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I. U.S. "TRUST BUSTING" LAW. Whether a beneficiary's creditors can reach trust assets under
U.S. law involves a multi-step analysis. A judgment creditor must first determine whether a trust was
established
o

Under a domestic asset protection trust act; I

o

Under a federal act governing qualified retirement plans, accounts or annuities; 2 or

o

In a state that has adopted the Uniform Trust Code. 3

If the trust was not established under any of those acts (which this portion of the outline assumes),
then the judgment creditor must detenuine
o

Whether the trust is a self-settled trust or a trust established by a third party;

o

Whether creditor protection is inherent within the dispositive provisions of the trust;

•

Whether a spendthrift clause exists and prevents invasion of income or principal regardless of
the dispositive provisions in the trust; and

o

Whether the Restatement (Third) of Trusts 4 has adopted rules or policies that may affect the
trust.

A. Self-Settled Trusts.
1. Who is the settlor?

Domestic APT legislation has been enacted in Alaska, Delaware, Nevada, Rhode Island and Utah. Utah passed its
asset protection legislation on March 22, 2003. See Rosen and Donlevy-Rosen, A Review and Critique of the Asset
Protection Aspects of the 2003 Utah Trust Law Amendments, 28 TAX MGMT. EST., GIFTS & TR. J. 199 (2003).
2

This outline does not address creditor protection issues relating to qualified retirement plans, accounts or
annuities, such as defined benefit plans, defined contributions plans, individual retirement accounts and annuities,
etc. Those plans are commonly referred to as pension plans.
UNIFORM TRUST CODE (2000), 7C U.L.A. 126 (Supp. 2003) (hereinafter "Unit. Trust Code"). The Unif.
Trust Code is the first national codification of the law of trusts and was last amended by the National Conference 'of
Commissioners on Uniform States Laws in 2001. To date, Kansas is the only state to have adopted the Uniform
Trust Code.
3

4

RESTATEMENT (THIRD) OF TRUSTS (ALI 2003) (hereinafter "Restatement (Third) of Trusts").
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a. Nominal settlor versus payor of consideration. For creditor's rights purposes with respect
to a self-settled trust, a settlor is the one who provides consideration for a trust.' The
nominal settlor is disregarded and replaced by the person who supplied the consideration.
b. Court established trusts. While this rule may seem obvious, it can easily be overlooked,
particularly in situations where a trust was established by court order. The order can be
forgotten over time, especially if the trust instrument does not refer to it. In that instance,
the nominal settlor is mistakenly treated as the true settlor. Court established trusts often
arise in settlement of a tort claim, a wrongful death action, or a claim brought on behalf
of a minor or legally incapacitated person.
(1). Personal injury/tort actions One example of this rule is Forsyth v. Rowe, 6 where the
conservator of Gregory Forsyth agreed in settlement of a personal injury action to
have the settlement proceeds paid to a trust established by the conservator for the
benefit of Gregory. The Connecticut Supreme Court held that Gregory, as opposed
to the conservator, was the settlor of the trust because his claim was settled in return
for a payment to the trust.' Another example of this rule is In re Jordan,8 where
Ronald Jordan was treated as settlor because the consideration he received from the
compromise of his personal injury claim provided the funds that created the trust. 9
(2). Money judgments. A third example of this rule is In re Hertsberg Inter Vivos Trust.'
Colman v. Dept. of Mental Health, 1° where the guardian of Barbara Hertsberg sued
Barbara's mother, Edith Hertsberg, alleging that she neglected Barbara and failed to
provide for her with the Social Security benefits that Edith had received on behalf of

5

Guaranty Trust Co. of New York v. New York Trust Co.,

6

226 Conn. 818, 629 A.2d 379 (1993).

7

226 Conn. 818 at 826.

8

914 F.2d 197 (9th Cir. 1990).

297 N.Y. 45, 50-51, 74 N.E.2d 232 (1947).

914 F.2d at 199-200. Ronald Jordan was a railroad worker who lost a leg during a railcar derailment and filed a
personal injury claim against his employer. Under the court approved settlement agreement, Ronald attempted to
establish a spendthrift annuity trust for himself. Rather than accepting one lump sum payment, he agreed that the
money payable to him under the settlement agreement would be placed in a trust that was allegedly beyond the reach
of his creditors. Because the money placed in trust was directly traceable to his property interest represented by the
cause of action, the Ninth Circuit Court of Appeals treated him as the settlor of the trust under the rule that one who
furnishes the consideration necessary to induce another to create a trust is the settlor of the trust. 914 F.2d at 199.
The Ninth Circuit's holding was based in part on a persuasive will contest analogy set forth in RESTATEMENT
(SECOND) OF TRUSTS §156, Comment f, at 327 (ALI 1959):
9

"If a person contests a will and in order to settle the contest a spendthrift trust is created in his favor, he
has given consideration in agreeing to the settlement made, and the trust created is within the rule of
this Section [that a self-settled trust may be reached by his creditors]."
See also Cohen v. Commissioner, 423 Mass. 399, 422-423, 668 N.E. 2d 769 (1996), which determined in connection
with the Koskoska Trust there that the settlor was the ward, rather the ward's guardian, because the ward's assets
were transferred to the trust. This decision also cites cases from many states in support of that principle.
10

457 Mich. 430, 578 N.W.2d 289 (1998).
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Barbara. A consent judgment was entered under which Edith was ordered to fund a
trust for the benefit of Barbara with $150,000." The Michigan Department of
Mental Health attempted to reach the assets in that trust to reimburse the state for past
and future services provided to Barbara. The Depaitment alleged that Barbara was
the settlor of the trust and that her status as settlor made the trust assets subject to the
claims of her creditors. The Michigan Supreme Court agreed and stated:
"Although it is true that the trust agreement recites that Edith Hertsberg
is the grantor of the trust, and that she transferred to the trustees the
assets that funded the trust, the mechanics of the transaction are not
controlling. It is the identity, not the intent, of the settlor that is at issue.
The fact that Barbara Hertsberg, through her guardian, agreed that the
funds would be paid into the trust, rather than directly to her, does not
alter the fact that she had control over the disposition of the property.

Edith Hertsberg created the trust in exchange for the settlement of an
action filed against her on Barbara Hertsberg's behalf. The cause of
action was a form of property belonging to Barbara Hertsberg, and the
proceeds of that settlement formed the consideration for the trust." I2
Note: The consideration supplied by the settlor need only be a "form of property." 13
2. General "trust busting" rules. Self-settled trusts can be reached by creditors of the settlorbeneficiary in various ways.
a. Public policy. No matter which "trust busting" alternative a creditor selects, the public
policy behind each is the same; a person cannot settle a trust for himself and thereby
defeat the lawful claims of his creditors.1 4
b. Common law. The common law rule is set forth in Restatement (Second) of Trusts
§156: 15

A discretionary trust with a spendthrift provision was established for Barbara's benefit pursuant to the consent
judgment. The trust agreement named Edith as grantor and Elaine Levy and Edie Colman as co-trustees. Upon
Barbara's death, the remaining trust principal was to be distributed to several of her relatives.
12

578 N.W.2d at 292-293 (emphasis added).

13 One year prior to the Hertzberg decision, the Michigan Court of Appeals adopted the "form of property" concept
in its unpublished opinion in Edwards v. Hutzel Hospital, 1997 Mich. App. LEXIS 2592 (1997), when it stated that
"the circuit court authorized Dorothy to exchange one form of property - her lawsuit - for another form of property a beneficial interest in a discretionary trust."
14
15

37 AM. JUR 2D, Fraudulent Conveyances and Transfers §§33 and 34 (2001).

RESTATEMENT (SECOND) OF TRUSTS §156 (ALI 1959) (hereinafter "Restatement (Second) of Trusts")
(emphasis added).
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Where a person creates for his own benefit a trust with a provision
"(1)
restraining the voluntary or involuntary transfer of his interest, his transferee
or creditors can reach his interest.
Where a person creates for his own benefit a trust for support or a
"(2)
discretionary trust, his transferee or creditors can reach the maximum amount
which the trustee under the terms of the trust could pay to him or apply for
his benefit. [Emphasis added.]"
The clause "maximum amount...under the terms of the trust" can mean different things
to different courts, as discussed below.
c. State "voiding" statutes. Colorado, Idaho, Kansas, Michigan, New Jersey, New York,
Ohio, Washington and Wisconsin have enacted the following statute that produces the
same result as Restatement (Second) of Trusts §156 with respect to self-settled trusts:
"All deeds of gift, all conveyances and all transfers or assignments, verbal or
written, of goods, chattels or things in action, made in trust for the use of the
person making the same, shall be void, as against the creditors existing or
subsequent, of such person." [Emphasis added].
These statutes derive from a substantially similar English statute of 1487. 16 Although
these statutes expressly apply to personal property, they have been extended to trusts of
real property. For example, in Leach v. Anderson" the Utah Supreme Court rejected the
contention that the statute did not apply to real estate in trust because "The statute is but a
codification of the common law, which ... refused to give recognition to trusts of this
character." 18 These statutes are not only a codification of common law, but are also an
expression of state public policy that can be applied to trusts of real property.
The clause "for the use of presents the same construction issue as the clause "maximum
amount ... under the terms of the trust" found in Restatement (Second) of Trusts §156(2).
This construction issue is discussed below.
d. Reserved general powers of appointment.
(1). Common law. If the only interest retained by the settlor is a general power of
appointment over the trust estate, the settlor's creditors can still reach the trust

16 See IIA A. SCOTT & W. FRATCHER, THE LAW OF TRUSTS §156, 168 n.5 (4th ed. 1987 & Supp. 2002),
(hereinafter "IIA Scott on Trusts"). See also Andrews, Creditor's Rights Against Nonprobate Assets in
Washington: Time for Reform, 65 WASH. L. REV. 73 (1990) (hereinafter "Andrews Article").
17

18

535 P.2d 1241, 1244 (Utah 1975).

Accord, Carroll v. Carroll, 18 Wash. 2d 171, 138 P.2d 653 (1957) (which applied the statute to a trust of real
property without mentioning the limitation language, but in circumstances where the transfer into trust was also
found to be fraudulent as to creditors).
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property even though (i) the power remains unexercised, (ii) there is a spendthrift
provision, and (iii) there may be a gift over in default of appointment. 19
(2). State statutes. California, New York, Kansas, Michigan, Minnesota, North Dakota,
Oklahoma and South Dakota also have statutes to this effect. 2°
(3). Appointive assets reached last. Courts have generally concluded that the doneesettlor intends to have the appointive assets used to satisfy claims against the donee's
estate after other available assets have been used, unless a contrary intent is
manifested. 2I
(4). Withdrawal rights included. A retained general power that allows the settlor to
appoint property to himself includes a retained withdrawal right. 22
e. Revocable trusts. Various states also have statutes authorizing creditors of the settlor to
reach the assets of a revocable trust. The settlor is deemed in that instance to be the
absolute owner of the estate conveyed so far as the rights of creditors are concerned.

IS RESTATEMENT (SECOND) OF PROPERTY (DONATIVE TRANSFERS) §13.3 (ALI 1986) (hereinafter
"Restatement (Second) of Property (Donative Transfers).") See also Restatement (Third) of Trusts, supra note
4, §25, Comment e, Illustration 10, at 387.

20 Id.
21

Id. at Comment e. See also RESTATEMENT OF PROPERTY §328 (1940).

Restatement (Second) of Property (Donative Transfers), supra note 19, §13.3. Cited in support of the rule in that
Restatement is Deposit Guaranty Nat'l Bank v. Walter E. Heller & Co., 204 So.2d 856 (Miss. 1967), where the
settlor created a trust and reserved a life income interest and the right to withdraw 25 percent of the corpus annually
subject to the approval of an advisor to the trustee. The remainder was payable at settlor's death to a nephew. The
Supreme Court of Mississippi construed the withdrawal right as applying to 25 percent of the "original corpus" and
found that the settlor could have withdrawn the entire trust corpus from the commencement of the trust to settlor's
death. The Court then held that the settlor's creditors could reach all of trust assets even though the settlor had not
exercised the withdrawal right. What is particularly noteworthy are the comments of the Supreme Court of
Mississippi regarding the unexercised power:

22

"While, as a matter of fact, he did not withdraw it, he had the right to do so; and if he had the
right to reach the funds or securities, we are of the opinion that his creditors had the right also to
reach them. A debtor cannot have funds available to him (except funds exempt by law, not here
involved) and at the same time bar his creditors from reaching them. Of course, withdrawals
mentioned had to be with the approval of the advisor. This does not save the situation; for if there
were no advisor it would have to be with the approval of the Trustee. In either event, i f a man
were setting up a trust of his own property and were naming the trustee and the advisor as in this
case, it would be easy for him to select some person who would approve any demand for
withdrawal that he made." [Emphasis added]
204 So.2d at 861. Thus, the Supreme Court of Mississippi advised that it would assume maximum exercise of
discretion in favor of the settlor in connection with the exercise of the withdrawal power, and that the settlor would
therefore be treated as having the right to withdraw the maximum amount of property.
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These statutes were enacted because the common law rule was that a mere power to
revoke or amend a trust was not property. 23
3. What is the "maximum amount" payable to the settlor?
a. Construction issue. When a person creates a support trust or a discretionary trust for his
benefit, Restatement (Second) of Trusts §156(2) provides that his creditors can reach "the
maximum amount which the trustee under the terms of the trust could pay to him or apply
for his benefit." Various courts have had to determine what the "maximum amount" is,
particularly with respect to discretionary trusts with distribution standards. The same
construction issue exists with respect to state statutes regarding self-settled trusts of
personal property, which are discussed above. Under those statutes, trusts "for the use
of the settlor are "void" with respect to the settlor's creditors.
b. Decisions favoring settlor's creditors.
(1). Income interests. In Greenwich Trust Co v Tyson, 24 the trustee had the absolute
discretion to pay trust income to the grantor. The trustee also had the absolute
discretion to use trust income for the support and maintenance of the settlor's wife
and for the support, education and maintenance of the settlor's children. At issue was
whether the settlor's creditors could reach accumulated trust income at the settlor's
death. The Connecticut Supreme Court held that the settlor's creditors could reach
all of the accumulated trust income because such income could have been paid in the
trustee's discretion to the settlor. The court did not want to open a window for
evasion of debts by taking into account potential distributions to other discretionary
income beneficiaries, and it noted that none of the income beneficiaries could compel
the trustee to distribute income to them. 25

Jones v. Clifton, 101 U.S. 225 (1880). See also IV A. SCOTT & W. FRATCHER, THE LAW OF TRUSTS
§330.12, at 373 (4th ed. 1989) (hereinafter "IV Scott on Trusts"). One commentator notes that modern cases reveal
a trend toward eliminating the common law rule with respect to creditor claims at the settlor's death, particularly
when the power to revoke is compared to retained general powers of appointment. See Andrews Article, supra note
16, at 215-16, notes 204-07 and accompanying text. The article cites in support of this position State St. Bank &
Trust Co. v. Reiser, 7 Mass. App. Ct. 633, 389 N,E.2d 768 (1979), Estate of Kovalyshyn, 136 N.J. Super. 40, 343
A.2d 852 (1975), and Johnson v. Commercial Bank, 284 Or. 675, 588 P.2d 1096 (1978).

