone, which
is an hour ahead of the eastern United States. Nevis does not observe Daylight Savings Time.
The Island was sighted by Christopher Columbus on his second voyage in 1493, but settled
under British rule in 1793. Since 1983, Nevis and the nearby island of Saint Kitts achieved
Independence from Britain and have comprised a single sovereign nation, known as the
Federation of Saint Kitts-Nevis (the “Federation”). Under the Federation’s Constitution, Nevis 1s
allowed to have its own legislation, which has been used to establish an offshore financial
services sector. Rated among the world’s most stable countries, the Federation has exhibited a
vibrant multi-party political system and deep-seated respect for human and property rights. The
economy of the Federation, which is based on offshore financial services and tourism, enjoys
low unemployment and one of the fastest growing per capita incomes in the Caribbean. The
official language of the Federation is English. The currency of the Federation is the Eastern
Caribbean Dollar, which is fixed at a rate of 2.7 to 1 to the United States Dollar, and there are no
exchange controls applicable to offshore businesses.

2. CONFIDENTIALITY. The Confidential Relationship Act of 1985 applies
to all those in the financial community, including, but not limited to, banks. Anyone disclosing
banking, financial, and trust documents without court order is subject to criminal penalties,
including fines or imprisonment.

3. TAXES. While Nevis collects several taxes from businesses engaged in
business on the island, offshore trusts, offshore corporations, and offshore limited liability
companies are tax exempt so long as they do not transact business on the island.**® These
entities only pay an annual Government fee of US $220. The legislation has a narrow definition
of what constitutes “doing business” in Nevis. Maintaining bank accounts in Nevis, holding
board meetings in Nevis, maintaining corporate or financial records in Nevis, maintaining an
administrative or managerial office in Nevis with respect to assets and activities outside of
Nevis, being a partner in a Nevis partnership, or acquiring real property in certain industrial or

tourist facilities in Nevis approved by the government will not constitute doing business in
Nevis.*’

Nevis offshore trusts are not permitied to own property on the island.
Both of the political parties in Nevis have expressed the intention of enacting no future taxation
of offshore trusts and companies.

4, FRAUDULENT DISPOSITION. The Statute of Elizabeth was
specifically repealed in Nevis for international trusts.**® Instead, Nevis adopted the Nevis
International Exempt Trust Ordinance (the “Ordinance™) which provides that:

a. a creditor must prove beyond a reasonable doubt that the trust was
settled or established, or property disposed to a trust with the principal intent to defraud
creditors; and
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b. a creditor must prove beyond a reasonable doubt that the
settlement, establishment, or disposition rendered the settlor insolvent.

If both of these elements are established by the plaintiff, the trust shall only be liable to the
extent that the settlor had an interest in the contributed property prior to the settlement,
establishment or disposition.**

These remedies in the Ordinance are the exclusive remedies that a
creditor, defined as any person who alleges a cause of action, has against the settlor, a trust, or
any person who transfers property to a trust on behalfof a settlor.**®

5. TRUSTS AND ENTITIES. The Ordinance, among other things, provides
for spendthrift trusts, overrides the common law rule against perpetuities, overrides forced
heirship, repeals the Statute of Elizabeth, and prohibits the enforcement of foreign judgments.

A company formed under the Nevis Limited Liability Company
Ordinance, 1995, as amended (the *NLLCO”) provides its members with full protection from
company obligations, similar to a corporation, while simultaneously permitting them to
contractually form a company that is best tailored to fit each situation, similar to a
partnership.*' Unique among offshore LLC statutes, the NLLCO provides asset protection
through an exclusive charging order mme:cly462 and estate planning opportunities through strict
valuation provisions in complance with IRS dictates.*®® Also unique to the NLLCO is the
ability to form an NLLC with only one member.*®*

Known in the vernacular as NBCs, reflecting the name of the authorizing
legislation—the Nevis Business Corporation Ordinance, 1984—Nevis’s offshore corporations
are tax exempt, provided that they do not carry on business with any person in the Federation.
An NBC may be used, among other things, as a private trust company to be the trustee of a Nevis
trust or as an open end investment company.

6. ENFORCEMENT OF FOREIGN JUDGMENTS. Foreign judgments are
not recognized if the judgment is based upon law that is not consistent with Nevis law.

7. CONWAY V. QUEENSWAY. In response to a preliminary motion, the
High Court of the Federation upheld the validity of a trust registered under the Ordinance in the
face of an attack by a U.S. Trustee in Bankrupicy, refusing to grant the plaintiff-creditor an
injunction to prevent the trustee from distributing, disposing or dissipating the assets.*®
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IV. DOMESTIC VENUES FOR ASSET PROTECTION TRUSTS”

A, Introduction

Alaska, Delaware, Nevada, Utah, Rhode Island, Oklahoma, South Dakota, Missouri,
Tennessee, Wyoming, and New Hampshire (the “Domestic Venues”)”® have enacted legislation
with a view toward becoming viable venues for establishing asset protection trusts. Although all
Domestic Venue statutes appear to offer substantial (or at least some) asset protection (especially
against the claims of future creditors), none of these states can be as protective a site for establishing
trusts as an offshore jurisdiction because they are bound by the United States Constitution. By
virtue of the “full faith and credit” mandate in the Constitution, the courts of one state must
recognize judgments rendered under the laws of less debtor-friendly states.’? In addition (and as
more fully discussed below), the enactment of laws enabling asset protection trusts may itself
violate the Constitution’s contract clause.®’ Finally, due to the supremacy clause of the
Constitution, no state statute can protect debtors from conflicting federal law (i.e., bankruptcy
law).52 Even if state asset protection trust legislation passes constitutional muster, it does not
necessarily defend an asset protection trust from some of the arguments available to a creditor
through other existing state laws. The new statutes, existing statutory provisions, and common law
provide various opportunities for a sympathetic court, whether in a Domestic Venue or elsewhere,
to set aside or penetrate the trust structure in favor of creditors.”

B. Overview of Domestic Venue Asset Protection Trust Legislation

1. THE ALASKA TRUST ACT. Effective April 2, 1997, Alaska became the
first state to offer a domestic alternative to offshore asset protection trusts with the passage of the
Alaska Trust Act (the “Alaska Act”).¥ Alaska’s legislature has subsequently strengthened the
Alaska Act with new legislation, which, inter alia, tightened the statute of limitations for creditor
claims, narrowed the definition of fraudulent transfers, and introduced elements that were
previously unique to foreign trusts.’
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To come under the protection of the Alaska Act, the trust instrument must:
(i) state that the trust is 1rrevocable (1i) state that Alaska law governs the validity, construction,
and administration of the trust;*’ (iii) contain a spendthrift clause;®® and (iv) appoint a “qualified
trustee.”® Only an Alaska re31dent, or a trust company or bank with trust powers headquartered
in Alaska may serve as a qualified trustee.”® Notably, the settlor may serve as the trustee adviser
or even a non-qualified co-trustee, provided the settlor does not have control over discretionary
distributions.”! In addition, all qualiﬁed trustees must agree to be responsible for (i) maintaining
trust records, (ii) preparing or arranging for the preparation of fiduciary income tax returns, and
(iii) handling at least part of the administration, some of which must take place in Alaska.*
Finally, at least some of the trust assets must be deposited in Alaska,” and the settlor must sign a
solvency affidavit prior to any transfer.’® If a trust satisfies these requirements, the trust assets
are protected from creditors’ claims, including a claim to enforce a judgment of a court in
another jurisdiction.”

The Alaska Act permits the settlor to retain a variety of interests in the
trust, including: (i) the right to receive distributions from a charitable remainder annuity trust or a
charitable remainder unitrust; (i) the right to receive distributions from a total-return trust, a
GRAT, or a GRUT; (iii) the right to use real property beld in a QPRT; (iv) an interest in an IRA;
and (v) the right to receive distributions of income and or principal made at the discretion of a
person (including the trustee) other than the settlor.”® The settlor may also retain seemingly
broad powers over the trust, such as: the power to veto distributions; a special testamentary
power of appointment; and the right to appoint a trust protector or trustee adviser. o

Alaska courts have exclusive jurisdiction over claims made against an
Alaska asset protection trust.”® Under the Alaska Act, claims that arose prior to the transfer in
trust are extinguished by the later of four years after the date of the transfer or one year after the
creditor discovers the transfer. To prevail on a claim against an Alaska asset protection trust that
arose before the transfer in trust, the creditor must prove (by a preponderance of the evidence)
that he or she asserted a specific claim before the transfer, or must file another suit against the
settlor asserting a claim based on an act or omission of the settlor that occurred prior to the
transfer. In addition, creditors’ fraudulent transfer claims arising after the transfer in trust expire
four years after the transfer.”