23

24

129 Conn. 211, 27 A.2d 166 (1942).

25

According to the Connecticut Supreme Court at 129 Conn. 224:
`Winder a trust where the trustee has absolute discretion to pay the income or expend it for the
settlor's benefit, the trustee could, even though he had a like discretion to expend it for others, still
pay it all to the settlor. Such a trust opens the way to the evasion by the settlor of his just debts,
although he may still have the full enjoyment of the income from his property. To subject it to the
claims of the settler's creditors does not deprive others to whom the trustee might pay the income
of anything to which they are entitled of right; they could not compel the trustee to use any of the
income for them. The public policy which subjects to the demands of a settlor's creditors the
income of a trust which the trustee in his discretion may pay to the settlor applies no less to a case
where the trustee might in his discretion pay or use the income for others. The trial court was
correct in holding that the plaintiff was entitled to reach the income if necessary to satisfy its
judgment, but was in error holding that its rights were limited to so much only of that income as
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(2). Principal interests. In Ware v Gulda,26 the Supreme Judicial Court of Massachusetts
broadly construed Restatement (Second) of Trusts §156(2). The trust instrument
there was established by Louise Gulda and provided that the trustee had the "sole
discretion" to expend "income and/or principal" for her "support and maintenance"
during her lifetime. Remaining trust property at her death passed to her son and two
daughters. The son was also the trustee. The court noted that Louise was the sole
beneficiary during her life and that the trustee had the discretion to make or withhold
distributions to her. The court construed the "maximum amount" available to the
settlor as follows: "Although every exercise of the power might take property away
from the remainderman, that is no objection where the trustee could pay the entire
principal to the creator of the trust." 27 Even though trust distributions were limited to
Louise Gulda's support and maintenance during her lifetime, nothing prohibited the
trustee from expending all of the trust property for those purposes. The Court
determined that the entire principal could be paid to her under the support and
maintenance standards; thus, the principal could be reached in its entirety by her
creditors. The possibility that trust property could be fully distributed to the grantor
in accordance with the distribution standards listed in the trust instrument was
sufficient to cause all of the trust property to be reached by the settlor's creditors
under the Restatement.
Another relevant case is Bank of Dallas v. Republic Nat. Bank of Dallas. 28 The trust
there authorized the trustee to make discretionary distributions of principal to the
settlor for her reasonable support, comfort and health and for the reasonable support
and education of settlor's descendants. The court held that all of the principal could
be reached by the settlor's creditors. 29
Other cases favoring a settlor's creditors have been decided in the context of
Medicaid eligibility. For example, in Forsyth v. Rowe, 3° discussed above,' the entire
"supplemental needs trust" there was deemed available to the settlor because the
court was unwilling to assume that Medicaid would always be available to the settlor
and that distributions would always be limited to the settlor's supplemental needs . 32

the trustee in his discretion deemed not to be required for the support, maintenance or education of
the settlor's wife and children."
26

331 Mass. 68; 117 N.E. 2d 137 (1954).

27

331 Mass. at 71.

28

540 S.W.2d 499 (Tex. Civ. App. 1976).

29

In In re Shurley: Shurley v. Texas Commerce Bank, 115 F.3d 333, 339-41 (5th Cir. 1997), the Firth Circuit Court
of Appeals relied upon the Bank of Dallas case and held that a trust where the trustee could make discretionary
distributions to support the settlors and their descendants in their "accustomed manner of living" could be reached
by the settlors' creditors to the extent of their respective contributions to the trust.
30

226 Conn. 818, 629 A.2d 379 (1993).

31

Supra at notes 6 and 7 and accompanying text.

32

The Connecticut Supreme Court initially determined that:
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Another important case in this regard is Cohen v Commissioner, 33 where the Supreme
Judicial Court of Massachusetts continued the broad interpretation of Restatement
(Second) of Trusts §156(2) as adopted by the Ware decision. The Cohen case was a
consolidation of four cases with four different trusts created by different settlors. At
issue was whether each trust was available in its entirety for the settlor. If so, then
each trust would be deemed a "Medicaid qualifying trust" (or MQT) for Medicaid
eligibility purposes. The Supreme Judicial Court noted that Restatement (Second) of
Trusts §156 is similar to and was a model for the federal MQT statute and the related
Massachusetts MQT regulation. 34 The court concluded with respect to each trust
there that the maximum amount available to the settlor under the Restatement and the
federal MQT statute was the maximum amount that the trustee could distribute to the
settlor under any circumstance, disregarding any limitation on the trustee's
discretion. 35

"The trust assets are considered available to Gregory up to the maximum amount of payments
that the trustee could disburse if he exercised his full discretion under the terms of the trust
whether the distributions are actually made. ... [W]e remand the case for further proceedings in
the trial court regarding the extent of the trustee's discretion, and if the trustee's discretion is
limited, whether such limitation is valid under the circumstances."
226 Conn. 818 at 830. On remand, the Superior Court of Connecticut determined that the entire trust was available
to Gregory even though the trust was established as a supplemental needs trust. The court also noted that one should
not assume in connection with the exercise of trustee discretion that Gregory would always be entitled to public
assistance. Forsyth v. Rowe, 1995 Conn. Super. LEXIS 931 (Conn. Super. Ct. Mar. 23, 1995). By acknowledging
that public assistance may not always be available, the Superior Court assumed maximum exercise of trustee
discretion by disregarding other available resources.
33

423 Mass. 399; 668 N.E. 2d 769 (1996).

423 Mass. 399 at 404, 412, and 414 (comparing 42 U.S.C. §1396a(k)(1) and 106 Code Mass. Regs. §505.160(J)
with Restatement (Second) of Trusts §156).

34

Before reviewing each of the four trusts there, the Supreme Judicial Court stated the following regarding
Restatement (Second) of Trusts §I56 and the federal MQT statute:

35

"Section 156 of the Restatement deals with a device, like the MQT, concocted for the purpose of
having your cake and eating it too: the self-settled, spendthrift trust. Under such a trust, a grantor
puts his assets in a trust of which he is the beneficiary, giving his trustee discretion to pay out
monies to gratify his needs but limiting that discretion so that the trustee may not pay the
grantor's debts. Thus, the grantor hopes to put the trust assets beyond the reach of his or her
creditors. Like the MQT statute, §156 defeats this unappetizing maneuver by providing that, even
if those assets are sought to be shielded by the discretion of a trustee, or if the trust simply
declares assets unavailable to creditors, the full amount of the monies that the trustee could in his
or her discretion "under the terms of the trust" pay to the grantor, is the amount available to the
grantor and thus to his or her creditors. Not only the courts of this State, but those of many other
jurisdictions have long followed this Restatement principle. See Ware v, Gulda, 331 Mass. 68,
70, 117 N.E. 2d 137 (1954).... See also Scott, Trusts §156 n.1 (3d ed. 1967 & Supp. 1985)
(compiling cases)." [Emphasis added.]
423 Mass. at 414. The court's application of Restatement (Second) of Trusts §156 is best scene from its analysis
there of the so-called Comins Trust and Clark Family Trust. The Comins trust was established by Lilyan Comins
for the benefit of her and her husband, Sydney Comins. Both spouses contributed property to the trust. Both were
entitled to trust income until one became institutionalized, in which event the other spouse was entitled to the
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income necessary for health, medical, social and personal benefits that were not otherwise available. Any remaining
income could be applied for the institutionalized spouse for health, medical, social and personal benefits that were
not otherwise available from other sources. When both spouses became institutionalized, trust income could be
applied for their health, medical, social and personal benefits that were not otherwise available from other sources,
as or when needed for their welfare. Until the later to occur of (i) 30 months from the date of the trust or (ii) the date
on which the first beneficiary became institutionalized, and thereafter during any period when the first beneficiary
was no longer institutionalized, trust principal could be applied for the first beneficiary as necessary and appropriate
for benefits and services not otherwise available from other sources, as or when needed for his or her welfare. Each
spouse also had an annual withdrawal right except when he or she was institutionalized. Both spouses were
admitted to a nursing home at the same time and were both institutionalized when they applied for Medicaid. The
court held as follows with respect to the Comins trust:
"The trustee has no discretion with respect to the noninstitutionalized beneficiaries, but must pay
out to them the full income. When one or both becomes institutionalized, however, under the
terms of the trust the trustee acquires limited discretion to pay out the full amount of the net
income. Therefore, on the interpretation of the statute we adopt, the amount available to the
beneficiaries is the maximum amount payable by the trustee disregarding any limitations on his
discretion, and that is the full amount of the net income.
"With respect to the principal, an analogous conclusion obtains. Paragraph (c) grants the trustee
discretion to pay any amount of principal 'as is necessary and appropriate ... for his/her welfare.'
This discretion is limited, not in amount but by circumstances: the trustee has discretion until the
later of two specified events occurs and 'also thereafter during any periods of time during which
the first beneficiary to be institutionalized is not then institutionalized.' This provision allows for
the care of the beneficiary during the thirty-month ineligibility period that another section of this
statute imposes in order to preclude transfers in contemplation of institutionalization. ... But as
we look to the trustee's discretion only to measure the amount available; we do not consider the
circumstances in which trust assets are payable to a beneficiary but rather determine the amount
of assets deemed available by disregarding any limitation on trustee discretion." [Emphasis
added.]
423 Mass. at 418. The Clark Family Trust was an irrevocable established by Lillian Walker, under which her
daughter served as trustee. Walker was the lifetime beneficiary of the trust and her three children were the
remainder persons. The trustee has the sole discretion to distribute as much of the income and principal for
Walker's comfortable maintenance except for services otherwise available through public assistance. Distributions
in substitution of public benefits were treated as a breach of fiduciary duty. Although a Probate and Family Court
had determined that the trust limited the trustee's discretion to distribute monies from the trust if doing so would
cause Walker to become ineligible for Medicaid, a Superior Court ruled that all of the trust assets were available to
Walker and that Walker was ineligible for Medicaid. In affirming the Superior Court's judgment, the Supreme
Judicial Court stated:
"Since the measure of the monies deemed available to the beneficiary under the terms of the trust
is the amount the trustee under any circumstances has discretion to disburse, and since that
discretion reaches the full amount of the principal and income, the division correctly ignored the
limitation on the trustee's discretion and ruled that Walker was ineligible for Medicaid benefits."
[Emphasis added.]
423 Mass. at 419-420. The approach of disregarding any limitation on fiduciary discretion was applied indirectly in
Forsyth v. Rowe, 1995 Conn. Super. LEXIS 931 (Conn. Super. Ct. Mar. 23, 1995) (where a trust settled with a
ward's proceeds from a personal injury suit were fully available to the ward because the court refused to assume 'in
all events the availability of public assistance for the ward) and in Deposit Guaranty Nat'l Bank v. Walter E. Heller
& Co., 204 So.2d 856 (Miss. 1967) (regarding the amount of property available to a settlor's creditors when the
settlor retained a withdrawal right exercisable in conjunction with a trust advisor, and the court disregarded the
advisor's role by assuming that the advisor would act in the manner requested by settlor).
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State statutes pertaining to self-settled trusts of personal property have also been
construed in favor of a settlor's creditors. For example, in Leach v. Anderson, 36 the
Utah Supreme Court determined that "the entire res, income and principal, is
committed to maintain [the settlor] Norma B. Anderson in her standard of living" as a
result of various trust provisions that included the power to distribute income and
principal to maintain the settlor in her accustomed standard of living, with remaining
assets passing at death to children and grandchildren. 37
(3). Unitrust interests. The common law principles in Restatement (Second) of Trusts
§156 have also been applied to a charitable remainder unitrust (CRUT) even though a
CRUT is not a support or discretionary trust to which §156(2) applies. In In re
Mack: Lindquist v. Mack, 38 the United States Bankruptcy Court for the District of
Minnesota relied upon that Restatement in holding that the debtor's retained unitrust
interest in a CRUT was property of the bankruptcy estate. That trust was still a selfsettled trust, and the bankruptcy court stepped into the shoes of the debtor with
respect to the debtor's unitrust interest.
,

(4). Future interests. If the settlor retains a future interest in the trust, then that interest is
also subject to the settlor's creditors. 39 Retained future interests can exist, for
example, in an inter vivos qualified terminable interest trust (or QTIP trust) where
one spouse (the donor-settlor) establishes the trust for the other spouse. Federal gift
tax regulations permit the donor-spouse to retain a secondary life interest if the
donor-spouse survives the other spouse. Because the QTIP trust will be included in
the spouse's gross estate under section 2044 of the Internal Revenue Code, the
inclusion is deemed to cleanse the trust of any taxable strings under sections 2036
and 2038 of the Code even though existing case law would seem to mandate a
different result. Nonetheless, the donor's creditors should be able to reach the
retained interest under Restatement (Second) of Trusts §156(2) assuming the trust is
not a domestic asset protection trust. 4°

36

535 P.2d 1241 (1975).

37

535 P.2d at 1242-1244. The Utah Supreme Court reached its decision after framing the issue at 535 P.2d at 1243
as follows:
"Whether the trust should be regarded as one created for the use and benefit of the trustor, is to be
determined upon what she has a right to take under its terms during her lifetime, rather than upon
what she has actually used therefrom. The fact that she has used only about $1,000 per year does
not change the character of the trust. Neither is its character changed because of its commitment
for her purposes during her lifetime, there may be a residuum that may benefit others than the
grantor (her children and grandchildren)."

38

269 B.R. 392 (2001).

39

McKenna v. Seattle-First Nat'l Bank, 35 Wash. 2d 662, 214 P.2d 664 (1950) (settlor's reversionary interest in
trust sold to satisfy creditor's claim).

40

See Gopman, Optimizing Asset Protection with QTIPs, 15 PROB. PRAC. REP. 1, 5 (June 2003).
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c. Decisions favoring settlor. Some courts have taken a narrow position as to what the
"maximum amount" is under Restatement (Second) of Trusts §156(2) that can be reached
by the settlor's creditors.
,

(1). Principal interests. In Avera v Avera, 4I an individual named J. Wray Avera II
established, as grantor, an irrevocable trust in March, 1967, under which he served as
trustee. In August, 1967, he married Dorothy Paulk Avera. Paragraph 2 of the trust
instrument established by Mr. Avera provided that the net income of the trust was
payable to him during his lifetime. Paragraph 3(a) of that trust instrument provided
for the distribution of principal as follows:
"If at any time because of misfortune, illness, accident or infirmity, Grantor
or any child or wife of his is in need of funds in excess of any funds
reasonably available to such person, Trustee may in his discretion, pay to,
or expend for, the benefit of any such person such sums out of the principal
of this trust as in the sole discretion of the Trustee may be necessary to
meet such need."
Paragraph 5(f) of that trust instrument provided that upon Mr. Avera's death, trust
assets were to be divided into equal shares for his then living children, with income
payable to each child until that child attained 55 years of age, at which time that child
could withdraw his or her entire share. Under paragraph 9(b) of that trust instrument,
Mr. Avera reserved a limited power of appointment that could be exercised during
his life but would be effective at his death.
In 1983, Mr. Avera filed for divorce. His wife filed a claim seeking, among other
things, a determination that the trust corpus was subject to her claims for alimony and
child support. The trial court ruled that the trust was valid and that the trust's net
income could be reached to satisfy the wife's claim for alimony and child support,
but the court determined that the trust's principal could not be reached for alimony
and child support except when principal was distributed to the Grantor for the
purposes specified in paragraph 3(a) of the trust instrument.
The Supreme Court of Georgia affirmed the trial court's decision and stated the
following regarding the distribution of principal during Mr. Avera's life under
paragraph 3(a) of the trust instrument:
"While we acknowledge there is a discretion in the trustee to encroach
upon the corpus, we note he may do so only in the limited circumstances of
`misfortune, illness, accident or infirmity,' and for necessary sums when
there are no other 'funds reasonably available' to meet the particular need.
This provision does not empower the trustee to invade the corpus with
unlimited discretion. Compare, ALI, Restatement of the Law Second,
Trusts, 2d ed., §156 (b); Scott on Trusts, 3r d ed., §156 (2), p. 1198."
Thus, the Avera decision considered the distribution standards as being limited in
scope and exercisable when there were no other funds reasonably available to meet a

41

253 Ga. 16, 315 S.E.2d 883 (1984).
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particular need. 42 Accordingly, the court protected the interests of the other
beneficiaries to the detriment of the settlor's creditors. Thus, the creditors of Mr.
Avera could only reach the trust property actually distributed to him:"
Another case, Dimaria v. Bank of California," involved an irrevocable trust where
the settlor was entitled to trust income for life and the trustee had the discretion to
distribute principal to the settlor only if the trust income, together with income from
other sources, was insufficient to provide reasonable support, medical care and
comfort. The trust was established to free the settlor from the constant demands of
her children. The California Court of Appeals asserted that the general rule is that a
creditor of a trust beneficiary has no more rights and can secure no greater benefits
from a trust than the beneficiary himself. 45 It determined that the trust there was
different from those in Ware and Greenwich, where the trustee had absolute
discretion. Although income was retdr1 to be distributed, the court concluded that
discretion to make principal distributions was limited (i.e., the trustee had to
determine if other resources were available and was only authorized to provide
"reasonable" support, medical care and comfort). The court also determined that the
interests of the other vested beneficiaries, which were subject to divestment, could
not be defeated by an invasion of the corpus contrary to the very terms of the trust
agreement. 46 With that in mind, the court held that the settlor's creditors could reach
all of the income and the additional corpus required for settlor's support and
obtainable by settlor from the trustee. 47 In that regard, the court stated:
"It cannot be soundly contended that such an arrangement is contrary to
public policy as the settlor's creditors here fare as well and possibly
better than in the case of an ordinary inter vivos gift with a reservation of
life income in the donor but with no possible access to the corpus."
Contrary to the Cohen decision discussed in note 35 above, the Avera decision took into account the "limited
circumstances" in which distributions could be made. Furthermore, the Avera decision assumes that other funds
might be available. Other courts, however, have dismissed such assumptions. For example, in Estate of Wallace v.
Director, 628 S.W.2d 388, 389 (Mo. App. 1982), the court , considered a similar argument in connection with a
supplemental needs trust and stated:
42

The defect in the logic of this argument lies in the fact that the appellant is asking the Division to
premise its determination of claimant's need on the assumption that claimant will be entitled to
[public] assistance. Entitlement to assistance, however, is the end product of the Division's
inquiry; it may not be assumed as the first step.
43

Compare Speed v Speed, 263 Ga. 166; 430 S.E.2d 348 (1993), where the Supreme Court of Georgia determined
that a self-settled trust, under which the trustee had the discretion to distribute trust principal and income to the
settlor for his maintenance and support and to pay the remainder to his estate at death, was available in its entirety to
satisfy the claims of the settlor's spouse for alimony and equitable distribution of property in accordance with
applicable law regarding the division of marital property.
44

237 Cal. App. 2d 254, 46 Cal. Rptr. 924 (1965).

45

237 Cal. App. 2d 254 at 257.

46

237 Cal. App. 2d 254 at 259.

47

237 Cal. App. 2d 254 at 258.
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In summary, the California Court of Appeals in Dimaria did not want to give the
settlor's creditors more rights or benefits than what the settlor had, nor was it willing
to allow the interests of the other beneficiaries to be defeated by the invasion of
principal for the benefit of settlor's creditors. Yet, the court did not say that the
"maximum amount" of principal that the settlor could receive was zero in all events.
To the contrary, it expressly stated that settlor's creditors could reach any principal
required for settlor's support. It also invited settlor's creditors to show that the
settlor's income was insufficient for settlor's reasonable needs for the purpose of
requiring the trustee to exercise its discretion to distribute principal. 48
Two transfer tax cases favoring the settlor are Herzog v. Commissioner 49 and In re
Estate of Uh1. 5° In Herzog, the settlor established an irrevocable trust that authorized
the trustee to make discretionary distributions of net income to the settlor and his
wife, but if the wife predeceased the settlor, then to the settlor and his descendants.
Settlor's wife and descendants were contingent beneficiaries of the principal. The
Second Circuit Court of Appeals held there that Restatement (Second) of Trusts §156
was not applicable because the cases relied upon by the Restatement did not pertain
to a discretionary trust of this type. The Second Circuit doubted that the income
interest could be reached by the settlor's creditors under New York law and that the
settlor had therefore departed with dominion and control over the entire trust for
federal gift tax purposes. In Uhl, the settlor established an irrevocable trust under
which the trustee had to pay $100 monthly to settlor and had the discretion to "pay a
greater sum" to the settlor. The Seventh Circuit Court of Appeals held that the settlor
gave up dominion and control of the trust property for federal estate tax purposes
except for the amount necessary to produce the $100 monthly payment. In that
regard, the court construed an Indiana statute that treated a trust "for the use of the
person making same [as ] void as against creditors existing or subsequent" as
being applicable only to the value of the trust estate necessary to produce the $100
monthly payment.
4. Lapse or release of a nonreserved general power can create a self-settled trust.
a. Definition of general power. A general power of appointment is usually described as a
power exercisable in favor of the donee, his estate, his creditors or the creditors of his
estate, whether or not it is exercisable in favor of others. However, applicable state law
may also describe a general power of appointment as a power to appoint to any person or
a power that is not expressly restricted as to appointees.

237 Cal. App. 2d 254 at 259. Although the trust in Dimaria did not have a spendthrift provision, the court's
reference to Restatement (Second) of Trusts §156 would indicate that the spendthrift provision would be
unenforceable anyway with respect to principal required to be distributed in accordance with the distribution
standards.
48

49

116 F.2d 591 (1941).

s° 241 F.2d 867 (1957).
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b. General power includes a withdrawal right. When a donee of a presently exercisable
general power of appointment can appoint to himself, the power includes a withdrawal
right. 5I
c. Common law and unexercised general powers. When the settlor reserves a general power
of appointment in a trust, the settlor's creditors can reach the assets subject to the
power. 52 However, the opposite is generally true with respect to general power of
appointment created by a person other than the donee of the power. Generally speaking,
unappointed assets subject to a general power of appointment created by a person other
than the donee of the power cannot be reached to satisfy the donee's creditors except to
the extent provided by statute. 53 The rationale for this rule is that a power of appointment
is not an asset of the donee and conveys no title to, or interest in, the property subject to
the power. 54 Thus, property subject to an unexercised general power of appointment can
be reached by a donee's creditors only to the extent permitted by statute. 55 Once a
general power is exercised, common law is divided as to whether the creditors of the
donee can reach the appointed property. 56
d. Statutes treating a general power as property. California, Michigan, Minnesota,
Oklahoma and Wisconsin have statutes providing that property over which a donee holds
a general power of appointment can be reached by the donee's creditors if the donee's
other property is insufficient. 57 These statutes effectively treat the appointive property as
the donee's property for this purpose. The Michigan and Wisconsin statutes provide that
the appointive property is "treated as property of the donee for purposes of satisfying
claims of the donee's creditors, as provided in this section." 58 The California statute
treats the appointive property as being equivalent to "property owned by the donee," and

See University Nat, Bank v. Rhoadarmer, 827 P.2d 561, 562 (Colo. App. 1991) (treating a beneficiary's noncumulative right to withdraw up to $5,000 or 5% of the current market value of the trust corpus on an annual basis
was a general power of appointment) and Irwin Union Bank and Trust Co. v. Long, 160 Ind. App. 509, 312 N.E.2d
908 (1974) (treating, after extensive review of the law of other states, a beneficiary's non-cumulatiVe right to
withdraw up to 4% of the market value of the trust principal on an annual basis as a general power of appointment).

51

52 See Restatement (Second) of Trusts, supra note 15, §156, Comment c, at 326 ("If the settlor reserves for his own
benefit not only a life interest but also a general power to appoint the remainder by deed or will or by deed alone or
by will alone, his creditors can reach the principal of the trust as well as the income. See Restatement of Property,
§328."). See also Restatement (Second) of Property (Donative Transfers), supra note 19, §13.3 ("Appointive assets
covered by a general power of appointment created by the donee can be subject to the payment of the claims of
creditors of the donee or claims against the donee's estate."). This rule is not affected by the presence of a
spendthrift provision. Id., at Comment a.
53

Restatement (Second) Of Property (Donative Transfers), supra note 19, §13.2.

54

62 AM. JUR. 2D Powers of Appointment §7 (1990).

55

Restatement (Second) of Property (Donative Transfers), supra note 19, §13.2.

56

Restatement (Second) of Property (Donative Transfers), supra note 19, §§13.4 and 13.5.

57

Cal. Prob. Code §682; Mich. Comp. Laws §556.128; Minn, Stat. §502.70; 60 Okl. St. §299.9; Wis. Stat. §702.17.

58

Wis. Stat. §702.17(1); Mich. Comp. Laws §556.128(1).
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the Law Revision Commission Comments to the California statute provide that the
"appointive property is treated just as property owned by the donee."
e. Statutes treating a general power as an absolute fee. Alabama, the District of Columbia,
North Dakota, South Dakota and Tennessee have statutes based on an old New York
statute, which provides that a donee's lifetime power or a testamentary power to dispose
of the "entire fee" for the donee's benefit, which is not accompanied by any trust, is a fee
absolute as to the rights of creditors. 59 New York courts have construed the old New
York statute as requiring the grant of a lifetime power of disposition irrespective of
whether any testamentary power was also granted. ° However, Alabama courts would
allow a mere testamentary power under certain limited conditions. 6I
f.

Statutes should treat lapse/release as creating a self-settled trust. The statutes described
in the two preceding paragraphs treat a general power of appointment as either property
or an absolute fee for creditor's rights purposes. If the general power is property or an
absolute fee for creditor's rights purposes at the time it lapses, and if the donee has other
interests in the trust to which the lapsed power applied (e.g., an income or remainder
interest), then it could be argued that the donee indirectly transferred a "form of property"
to the trust, thereby creating a self-settled trust with respect to the lapsed property. 62 In
that instance, the donee has arguably exchanged one form of property (the general power)
for another form of property (an equitable interest in the trust). 63 There should be no
difference in result if the donee exercised the power and transferred the property to a selfsettled trust in which the donee reserved a life or remainder interest, or allowed the power
to lapse, and has a life or remainder interest in the trust to which the lapsed power
applied. In either case, the donee receives the benefit of the property subject to the power
and the donee's creditors should be allowed to reach it. In summary, these statutes, when
applied in conjunction with a state's public policy on creditor's rights with respect to selfsettled trusts, could lead a court to treat a lapsed general power as the creation of a selfsettled trust.

5. Impact of the Unif. Trust Code and Restatement (Third) of Trusts on self-settled trusts. The
Uniform Trust Code64 was prepared by the National Conference of Commissioners on
59

Code of Ala. §§35-4-291 and 35-4-292; D.C. Code §42-1005; N.D. Cent. Code §59-05-39; S.D. Codified Laws
§43-11-18 (appears limited to real estate); Tenn. Code Ann. §66 -1-106.

60 See Whiteside and Edelstein, Life Estates With Power To Construe Rights Of Creditors, Purchasers And
Remaindermen: A Study Of New York Real Property Law Sections 149-153, 16 CORNELL L.Q. 447, 464-65 (1931)
(discussing New York cases requiring a lifetime power of disposition regardless of whether a testamentary power of
disposition is granted).

61 See Bynum v. Campbell, 419 So.2d 1370 (1982) and Note; Powers of Appointment in Alabama — A Plea for
Reform, 26 ALA. L. REV. 355 (1974) (particularly notes 94 and 155-56).

See In re Hertsberg Inter Vivos Trust: Colman v. Dept. of Mental Health, 457 Mich. 430, 578 N.W.2d 289 (1998),
which treated a ward as the settlor of a trust because the ward transferred a "form of property" (i.e., lawsuit rights) to
the trust.
62

In its unpublished opinion in Edwards v. Hutzel Hospital, 1997 Mich. App. LEXIS 2592 (1997), the Michigan
Court of Appeals treated the person who exchanged "one form of property — her lawsuit — for another form of
property — a beneficial interest in a discretionary trust."
63

64

Unif. Trust Code, supra note 3.
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Uniform State Laws and is the first uniform codification of the law of trusts that a state can
enact as legislation, which is based on Restatement (Third) Of Trusts. As will be seen below,
Restatement (Third) of Trusts follows and departs from the rules set forth in Restatement
(Second) of Trusts. The discussion below focuses primarily on Article 5 of the Unif. Trust
Code65 and corresponding provisions of the Restatement (Third) of Trusts.
a. Revocable trusts. Section 505(a)(1) of the Unif. Trust Code and Restatement (Third) of
Trusts66 adopt the modem common law position that a revocable trust is subject to the
claims of a settlor's creditors. The power of revocation is treated there as the equivalent
of the ownership of trust property.
Furthermore, Section 505(a)(3) of the Unif. Trust Code adopts the position that the assets
of a revocable trust can be used to satisfy the elective share of the settlor's surviving
spouse.67 This is also the position of the Restatement (Third) of Trusts. 68
b. Reserved general powers of appointment. Section 505 of the Unif. Trust Code does not
discuss creditors' rights with respect to reserved general powers of appointment except
for withdrawal rights. No separate mention of reserved general powers was made
because the definition of a revocable trust in the Restatement (Third) of Trusts includes a
trust where the settlor reserves a general power of appointment instead of a power to
amend or withdraw. 69
c. Nonreserved general powers. Except for withdrawal powers, Article 5 of the Unif. Trust
Code does not discuss creditor's rights with respect to a presently exercisable general
power of appointment created by a person other than the donee. However, a presently
exercisable general power of appointment is dealt with in the Restatement (Third) of
Trusts," where it states that:
"Trust property subject to a presently exercisable general power of
appointment (a power by which the property may be appointed to the donee,
including one in the form of a power of withdrawal), because of the power's
equivalence to ownership, is treated as property of the donee of the power. It
can therefore be subjected to the satisfaction of the claims of the donee's
creditors. Thus, the treatment of the assets subject to a presently exercisable
general power is like the treatment of revocable trust assets under §25(2).

65 Unif. Trust Code, supra note 3, §§501-07, at 174-81. For an in-depth analysis of the entire Unif. Trust Code, see
Newman, The Rights of Creditors of Beneficiaries Under The Uniform Trust Code: An Examination of The
Compromise, 69 TENN. L. REV. 771 (2002).
66

Restatement (Third) of Trusts, supra note 4, §25, Comment e, at 386-87, and the Reporter's Notes at 413-15.

67

Unif. Trust Code, supra note 3, §505(1)(3), at 178.

68

Restatement (Third) of Trusts, supra note 4, §25, Comment d, Illustration 6, at 386.

69

Restatement (Third) of Trusts, supra note 4, §25, Comment e, Illustration 10, at 387.

70

Restatement (Third) of Trusts, supra note 4, §56, Comment b, at 339 (emphasis added). See also Restatement
(Third) of Trusts, supra note 4, §58, Comment b(1), at 356 and Illustration 2 at 357.
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(That it is immaterial that the terms of a trust creating such power include a
spendthrift restraint, see §58, Comment b.)"
d. Withdrawal rights. Section 505(c) of the Unif. Trust Code treats the holder of a presently
exercisable withdrawal power in the same manner as a settlor of a revocable trust to the
extent of the property subject to the power. The Comment to Section 505(c) states that a
withdrawal power is the equivalent of a power of revocation because the two powers are
functionally identical. Furthermore, as noted in the paragraph immediately above, a
withdrawal power is also treated as a general power of appointment by the Restatement
(Third) of Trusts and is treated there as being equivalent to ownership. Thus, property
subject to a presently exercisable withdrawal power can be reached by the power holder's
creditors regardless of whether a spendthrift provision exists.
Upon the lapse, release or waiver of a withdrawal power, Section 505(c)(2) of the Unif.
Trust Code provides a slightly different result. In that event, the power holder is treated
as the settlor of a trust to the extent the value of the property subject to the power at the
time of the lapse, release or waiver exceeds the greater of the "5 by 5 amount" ($5,000 or
5% of the trust assets) or the annual gift exclusion amount (currently $11,000). 71 Thus,
the value of a withdrawal power in excess of those amounts is subject to the power
holder's creditors upon the lapse, release or waiver of the power. If a state has not
adopted the Unif. Trust Code (or Section 505 of the Unif. Trust Code), but has adopted
§56 of the Restatement (Third) of Trusts 72 or has enacted a statute similar to that
Restatement, then the "5 by 5 amount" and the annual gift exclusion amount can also be
reached by the power holder's creditors.
e. Irrevocable self-settled discretionary trusts. Section 505(a)(2) of the Unif. Trust Code
provides that a creditor of the settlor of an irrevocable trust "may reach the maximum
amount that can be distributed to or for the settlor's benefit." The Comment to Section
505(a)(2) states that this provision adopts the "traditional doctrine" of the Restatement
(Third) of Trusts 73 and the Restatement (Second) of Trusts, 74 which is summarized as
follows:
"[A] creditor of the settlor may reach the maximum amount that the trustee
could have paid to the settlor-beneficiary. If the trustee has discretion to
distribute the entire income and principal to the settlor, the effect of this
subsection is to place the settlor's creditors in the same position as if the trust
had not been created." 75
This language seems innocuous and does not appear to take a position as to whether
discretionary distribution standards should be considered or disregarded in determining
According to the Comment to Section 505(c), that Section follows the lead of Arizona and Texas that have
statutes exempting trust property subject to a Crummey or five and five withdrawal power.
71

72

Restatement (Third) of Trusts, supra note 4, §56, at 337.

73

Restatement (Third) of Trusts, supra note 4, §58(2), Comment e, at 361-62.

74

Restatement (Second) of Trusts, supra note 15, §156, at 326.

75

Unif. Trust Code, supra note 3, §505, Comment, at 179.
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the "maximum amount." However, the Restatement (Third) of Trusts fills this gap and
requires that distribution standards and fiduciary principles be considered and not
disregarded. Specifically, the Restatement (Third) of Trusts provides that
"[C]reditors of the settlor can reach the maximum amount the trustee, in the
proper exercise of fiduciary discretion, could pay to or apply for the benefit
of the settlor." 76
The Reporter's Notes to the Restatement (Third) of Trusts supply additional insight
regarding the application of this rule. In response to one commentator's view that the
traditional rule on self-settled trusts "disregards the otherwise enforceable interests of the
other trust beneficiaries,"" the Reporter's Notes state:
"One may, of course, disagree with Restatement (and now prevalent) policy
and its view of the realities of the settlor's position, but certainly the position
of this Comment (and of this Third Restatement generally, cf. §50) requires,
that in determining the maximum amount a trustee could distribute to the
settlor, fiduciary principles and the trustee's duties must be taken into
account, and this is not the same as generally allowing the settlor's creditors
to reach the assets of the trust.