Importantly, claims may proceed against the trust if the settlor: (i) made
the transfer with an intent to defraud creditors, (ii) was in defauit for 30 days or more in
contravention of a child support judgment or order at the time of the transfer in trust, (111)
retained a right to mandatory distributions, or (iv) had a power to revoke or terminate the trust.'’
While an Alaska asset protection trust created before marriage is not subject to division in an
Alaska divorce proceeding, a surviving spouse has the statutory rlght to elect against the settlor’s
will and might be able to pierce the trust and reach the trust assets.'®! Further, in such a case, the
federal law providing for full faith and credit for child sup ;ort orders might enable minor
children to pierce an Alaska asset protection trust for support.'® However, a creditor’s access to
trust assets is limited to the amount necessary to satisfy his or her claim and approved costs.'®
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In any event, the Alaska Act protects attorneys, trustees, and advisers from
liability associated with the preparation or funding of Alaska asset protection trusts.'®  The
Alaska Act also provides that certain assets of the trust, such as real property and tangible
personal property, can be made available for the use of a beneficiary, without exposing such
assets to a creditor as a “payment or delivery.”'® Such a “use” provision arguably permits the
settlor to contribute a residence to an Alaska asset protection trust and continue to reside in that
home. In addition, the Alaska legislature provided that a spendthrift trust restriction under
Alaska law falls under the federal bankruptcy law exception for spendthrift trusts.'® Further, a
pre-existing non-Alaska trust may become an Alaska asset protection trust if it satisfies the
requirements listed above. A trust that has its situs transferred to Alaska and has provisions that

allow the trust to be perpetual or are not expressly prohibited by the laws of Alaska is effective
and enforceable.'”’

For all practical purposes, the Alaska Act eliminates the rule against
perpetuities, although some interests must vest within 1,000 years.'”®

2. THE DELAWARE TRUST ACT. The Delaware Qualified Dispositions

in Trust Act'” (the “Delaware Act”) attempts to achieve a result similar to the Alaska statute in a
somewhat parallel manner.

To provide protection for assets transferred by a settlor to a Delaware asset
protection trust, such trust must expressly name Delaware law as the governing law of the trust,
be irrevocable, name a qualified trustee, and contain Delaware’s statutory spendthrift
language.''® A qualified trustee includes an individual resident of Delaware other than the
settlor, or a corporate trustee authorized by Delaware law to act as a trustee and whose activities
may be supervised by the Bank Commissioner of Delaware, the Federal Deposit Insurance
Corporation, the Comptroller of the Currency, or the Office of Thrift Supervision. However, the
settlor may appoint trust advisers who have the power to remove and appoint trustees and
advisers or who have authority over trust distributions, and the settlor may even serve as an
investment adviser.”! Further, the trust may also have nonqualified co-trustees other than the
settlor.''? The Delaware Act also provides that the qualified trustee must ensure that some of the

trust property is located in Delaware or otherwise materially participate in the trust
administration.'"

The Delaware Act allows a settlor to be a discretionary beneficiary of the
trust, and a settlor’s retention of the following rights is protected under the act: (i) a right to
income; (ii) a right to receive a percentage (not exceeding 5%) of the trust assets annually; (iii) a
right to receive distributions from a charitable remainder annuity trust, a charitable remainder
unitrust, or a GRUT; (iv) a right to use real property held in a QPRT; (v) a right to receive
distributions of trust principal, if made in the qualified trustee’s discretion or pursuant to an
ascertainable standard; and (vi) a right to distributions of income or principal to pay income
taxes on trust income. The Delaware Act also permits a settlor to retain the right to veto
distributions of trust property and the right to remove and replace a trustee or trust adviser, as
well as a special testamentary power of appointment over the trust corpus.’ 14
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Delaware courts have exclusive jurisdiction over claims against Delaware
asset protection trusts.''* The statute of limitations for claims existing on the date of the transfer
is the later of (i) four years after the transfer, or (ii) one year after the transfer was (or could
reasonably have been) discovered by the creditor.''® For claims arising after the date of the
transfer, the statute of limitations is four years after the transfer.''” In any action against a
Delaware asset protection trust, the ereditor has the burden of proving his or her claim by clear
and convineing evidence.''® As long as the settlor is not made a mandatory beneficiary, the
assets in trust are free from the claims of the settlor’s creditors, including claims based on a
judgment of a court in another jurisdiction.'”” However, the protection from creditors does not
extend to (i) claims for alimony or support of a spouse or former spouse who was married to the
settior on or before the date of the transfer, or children, (ii) a division of marital property, and
(1i1) existing tort claimants.'?® Furthermore, creditors’ rights under the Delaware Fraudulent
Transfer Act are expressly protecte:d.l21 However, creditors are only allowed to reach trust assets
to the extent of the debt and any costs the court allows.'?

A trust created in another state may become a Delaware asset protection
trust by transferring the trust to Delaware and meeting the requirements stated above.'”” Sucha
trust does not have to be governed by Delaware law.'** If a trust is transferred to Delaware after

June 30, 1997, the limitations period begins as of the date the trust was created, rather than as of
the date of the transfer.'?’

In addition to the provisions noted above, the Delaware statute possesses
some unique qualities. First, the statute permits a corporation or partnership (not solely
individuals) to create an asset protection trust.'®  Second, the spendthrift clause contained in a
Delaware asset protection trust is deemed to be a transfer restriction on the settlor’s interest in
the trust within the meaning of Section 541(c)(2) of the Bankruptcy Code.'”” Third, the
Delaware Act provides that, in the event a non-Delaware state court declines to apply Delaware’s
law with respect to the validity, construction, or administration of a Delaware trust, the trustee’s
authority over the trust is immediately terminated and a successor trustee succeeds to the
trusteeship. In the event the trust instrument fails to provide a successor trustee, the Court of
Chancery appoints a successor.'*®  Fourth, the statute provides that creditors may not bring

claims against the trustee or trust adviser or any individual involved in the preparation or funding
of such a trust.'?®

Finally, the Delaware rule against perpetuities is 110 years for real
property and is nonexistent for personal property and with respect to certain types of trusts.'>°

3. THE SPENDTHRIFT TRUST ACT OF NEVADA. The Spendthrift Trust
Act of Nevada (the “Nevada Act”) is intended to effect asset protection results similar to those
provided by the Alaska and Delaware statutes. '’

A Nevada asset protection trust must be irrevocable. 132 In addition, all or
part of the trust corpus must be located in Nevada, the settlor must be domiciled in Nevada, or
the trust must have a qualified trustee. A qualified trustee is an individual domiciled in Nevada
or a corporate trustee that is organized under federal or state law, maintains an office in Nevada,
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and has and exercises trust powers. The Nevada Act also requires that at least some of the trust
administration, including maintaining records and preparing trust income tax returns, must be
performed in Nevada.'*

The settlor may be a discretionary beneficiary of trust principal and

income and continue to enjoy the protection of the trust assets from the settlor’s creditors. In

“addition, as under the Alaska and Delaware legislation, the settlor may retain the ri%ht to veto
distributions and may hold a special testamentary power of appointment over the trust. "

As to claims against the settlor existing on the date of the transfer to the
trust, the statute of limitations is the later of (i) two years after the transfer, or (ii) six months
after the transfer was (or reasonably could have been) discovered by the creditor. As to claims
against the settlor arisin% after the date of the transfer to the trust, the statute of limitations is two
years after the transfer. 35 However, certain questions conceming the time in which a creditor
may bring claims against the trust based on a fraudulent transfer or a judgment from another state
may reduce the asset protection capabilities of a Nevada asset protection trust.'*® In addition, the
Nevada Act does not provide trust protection if the settlor is a mandatory beneficiary of the trust
or if the trust was created to “hinder, delay, or defraud” known creditors.’”’ Federal law might
also enable minor children to access a Nevada asset protection trust for support.m

The Nevada Act does not address the possibility of moving existing trusts
from other states to Nevada. Finally, Nevada has adopted a statutory rule against perpetuities of
the later of twenty-one years after the death of a life m being or 365 years.'”’