[T]he special rule of this Comment, and the rule of the Uniform Trust
Code all allow creditors to reach the entire corpus only if the trustee could
properly distribute the whole trust estate to the settlor. Either expressed
standards or interpretation of the trust terms and purposes (see §50 and its
commentary) would often lead to the conclusion that lesser amounts, and
then probably amounts periodically distributable, should be reached in
situations of this type, although a number of cases have gone beyond what
the language of the instrument would seem to bear in allowing the creditor(s)
to reach the entire trust estate. Thal result clearly seems inappropriate, and
certainly is not intended by the views stated in this Comment or generally
elsewhere — except in those circumstances in which the trust terms would
actually allow the trustee to distribute the full trust estate to the settlor."
[Emphasis added]. 78
Thus, the policy of the Unif. Trust Code and the Restatement (Third) of Trusts is to
provide more creditor protection for self-settled discretionary trusts by taking into
Restatement (Third) of Trusts, supra note 4, §60, Comment f, at 411 (emphasis added). The Reporter's Notes to
Comment f state that the rule presented there "is standard, traditional doctrine and is solidly supported by most of
the case and statutory law in point," and they cite decisions such as Greenwich Trust in support of this rule. Id. at
423. Those Notes also state that early decisions such as Herzog took a different position or misunderstood the rule.
Id. at 427.
76

77

See Danforth, Rethinking the Law of Creditors' Rights in Trusts, 53 HASTINGS L. J. 287, 366 (2002)
(hereinafter "Danforth Article"). According to Professor Danforth, this view is based on the long-standing position
in the United States that self-settled trusts are void based on public policy. Id. at 293, 306,
78

Reporter's Notes to Restatement (Third) of Trusts, supra note 4, §60, Comment f, at 424-25.
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account, rather than disregarding, distribution standards and fiduciary principles. Under
this policy, creditors of the settlor could reach "lesser amounts" when distribution
standards become more restrictive, and "probably amounts periodically distributable,"
which is intended to limit the settlor's creditors to amounts distributed when restrictive
distribution standards exist in a discretionary trust?' However, when the settlor is the
sole beneficiary during his lifetime and the trust has diapositive provisions with either no
distribution standards" or broad distribution standards (e.g., distributions for the
beneficiary's "benefit" 81 or "happiness" 82), the policy of Restatement (Third) of Trusts is
that the settlor's creditors can reach the entire trust estate.
f. Summary. The discussion above reveals that the Unif. Trust Code and Restatement
(Third) of Trusts, in comparison to common law, provide less creditor protection for
trusts in some respects and more creditor protection for trusts in other respects.
(1). Less creditor protection. When a settlor reserves a power to revoke or a general
power of appointment, the Unif. Trust Code and Restatement (Third) of Trusts
provide that the settlor's creditors can reach the assets subject to the power to revoke
or general power of appointment. Similarly, Restatement (Third) of Trusts provides
that nonreserved general powers of appointment (i.e., general powers established by a
person other than the donee) is equivalent to ownership, and the donee's creditors can
also reach the assets subject to the power regardless of whether a spendthrift
provision exists. Moreover, the Unif. Trust Code and the Restatement (Third) of
Trusts treat a withdrawal right as being the equivalent of a power of revocation,
which, in turn, is treated as being the equivalence of ownership. The creditors of the
person holding the withdrawal right can reach the property subject to the withdrawal
right irrespective of whether a spendthrift provisions exists. However, upon the lapse
or release of a withdrawal power, the Unif. Trust Code limits the creditors' rights to
property in excess of the "5 by 5 amount" or the annual gift exclusion amount.

79

Professor Danforth summarizes this position as follows:
In all cases, the extent of creditors' rights [with respect to self-settled trusts] should form a continuum,
with the greatest rights existing in those trusts over which the settlor has reserved substantial interest
and control and the least rights existing in those trusts for which the opposite is true.

Danforth Article, supra note 77, at 306.
80

Restatement (Third) of Trusts, supra note 4, §58, Comment e, at 362 provides in part:
"If the terms of the trust ... had authorized T to invade principal for the benefit of S, or if the trust had
been a wholly discretionary one for S's lifetime, the discretionary interest could also be reached to the
claims of S's creditors." [Emphasis added].

81

Id. According to Restatement (Third) of Trusts, supra note 4, §50, Comment d(3), at 268, the terms "benefit,"
"best interests" and "welfare," standing alone, suggest a support standard, but tend to authorize discretionary
distributions beyond the usual scope of a purely support-related standard. They lack the objective meaning of a teem
such as "support."
82 See the definition of "happiness" in Restatement (Third) of Trusts, supra note 4, §50, Comment d(3), at 268,
where it provides that "happiness" alone expresses no objective minimum of entitlements.
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(2). More creditor protection. In contrast to cases such as Cohen v. Commissioner"
(which does not consider the circumstances in which trust assets are payable to a
beneficiary and disregards any limitations on the trustee's discretion in determining
the maximum amount that can be reached by the settlor's creditors with respect to an
irrevocable self-settled discretionary trust), the Unif Trust Code and the Restatement
(Third) of Trusts provide additional creditor protection for those trusts by requiring
the "proper exercise of fiduciary discretion" in determining the maximum amount.
By requiring proper exercise of fiduciary discretion, distribution standards contained
within dispositive provisions will have to be properly applied. The settlor's creditors
will step into the settlor's shoes and will be able to reach trust assets to the extent of
the settlor's retained interest. Any limitations on trustee discretion will be honored,
rather than disregarded, under the Unif. Trust Code and the Restatement (Third) of
Trusts. In that regard, "Either expressed standards or interpretation of the trust terms
and purposes (see §50 and its commentary) would often lead to the conclusion that
lesser amounts, and then probably amounts periodically distributable, should be
reached in situations of this type." 84
6. Using fraudulent conveyance laws to reach self-settled trusts. The Restatement (Third) of
Trusts anticipates that a settlor's creditors will reach lesser amounts from a trust 85 as a result
of the rule that "creditors of the settlor can reach the maximum amount the trustee, in the
proper exercise of fiduciary discretion, could pay to or apply for the benefit of the settlor." 86
As a result, creditors of the settlor may find it advantageous to use other remedies to reach
more trust assets, such as fraudulent transfer laws. 87 According to one commentator:
"Fraudulent transfer laws afford creditors an alternative means of satisfying a
judgment from assets transferred to an asset protection trust: even if a selfsettled APT is respected as an effective device for sheltering assets from a
creditor's claim, the creditor can always argue that the settlor's transfer to the
APT was fraudulent and thus voidable, under the fraudulent transfer laws." 88
a. Uniform acts. The primary fraudulent conveyance acts for states are the 1918 Uniform
Fraudulent Conveyance Act (UFCA) 89 and the 1984 Uniform Fraudulent Transfer Act
83

423 Mass. 399, 668 N.E.2d 769 (1996).

84

Reporter's Notes to Restatement (Third) of Trusts, supra note 4, §60, Comment f, at 425.

85

Reporter's Notes to Restatement (Third) of Trusts, supra note 4, §60, Comment f, at 424-25.

86

Restatement (Third) of Trusts, supra note 4, §60, Comment f, at 411 [Emphasis added].

87

See, e.g., Matthews v. Serafin, 319 Ill. App. 3d 72, 744 N.E. 2d 934 (2001) (where the plaintiff sought to collect
on a judgment for unpaid rent by attempting to set aside a transfer by the decedent to his revocable trust under the
Illinois UFTA); United States v. Lawrence, 189 F.3d 838, 845-46 (9th Cir. 1999) (where the Ninth Circuit Court of
Appeals noted that "Under the Uniform Fraudulent Transfer Act, a transfer to a trust established to defraud the
settlor's creditors is void," but also stated that the elements of the claim there had nothing to do with finding a trust
void); and United States v. Estabrook, 78 F. Supp. 2d 558 (N.D. Tex. 1999) (where the federal government, in an
attempt to collect unpaid federal income taxes for 1983, 1993 and 1994, alleged that the transfer of property to' a
revocable trust in or around 1983 was fraudulent under the Texas UFTA).
88

Danforth Article, supra note 77, at 326.

89

UNIFORM FRAUDULENT CONVEYANCE ACT, 7A U.L.A. 1 (1999) (hereinafter "UFCA").
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(UFTA)" The UFTA has been enacted in 39 states and the District of Columbia,
whereas the UFCA is in force in Maryland, New York, Tennessee, Virgin Islands and
Wyoming. The following seven states have not adopted any uniform statute: Alaska,
Georgia, Louisiana, Kentucky, Mississippi, South Carolina, and Virginia. 91 The UFTA is
the predominant uniform act in the United States, and this outline focuses on that act.
b. Actual/constructive fraud. The UFCA and the UFTA void a transfer when there is either
actual fraud or constructive fraud. 92 Proving actual fraud can be difficult, so courts often
review enumerated "badges of fraud" that weigh for or against a finding of actual intent. 93
Under the UFTA, badges of fraud include, among other factors, the following:

90

•

The transfer was to an "insider;" 94

•

The debtor retained possession or control of the property transferred after the
transfer; 95

•

The transfer was concealed;

•

The transfer was of substantially all of the debtor's assets;

UNIFORM FRAUDULENT TRANSFER ACT, 7A U.L.A. 266 (1999) (hereinafter "UFTA").

T. Mayer, Will The Lawyer's Pay? Counsel's Ethical, Civil And Criminal Exposure For Creating Offshore Asset
Protection Trusts 13-14 (2003) (presented at the 2003 Annual Meeting of The American College of Trust and Estate
Counsel, March 6-7, 2003) (hereinafter "Mayer Article")
91

For a general summary on the application of fraudulent transfer laws to trusts, see the Danforth Article, supra
note 77, at 326-33, and the Mayer Article, supra note 91, at 13-14.
92

93

Danforth Article, supra note 77, at 327-28, and Mayer Article, supra note 91, at 15-17.

Although a transfer of property to a trust is not a badge of fraud under the UFTA, a trust could be considered an
"insider" if there is some sort of close relationship. See UFTA, supra note'90, §1(7), Comment 7, at 278.

94

95

Retention of the benefit, use or control of property, including property of a business, is a classic indication of
fraud in the absence of any valid reason. 37 AM. JUR 2D, Fraudulent Conveyances and Transfers §36 (2001). The
retention of control is also an issue with respect to offshore APTs, particularly when clients use a U.S. limited
partnership or LLC to hold certain U.S. assets. One commentator has briefly discussed the control issue as follows:
"[T]he settlor should retain the least amount of control over the trust. This structure requires an
independent, if friendly, trustee, who has control of the trust's assets exclusive of the settlor and
perhaps an independent, if friendly, protector, as well. To retain some control, many clients will
`wrap' the trust's assets within a limited partnership or LLC of which the settlor is a 1% general
partner (or manager, if an LLC) and the trust is a 99% limited partner (or sole member, if an LLC).
Another alternative might be to name the settlor as an investment advisor to the trust, with the power to
make all investment, but no distribution, decisions."
Rothschild & Rubin, Offshore Trusts — Onshore Litigation, 13 PROB & PRAC. 29, 32 (November/December 1999)
[Emphasis added]. Having the client serve as the general partner of a limited partnership or manager of an LLC
brings the control issue to the forefront for fraudulent conveyance purposes. For example, In re Zyndorf. Zoltanski
v. Akst, 80 BR, 876 (N.D. Ohio 1987) determined that reserving the right to keep the books and records of a
partnership is a badge of fraud, but this case is by no means dispositive of this issue.
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o

The debtor removed or concealed assets;

•

The value of the consideration received by the debtor was reasonably
equivalent to the value of the asset transferred; and

•

The debtor was or became insolvent shortly after the transfer was made. 96

c. Present and future creditors. A highly debated topic within the bar is whether fraudulent
conveyance or fraudulent transfer laws apply to an unknown future creditor whom a
settlor cannot reasonably foresee. 97 This is important with respect to certain statutory
provisions that apply to "present and future creditors."
d. Statutes of limitation. An action for actual fraud under the UFTA must be brought within
four years after the transfer was made or, if later, within one year after the transfer or
obligation was or could have been discovered by the claimant. 98 With one exception, 99
actions for constructive fraud under the UFTA must be brought within four years after the
transfer was made. loo
Courts have generally interpreted the limitations period under the UFTA as commencing
when a transfer is made. m However, two California cases have held that the limitations
period under the UFTA commences on the date a creditor obtains a final judgment
against the debtor. 1°2
When a bankruptcy proceeding is commenced with respect to a debtor, the limitations
period under applicable state law (i.e., the UFTA or the UFCA) might be extended for
years under section 546 of the Bankruptcy Code. 1°3 Section 546 describes the period in
which a timely claim can be made, which can be tolled in certain circumstances such as

96

UFTA, supra note 90, §4(b), 302.

Compare the Mayer Article, supra note 91, which contends that the actual fraud provisions in the UFCA and
UFTA apply to all future creditors if actual intent to defraud can be proved, with the Danforth Article, supra note
77, and D. Osborne, The Case For Asset Protection Planning 5-6 (2003) (presented at the 2003 Annual Meeting of
The American College of Trust and Estate Counsel, March 6-7, 2003), both of which contend that courts are
unwilling to void transfers whose purpose and effect is to shelter assets from creditors that were unknown at the time
of the transfer, and further contend that there should be a causal link between a transfer and the injury suffered by a
creditor.
97

98

UFTA, supra note 90, §9(a), at 359.
UFTA, supra note 90, §9(c), at 359.

1°° UFTA, supra note 90, §9(b), at 359.
101

Spero & Rice, New Developments Affect the Statute of Limitations for Fraudulent Transfers,
384, 386-87 (2003) (hereinafter "Spero Article").
102

30 EST. PLAN.

Spero Article, supra note 101, at 386-87, citing Cortez v. Vogt, 52 Cal. App. 4th 917, 60 Cal. Rptr. 841 (1997)
and Macedo v. Bosio Revocable Trust, 86 Cal. App. 4th 1044 (2001).
103

Spero Article, supra note 101, at 387-88.
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fraud, misrepresentation and the automatic stay.
concluded that:

104 Consequently, one commentator has

"Section 546 [of the Bankruptcy Code], together with the ability to equitably
toll the statute of limitations, effectively extends the statute of limitations
indefinitely under certain circumstances. Accordingly, lawyers counseling
clients about asset protection should refrain from asserting that fraudulent
transfers are subject to a precise statute of limitations." 105
e. Injunctive relief. When a fraudulent transfer action is timely filed under the UFTA or the
°6
UFCA, both acts authorize injunctive relief to prevent further fraudulent transfers.'
7. Using other "invalidating" law to reach self-settled trusts. The UFTA and the UFCA allow
other "invalidating" law to supplement their provisions, and the UFTA also allows other
"validating" law to supplement its provisions. The UFTA addresses this matter as follows:
"Unless displaced by the provisions of this Act, the principles of law and equity,
including the law merchant and the law relating to principal and agent, estoppel,
laches, fraud, misrepresentation, duress, coercion, mistake, insolvency, or other
validating or invalidating cause, supplement its provisions."'"
The UFCA addresses this matter as follows:
"In any case not provided for in this Act the rules of law and equity including the
law merchant, and in particular the rules relating to the law of principal and
agent, and the effect of fraud, misrepresentation, duress or coercion, mistake,
bankruptcy or other invalidating cause shall govern." 1°8
Each provision allows a transfer to be set aside under "other invalidating cause" that is not
"displaced by" or "not provided for" by the applicable act. At first glance, one may think that
the UFTA and the UFCA cover all fraudulent transfers or conveyances because each act
contains provisions voiding actual and constructive transfers or conveyances. However,
neither the legislative history to the UFTA nor case law interpreting the UFCA support that
view.
a. Prefatory Note to the UFTA. The Prefatory Note to the UFTA provides that other
validating law can supplement the statutory periods of limitations within that act:

104

Id.

105

Id.

106

Spero Article, supra note 101, at 388-89 and Grupo Mexicano de Desarrollo, S.A. v. Alliance Bond Fund, Inc. ,
527 U.S. 308 (1999). See also UFTA, supra note 90, §7 at 339-40, and UFCA, supra note 89, §10, at 257.
UFTA, supra note 90, §10, at 363-64. The Comment to this provision states that "This section is derived from
§11 of the Uniform Fraudulent Conveyance Act and §1 -103 of the Uniform Commercial Code."
107

108

UFCA, supra note 89, §11, at 263.
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"The Act recognizes that laches and estoppel may operate to preclude a particular
creditor from pursuing a remedy against a fraudulent transfer or obligation even
though the statutory period of limitations has not run." I09 [Emphasis added].
Thus, the four year and one year periods of limitation within the UFTA can be
supplemented by the doctrines of laches and estoppel to validate a transfer even though
those periods of limitation have not run. The specific statutory period of limitations did
not "displace" laches or estoppel.
b. Lee v. State Bank & Trust Co. The Second Circuit Court of Appeals in Lee v. State Bank
& Trust Co." squarely addressed the question whether other invalidating common law
could supplement the UFCA. The issue there was whether the doctrine of Benedict v.
Ratner! " was abolished when New York adopted the UFCA. Under that doctrine, a
transfer of property as security that reserves to the transferor the right to dispose of the
property or the proceeds thereof for the transferor's own uses is fraudulent as to creditors
and void under New York law. 112 The Second Circuit in Lee determined that the doctrine
of Benedict v. Ratner was not forbidden by the actual or constructive fraud provisions of
the New York UFCA. In particular, the actual fraud provisions there did not apply
because the doctrine voided a transfer irrespective of intent, and the other provisions of
the New York UFCA (including the constructive fraud provisions) did not apply because
the doctrine constituted "other invalidating cause" under the UFCA." 1I3 The Second
Circuit noted that other cases had applied that doctrine without reference to the UFCA. I 14
c. Other invalidating law under Restatement (Second) of Trusts §§63 and 156.
One
commonly used example of "other invalidating" law is Section 156 of the Restatement
(Second) of Trusts, under which a settlor's creditors can reach the "maximum amount"
payable to the settlor under the terms of the trust irrespective of whether a transfer to the
trust was a fraudulent conveyance or whether the settlor had an intent to defraud
creditors." Another example of "other invalidating" law appears to be Section 63(1) of
the Restatement (Second) of Trusts," which provides:
"Except as stated in Subsection (2), a trust is invalid if the purpose of the
settlor in creating the trust is to defraud his creditors or other persons."
109

Prefatory Note to the UFTA, supra note 90, at 271.

110

54 F.2d 518 (2nd Cir. 1931).
268 U.S. 353 (1925).

112

268 U.S. 353 at 361-62. In Lee, the Second Circuit summarized that doctrine twice, once as "assignments of
accounts with dominion reserved to the assignor [are] condemned" and another time as "a mortgage reserving
dominion to the mortgagor is void as to creditors regardless of the intent with which it is made." 54 F.2d 518 at
519-20.
113

54 F.2d 518 at 519-20.

114 Id.

115

Restatement (Second) of Trusts, supra note 15, §156, Comment a, at 326.

116

Restatement (Second) of Trusts, supra note 15, §63, at 172.
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Under Section 63(1), a trust is invalid not because of the character of the trust provisions,
but because of the circumstances under which it is created and the motives of the settlor
in creating it. 117 Thus, Section 63(1) looks to the purpose for creating a trust, not the
intent behind a transfer or conveyance of property to the trust. On the other hand, the
UFTA and UFCA look at the intent (actual or constructive) behind a transfer or
conveyance of property, 118 not the intent behind the creation of the transferee-trust. 119
Although the intent in proving each may be similar, and although the end result of an
action brought under Section 63 or the UFTA or UFCA may be the same (i.e., to allow a
creditor to reach the assets in the trust), the "invalidating" theory under Section 63(1) is
different from the "invalidating" theory under the UFTA or the UFCA.
117

Restatement (Second) of Trusts, supra note 15, §63, Comment a, at 172. One case applying the rule in Section
63(1) was Spratt v. Security Bank of Buffalo, 654 P.2d 130 (Wyo. 1982), where a Gail Fanning established a two
year trust under which her attorney, Charles Spratt, was named as trustee. The trust corpus consisted of a bank
certificate of deposit purchased in the name of the trustee. The purpose of the trust was to put money in trust beyond
the reach of Gail Fanning's ex-husband, his creditors, and the Internal Revenue Service. Ms. Fanning and her
former husband defaulted on certain notes to the same bank, which asserted its right to set off against the certificate
of deposit. Even though the certificate of deposit was issued in the name of the trustee, Gail Fanning signed the
certificate as depositor and subsequently treated it as hers. Because she treated the certificate as hers, the court
allowed the set off. However, the court also allowed the set off because the trust was established with an unlawful
intent to avoid creditors. The court stated;
"If we were to consider the trust as related to the certificate, on the other hand, we must do so
remembering that the doctrine of the law of trusts is an equitable one. Kane v. Kane, Wyo., 577 P.2d
172 (1978). We must also keep in mind that it is well developed in the law of trusts that trusts created
to delay, hinder or defraud creditors are not looked upon with favor by the courts. Bogert, The Law of
Trusts and Trustees, supra, §211. In fact, intent to defraud creditors by use of a trust is illegal, with
trusts so created considered invalid. Restatement, Trusts 2d §60 [which contains the general rule that a
trust or a trust provision fails for illegality, including a trust established to defraud creditors under
Restatement, Trusts 2d §63]. Therefore, since Gail Fanning was jointly liable with her ex-husband on
the debts at issue, her intent to put the money beyond the reach of his creditors turned out to be an
intent to put her money out of the reach of her creditors. We cannot condone such an act. The district
court for that reason could look beyond the trust and appropriately4iold that Gail Fanning was the
owner of the certificate of deposit."
654 P.2d 130 at 137 (emphasis added). Other cases following Section 63 are O'Keefe v. Equitable Trust Co., 103
F.2d 904, 908 (3rd Cir. 1939) (which relied on Section 63 in treating a deposit of money from a bank to a sister
bank, to be used by the latter to stave off a 'run' by the depositors, as a loan or debt and not as a trust because the
parties intended to deceive depositors by inducing them to refrain from withdrawing their accounts); Chandler v.
United States, 177 F. Supp. 565, 566-67 (D.N.H. 1959) (providing that "a trust is illegal if set up for the purpose of
defrauding creditors. Restatement of Trusts, section 63. The comment to this section states that the trust is void if
the intent is to defraud 'present or future' creditors"); and Paulson v. Meinke, 389 N.W.2d 798, 802 (N.D. 1986)
(providing that a defense of illegality, including a conveyance to hinder, delay or defraud creditors, can defeat a trust
under appropriate circumstances pursuant to Restatement (Second) of Trusts §§63, 422 and 444).
118 The term "conveyance" under the UFCA, supra note 89, §1, at 6 includes every payment, assignment, transfer
mortgage or pledge of property or the creation of any lien or incumbrance, and the term "transfer" under the UFTA,
supra note 90, §1(12), at 276 includes every mode of disposing or parting with an asset or interest therein, including
creation of a lien or encumbrance.
119 There is no "badge of fraud" under §4(b) of the UFTA regarding a transfer to a trust, although a trust might be
considered an "insider" in certain circumstances under §4(b)(1). See UFTA, supra note 90, §1, Comment (7), at
277-78.
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The fraudulent intent necessary to invoke Section 63(1) can be summarized as follows:
o

Such intent can be one of various motives; 120
Such intent can pertain to either present or future creditors at the time the trust is
established I21 and can exist generally with no particular creditor in mind; 122 and

120 In Chandler v. United States, 177 F. Supp. 565, 567 (D.N.H. 1959), a child alleged that his mother held certain
stock in trust for his benefit. In determining the motives for the trust and the applicability of Section 63, the court
stated:

"The testimony of the plaintiff
shows that he had mixed motives in turning the stock over to his
mother. He was as anxious to safeguard it lest he himself spend it foolishly, as he was to keep possible
creditors from attaching it. There was no evidence of any creditors at the time the trust is said to have
been set up. He was later involved in two divorce proceedings in which financial settlements were
made, the details of which are not clear. Upon neither occasion did he disclose his claimed ownership
of this stock, but whether settlement was made without regard to his assets is not disclosed in the
record. The end result of the agreement of the plaintiff with his mother was to preclude the reaching of
this stock by his creditors, present or future."
See also Carden v. Carden, 253 Ga. 546, 547-48, 322 S.E.2d 226 (1984), which stated in connection with the
alleged resulting trust there that fraudulent intent can be "one of the purposes" behind the transaction.
121

Restatement (Second) of Trusts, supra note 15, §63, Comment b, at 172 provides in part as follows:
"If the owner of property transfers it to another who agrees to hold it in trust for him and subsequently
to reconvey it to him, and the purpose of the settlor in creating the trust was to prevent his creditors,
present or future, from reaching the property, the intended trust is invalid. The result is the same
where the transfer was made for the purpose of preventing a particular creditor from reaching the
property." [Emphasis added.]

See also Chandler v. United States, 177 F. Supp. 565, 567 (D.N.H. 1959) (where the court applied Section 63 to a
trust established to prevent the settlor-beneficiary's creditors, present or future, from reaching trust property, when
the settlor-beneficiary was concerned about "possible creditors" but had no creditors at the time the trust was
established) and Carden v. Carden, 253 Ga. 546, 547-48, 322 S.E.2d 226 (1984) (which stated in connection with
the alleged resulting trust there that fraudulent intent should be determined at the time when a transaction occurs and
not at a later time when it can be examined whether the intent succeeded in delaying or defrauding a creditor) But
cf. Cram v. Cram, 262 Mass. 509, 512, 160 N.E. 337 (1928), where a husband alleged that he sold his business, paid
all of his debts, transferred the balance of the net proceeds to his wife in trust to protect him from future unfounded
claims or groundless suits but not any just debt or claim. The Supreme Judicial Court of Massachusetts determined
that the husband's retention of property to pay his debts and the transfer of his excess property to his wife was not
intended to hinder, delay or defraud his creditors, and that no creditors were adversely affected by the transfer, The
Supreme Judicial Court also established the following test for determining fraudulent transfers in similar situations:
"Where, however, one substantially free from debt transfers property to or for the benefit of his wife or
family, so that it shall not be exposed to the hazards of future business or be subjected to the risks of
improvidence, this is not fraudulent as to subsequent creditors. The same principle applies where one
who, although having some debts, still is possessed of estate largely in excess of existing obligations,
transfers such excess of property with that purpose. In order that such transfer may be set aside or be
tainted with fraud, it must further appear expressly or irnpliedly that there was an intent on the part of
the transferrer to contract debts in the future and avoid payment of them because of the transfer of his
property." [Emphasis added].
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® Such intent invalidates a trust even if the settlor was solvent when the trust was
established. 123
Once it is shown that a settlor established a trust to defraud creditors, the trust is invalid
and the settlor's creditors can reach the trust property 124 in a variety of ways. I25 The rights
of those creditors are superior to those of the settlor and the trustee. 126

Thus, the setting aside of funds to pay existing obligations, combined with the transfer of excess assets to an alleged
trust for the purpose of avoiding groundless claims but not any just debt, was not sufficient in Cram to establish an
intent to defraud creditors. Rather, the Supreme Judicial Court there required an actual intent to incur and avoid
future obligations before treating a trust established with excess assets as being invalid.
122 See IA A. SCOTT & W. FRATCHER, THE LAW OF TRUSTS §63, 363-63 (4th ed. 1987 & Supp. 2002),
which provides:

"It is a fraudulent conveyance whether the purpose was to avoid the claims of existing creditors or of
future creditors. It is fraudulent whether the purpose was to defraud his creditors generally, or to
defraud a particular creditor."
See also Chandler v. United States, 177 F. Supp. 565, 567 (D.N.H. 1959) (where the court applied Section 63 to a
trust established to prevent the settlor-beneficiary's creditors, present or future, from reaching trust property, when
the settlor-beneficiary was concerned about "possible creditors" but had no creditors at the time the trust was
established).
123

Compare Cram v. Cram, 262 Mass. 509, 512, 160 N.E. 337 (1928) (discussed above in note 121) with Pattison
v. Pattison, 310 N.Y. 65, 72-74, 92 N.E.2d 890 (1950). In Pattison, the plaintiff borrowed money from a nephew,
who later sued the plaintiff for failure to pay the loan. The plaintiff, when solvent, transferred a home to his sister to
protect the home from the nephew's claim. Plaintiff subsequently filed an action against his sister seeking a
constructive trust with respect to the home. The court cited the general rule of Section 63 but relied upon treatises
and case law in refusing to reconvey the property to the plaintiff through a constructive or resulting trust because the
plaintiff's "sole purpose was to put the property beyond the reach of the nephew" and did not come into court with
clean hands. The court opined in that regard as follows:
"A• conveyance is fraudulent when the grantor, even though solvent, is motivated by an intent to
hinder, delay or defraud his creditors. (Debtor and Creditor Law, §276 [New York's actual intent to
defraud statute at that time].) In the instant case, the transfer was 'made by the debtor with the actual
intent thereby to impede or altogether defeat the efforts of the creditor' and it was therefore fraudulent.
(Hearn 45 St. Corp. v. Jano, 283 N.Y. 139, 142.) As stated, the record before us permits no other
inference, as matter of law, than that plaintiff in making the conveyance, actually intended to hinder,
delay and defraud his creditor. Plaintiff said so. For that reason equity will not afford relief, since
plaintiff comes into court with unclean hands, but will leave the parties where it finds them."
[Emphasis added]
124

According to IA A. SCOTT & W. FRATCHER, THE LAW OF TRUSTS §63, 361-63 (4th ed. 1987 & Supp.
2002):
"A trust may be illegal because of the purpose of the settlor in creating it. Although the terms of the
trust in themselves are perfectly lawful, the trust is illegal where the motive of the settlor for creating
the trust is to defraud creditors or other persons. Where the owner of property transfers it to another to
hold in trust for the transferor, the purpose being to defraud third person, the trust is illegal. In such a
case, of course, the defrauded person can reach the property. The rights of the settlor and of the
trustee are both subject to those of the defrauded person. But even though the claim of the third
person is satisfied, the trust may be unenforceable since it was created for an illegal purpose. The most
usual illustration of this principle is the case where the owner of property transfers it to another upon
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An action claiming that a trust was established to defraud creditors or others can be
barred by laches. Generally, laches will apply only if a party is prejudiced or harmed by
the delay in the commencement of the action. 127

d. Restatement (Second) of Trusts §63 lives on in the Restatement (Third) of Trusts and the
Unif. Trust Code.
(1). Restatement (Third) of Trusts §29. Restatement (Third) of Trusts §29 128 continues
the policy of Restatement (Second) of Trusts §63(1) 129 and provides that a trust
established for the purpose of defrauding creditors is invalid or unenforceable. 13°

trust for himself for the purpose of defrauding his creditors. By the great weight of authority the
transferor cannot recover the property, although there is some dissent. It is a fraudulent conveyance
whether the purpose was to avoid the claims of existing creditors or of future creditors. It is fraudulent
whether the purpose was to defraud his creditors generally, or to defraud a particular creditor."
[Emphasis added.]
According to G. BOGERT & G. BOGERT, THE LAW OF TRUSTS AND TRUSTEES §211, 66 -68 (2d ed. rev.
1992):

125

"A creditor who has been adversely affected by a trust created for the purpose of hindering or
preventing the collection of his claim can maintain a suit to have the trust set aside and the trust assets
made available for the satisfaction of his judgment, or he may be allowed to resort to the trust property
without having the trust formally set aside, or he may assert a constructive trust with regard to the
property or its proceeds."
126

IA A. SCOTT & W. FRATCHER, THE LAW OF TRUSTS §63, 361 (4th ed. 1987 & Supp. 2002).

127
For example, in Cram v. Cram, 262 Mass. 509, 513, 160 N.E. 337 (1928) the following cases were cited in
support of the court's conclusion that laches did not apply there: Glover v. Waltham Laundry Co., 235 Mass. 330,
339 (1920) ("The plaintiff is not barred by laches.... There does not appear to have been under all the circumstances
unreasonable delay operating to the prejudice of the deceased.") and Rice v. Merrill, 223 Mass. 279, 281 (1916) ("It
cannot be said that the petition discloses such laches as to b'ar the petitioner. Nor does any one except her appear to
have been harmed by the delay."). Furthermore, in England v. England, 243 Iowa 274, 281, 51 N.W.2d 437 (1952),
which cited Section 63, the court stated the following when it determined that the action there was barred by laches:

"Delay in asserting a claim does not ordinarily amount to laches unless the adverse party is prejudiced
thereby. The doctrine is applied where recovery would be inequitable or clearly unjust. It is an
application of the maxim, 'Equity aides the vigilant, not those who slumber on their rights.' An equity
court enforces the rule of laches according to its ideas of right and justice. Each case is governed
chiefly by its own circumstances."
128

Restatement (Third) of Trusts, supra note 4, §29, at 53-54 (emphasis added) states:
"An intended trust or trust provision is invalid if:
(a) its purpose is unlawful or its performance calls for the commission of a criminal or tortuous act;
(b) it violates rules relating to perpetuities; or
(c) it is contrary to public policy."