4. THE UTAH TRUST ACT. In 2003, the Utah legislature amended the
trust provisions of the Utah Uniform Probate Code (the “Utah Code™) to provide additional
protection for assets of trusts.'**

To qualify for protection under the Utah Code, a trust must be irrevocable,
and it must include a spendthrift clause.'*! In addition, at least one trustee must qualify as a Utah
trust company and at least some of the trust administration must occur in Utah.'** Individuals
may serve as co-trustees with such trust company. 3" 1n addition, the settlor may appoint
nonsubordinate trustee advisers or trust protectors who have the following powers: (i) to remove
and appoint trustees; and (ii) to direct, consent to, or disapprove distributions. The settlor may
also serve as an investment director or appoint investment directors.'** Further, at least some of

the trust1 fsssets must be held in a savings account, certificate of deposit, or other similar account
in Utah.

The settlor may retain the following rights and interests with respect to the
trust while enjoying the protection of the trust assets from the settlor’s creditors: (i) the right to
receive discretionary distributions of income and principal from the trust or distributions of
principal subject to an ascertainable standard, (ii) the right to veto a trust distribution, (iil) a
testamentary special power of appointment over the trust, and (iv) the right to receive an interest
in a charitable remainder annuity trust or a charitable remainder unitrust.'*®
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The statute of limitations for claims under the Utah Code is the statute of
limitations applicable to the underlying action. 7 The assets of the trust will not be subject to the
claims of the settlor’s creditors, including claims based on judgments from courts in other
jurisdictions, except in eleven defined instances, some of which include: (i) a judgment from a
legal proceeding that was commenced either before the transfer or within three years of the
transfer, (ii) a transfer made with the intent to hinder, delay, or defraud a present creditor, (ii1)
the settlor’s ability to revoke the trust without the consent of a person with a substantial adverse
interest in the trust, (iv) the settlor’s retention of a right to mandatory distributions, (v) claims for
child support, (vi) a transfer made when the settlor is insolvent or a transfer that renders the
settlor insolvent, (vii) claims for recovery of public assistance provided to the settlor, (viii)
claims for municipal, county, state, or federal taxes, and (ix) claims by a spouse or former spouse
for alimony or support or a division of property.'*® In any case, a creditor making a claim
against a Utah asset protection trust has the burden to prove his or her claim by clear and
convincing evidence.' ? 1If a creditor is allowed to access trust assets in satisfaction of a claim,

such creditor may onlg' reach the trust assets to the extent of his or her claim and any costs
allowed by the court.'®

A trust created in another state may become a Utah asset protection trust if
it meets the requirements listed above and if its trustee transacts a major part of the trust busmess
in Utah."””! If a trust moves from another state to become a Utah asset protection trust, a transfer
restriction similar to that provided for in the Utah Code is effective and enforceable.'*

The Utah Code contains interesting provisions in addition to those
addressed above. First, as in the Alaska and Delaware statutes, the Utah Code prevents the
assertion of claims against anyone involved in the preparation and funding of a Utah asset
protection trust.'>  Second, Utah courts have exclusive jurisdiction over any action brought
against a Utah asset protection trust.'*®  Third, the Utah Code provides that the statutory
spendthrift clause is a transfer restriction on the settlor’s interest in a Utah asset protection trust
within the meaning of Section 541(c}(2) of the Bankruptcy Code.'*® Finally, Utah’s rule against
perpetuities permits transfers in trust that do not exceed 1,000 years in duration.'*®

5. THE RHODE ISLAND TRUST ACT. The Rhode Island Qualified
Dispositions in Trust Act (the “Rhode Island statute”) is virtually identical to the original 1997
Delaware Qualified Dispositions in Trust Act.’”  The Rbode Island statute does not, however,
incorporate the 1998 and 1999 amendments to the Delaware Act.

A Rhode Island asset protection trust must be irrevocable and state that
Rhode Island law governs the trust. The trust must also contain a spendthrift clause and have a
qualified trustee.”® A qualified trustee is an individual resident of Rhode Island or a corporate
trustee that is authorized by law to act as a trustee and that is subject to supervision by the
department of business regulation, the Federal Deposit Insurance Corporation, the Comptroller
of the Currency, or the Office of Thnft Supervisic)n.'59 The trustee must maintain trust property
in Rhode Island or otherwise materially participate in the trust administration.'®”
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The settlor may enjoy the protection offered by the Rhode Island statute
and at the same time be a potential discretionary beneficiary of trust principal and income 1f the
trustee is not the settlor or a related or subordinate party of the settlor.'®! In addition, the settlor
may retain the right to veto a trust distribution and may hold a testamentary special power of
appointment over the trust.'®

As to claims against the settlor existing on the date of the transfer to the
trust, the statute of limitations is the later of (i) four years after the transfer, or (ii) one year after
the transfer was (or reasonably could have been) discovered by the creditor. As to claims against
the settlor arising after the date of the transfer to the trust, the statute of limitations is four years
after the transfer.'®® Unless the transfer into the trust was frandulent, the trust assets of a Rhode
Island asset protection trust will generally not be subject to creditors’ claims. In addition to other
claims, the Rhode Island statute bars enforcement of a judgment obtained in another jurisdiction
against the trustee.'®® However, the trust assets will be subject to the following claims: (i)
existing claims for alimony or support by the settlor’s spouse, former s?ouse, or children, (i)
claims for a division of marital property, and (11) existing tort claims.'®®> Even if a creditor is
allowed to access trust assets, such creditor may only reach the trust assets to the extent of his or
her claim and any costs allowed by the court.'®®

The Rhode Island statute does not address the possibility of moving a trust
from another state to Rhode Island. Finally, Rhode Island’s rule against perpetuities has been
repealed.'®’

6. THE OKLAHOMA FAMILY WEALTH PRESERVATION ACT. In
2004, the Oklahoma legislature passed the Family Wealth Preservation Act (the “Oklahoma
Act™), creatin§ a new breed of asset protection trusts with a rather extraordinary feature—
revocability.’®® Under the Oklahoma Act, any individual, including non-residents of Oklahoma,
can place up to $1,000,000 into an Oklahoma asset protection trust (a “Preservation Trust”). The
first $1,000,000, and the growth thereon, held in the Preservation Trust is essentially exempt
from creditors’ claims.'®

A Preservation Trust must be governed by Oklahoma law. ' Unlike most
asset protection trusts, the Preservation Trust is not created for the benefit of the settlor. The
“qualified beneficiaries” of a Preservation Trust are the settlor’s ancestors or descendants, the
settlor’s spouse or such spouse’s ancestors or descendants, charities, and a trust of which any of
the above-listed individuals or entities is the sole beneficiary.'”' The trust must at all times have
an Oklahoma-based bank or Oklahoma-based trust company serving as the trustee.”””  The
statute defines an Oklahoma-based bank or Oklahoma-based trust company as a bank or trust
company chartered under the laws of Oklahoma, or a nationally chartered bank or trust company
having a physical place of business in Oklahoma.'” Individuals or entities other than an
Oklahoma-based bank or an Oklahoma-based trust company may serve as co-trustees of the
trust.'” The statute requires that the trust be funded primarily (by value) with “Oklahoma
assets,” which include the following: (i) stock in an Oklahoma-based company; (ii) Oklahoma
state, county, or municipal bonds or other obligations; (iii) accounts in Oklahoma-based banks or
trust companies; (iv) certain mutual funds; (v) tangible personal property having a situs in
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Oklahoma; and (vi) Oklahoma real property.'” Additionally, the Preservation Trust must recite
in its terms that it is subject to taxation under the income tax laws of the State of Oklahoma.'™®
The statute does not appear to preclude funding the trust with the settlor’s interest in an
Oklahoma-based company (defined as corporations, limited liability companies, limited
partnerships, and limited liability partnerships formed or domesticated in Oklahoma with a
physical principal place of business i Oklahoma'”) that hold assets located outside Oklahoma.

The most interesting feature of the Preservation Trust is its revocability.'”®
While a settlor may revoke the Preservation Trust at any time, no settlor may be compelled to
revoke such trust by a court or other judicial body.'”