129

The Reporter's Notes to Restatement (Third) of Trusts, supra note 4, §29, at 67 states that Clause (a) of §29
condenses but is consistent with Restatement (Second) of Trusts, supra note 15, §§60-65.
130

Restatement (Third) of Trusts, supra note 4, §29, Comment a, at 54 provides:
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Furthermore, Comment b to Section 29(a) reveals that the rule there should be treated
as "other invalidating cause" under the UFTA and UFCA because the rule involves
impermissible purposes that are different from, but analogous to, fraudulent transfer
law. 131
(2). Unif. Trust Code §404. Section 404 of the Unif. Trust Code 132 also continues the
policy of Restatement (Second) of Trusts §63(1). The Comment to Unif. Trust Code
§404 states in part as follows:
"A trust with a purpose that is unlawful or against public policy is
invalid. Depending on when the violation occurred, the trust may be
invalid at its inception or it may become invalid at a later date. The
invalidity may also affect only particular provisions. Generally, a trust
has a purpose which is illegal if ... the settlor's purpose in creating the
trust was to defraud creditors or others." 133
Thus, a trust established with the intent to defraud anyone is invalid under Section
404.
e.

Trust busting considerations. In summary, the common law rule that a trust is invalid if it
was created to defraud the settlor's creditors, which has been embodied in Unif. Trust
Code §404, should constitute "other invalidating cause" under the UFTA and UFCA. It
appears that the rule can be used alone or in conjunction with a cause of action under the

"An intended trust or trust provision is invalid if its purpose or performance is unlawful or against
public policy. More specifically, an intended trust or a particular provision in the terms of a trust is
unenforceable: if it calls for the performance of criminal or tortuous acts by the trustee or its purpose is
fraudulent or otherwise unlawful (Comments c-e)." [Emphasis added].
With respect to fraudulent purposes, Restatement (Third) of Trusts, supra note 4, §29, Comment d, at 55 states:
"d. Fraudulent or otherwise unlawful purposes. Although not invalid because of the inherent nature
of the trust provisions or the fiduciary conduct they require, a trust may be invalid and thus
unenforceable under this Section because of the purposes those provisions are to serve.
"For example, ... a person may purchase land or securities and, for the purpose of defrauding creditors
or of evading a prohibition or limitation in a statute, have title placed in the name of another, who
agrees to hold the property upon a trust for the purchaser."
131

Restatement (Third) of Trusts, supra note 4, §29, Comment b, at 54 states:
"b. Voidable transfers contrasted. The types of situations addressed in Clause (a) [of §29] involve
impermissible purposes or provisions of the trust itself Analagous but different are trusts that may fail
in whole or in part because a third party is entitled to set aside the settlor's transfer to the trustee or to
reach the property in the trustee's hands. Illustrative are cases in which the settlor's property had been
illegally acquired by the settlor and cases in which the settlor's transfer to the trust constitutes a
fraudulent transfer under applicable creditors rights law. (The law of fraudulent conveyances is not
within the scope of the Restatement of this subject.)" [Emphasis added].

132

Unif. Trust Code, supra note 3, §404, at 160.

133

Unif. Trust Code, supra note 3, §404, Comment, at 160.
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UFTA or the UFCA. The common law rule focuses on the purpose for establishing the
trust, whereas the UFTA and the UFCA focus on the purpose for making a transfer to the
trust. Success under the common law rule or the UFTA or UFCA will allow the creditor
to reach trust assets.
B. Trusts Settled By Third Persons.
1. Three types under Restatement (Second) of Trusts. Whether creditors can reach the assets of
a trust settled by a third person depends upon the type of trust established. Trusts settled by
third persons are generally placed in one of three categories: a spendthrift trust, a support
trust or a discretionary trust. 134

Support Trust

According to Restatement (Second) of Trusts §154, 135 a trust
providing, by its terms, that the trustee shall pay or apply only so
much of the income, principal, or both as is necessary for the
education or support of the beneficiary is a support trust. It is the
beneficiary's interest, rather than a provision forbidding alienation,
which prevents the transfer of the beneficiary's interest, whether
voluntarily or involuntarily. Because trust distributions are restricted
to support and education, neither the beneficiary nor his creditor can
compel any distribution. 136

Discretionary Trust

According to Restatement (Second) of Trusts §155(1), 137 a trust
providing, by its terms, that the trustee shall pay to, or apply for, a
beneficiary only so much of the income and/or principal as the
trustee in his uncontrolled discretion shall see fit to pay or apply is a
discretionary trust. It is the beneficiary's interest, rather than a
provision forbidding alienation, which prevents the transfer of the
beneficiary's interest. Because trust distributions are discretionary,
neither the beneficiary nor his creditor can compel any payment. 138

Spendthrift Trust

Restatement (Second) of Trusts §152(2) 139 defines a spendthrift trust
as a trust that has, by its terms or by statute, a valid restraint on the
voluntary and involuntary transfer of a beneficiary's interest. One
commentator refers to a spendthrift trust as "a device whereby
benefactors shield gratuitous transfers from immediate consumption

134 For a recent summary of these trusts and their creditor protection features, see Sandoval, Drafting Trusts for
Maximum Protection From Creditors, 30 EST. PLAN. 290 (2003) (hereinafter "Sandoval Article").
135

Restatement (Second) of Trusts, supra note 15, §154, at 320.

136

Id., Comment b, at 320-21.

137

Restatement (Second) of Trusts, supra note 15, §155(I), at 323.

138

Id., Comment b, at 323.

139

Restatement (Second) of Trusts, supra note 15, §152(2), at 311.
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by their beneficiaries through the use of a spendthrift clause (or
disabling restraint,' as it is technically lcnown).' ' 140
`

2. Support trust.
a. Generally. When the trustee has the discretion to pay only so much of the income or
principal as is necessary for the education or support of the beneficiary, the beneficiary
cannot assign his interest and his creditors cannot reach that interest."' Even in
jurisdictions in which a restraint on alienation is invalid, a support trust prevents
voluntary and involuntary alienation. 142 Furthermore, the trustee is not liable to the
beneficiary's creditors with respect to payments made to, or for the benefit of, the
beneficiary that were necessary for the beneficiary's education and support. 143 This does
not mean, however, that the beneficiary's creditors cannot reach the amounts actually
distributed to or for the benefit of the beneficiary. 144
Any discretion given to a trustee in a support trust relates only to time, manner or size of
the distribution, not to whether the distribution will be made. 145
A trust is not a support trust if the amount payable is a specified sum or is not limited to
what is necessary for the education and support of the beneficiary, although it appears
that the settlor's motive was to provide for the education or support of the beneficiary. 146
In that event, the beneficiary's interest is alienable and creditors can reach it unless the
trust is a valid spendthrift trust with a restraint on alienation. 147
b. Trust busting considerations. If a trust does not provide for the support and education of
a beneficiary in the trustee's discretion, but rather requires a specific sum or is not limited
to the beneficiary's education or support, the beneficiary's creditors can reach his interest
unless the trust is a spendthrift trust. This is a construction issue based on settlor's intent.
3. Discretionary trusts.

140 Hirsch, Spendthrift Trusts and Public Policy: Economic and Cognitive Perspectives, 73 WASH. U.L.Q. 1 (1995)
(hereinafter "Hirsch Article").
141

HA Scott on Trusts, supra note 16, §154, at 147, 151.

142

Id. at 148.

143

Restatement (Second) of Trusts, supra note 15, §154, Comment c, at 321.

144

Cf. Albergotti v. Summers, 203 S.C. 137, 145-47, 26 S.E.2d 395 (1943) (where support payments to the
beneficiary and his family were not subject to the claims of the beneficiary's creditors) with Strojek v. Hardin
County. Bd. of Supervisors, 602 N.W.2d 566, 570 (Iowa App. 1999) (where the minimum amount payable under a
"discretionary support trust" could be reached by the beneficiary's creditors).
145

Eckes v. Richland County Soc. Serv., 621 N.W.2d 851, 856 (N.D. 2001).

146

Restatement (Second) of Trusts, supra note 15, §154, Comment e, at 321-22.

147

HA Scott on Trusts, supra note 16, §154, at 159, 150 (and cases cited there).

Offshore/Onshore Trusts

31-32

a. Generally. The Restatement's definition of a discretionary trust is confusing and has
generated litigation. Generally speaking, the Restatement defines a discretionary trust as
one where the trustee "shall" pay to or apply for a beneficiary so much of the income
and/or principal as the trustee, in his uncontrolled discretion, shall see fit to pay or apply.
The term "shall" causes the confusion. According to Restatement (Second) of Trusts, 148 a
trustee must have absolute discretion to refuse to make any payment to the beneficiary.
"If by the terms of the trust the trustee must pay to or apply for the beneficiary the whole
or any part of the income or principal," the trust is not a discretionary trust and "the
interest of the beneficiary can be reached by his transferee or creditor, unless the trust is a
spendthrift trust." In other words, a trust is not a discretionary trust "where the trustee
has discretion merely as to the time of payment, and where the beneficiary is ultimately
entitled to the whole or to a part of the trust property." Again, this is a construction issue
based on the settlor's intent. 149 From a drafting perspective, it is better to state that the
trustee "may" or "is authorized to distribute income or principal in the trustee's sole
discretion.
Inclusion of distribution standards may also be fatal to discretionary trust
classification. I5°
If the beneficiary will ultimately receive the trust property, the trust might not be treated
as a discretionary trust. 151

148

Restatement (Second) of Trusts, supra note 15, §155, Comment c, at 323-24.

149

Two Michigan cases reveal the confusion when the term "shall" is used. In In re Estate of Sykes; Dept. of
Mental Health v. Old Kent Bank and Trust Co., 131 Mich. App. 49, 345 N.W.2d 642 (1983), the trust there provided
that the trustee "shall apply such amounts from the income and principal ... as the Trustee shall deem necessary to
provide for [each beneficiary's] proper care, support and welfare, always considering the means reasonably
available to each such beneficiary from all sources...." The Michigan Court of Appeals determined that the trust
was a discretionary trust because the condition requiring the trustee to consider the means reasonably available to
each beneficiary from all sources meant that each beneficiary could not be certain of receiving anything.
Furthermore, in Miller v. Department of Mental Health, 432 Mich. 426, 442 N.W.2d 617 (1998), the Michigan
Supreme Court reviewed a trust providing that the trust shall pay so much of the income and such amounts of
principal as the trustee deems proper for the beneficiary's support, maintenance and welfare. The trust did not
contain a spendthrift clause. The probate court construed the trust as a discretionary trust without a supporting
evidentiary record, and the Michigan Supreme Court remanded the case so that a sufficient record could be made.
In summary, litigation in the Sykes and Miller cases involved the term "shall," and the issue whether the trust was a
discretionary trust would likely have disappeared if the drafter had stated that the trustee "may" or "is authorized to"
distribute income or principal in the trustee's sole discretion.
150
151

See the Sandoval Article, supra note 134, at 30, and cases cited there.

See Coverston v. Kellogg, 136 Mich. App. 504, 357 N.W.2d 705 (1984), where the trustee had the absolute
discretion to use income and principal for the beneficiary's welfare and maintenance during his life, but the trustee
could not refuse, under other trust provisions, to apply funds for the beneficiary during his lifetime. When the
beneficiary attained age 50, the trustee could either terminate the trust and distribute trust assets to the beneficiary or
continue the trust and pay such amounts to the beneficiary as the trustee deemed to be in the beneficiary's best
interest. Any discretion about refusing to distribute funds to the beneficiary stopped at age 50. Upon the
beneficiary's death, the remaining trust assets could be appointed by the beneficiary's will. Property not appointed
by will passed to the beneficiary's heirs. The power to appoint was probably a general power of appointment
because the court determined that the beneficiary or his estate was ultimately entitled to most, if not all, of the trust
income and principal. Because the trust would ultimately pass to the beneficiary or his heirs, and because the
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b. Spray/sprinkle trusts. A discretionary trust includes a trust where the trustee has the
discretion to favor one beneficiary over another. The interests of the several members are
considered inseparable. No member can assign his interest and his creditors cannot reach
that interest. 152 However, if a trustee is required to distribute trust income or principal
among a group of beneficiaries as the trustee deems proper or necessary in accordance
with certain standards, and such distributions may be made unequally, the trustee cannot
choose to totally overlook a particular beneficiary when making those distributions. The
trustee's discretion in that instance is to determine how much each beneficiary is to
receive, not who gets something. On the other hand, if the trustee is also authorized to
favor any beneficiary to the exclusion of another beneficiary, then the trustee can also
determine who will receive a distribution.' 53
c. Trust busting considerations. Review a trust's dispositive provisions and ask the
following questions: Is the trustee's discretion merely as to time or manner of payment,
or can the trustee refuse to make any payment? Is the beneficiary ultimately entitled to
part or all of the trust property? Is there a distribution standard? If the answer to either
of these questions is yes, then, depending upon applicable state law, the trust may not be
a discretionary trust and the beneficiary's creditors might be able to reach the
beneficiary's interest unless the trust is a support trust or a spendthrift trust. Furthermore,
in a spray or sprinkle trust, determine if the trustee can favor a beneficiary to the
exclusion of another beneficiary. If not, then the trustee has to make a distribution to
each beneficiary, the size of which is still in the trustee's discretion. In that instance, the
beneficiary's creditor should be able to reach the amount distributed unless the trust is a
spendthrift trust or a support trust.
4. Spendthrift trusts.
a. Types of restraints. A spendthrift provision in a trust can contain a restraint against
voluntary alienation, 154 involuntary alienation,' 55 or both.' 56 When a voluntary restraint is
included but not an involuntary restraint (and vice versa), courts have construed the
included restraint as implying the omitted restraint. I57 It is important to determine what
restraint is included in the spendthrift provision and whether applicable state law includes
an omitted restraint by implication.

trustee's discretionary distribution power stopped when the beneficiary attained age 50, the trust was not treated as a
discretionary trust.
152

See IIA Scott on Trusts, supra note 16, §§155 and 161, at 157-58, 234-35 and cases cited there.

153 Cf. Magavern v. United States, 550 F.2d 797 (2nd Cir. 1997) with Hamilton v. Drogo, 241 N.Y. 401, 150 N.E.
496 (1926).
154

A voluntary restriction is a restriction on a beneficiary's right to assign or anticipate his beneficial interest.

155

An involuntary restriction is a restriction on a creditor's right to reach the trust corpus to satisfy claims.

156

See Hirsch Article, supra note 140, at 7-8.

157 Id., at n.24. In support of this position, the Hirsch Article cites G. BOGERT & G. BOGERT, THE LAW OF
TRUSTS AND TRUSTEES §222, at 397-98 and n. 32 (rev. ed. 1992 & Supp, 1994) and Restatement (Second) of
Trusts, supra note 15, §152, Comments d and e, at 312-313.
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b. Validity. The prevailing view is that restraints on the alienation of income and principal
are valid. 158
c. Restraints on income. A spendthrift provision protects trust income even though the time
has arrived or passed when trust income must be paid to the beneficiary, but once income
is paid to the beneficiary, it can be alienated and reached by his creditors. 159
d. Restraints onrit
u_Licipal. The majority view is that a spendthrift provision protects trust
principal until such time as the beneficiary is entitled to have the property conveyed to
him immediately, whether from the trustee or pursuant to a withdrawal right. The
minority view is that a spendthrift provision restrains alienation of trust principal until the
beneficiary actually receives the principal. 16°
A leading case asserting the majority view is Brent v. Maryland Central Collection
Unit, I61 where the Maryland Supreme Court ruled that when the beneficiary there attained
age 40 and had the absolute right to demand distribution of the trust fund to her, the
spendthrift provision became ineffective. The spendthrift provision in Brent clearly
indicated an intent that no creditor could reach trust assets "while remaining in the hands
of the Trustee" until they were paid "directly into the hands of the beneficiary or
beneficiaries hereunder." Those directions, however, were superseded when the
beneficiary had the right to demand payment of the trust fund. ' 62
However, the Brent decision goes further. It notes that the beneficiary there was
incompetent and the trust instrument there did not authorize the trustee to defer or
postpone payment during the period of incompetency. If the trust instrument there had a
158 As to income, see Restatement (Second) of Trusts, supra note 15, §152(1), at 311, and HA Scott On Trusts,
supra note 16; §152.1. As to principal, see Restatement (Second) of Trusts, supra note 15, §153(1), at 318.
159

160

Restatement (Second) of Trusts, supra note 15, §152, Comments h and j and Illustrations 9 and 11.
IIA Scott on Trusts, supra note 16, §153, at 132-33 summarizes the majority and minority views as follows:
"Where by the terms of the trust the principal of the trust fund is payable immediately to the
beneficiary, or payable to him at any time he may demand it, it has been held that his interest is
assignable by him and that his creditors can reach it, even though it is otherwise provided by the
terms of the trust. There is, however, authority holding that the restraint on alienation is valid,
and that until the beneficiary has received the property he cannot assign it and his creditors cannot
reach it."