If the settlor made a transfer with actual intent to hinder, delay, or defraud
a creditor, the statute of limitations for a claim arising before or after the transfer is the later of
four years after the transfer or one year after the transfer was or reasonably could have been
discovered by the creditor.'® A claim arising before or after a transfer is extinguished four years
after the transfer if the transfer rendered or was likely to render the settlor insolvent, and the
settlor did not receive reasonably equivalent value.'®' Finally, a claim arising before a transfer
for an antecedent debt to an insider who had reasonable cause to believe that the debtor was

insolvent, at a time when the debtor actually was insolvent, is extinguished one year afier the
transfer.'®

Transfers to a Preservation Trust are subject to the provisions of
Oklahoma’s Uniform Fraudulent Transfer Act, and any trust assets in excess of $1,000,000 or
the growth thereon may be reached by the settlor’s creditors.'® In addition, a child support
judgment is allowed as a lien against the Preservation Trust.'™ Once a Preservation Trust is
revoked, the creditor protection features are lost as of the date of revocation. 183

An interesting feature of a Preservation Trust is that a settlor may establish
a new Preservation Trust upon revocation of a preceding one, but no more than one Preservation
Trust created by the same settlor may be in existence at any time.'®® In addition, the Oklahoma
Act states that its provisions constitute restrictions on the settlor’s interest in the Preservation
Trust within the meaning of Section 541(c)(2) of the Bankruptcy Code.'"®” Further, Oklahoma
retains a rule against perpetuities of twenty-one years plus a life or lives in being.]88

The Oklahoma Act does not address the transfer of trusts created in other

states to Oklahoma or the consequences of a creditor’s successful attack against a Preservation
Trust.

7. THE SOUTH DAKOTA QUALIFIED DISPOSITIONS IN TRUST ACT.
South Dakota’s legislation permittin§ self-settled spendthrift trusts applies to qualified
dispositions made after June 30, 2005.'8

To qualify for protection under the South Dakota Qualified Dispositions in
Trust Act (the “South Dakota Act™), the trust instrument must be irrevocable, contain a
spendthrift provision, and incorporate South Dakota law to govem its validity, construction, and
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administration.'® The trust must also have at least one qualified trustee, although it may also
have other nonqualified trustees other than the settlor.'”’ A qualified trustee is an individual
resident of South Dakota other than the settlor or a corporate trustee subject to supervision by the
Division of Banking, the Federal Deposit Insurance Corporation, the Comptroller of the
Currency, or the Office of Thrift Supervision.192 Nonqualified trustees may also serve as co-
trustees or as trust advisers or protectors.'” The qualified trustee must “materially participate”

in the trust administration or arrange for at least some of the trust property to be located in South
Dakota.'”*

The South Dakota Act permits the settlor to retain beneficial interests in
and powers over a spendthrift trust, including: (i) the right to receive distributions of principal
determined in the discretion of a qualified trustee or pursuant to an ascertainable standard; (ii)
the right to receive income from the trust or a percentage of the trust each year (and income and
principal from a charitable remainder unitrust or a charitable remainder unitrust); (iii) a special
inter vivos and/or a general testamentary power of appointment over the trust; (iv) the right to
veto a trust distribution; (v) the right to appoint a nonqualified co-trustee, co-trustees, or trust
protector who may have the authority to remove and replace qualified trustees or trust advisers
and the power to direct, consent to, or disapprove trust distributions; (vi) the right to remove and
replace a trustee or trust adviser with an individual or entity who is not related or subordinate to
the settlor; and (vii) the right to use real property held in a QPRT.'** Finally, the settlor may
include in the trust a provision pouring all of the trust property into the settlor’s probate estate or
into a revocable trust at his or her death.'*®

According to the South Dakota Act, the trust may be penetrated only if the
disposition was made with intent to defraud the creditor bringing the challenge.'®” Both present
and future creditors may attack the trust on this basis, but they must establish their claims by
clear and convincing evidence.'”® The statute of limitations for claims against the trust that arose
before the transfer varies depending on the claim. Present creditors must bring a claim within
three years after the transfer or one year after the transfer is discovered (or reasonably could have
been discovered), whichever is later.'” Claims arising after a transfer must be asserted within
three years after the transfer.” The South Dakota Act provides that South Dakota courts have
exclusive jurisdiction over claims against South Dakota trusts and bars judgments against such
trusts entered in other jurisdictions.””’

In the event a creditor’s claim against a South Dakota asset protection trust
is successful, the trust will only be liable for the amount necessary to satisfy the creditor’s claim,
together with associated costs. 92 Further, if the court determines that a trust beneficiary has not
acted in bad faith, the creditor’s ability to reach the trust assets is subject to the right of the
beneficiary to retain any distributions from the trust made by a qualified trustee prior to the
commencement of the action.”” Notwithstanding these provisions, some creditors are afforded
other protections under the South Dakota Act. For example, the act does not apply in any respect
to (i) indebtedness owed by the settlor for child support or alimony under a domestic relations
order to a person who was the settlor’s spouse at or before the transfer, regardless of when the
order is obtained, and (ii) tort claimants who were damaged on or before the date of the
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transfer.?*

settlor’s wil

P;Osurviving spouse may also be able to reach the trust assets by electing against the
1.20%

There are other interesting provisions of the South Dakota Act, in addition
to those previously discussed. First, a trustee may move a trust created in another state to South
Dakota if the trust meets the requirements provided above, with the exception that the trust does
not have to state that it is governed by South Dakota law.2% Second, the statute of limitations
with respect to a transfer to such a trust is deemed to begin running as of the date the trust was
originally created rather than as of the date the trust became a South Dakota trust2®” Third,
South Dakota’s statutory spendthrift provision is a transfer restriction on the settlor’s beneficial
interests in the trust that is enforceable under applicable nonbankruptcy law within the meaning
of section 541(c¢)(2) of the Bankruptcy Code*®

The South Dakota Act also purports to limit the liability of trustees, trust
advisers, and persons involved in the counseling, drafting, preparation, execution, or funding of
the trust.’”® Finally, South Dakota has abolished the common law rule against perpetuities but
has replaced it with a statutory rule against perpetuities that is any life in being plus thirty

years.m

8. THE MISSOURI UNIFORM TRUST CODE. Although Missouri
amended its spendthrift statute as early as 1986 in an effort to provide trust settlors spendthrift
protection for non-fraudulent transfers, several federal court decisions undermined the
effectiveness of such amendments.”’’ As part of the Missouri Uniform Trust Code (the
“Missouri Code”) enacted in 2004, the state’s spendthrift statute was further amended.”?

To enjoy the protection of the Missouri Code, a trust must be irrevocable
and must contain a spendthrift clause.”?”® A Missouri trustee is not required, and trust assets are
not required to have their situs in Missouri. The settlor may be a discretionary beneficiary ofa
Missouri asset protection trust and still enjoy the protection provided by the Missouri Code.*"

Under the Missouri Code, the statute of limitations for a claim that arose
before or after the transfer if the settlor made the transfer with actual intent to hinder, delay, or
defraud a creditor is the later of four years after the transfer or one year after the transfer was or
reasonably could have been discovered by the creditor. A claim that arose before the transfer for
which transfer the settlor did not receive reasonably equivalent value and which rendered, or was
likely to render, the settlor insolvent, is extinguished four years after the transfer.?'* If a
creditor’s claim against a Missouri asset protection trust is successful, the creditor may choose
his or her remedy. One such remedy is that the creditor may be able to reach trust assets in the
amount necessary to satisfy his or her claim.?'® However, the range of remedies offered is broad.
In fact, the statutory language provides that, subject to principles of equity and the rules of civil
procedure, the creditor may obtain “[a]ny other relief the circumstances require.”?"”

As amended, the Missouri Code clarifies that a spendthrift provision i an
irrevocable trust will protect trust assets from creditors’ claims, with the following exceptions: (i)
a child, spouse, or former spouse of the settlor with a judgment for support or maintenance, or a
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judgment creditor whose services provided protectlon of the settlor s interest in the trust, may
obtain a court order attaching present or future trust income;>'® (ii) protection is not available for
trust assets against a claim by Missouri or the United States to the extent specified by any
Missouri or federal statute;?'® (iii) a fraudulent transfer of assets to the trust has no spendthrift
protectlon, % and (iv) to the extent of the settlor’s beneficial interest in the trust assets, there is
no spendthrift protection if the settlor is the sole beneficiary of either the income or principal of
the trust, or retained the power to revoke or amend the trust, or if the settlor is one of a class of
beneficiaries and retained a right to receive a specific portion of the income or principal of the
trust.””' Thus, in a Missouri trust containing a spendthrift provision, if there is more than one
beneficiary, the settlor is a discretionary beneficiary of income or principal, and there has been
no fraudulent transfer, the trust settlor will have spendthrift protection.

The Missouri Code does not address moving a trust from another state to
Missouri. Missouri retains a common law rule against perpetuities, which is a life in being plus
twenty-one years and a period of gestation.222

9. THE TENNESSEE INVESTMENT SERVICES ACT. In 2007, the
Tennessee legislature enacted legislation allowing the creation of self-settled spendthrift trusts.*?*
This legislation, known as the Tennessee Investment Services Act (the “Tennessee Act”), was
modeled after similar provisions in the Delaware and Rhode Island statutes. The Tennessee Act,
unlike the previously established acts of sister states, refers to asset protection frusts as
investment services trusts (“ISTs™).

To create an IST, the trust instrument must: (i) state the trust is
irrevocable; (ii) expressly incorporate Tennessee law to govern the trust’s validity, construction,
and administration; and (iii) contain a spendthrift clause. Further, establishing an IST requires
the settlor to transfer assets to a qualified trustee.””® A qualified trustee may be either a
Tennessee resident individual or an institution supervised by the Tennessee Department of
Financial Institutions or certain federal supervisory authorities. The qualified trustee must: (i)
maintain or arrange for custody in Tennessee of some or all of the trust assets; (i) maintain
records; (m) prepare or arrange for preparation of income tax retums; or (iv) materlally
participate in the IST’s administration. The settlor may not serve as the qualified trustee.””
However, the settlor may serve as an investment adviser, and non-qualified trustees are permitted
to serve in addition to qualified trustees.**® Finally, the settlor, prior to the transfer, must sign a
sworn “qualified affidavit” that stipulates to certain facts regarding the assets transferred, the
solvency of the settlor, and the legitimacy of the transfer. 27

The settlor may retain the right to receive: (i) trust income; ({ii)
distributions from a charitable remainder annuity trust or a charitable remainder unitrust; (iii)
annual distributions of up to five percent of the trust’s initial value; and (iv) distributions of
principal at the discretion of a qualified trustee or pursuant to an ascertainable standard, whether
or not acting at the direction of a trust adviser. 228 1 addition, the settlor may continue to enjoy
certain powers over the trust, including (i) the power to veto distributions; (il) a special
testamentary power of appointment; (iii) the right to remove and replace a trustee or trust adviser
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with an unrelated and non-subordinate party; (iv) the right to appoint trust advisers or protectors;
and (v) the right to use real property held in a qualified personal residence trust.?*?

In Tennessee, claims arising prior to a transfer to an IST and those arising
subsequently are subject to different statutes of limitations. Pre-transfer claims alleging an actual
intent to hinder, delay, or defraud are not extinguished unless brought within the later of four
years after the transfer or one year after the transfer was or could have been reasonably
discovered.®® Other pre-transfer claims expire four years after the debtor made the transfer or
incurred the obligation.”*! Post-transfer claims are extinguished unless brought within four years
of the date of the transfer.”** Although the Tennessee Act offers protection to ISTs, such
protection does not extend to claims under the Uniform Fraudulent Transfers Act.?® Although
Tennessee law appears to afford no special status to claims by spouses or dependent children, the
federal law providing for full faith and credit for child support orders might enable minor
children to pierce an IST for support.”** In any event, the Tennessee Act only allows avoidance
of an IST to the extent of the debt and any costs the court allows.?**

In addition to those summarized above, the Tennessee Act contains other
noteworthy provisions. First, an existing trust originally governed by the laws of another state
may have title to its assets transferred to a qualified Tennessee trustee and become an IST if it
meets all of the statutory requirements other than incorporating Tennessee law.”° The statute of
limitations begins to run on the date of the original transfer to the trust, rather than on the date
the trust becomes a Tennessee IST.?*” Second, should a court in another jurisdiction decline to
apply Tennessee law with respect to determining the effect of an IST’s spendthrift grotection, the
trustee of that trust is automatically removed and a successor trustee is appointed. 3% Third, the
Tennessee Act specifically provides that the spendthrift clause is a transfer restriction within the
meaning of section 541(c)(2) of the Bankruptcy Code.*® Fourth, the Tennessee Act prevents
creditors and those seeking enforcement of certain judgments from proceeding against a trustee

or a% person involved in the preparation, execution, counseling, drafting, or funding of an
IST.

Finally, prior to the Tennessee Act, the Tennessee rule against perpetuities
invalidated property interests after the later of 90 years after the interest was created or 21 years
after a life in being.”*' The Tennessee Act extends the perpetuities period for all trusts that were
created or become irrevocable after June 30, 2007. Specifically, the Tennessee Act requires that
all interests vest or terminate, or the power of appointment be exercised within 360 years of the
trust’s creation or the date it became irrevocable. This extended period only applies, however, if
at least one member of each generation of beneficiaries is granted a power of appointment at

death. This power of azppointment must include all descendants of that beneficiary, and may
include other persons.**

10. THE WYOMING UNIFORM TRUST CODE. Alongside Tennessee’s
legislation, in 2007 the Wyoming legislature amended the Wyoming Uniform Trust Code (the
“Wyoming Code™) to allow for the creation of self-settled spendthrift trusts.*?
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To qualify for Wyoming spendthrift protection, the trust instrument must
state that: (i) the trust is a qualified spendthrift trust under the Wyoming Code; (ii) Wyoming law
governs the trust’s validity, administration, and construction; (iii) the settlor’s interest is subject
to a spendthrift provision; and (iv) the trust is irrevocable.”** When property is transferred into
the trust, the Wyoming Code also requires a sworn affidavit from the settlor, which states that he
or she is not attempting to defraud creditors, that the transfer will not render the settlor insolvent,
that he or she is not contemplating filing for bankruptcy, and that he or she has personal liability
insurance of $1,000,000 or an amount eqzual to the value of all property transferred to the
spendthrift trusts thus far, whichever is less. 3

In addition, only a Wyoming resident individual other than the settlor, a
state-authorized trustee, or a regulated financial institution may serve as a qualified trustee.**
All qualified trustees must either: (i) maintain or hold custody of at least some trust property in
Wyoming; (ii) maintain trust records; (iii) prepare or arrange for prelgaration of the trust’s tax
return; or (iv) materially participate in the administration of the trust. 47 Provided that at least
one qualified trustee serves, a nonqualified person (including the settlor) may serve as a co-
trustee and have limited authority over the trust.*®

Wyoming trusts may also have both trust protectors and trust advisers. A
trust protector, as a disinterested third-party, may, inter alia, (i) veto distributions to
beneficiaries; (ii) change the beneficiaries’ interests in the trust; (iii) grant, amend, or modify
powers of appointment; and (iv) elect qualified spendthrift status.?* The settlor is the trust
adviser by default, although another person may be designated instead.”®® The trust adviser may
also be granted broad powers, including the power to: (i) direct acquisition or retention of
investments, (ii) perform a specific duty or function normally carried out by the trustee or
protector, and (ii1) direct or veto distributions to a beneﬁciary.251

Without diminishing a trust’s spendthrift protection, the Wyoming Code
permits the settlor to receive: (i) trust income; (ii) distributions from a charitable remainder
annuity trust or a charitable remainder unitrust; (iii) annual distributions of up to 5% of the initial
value of the trust; and (iv) principal distributions at the trustee’s sole discretion or based on an
ascertainable standard. The settlor may also retain a number of powers without forfeiting
spendthrift protection, including the power to veto distributions; a general or special infer vivos
or testamentary power of appointment over the trust; the right to add, remove, or replace a
trustee, trust adviser, or trust protector with an individual or entity other than the settlor; the right

to act as an investment adviser to the trust; and the right to use real property held in a qualified
personal residence trust.**