The majority view was adopted in Restatement (Second) of Trusts, supra note 15, §153(2), at 318. A leading
authority advocating the minority position is Domo v. McCarthy, 66 Ohio St. 3d 312, 612 N.E.2d 706 (1993).
161

311 Md. 626, 537 A.2d 227 (1988).

162

The spendthrift provision there stated as follows:
"The Trustee shall make all payments provided for hereunder directly into the hands of the beneficiary
or beneficiaries hereunder entitled to receive the same and not into the hands of another howsoever
claiming ... and no assignment or order by any beneficiary of any part of the payments provided for
him or her hereunder shall be valid nor shall the same be subject to attachment by garnishment or any
other legal proceeding whatsoever while remaining in the hands of the Trustee hereunder."
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power to defer or postpone payment for incompetency or otherwise, the holding in that
case would likely be different because such authorization would continue the trust as a
discretionary trust. 163
e. Trust busting considerations regarding principal. Determine first whether applicable state
law adopts the majority or minority view regarding spendthrift provisions of trust
principal. If the majority view applies, or if applicable state law appears to favor the
majority view, then determine whether the beneficiary is entitled to have the property
conveyed to him immediately. If so, then determine if the spendthrift provision or some
other provision (i) converts a trust into a discretionary trust upon the occurrence of
certain events or upon the exercise of the trustee's discretion (which is sometimes
referred to as a "protective trust" 164) or (ii) makes the trust discretionary from the outset
by granting the trustee discretion at all times to withhold or postpone distributions to any
beneficiary whose interest would, or likely could, become payable to any other person.' 65
163

In the Maryland Supreme Court's words at 537 A.2d 227 at 234:
"[T]he settlor ... used no words which even intimated that the distribution of the principal upon
demand be deferred for any reason. He showed no interest whatsoever in the preservation of the
corpus intact upon demand to distribute it. He did not see fit to direct postponement of the
distribution of the principal in the unhappy event of the legal disability of the beneficiary. See La
Salle Nat. Bank v. MacDonald, 2 Ill. 2d 581, 119 N.E.2d 266. Had the settlor intended to these
ends, he could have easily so provided in the agreement. We conclude that, in the circumstances,
under the law we have found to be applicable, Laura's incompetency had no bearing on the
question of the validity of the spendthrift provisions."

164

See IIA Scott on Trusts, supra note 16, §§150 and 155, at 80-81 and 156-57, where it provides that the
"protective trust" concept began in England where restraints on the alienation of income and principal are invalid,
but notes that a protective trust is unnecessary in states where spendthrift provisions restricting voluntary and
involuntary alienation are permitted with respect to income and principal. Similarly, the Ohio Supreme Court in
Domo v. McCarthy, 66 Ohio St. 3d 312, 612 N.E.2d 706 (1993) stated that a protective trust is unnecessary when the
spendthrift provision is effective until trust property is actually distributed. The Ohio Supreme Court in Domo
upheld two types of spendthrift provisions; one of which provided that it was effective until trust property was
actually distributed, and the other of which terminated a beneficiary's interests as a result of the involuntary creditor
action there and established a discretionary trust for the beneficiary (e.g., a protective trust). The Restatement
(Third) of Trusts, supra note 4, §57, Comment c, at 350-51 approves the protective trust concept.
165 Examples of provisions authorizing a trustee to defer or postpone payment throughout the trust term are as
follows:

Spendthrift Provision, A beneficiary may not assign any portion of his or her beneficial interest
in income or principal. No creditor of any beneficiary may attach,, interfere, take, or reach by any
legal or equitable process any part of a beneficiary's interest in satisfaction of any debt or liability
of the beneficiary prior to actual receipt by the beneficiary after payment from Trustee. Trustee
may withhold distributions to any beneficiary (other than income payable to Settlor's spouse from
trust assets that qualify for the marital deduction or income payable to a current QSST beneficiary
from a QSST) whose interest would, or likely could, become payable to anyone other than the
beneficiary.
Postponement. Contrary to any provision in this Agreement, Trustee may postpone all or any
portion of a distribution of trust assets (other than income payable to Settlor's spouse from trust
assets that otherwise qualify for the marital deduction or income payable to a current QSST
beneficiary from a QSST) if Trustee deems the beneficiary to be incapable of receiving and
utilizing any such distribution in the beneficiary's best interest. For this purpose, incapability
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If there is a provision that converts the trust into a discretionary trust or makes the trust
discretionary from the outset, then the provision will keep the beneficiary's creditors at
bay unless applicable state law prohibits that provision. Otherwise, the beneficiary's
creditors can reach the beneficiary's interest.
f. Surplus income statutes. Because the common law rule in England treated spendthrift
trusts as against public policy, the courts in some American states followed suit. 166 In
response, New York enacted statutes regarding voluntary 167 and involuntary alienation of
beneficial interests in trusts. Other states enacted similar statutes. In states where these
statutes still exist, they impact common law and must be considered before one attempts
to "bust" a trust.

includes, but is not limited to, mental or physical incapacity, alcoholism, drug addiction,
gambling, bankruptcy, divorce, litigation, residence in a jurisdiction or with a group or sect where
all or a majority of the distribution will be confiscated or appropriated by the government or
others, or other similar problems. In such event, Trustee shall continue to administer the trust
assets under this Agreement until, in Trustee's discretion, such incapacity has ceased.
As these provisions reveal, care must be taken to preserve the marital deduction and the status of any trust as a
qualified subchapter S trust (or QSST).
166 For a historical analysis, see In re Vought, 25 N.Y.2d 163, 303 N.Y.S.2d 61, 250 N.E.2d 343 (1969); Canfield v.
Security First Nat, Bank, 13 Cal. 2d 1, 87 P.2d 830 (1939); and Spring v. Randall, 107 Mich.103, 64 N.W. 1063
(1895). In Spring v. Randall, the Michigan Supreme Court cited Nichols v. Levy, 72 U.S. 433, 441 (1866), where
the United States Supreme Court noted, in dicta, the general disfavor of common law toward restraints on alienation
with respect to trusts. However, nine years later in Nichols v. Eaton, 91 U.S. 716, (1875), the United States
Supreme Court approved on public policy grounds a testamentary provision providing that, upon the bankruptcy of
the devisee, the devise to the devisee was forfeited and was replaced by a discretionary trust for the benefit of the
bankrupt devisee and his family.
167 New York's initial statute regarding voluntary alienation of an income interest in a trust of real property was as
follows:

The right of a beneficiary of an express trust to receive rents and profits of real property and
apply them to the use of any person, cannot be transferred by assignment, or otherwise, but the
right and interest of the beneficiary of any other trust in real property may be transferred.
[Emphasis added].
The statutory citation to, and history of this statute can be found in 11A Scott on Trusts, supra note 16, §152.1, at 9697, and in In re Will of Vought, 25 N.Y.2d 163, 303 N.Y.S.2d 61, 250 N.E.2d 343 (1969).
Michigan, Minnesota, Montana and Wisconsin have similar statutes. 11A Scott on Trusts, supra note 16, §152.1, at
96-97. Moreover, Kansas, California, Nevada, North Dakota, Oklahoma and South Dakota have statutes providing
that a trust may restrain a beneficiary from disposing of his interest in the rents and profits of a trust of real property.
Id.
Despite the language in this statute providing that the "interest of the beneficiary of any other trust in real property
may be transferred," New York has determined that, unless there are strong policy reasons or common law to the
contrary, "statutory provisions for alienability as to equitable interests [in trusts] need not be read to preclude
provision by the settlor to impose inalienability." In re IVill of Vought, 25 N.Y.2d 163 at 173. Thus, as a result of
the Vought decision, New York allows settlors to insert spendthrift provisions in a trust that restrain alienation of
income and principal. Michigan concurs. See In re Estate qf Edgar: Roy v. Comerica Bank-Detroit, 425 Mich. 364,
389 N.W. 2d. 696 (1986).
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New York's initial involuntary alienation statute of an income interest in a trust was as
follows:
"Where a trust is created to receive the rents and profits of real property, and
no valid direction for accumulation is given, the surplus of such rents and
profits, beyond the sum necessary for the education and support of the
beneficiary, shall be liable to the claims of his creditors in the same manner
as other personal property which cannot be reached by execution."
[Emphasis added. ]I68
California, Connecticut, Michigan, Minnesota, Montana, North Dakota, Oklahoma, South
Dakota and Wisconsin all have similar "surplus income" statutes. 169 These statutes are
important because they significantly impact spendthrift and discretionary trusts. To
understand how a surplus income statute impacts trusts, one must understand how it has
been construed and applied.'"
(1). Application to trusts of real and personal property. Under the theory that interests in
real and personal property should be construed uniformly, New York applied its
surplus income statute to trusts of real and personal property."' Califomia 172 and
Michigan 173 have also extended their surplus income statute to trusts of personal
property, but Minnesota, 174 Wisconsin"' and Montana. 176 have not. Not only does
168 The statutory citation to, and history of, this statute can be found in IIA Scott on Trusts, supra note 16, §152.1, at
98-100, and in In re Will of Vought, 25 N.Y.2d 163, 303 N.Y.S.2d 61, 250 N.E.2d 343 (1969). This statute is
currently found at NY CLS EPTL §7-3.4.
169 The statutory citations to these statutes can be found in IIA Scott on Trusts, supra note 16, at §152.1, at 98-100.
BLACK'S LAW DICTIONARY 1211 (6th ed. 1990) defines the term "profit" with respect to real estate as follows:

"The benefit, advantage, or pecuniary gain accruing to the owner or occupant of land from its actual
use; as in the familiar phrase 'rents, issues and profits,' or in the expression `mesne profits."'
170
See generally Annot., Surplus Income of Trust, in Excess of Amount Required for Support and Education of
Beneficiary, as Subject to Claims of Creditors, 36 A.L.R. 2d 1215 (200).
171

See, e.g., Williams v Thorn, 70 N.Y. 270 (1877) and Tolles v. Wood, 99 N.Y. 616, 1 N.E. 251 (1885).

172

Canfield v. Security First Nat. Bank, 13 Cal. 2d. 1, 87 P.2d 830 (1939).

173

Spring v. Randall, 107 Mich.103, 64 N.W. 1063 (1895).

174

Erickson v. Erickson, 197 Minn. 71, 266 N.W. 161, 267 N.W. 426 (1936).

175

Lamberton v. Pereles, 87 Wis. 449, 58 N.W. 776 (1894), which noted that New York also had a statute
providing that future and contingent interests in personal property are subject to the same statutory rules prescribed
in relation to future estates in land, and that Graff v. Bonnett, 31 N.Y. 9 (1865) relied upon that statute when it
extended the surplus profit statute to trusts of personal property. Thus, even though In re Will of Vought, 25 N.Y.2d
163, 173-74, 303 N.Y.S.2d 61, 250 N.E.2d 343 (1969) states that the New York surplus profit statute for trusts of
real property was applied first judicially to trusts of personal property, beginning with Graff v. Bonnett, 31 N.Y: 9
(1865), and then legislatively when the New York legislature enacted Section 15 of the Personal Property Law, New
York had a statute applying real property law to future and contingent interests in personal property.
176

Lundgren v. Hoglund, 219 Mont. 295, 711 P.2d 809 (1985).
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California concur that uniformity in the law of real and personal property is
important, but it has also determined that the surplus income statute applies to trusts
where the corpus "would or could include real property." Thus, a trust that was
initially funded with personal property could be covered by this statute if the trustee
is given a broad power to invest or reinvest trust property in real estate at some future
date.'"
(2). Application to spendthrift and discretionary trusts. In Canfield v. Security First Nat.
Bank,'" the Supreme Court of California ruled that California's version of this
statute supersedes a settlor's right to establish spendthrift and discretionary trusts for
the limited purpose set forth in the statute. In that regard, the court stated:
"Section 859 constitutes a statutory modification — a statutory limitation
— on the power to create such trusts. As far as trusts within the purview
of the section are concerned, the legislature has determined that the
trustor is without power to create any kind of trust — spendthrift or
discretionary — that can successfully place the income, except the
amount necessary for the 'education and support' of the beneficiary,
beyond the reach of creditors of the beneficiary. California has thus
placed a statutory limitation or restraint on the unlimited power of a
donor to give his property to whom he may desire subject to whatever
conditions the donor may want. At the same time, in recognition of the
fact that public policy also requires that impecunious beneficiaries
should be protected from their creditors so as to prevent them from
becoming public charges, the legislature has provided that the amount of
income necessary for their "education and support" shall be free from the
claims of creditors." 179
Regarding the application of the surplus income statute to a discretionary trust, the
Supreme Court of California ruled that it would not interfere with the discretion
vested in the trustee. However, if the trustee allocates any income to the beneficiary
in excess of the amount needed for the reasonable support and education of the
beneficiary, such surplus is subject to the claims of the beneficiary's creditors. I80
The Supreme Court of California also determined that once an action is commenced
under the statute, a trustee is personally liable if the trustee pays the beneficiary more
income than is reasonably necessary for the support and education of the beneficiary.
If the court has not yet determined the amount needed for the education and support
of the beneficiary, the trustee can avoid personal liability by depositing trust income
with the court. I8 I

177

13 Cal. 2d 1 at 13.

178

13 Cal. 2d 1, 87 P.2d 830 (1939).

l " 13 Cal, 2d 1 at 12-13 (emphasis added). Furthermore, the North Dakota surplus profit statute was also applied to
spendthrift trusts. Brownell v. Leutz, 149 F. Supp. 98, 103 at n.7 (D. N.D. 1957).
180

13 Cal. 2d 1 at 17-18.

181

13 Cal. 2d 1 at 28-34.
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(3). Application to trusts that accumulate income.
According to Lawrence v.
Lawrence, 182 a valid direction to accumulate surplus income and add it to principal
does not nullify the statute. Even though a direction to accumulate income exists,
mandatory payments of income to a beneficiary in excess of the amount necessary for
the reasonable education and support of the beneficiary can still be reached by the
beneficiary's creditors. I83 The same should apply to discretionary payments of
income to the beneficiary in excess of the amount necessary for the reasonable
education and support of the beneficiary because the statute "operates to protect and
preserve the surplus income over and above the amounts distributable to the
beneficiaries."'"
(4). Consideration of lifestyle and other means of support. Regarding the amount
necessary for a beneficiary's support and education, one commentator has
summarized the state of the law as follows: California looks at the beneficiary's
lifestyle prior to the creation of the trust (a "station in life" standard); New York
reviews the beneficiary's circumstances without regard to lifestyle; other states
examine the beneficiary's current lifestyle without reference to prior lifestyle; and
other jurisdictions have not resolved the matter. 185 Despite the apparent differences
in calculating the amount necessary for a beneficiary's support and education, the
Supreme Court of California in Canfield provided the following advice:
"The amount necessary for ...[a beneficiary's] support is not to be
measured by his ability to spend. It is to be measured by his reasonable
needs. Such needs do not include extravagances or luxuries, nor the
expenses for lavish entertainment, nor gambling losses. He is entitled to
support for himself and family in reasonable comfort, but not in
extravagant luxury." 186
As to whether other means of support should be considered when determining
lifestyle, Rowe v. The Farmer's Loan and Trust Co. I87 noted that the complaint there
stated a good cause of action when it alleged, among other things, the beneficiary's
ability to earn a livelihood and the beneficiary's receipt of income from other
sources. The Rowe decision also noted that the judgment creditor has "the burden of
establishing the existence of a surplus beyond the needs of the beneficiary in
accordance with his station in life, previous education and habits and means of