Under the Wyoming Code, the statute of limitations varies depending on
the type of fraudulent transfer claim. The statute of limitations for a claim that arose before or
after the transfer if the settlor made the transfer with actual intent to hinder, delay, or defraud a
creditor is the later of four years after the transfer or one year after the transfer was or reasonably
could have been discovered by the creditor.”®® A claim that arose before the transfer for which
transfer the settlor did not receive reasonably equivalent value and which rendered, or was bikely
to render, the settlor insolvent is extinguished four years after the transfer.”*® Finally, a claim
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arising before a transfer for an antecedent debt to an insider who had reasonable cause to believe
that the debtor was insolvent, at a time when the debtor actually was insolvent, is extinguished
one year after the transfer.>*

Properly created and duly administered, a Wyoming qualified spendthrift
trust prevents creditors from compelling or obtaining a lien on distributions to a beneficiary prior
to the beneficiary’s receipt of such distributions.”®® Even when the beneficiary serves as a co-
trustee, Wyoming law protects future distributions from attachment if the terms of the trust limit
the trustee’s ability to make distributions to some standard. For example, distributions are
protected where the trust instrument directs the trustee to make distributions to the beneficiary
pursuant to an ascertainable standard.?’” However, a court is authorized to compel the trustee to
make distributions to satisfy a child supsrs)ort judgment to the extent of the distributions authorized
by the trust’s distribution standard. In addition, the Wyoming Code does not extend
spendthrift protection to the settlor’s child support creditors; to qualified trust property listed on a
credit application, unless listed for the trust’s benefit; or to property that was fraudulently
transferred to the trust.”®® These exceptions aside, no creditor may initiate an action, including
an action to enforce a judgment entered by the court of another jurisdiction, against qualified
trust property unless the action is brought pursuant to the Uniform Fraudulent Transfers Act 2%
In the event a creditor is allowed to access trust assets, the Wyoming Code allows avoidance of a
qualified transfer only to the extent of the debt and any fees allowed by the court.*®’

In addition to the provisions discussed above, the Wyoming Code contains
a number of other provisions of interest. First, a pre-existing trust originally settled in another
state may be moved to Wyoming and enjoy spendthrift protection, assuming the requirements
under Wyoming law for such trusts, with the exception of the qualified transfer affidavit, are
met.>®?  For purposes of determining when the statute of limitations has run, the transfer is
deemed to have occurred as of the date of the original transfer into the pre-existing trust.”%
Second, the Wyoming Code provides that the statutory spendthrift provision constitutes a
transfer restriction for purposes of section 541(c)(2) of the Bankruptcy Code.*®* Third, creditors
may not bring a cause of action against the trustee, trust protector, adviser, or other trust
fiduciary, or any individual involved in the preparation or funding of the trust.”®®  Fourth, the
Wyoming Code permits, but does not automatically effect by operation of law, the trustee’s
resignation if a court in another state declines to apply the law of Wyoming to the trust.?

Finally, since 2003, Wyoming permits trusts to avoid the rule against
perpetuities. To do so successfully, the trust instrument must: (i) state that the rule against
perpetuities does not apply; (ii) terminate in 1,000 years or less from the date of its creation; (iii)
be governed by Wyoming law and (iv) appoint a trustee that is a Wyoming resident or maintains
a place of business or administers the trust in Wyoming.*®’ This exception to the rule against
perpetuities, however, does not apply to real property.zé'8

il. THE NEW HAMPSHIRE QUALIFIED DISPOSITIONS IN TRUST
ACT. In 2008, New Hampshire passed the Qualified Dispositions in Trust Act (the “New
Hampshire Act”) to provide protection for assets transferred to a trust through a qualified
disposition.?®® This legislation is effective for transfers made after January 1, 2009.27°




ASSET PROTECTION TRUST PLANNING  Page 36

To qualify for protection under the New Hampshire Act, a trust must (1)
appoint at least one qualified trustee, (i} expressly incorporate the law of New Hampshire as the
governing law of the trust, (iii) be irrevocable, and (iv) contain a spendthrift clause””’ A
qualified trustee may be an individual resident of New Hampshire other than the transferor, or a
state or federally chartered bank or trust company having a place of business in New
Hampshire.272 A qualified trustee must have authorization to engage in trust business in New
Hampshire. Further, some of the trust property must remain in New Hampshire, or the qualified
trustee must maintain records in the state for the trust, ensure that fiduciary income tax returns
are prepared in the state for the trust, or otherwise materially participate in the state in the
administration of the trust.””> In addition to the qualified trustee, the trust may also have one or
more trust advisers, including the transferor, who are not required to meet the qualifications of a
qualified trustee.’’ The trust advisers may have the authority to remove and appoint qualified
trustees or trust advisers and to direct, consent to, or veto distributions.?”> However, if the
transferor serves as a trust adviser, his powers must be limited to vetoing distributions and
consenting to the trustee’s actions relating to investment of trust assets.”’®

The transferor of a trust under the New Hampshire Act may retain the
right to receive (i) income, (ii) distributions of income or principal from a charitable remainder
unitrust or a charitable remainder annuity trust, (iii) yearly distributions of up to five percent of
the trust’s value annually, (iv) distributions of principal at the sole discretion of a qualified
trustee or pursuant to an ascertainable standard, and (v) distributions of income or principal to
pay income taxes on trust income at the discretion of the qualified trustee or a trust adviser.””’
The transferor also may retain an interest in a QPRT or a qualified annuity.”’® In addition, the
transferor may continue to enjoy certain powers over the trust, including (i) the power to veto
distributions, (ii) a special testamentary power of appointment, and (iii) the right to remove and
replace a trustee or trust adviser with an unrelated and non-subordinate party.279

The only claims that may be brought against a trust that meets the
requirements of the New Hampshire Act are (i) tort claims based on injury suffered on or before
the date of a qualified disposition by a transferor; (ii) claims for support or alimony in favor ofa
transferor’s spouse or former spouse who was married to the transferor at or before the time of
the transfer or in favor of a transferor’s children; (iii) claims by the transferor’s surviving spouse
for an elective share if the transferor made the qualified disposition for the purpose of defeating
the surviving spouse’s elective share rights; and (iv) claims brought under the Uniform
Fraudulent Transfers Act.?®® In the event a creditor is allowed access to trust assets, the New
Hampshire Act allows avoidance of a qualified disposition only to the extent necessary to satisfy
the debt and any fees allowed by the court.”®!

Claims arising before the qualified disposition to the trust was made must
be brought within the limitations period of the Uniform Fraudulent Transfer Act, which varies
depending on the claim.2® A claim based on a transfer made with actual intent to hinder, delay,
or defraud must be brought within the later of (i) four years after the transfer was made, or (it)
one year after the transfer was or could reasonably have been discovered by the claimant.’® A
claim must be brought within four years of a transfer from which the transferor did not receive a
reasonably equivalent value and at the time of which he was insolvent or as a result of which he
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became insolvent.”®® A claim must be brought within one year of a transfer made for an
antecedent debt to an insider who had reasonable cause to believe the transferor was insolvent at
a time when the transferor was insolvent.”®® Claims arising after the qualified disposition to the
trust was made must be brought within four years.>*

A trust created in another state may be transferred to New Hampshire and
become a trust subject to the New Hampshire Act even if the trust is not governed by New

Ham]gasshire law.?¥” The limitations period begins as of the time of the original transfer into the
trust.

The New Hampshire Act contains several other noteworthy provisions.
First, it specifically provides that the spendthrift clause is a transfer restriction within the
meaning of section 541(c)(2) of the Bankruptcy Code.?® Second, creditors and those seeking
enforcement of certain judgments are prevented from proceeding against a trustee, trust adviser,
or any person involved in the counseling, drafting, preparation, execution, or funding of a trust
under the New Hampshire Act.?®® Third, after the transferor’s death, a qualified trustee may pay
the transferor’s outstanding debts at the time of his death, estate administration expenses of the
transferor’s estate, or any estate inheritance tax imposed on the transferor’s estate.®® Finally, the
New Hampshire Act provides that, in the case of an avoidance of a qualified disposition, a
qualified trustee who has not acted in bad faith has a first and paramount lien against a qualified
disposition for costs properly incurred in the defense of an action to avoid the qualified
disposition, and a beneficiary who has not acted in bad faith is allowed to retain any distribution
made by a qualified trustee of such trust.**?

Finally, New Hampshire law provides that a trust is exempt from the
common law rule against perpetuities if the trust instrument expressly exempts the trust and the
trustee has the power to sell, mortgage, or lease property for some period of time beyond the
perpetuities period.m



LOCAL COUNSEL AND REPRESENTATIVE BANKS AND TRUST COMPANIES

Advisors to clients considering establishing asset protection trusts need points of
contact to get started in seriously evaluating each jurisdiction. Local trust lawyers,
banks, and trust companies are the best place to start. So far as | am able to
determine, all of these lawyers and institutions are reputable and knowledgeable, but |
must disclaim any imprimatur. The attorneys whose names are followed by an asterisk
(*) reviewed the outline or offered comments, but any inaccuracies are the responsibility
of Mr. Tansill. Mr. Tansill gratefully acknowledges the generous assistance of these
experts who assisted him.

BAHAMAS
Representative Local Counsel
Joel J. Karp, Esq.*
Karp & Genauer
2 Alhambra Plaza, Suite 1202
Coral Gables, Florida 33134
Telephone: 305-445-3646 Fax: 305-461-3545
(Expert on Bahamian Trust Law.)

Michael Scott, Esq.

Callenders & Co.

P.O. Box N-7117

Nassau, N.P., The Bahamas

Telephone: (242) 322-2511 Fax: (242) 326-7661

Sean McWeeney, Esq.

Graham, Thompson & Co.

Sassoon House, Shirley Street & Victoria Avenue

P.O. Box 272

Nassau, New Providence

The Bahamas

Telephone: 242-322-4130 Fax: 242-328-1069

(Mr. McWeeney has authored a monograph on Bahamian asset protection
frusts.)

Brian M. Moree, Esq.

McKinney Bancroft & Hughes

Mareva House, 4 George Street

P.O. Box N-3937

Nassau, N.P., The Bahamas

Telephone: (242) 322-4195-9 Fax: (242) 328-2520

Michael Paton, Esqg.*
Lennox Paton
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Fort Nassau Centre

P.O. Box N-4875

Nassau, N.P., The Bahamas

Telephone: (242) 502-5000 Fax: (242) 328-0566
(Other Office: London)

Representative Trust Companies/Banks
EFG Bank & Trust (Bahamas) Lid.
Centre of Commerce, 2" Floor
1 Bay Street
P.O. Box SS 6289
Nassau, Bahamas
Attn: R. Scoft Morrison and Keith Jones
Telephone: 242-502-5438 Fax. 242-502-5428
scott.morrison@efgbank.com  Keith.jones@efghank.com
(Swiss Bank with offices around the world)

Butterfield Bank (Bahamas) Limited

3" Floor, Montague Sterling Centre

East Bay Street

P.O. Box N-3242

Nassau, The Bahamas

Telephone: 242-393-8622 Fax: 242-393-3772
(Headquartered in Bermuda, See below)

Credit Suisse Trust Limited
P.O. Box N-3023
Nassau, N.P., The Bahamas
Attn: Andrew Law
Telephone: (242) 356-1920 Fax: (242) 3566-1922
e-mail: andrew.law@cspb.com

Oceanic Bank and Trust Limited
P.O. Box 55-6293
Nassau, N.P., The Bahamas
Attn: William Thomson
Telephone: (242) 502-8822 Fax: (242) 502-8840

PNC Bank and Trust Company (Bahamas) Limited (formerly Riggs Bank,
a Wash., D.C.-based bank}
Dehands House
P.O. Box N 7120
Nassau, N.P.
The Bahamas
Attn: J. Richard Evans
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Telephone: 242-328-8005 Fax: 242-328-8006
(Other Offices: Washington, D.C.)

Mees Pierson (Bahamas) Limited
Windermere House
East Bay Street
Nassau
The Bahamas
Attn: Amanda Munroe, Counsel
Telephone: 242-393-8777 Fax: 242-393-9021
(Other Offices: Amsterdam, Geneva, Cayman islands, London, Isle of
Man, Singapore)

Royal Bank of Canada Trust Company (Bahamas) Limited
P.O. Box N-3024
Nassau, N.P. Bahamas
Attn: Thomas A. Hamilton
Telephone: 242-356-8546/8552 Fax: 242-323-3407
e-mail:  tom.2.hamilton@royalbank.com

Royal Bank of Scotland International, Lid.
P.O. Box N-3045
Nassau, Bahamas

Attn: Colin Gibbs*
Telephone: 242-322-4643

Leadenhall Bank & Trust

One Montague Place, Second Floor

East Bay Street

P.O. Box N-1965

Nassau, Bahamas

Telephone: 242-325-5508 Fax: 242-328-7030

BERMUDA
Representative Local Counsel
Michael J. Mello, Q.C., J.P.
Mello, Jones & Martin
Reid House, 31 Church Street
P.O. Box HM 1564
Hamilton HM FX

Bermuda
Telephone: 441-292-1345 Fax: 441-296-4172
e-maii: mmello@mijm.bm website: www.mjm.bm

(Mr. Mello has authored a guide to Bermudian trusts and the
article cited in the text.)
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Appleby Spurling Hunter

Canon's Court, 22 Victoria Street

PO Box HM 1179

Hamiiton HM EX

Bermuda

Attn: Vanessa Lovell Schrum

Telephone: 441-295-2244Fax: 441-295-5328
e-mail: vischrum@applebyglobal.com
(Also in Cayman Islands)

Alec R. Anderson

Conyers, Dill & Pearman

Clarendon House, Church Street

P.O. Box HM 666

Hamilton HM CX

Bermuda

Telephone: 441-295-1422
Fax: 441-292-4720

Representative Trust Companies/Banks
EFG Bank & Trust
(See Bahamas)

Harrington Trust Limited
Cedar House
41 Cedar Avenue
Hamilton HM 12 Bermuda

Aftn: John Harper, Managing Director
Telephone: 441-298-3569 Fax: 441-298-4162
e-mail: jharper@htl.bm

HSBC (Formerly Bank of Bermuda)

6 Front Street

Hamilton HM 11

Bermuda
Attn: Peter Larder, General Manager

Telephone: 441-299-6471 Fax: 441-299-6543

e-mail; peter.larder@bankofbermuda.com

(Other Offices: U.S., Cook Islands, Cayman, BVI, Guernsey, Isle of
Man, London, Hong Kong, Singapore)

Assets Under Administration: $65 billion pius

Appleby Trust {(Bermuda) Ltd
Canon’s Court, 22 Victoria Street
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Hamilton HM 12

Bermuda
Attn: Pearline Troft
Telephone: 441-298-3576 Fax: 441-298-3428

e-mail: ptrott@applebyglobal.com

Butterfield Trust (Bermuda) Limited. (Founded 1858)
65 Front Street
Hamilton HM 12
P.O. Box HM 195
Hamilton AX
Bermuda
Attn:  Graham M. Jack, Managing Director*
Telephone: 441-299-3980 Fax: 441-292-1298
(No office in U.S. Other offices in The Bahamas, Barbados, Cayman
Islands, Guernsey and London)

Grosvenor Trust Company Limited
(A wholly owned subsidiary of Butterfield Trust (Bermuda) Limited
Grosvenor House
65 Front Street
P.O. Box HM 842
Hamilton HM CX
Bermuda
Attn:  Graham M. Jack, Managing Director
or Carmen Lightbourne, AVP, Trust Services
Telephone: 441-292-7474 Fax: 441-292-2668
or Neil W. de ste Croix, Consultant
Telephone: 441-294-2073
www.butterfieldgroup.com
(No office in U.S.}

Bermuda Commercial Bank
Dominique Smith
Telephone: 441-295-5678 e-mail: dsmith@bcb.bm

CAYMAN ISLANDS
Representative Local Counsel
Kenneth Farrow, Esq.
Quin & Hampson
Harbour Chambers
Third Floor, Harbour Centre
P.O. Box 1348
George Town, Grand Cayman
Cayman Islands

102



British West Indies
Telephone: 345-949-4123 Fax: 345-949-4647
e-mail: kif@guinhampson.com.ky

J.W. Appleyard, Esq.

Maxine Badden*

Maples & Calder

P.O. Box 309

George Town - Grand Cayman

Cayman Islands

British West Indies

Telephone: 345-814-5217 Fax: 345-949-8080
e-mail: justinapplevard@maplesandcalder.com

Appleby Spurling Hunter”
See www.applebyglobal.com
(Also in Bermuda. See Bermuda listing.)

Representative Trust Companies/Banks
EFG Bank & Trust
(See Bahamas)

Simon Whicker

Genesis Trust Company, Ltd. (Affiliate of KPMG)
Genesis Building

P.O. Box 448GT

Grand Cayman - Cayman Islands

British West Indies

Telephone: 345-945-3466 Fax: 345-045-3470

Wachovia Bank and Trust Company (Cayman) Ltd.
200 S. Biscayne Boulevard, 14th Floor
Miami, Florida 33131

Attn: Leyda Valenti, Vice President
Telephone: 305-789-4622 Fax: 305-789-4630
(Other Offices: Large U.S. based bank)

COOK ISLANDS

Representative Local Counsel
Browne, Gibson & Harvey
Barristers and Solicitors
P.O. Box 144
Avarua
Rarotonga
Cook Islands
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Telephone: 011-682-24-567 Fax: 011-682-25-567
e-mail: law@bgh.co.ck

Tim Arnold

Barrister and Solicitor

P.O. Box 486

Avarua

Rarotonga

Cook Islands

Telephone: 011-682-23568 Fax: 011-682-23568
e-mail: goloco@steamshed.co.ck

John McFadzien

Barrister and Solicitor

P.O. Box 514

Avarua

Rarotonga

Cook Islands

Telephone: 011-682-23840 Fax: 011-682-23843
e-mail: john@mcfadzienp¢.co.ck

Also Knowledgeable on Cook Islands Trust Law
Jennifer A. Davis, Esq.

JD International Advisors, LLC

7 Moraine Point

Victor, NY 14564

Telephone: (585) 869-6845

e-mail; jdavis@ijdintladvisors.com

Barry S. Engel, Esq.

Engel & Reiman, PC

The Equitable Building

730 - 17" Street, Suite 500

Denver, Colorado 80202

Telephone: 303-741-1111 Fax: 303-694-4028
www.barryengel.net

Representative Trust Companies/Banks
Southpac Trust Limited
Carl Hansen, General Counsel
(Brian Mason, General Manager)
ANZ House, Main Street
P.O. Box 11
Avarua
Rarotonga
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Cook Islands

Telephone: 682-20-514 Fax: 682-20-667
e-mail: offshore@southpac.co.ck

website: www.southpacgroup.com

(No U.S. office; office in Nevis and New Zealand)

HSBC Trustee (Cook Islands) Limited (formerly Bermuda Trust)
Bermuda House
Tutakimoa Road
P.O. Box 25
Rarotonga
Cook Islands

Attn: Brent York, General Manager
Telephone: 682-22680 Fax: 682-20566
(Other Offices: U.S., Bermuda, Cayman Islands,

B.V.1, London, Guernsey, Isle of Man)

Portcullis (Cook Islands) Limited (formerly Trustnet)
C.1.D.B. Building
Avarua
P.O. Box 208
Rarotonga
Cook Islands

Attn: Nadine Short, Managing Director
Telephone: 682-21080 Fax: 682-21087
(Other Offices: Hong Kong, B.V.1)

Asiaciti Trust Pacific Limited

Attn:  Adrian Taylor

P.O. Box 882

Avarua

Rarotonga

Cook Islands

Telephone: 011-682-23387 Fax: 011-682-23385
e-mail: trust@asiaciti.co.ck
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Cook Islands Trust Corporation Ltd.

Attn: Reuben Tylor

P.O. Box 141

Avarua

Rarotonga

Cook Islands

Telephone: 011-682-24535 Fax: 011-682-24539
e-mail: trustbk@citrust.org.ck

Global Network Trust (Cook Islands) Limited

Attn:  Puai Wichman

Avarua

Rarotonga

Cook Islands

Telephone: 011-682-22522 Fax: 011-682-22525
e-mail: trustee@globenet.co.ck

DELAWARE
Representative Local Counsel
George B. Smith, Esq.”
Smith, O’'Donnell, Porcino & Berl, LLP
406 S. Bedford Street
P.O. Box 588
Georgetown, Delaware 19947
Telephone: 302-855-0551 Fax:  302-855-0553

Representative Trust Companies/Banks
WSES Bank
500 Delaware Avenue
Wilmington, DE 19801
Attn: Deborah A. Markwood
Telephone: 302-571-5276
dmarkwood@wsfsbank.com

Commonwealth Trust Company
29 Hill Road
Wilmington, Delaware 19806
Attn:  James H. McMackin, Jr., Vice President, Marketing
Telephone: 302-658-7214 Fax: 302-658-7219

Wachovia Bank, N.A.

Tom Forest, Senior Vice President

300 Delaware Avenue, Suite 900

Wilmington, Delaware 19801

Telephone: 302-552-3177 Fax: 302-552-3179
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Christiana Bank & Trust Company
1314 King Street
Wilmington, DE 19801

Attn: Amy Brown
Telephone: (302) 888-7400

Delaware National Bank
(Affiliate of Fulton Financial Corporation)
110 N. Dupont Highway
P.O. Box 520
Georgetown, DE 19947

Attn: Deborah Markwood
Telephone: 1-888-291-2400

GIBRALTAR
Representative Local Counsel
J.A. Hassan & Partners
57-63 Line Wall Road
P.O. Box 199
Gibraltar
Telephone: 011-350-79000 Fax: 011-350-71966

Associated Trust Company
Line Trust Corporation Limited
57/63 Line Wall Road
Gibraltar
Attn: Louise Kentish
Telephone: 011-350-79000 Fax: 011-350-71966

Representative Trust Companies/Banks
EFG Bank & Trust
(See Bahamas)

Abacus Trust Company
c/o PriceWaterhouseCoopers
P.O.Box 75
Gibraltar
Attn: Robert G. Guest*
Telephone: 011-350-73520 Fax: 011-350-78588
e-mail: robert.g.quest@gi.pwc.com
(Affiliate of PriceWaterhouseCoopers)

ISLE OF MAN
Representative Local Counsel
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Simcocks*®

Attn: Phil Games or Chris Arrowsmith or Amy Scott
Ridgeway House
Ridgeway Street
Douglas, Isie of Man
IMI'IEL
Telephone: 011-44-1-624-690300 Fax: 011-44-1-624-690333
e-mail: pgames@simcocks.com or carrowsmith@simcocks.com or
ascott@simcocks.com website: www.simcocks.com

Representative Trust Companies/Banks
Coutts (Isle of Man) LTD.
Coutts House
Summerhill Road
Douglas, Isle of Man
British Isles
Telephone: 011-44-1-632222

Mees Pierson Intertrust

P.O. Box 227

Clinch’s House

Lord Street

Douglas IM99 IRZ

Telephone: 011-44-1624-683229 Fax: 011-44-1624-612624
e-mail: info@miespiersonintertrust.com

website: www.meespiersonintertrust.com

(See also under Bahamas)

HSBC (formerly Bank of Bermuda) (Isle of Man) Limited
12/13 Hill Street
Douglas, Isle of Man
IM99, IBW
British Isles
Attn:  Alan Smith, Managing Director
Telephone: 011-44-1-624-637777 Fax: 011-44-1-624-637778

NEVIS
Representative Local Counsel
Stefan R. Seuss, J.D., LL.M.
Rechtsanwalt
2333 Brickell Avenue, #1815
Miami, Florida 33129
Telephone: (305) 858-8090 Fax: (305) 858-4025
e-mail; sseuss@raseuss.com website: www.seusspariners.com
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Gibraltar Trust Company

P.O. Box 237

Main Street, Charlestown

St. Kitts & Nevis

Attn: Lindsay F.P. Grant/Chesley Hamilton
Telephone: 869-465-3673 Fax: 869-466-3854
e-mail: info@gibraltarfrustco.com

First Fidelity Trust, Ltd

R.G. Solomon Arcade

Suite 11

P.C. Box 605

Main Street

Charlestown, Nevis

West Indies

Attn: Lydia Phillip

Telephone: 869-469-0278 Fax: 869-469-0225
e-mail: lydia@firstfidelitytrust.com
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