182

267 Cal, App. 2d 77, 84, 72 Cal. Rptr. 851 (1968).

183 Id.
184

267 Cal. App. 2d 77 at 82-83.

185

Sandoval Article, supra note 134, at 293,

186
13 Cal. 2d. 1 at 28. Canfield also cites with approval Tolles v. Wood, 99 N.Y. 616, 1 N.E. 251 (1885), which
stated that a beneficiary "should not, upon a fair construction of the statute on the subject, be permitted to indulge in
extravagant expenditures while the defendant's creditors remain unpaid." 13 Cal. 2d 1 at 21-22.
187

132 Misc. 651, 652, 230 N.Y.S. 382 (1928).
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support."188 Moreover, the court in Rowe observed that while other means of support
may be considered during the trial in determining surplus, a court should not
establish, before trial, an arbitrary estimate of support that reduces the beneficiary's
standard of living below that funded by other sources of income.'"
Furthermore, in Zinke v Hipkins,'" the evidence revealed that the trust's annual net
income was $4,582.18 and the beneficiary's annual compensation from labor was
between $2,000 and $2,500. The New York Court of Appeals determined that
$4,000 was reasonably necessary for the support of the beneficiary and his
dependents, and that the balance of his income (both trust income and wages) was
surplus income subject to his creditors.
(5). Application to current and future surplus. A judgment creditor can reach current as
well as future surplus. I91 This avoids multiple legal proceedings to collect on a
judgment.
(6). Application to annuity payments. In Si!lick v. Mason,' 92 the court applied the surplus
income statute to an annuity of $2,500 payable semi-annually from a trust. The court
determined that $2,000 annually was sufficient for the beneficiary's support (or
$1,000 per payment) and it ordered the balance of the outstanding and future
payments to be paid to the beneficiary's creditor. The Sillick decision does not
indicate whether the semi-annual annuity amount consisted of income and/or
principal. It also does not discuss whether the trust there was a spendthrift trust with
respect to principal. Even if the trust had a spendthrift provision with respect to
principal, that provision would, under the majority view discussed above, be
ineffective when the time has arrived for principal to be paid to the beneficiary.' 93
(7). Trust busting considerations for surplus income statutes. The surplus income statute
is particularly useful with respect to spendthrift trusts requiring (i) the distribution of
all income at regular intervals to either a single beneficiary or to a class of
188 Id. at 653 (emphasis added). However, one court has construed the Rowe decision as precluding other sources of
income from being considered under the surplus profit statute. See In re Bergman, 6 F. Supp. 898 (S.D.N.Y.1934).
The Bergman decision also construed Jenks v. Title Guarantee & Trust Co., 170 A.D. 830, 156 N.Y.S. 478 (1915)
as precluding other sources of income from being considered under the surplus profit statutes. However, the Jenks
decision did not take into account the income earned by the beneficiary's wife because she was "living separate and
apart" from the beneficiary. 170 A.D. 830 at 836. It appears that the wife's income was subtracted from the amount
of support determined for the beneficiary, but the court increased the amount of the beneficiary's support by $3,000
to make up for the $3,600 of income earned by his wife who was living apart from the beneficiary. Id.
189

132 Misc. 651 at 653.

19°

233 N.Y. 516, 135 N.E. 899 (1922).

191 See, e.g., Tolles v. Wood, 99 N.Y. 616, 1 N.E. 251 (1885), Spring v. Randall, 107 Mich. 103, 106, 64 N.W. 1063
(1895), and Canfield v. Security-First Nat. Bank, 13 Cal. 2d 1, 87 P.2d 830 (1939) (regarding past and future surplus
of a discretionary trust).
192
193

2 Barb. Ch, 79, 5 N.Y. Ch. Ann. 564 (1847),

See Restatement (Second) of Trusts, supra note 15, §153(2), at 318, and IIA Scott on Trusts, supra note 16,
§153, at 132-33.
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beneficiaries, (ii) the distribution of the greater of trust income and a fixed dollar
amount (an annuity), or (iii) the distribution of the greater of trust income and a
fractional share of the value of the trust assets (a unitrust amount). 194 Generally
speaking, a spendthrift provision protects trust income while in the trustee's hands,
even though the time has arrived or passed for it to be paid, 195 and, under the majority
view in the United States, the spendthrift provision also protects trust principal until
the time has arrived for it to be paid to or withdrawn by the beneficiary. 1 " Thus,
whenever a trustee must distribute income or an annuity or unitrust amount, a
judgment creditor can invoke the surplus income statute to request (i) a determination
of the beneficiary's reasonable expenses for education and support and (ii) an order
allowing any surplus income to be paid to the creditor, notwithstanding the existence
of a spendthrift provision.
The surplus income statute can also be used with respect to a discretionary trust to
prevent future discretionary distributions from exceeding the reasonable education
and support of the beneficiary. The order can direct the trustee to pay such excess
amount to the beneficiary's judgment creditor.
The surplus income statute, however, is a two-edged sword. Under common law, the
general rule is that property distributed by a trust can be reached by the beneficiary's
creditors. 197 However, the surplus income statute precludes that result with respect to
the amount necessary for the beneficiary's reasonable education and support. Thus,
the surplus income statute is beneficial to the beneficiary and to the beneficiary's
creditors. It authorizes the creditors to reach certain assets in a spendthrift or

194 As a result of the approval of the Uniform Prudent Investor Act in 1994 (Prudent Investor Act) and the Uniform
Principal and Income Act in 1997 (Principal and Income Act), annuities and unitrusts are becoming more common.
Mandatory income trusts are not dead, however, because Section 104 of the Principal and Income Act authorizes the
trustee in certain circumstances to make adjustments between principal and income. The purpose of Section 104 is
to enable a trustee to select investments using standards of a prudent investor without having to realize a particular
portion of the portfolio's total return in the form of traditional trust accounting income such as interest, dividends,
and rents. See E. James Gamble, If It's The 1990s, It Must Be Time For Another Principal And Income Act, 32
HECKERLING INSTITUTE ON ESTATE PLANNING, Ch. 8, 1998.
,

See Restatement (Second) of Trusts, supra note 15 §152, Comments h and j and Illustrations 9 and 11, at 31415.

195

196

See Restatement (Second) of Trusts, supra note 15, §153(2), at 318, and IIA Scott on Trusts, supra note 16,
§153, at 132-33.
197 With respect to trust income, see Restatement (Second) of Trusts, supra note 15, §152, Comments h and j and
Illustrations 9 and 11. With respect to trust principal, IIA Scott on Trusts, supra note 16, 153, at 132-33 states that
even the minority view in the United States regarding the effectiveness of spendthrift provisions provides that "until
the beneficiary has received the property he cannot assign it and his creditors cannot reach it." The minority view
was summarized in Erickson v. Erickson, 197 Minn. 71, 78-79, 266 N.W. 161 (1936) as follows:

"As a general proposition, when a donor leaves the interest of the beneficiary assignable or
transferable it may be reached by creditors. If by appropriate language the right to transfer is
completely restrained, then such interest may not be reached by creditors either at law or by
equitable proceeding. ... Neither the corpus nor the income becomes his to be reached by the
court until actually distributed."
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discretionary trust, and it also protects the amount distributed to the beneficiary for
reasonable education and support.
g. Other spendthrift statutes. Various states have enacted statutes either allowing or
disallowing involuntary alienation. For example, New York and New Jersey have
statutes permitting creditors to reach 10 percent of trust income; Illinois has a statute
preventing creditors from reaching a beneficiary's interest in a trust except for support
obligations; Louisiana has a statute exempting income unless the beneficiary can
voluntarily alienate income; Oklahoma has a statute that subjects all income in excess of
$25,000 to creditors; and Virginia has a statute exempting a stated dollar amount of
income from claims of creditors, but the courts have construed the restraint as ineffective
as to income in Virginia when the beneficiary is entitled to all income. Delaware,
Nevada and West Virginia have statutes providing that creditors cannot reach a
beneficiary's interest when the trust expressly provides that they cannot reach that
interest. 198

h. Creditors' remedies when spendthrift protection exists. Recent cases reveal the difficulty
creditors have in obtaining an order to execute on a judgment when the debtorbeneficiary becomes entitled to receive trust property when the spendthrift provision is
effective until property is distributed. For example, in Domo v. McCarthy, I99 the Ohio
Supreme Court refused, with respect to the Mary H. Stouffer Trust there, to issue an order
attaching the beneficiary's "equitable future interest." The court stated that the
spendthrift provision there protected the trust estate "unless and until" the principal was
actually paid or delivered to the debtor-beneficiary. Until then, the debtor beneficiary
had no attachable interest.
Similarly, in Parsons v. Mumford,20° the Delaware Court of Chancery noted that
judgment creditors in general can make a strong claim under the law of various states for
an equitable lien upon a trust interest to aid in the execution of a judgment. It also noted
that the judgment creditors there were not seeking an order interfering with the
administration of the trust, but were seeking an order that would be effective only upon
termination of the trust (at the time when all spendthrift provisions will have terminated).
The court ruled, however, that the Delaware statute on which the spendthrift provision
there was based prohibited an equitable lien at that time. The statute provided:
"Every interest in trust property or the income therefrom which shall not be
subject to the rights of creditors of the beneficiary, as aforesaid, shall be
exempt from execution, attachment, distress for rent and all other legal or
equitable process instituted by or on behalf of such creditors."
However, the court was willing, upon a further showing by the judgment creditors, to
order the trustees to use reasonable efforts to give notice to the creditors of the
termination of the trust and the distribution of the proceeds, and to enjoin the debtorbeneficiary from transferring or alienating his interest during the period between the
198

See IIA Scott on Trusts, supra note 16, §152.1, at 92-108 for statutory citations to all of these statutes.

199

66 Ohio St. 3d 312, 318-23, 612 N.E.2d 706 (1993).

200

1989 Del. Ch. LEXIS 70 (Del. Ch. June 14, 1984).
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death of the life tenant and the distribution of funds to the debtor-beneficiary. To enjoin
the debtor-beneficiary in that manner, the court had to assume that the spendthrift
provision would become ineffective on the date of the life tenant's death, which is similar
to the result in the Brent decision discussed above.
Neither the Domo nor the Parsons decisions discussed whether a court could order the
debtor-beneficiary to turn over to the court all trust distributions received from the trust at
any time in the future, at which point the court could determine at that time if the debtorbeneficiary had any judgment creditors with enforceable judgments. If so, then those
creditors would be paid. It is unclear whether such an order would be construed as "legal
or equitable process" against the debtor-beneficiary, which a spendthrift provision does
not restrict, or as "legal or equitable process" against an interest in trust property, which a
spendthrift provision does restrict.
i. Merger exception. Under the doctrine of merger set forth in Restatement (Second) of
Trusts §341,201 if the beneficiary becomes sole trustee, or if the trustee becomes a
beneficiary, the legal and beneficial title mergers and the trust terminates to the extent of
the interest involved. 202 The Restatement (Third) of Trusts §69, 203 takes the concept one
step further and declares that
"The doctrine of merger applies to terminate a trust even though all of its
purposes have not been accomplished, and even though some or all of the
equitable interest(s) of the trustee-beneficiary are subject to a spendthrift
restraint."
Thus, a spendthrift clause becomes ineffective under this Restatement when the doctrine
of merger applies.
Exception when same person holds all beneficial interests. A spendthrift clause may also
become ineffective when the same person holds all of the beneficial interests in the trust.
(1). Confusion with merger exception. This exception is often confused with the merger
exception above. The merger exception applies when the beneficiary and trustee are
the same person, but this exception applies when the same person holds all beneficial
interests in the trust (e.g., all life and remainder interests). 204 Some courts apply this
exception because they consider the spendthrift provision ineffective or invalid in this
instance. Other courts refuse to apply this exception when a trust is "active" (i.e., the
trustee has powers to perform) rather than "passive" or "dry."

201

Restatement (Second) of Trusts, supra note 15, §341, at 176-80.

202

However, if the beneficiary of a spendthrift trust becomes sole trustee without his consent, he can choose to hold
the property free of trust or have a new trustee appointed to continue the spendthrift trust. Id. at Comment c.
203
204

Restatement (Third) of Trusts, supra note 4, §69, Comment d, at 536.

See Annot., Termination of Trust Where Life Interest and Remainder or Reversion are Acquired by Same
Person, 50 A.L.R. 2d. 1161 (2003). However, this annotation notes that it is to be distinguished from situations
where the beneficiary already has the entire beneficial interest.

Offshore/Onshore Trusts

31.44

(2). Cases recognizing exception. Courts applying the exception include Bennett v.
Chapin,205 and McCreery v. Johnston. 206 In Bennett, $1,000 a year was paid to the
trust beneficiary and either the beneficiary (upon attaining age 35) or her estate
would receive the remainder. The court stated that
"[W]here the estate granted is absolute, such restriction [on alienation]
can impose no legal obligation upon the devisees, or limit their power
over the estate, when the observance or violation of the restriction can
neither promote nor prejudice any interest but their own." 207
In McCreery, the decedent established a trust for the use and benefit of his son with
the understanding that he could not charge it with any debts. The court treated the
son as having an "equitable fee simple" in the trust rather than a mere "equitable life
estate" because there was no gift over to anyone upon his death. The court
determined that the restraint on alienating the equitable fee simple was invalid
because an "inalienable equitable fee" is not allowed 2 08
(3). Cases disregarding exception. Courts refusing to apply the exception when a trust is
"active" rather than "dry" or "passive" include Crumlish v. Delaware Trust Co. 209
According to the Crumlish decision, American courts follow the doctrine of Claflin v.
Claflin (that enjoyment can be postponed even though all interests are vested) as
opposed to the English doctrine of Saunders v. Vautier (that enjoyment can be
accelerated upon vesting of all interests). When the doctrine of Claflin v. Claflin is
applied to an "active" trust, spendthrift restraints in the trust remain effective.
(4). Exception not applicable when surplus income statute applies. When a surplus
income statute applies to a trust, the trust becomes an indestructible spendthrift
trust.21° The fact that the same person holds the income and remainder interests, or
that the principal will be paid to the remainderman's estate, does not destroy the
spendthrift trust. 211

205

77 Mich. 526, 43 N.W. 893 (1889).

2"

90 W. Va. 80, 110 S.E. 464 (1922).

207

77 Mich. 526 at 538.

208

The Reporter's Notes to Restatement (Second) of Trusts, supra note 15, §153(3) cites the McCreery decision in
support of the proposition that "If the principal is not to be conveyed to the beneficiary during his lifetime, a
restraint on the voluntary or involuntary transfer of his interest in the principal is invalid."
209 46 A2d 888 (1946). See also Annot., Termination of Trust Where Life Interest and Remainder or Reversion are
Acquired by Same Person, 50 A.L.R.2d 1161 (2003), where some cases hold that the spendthrift provision itself
establishes active duties.

Lent v. Howard, 89 N.Y. 169 (1882); In re Will of Higgins, 205 Misc. 385, 127 N.Y.S.2d 664 (1954), Dale v.
Guaranty Trust Co., 168 A.D. 601, 153 N.Y.S. 1041 (1915) ("He is entitled to the life estate; he owns the remainder,
but there is no merger of the two operating to destroy the trust, in view of the prohibition of the statute."); In re
Estate of Atkinson, 114 N.Y.S.2d 808 (1952).
210

211

In re Will of Ceruti, 116 N.Y.S.2d 632 (1952) and 106 N.Y. JUR. Trusts §559 (2002).

o
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5. Public policy exceptions in Restatement (Second) of Trusts §157. Public policy exceptions to
spendthrift trusts and support trusts are found in Restatement (Second) of Trusts §157. 212
They include (i) support for spouse and child, or alimony for the spouse, (ii) claims for
necessary services rendered or supplies furnished to the beneficiary, (iii) claims for services
rendered and materials furnished that preserve or benefit the beneficiary, and (iv) claims of
the United States or a state against a beneficiary. Comment a to this Restatement also allows
for other exceptions based on public policy. Tort claims against a beneficiary are noted as a
possible exception, which are discussed below.
a. Support and alimony. This exception is not applied blindly. Rather, courts consider what
is fair to all parties by treating the trust as having been established not only for the
beneficiary, but also for the beneficiary's dependents 2 13 Although many states follow
this exception, the Restatement indicates that states such as California, Florida, Iowa,
Minnesota, Maryland, New Jersey and Pennsylvania have not adopted it. 214
b. Necessary services and supplies. This exception applies to items such as medical
services, food, clothing, lodging and other necessary assistance, where the person
supplying such items is not acting "officiously" (e.g., when provision of services and
supplies is voluntarily and the beneficiary did not ask for, or need, such items). 215
Many courts have recognized incarceration expenses as a provision of necessaries. In
addition, some states have statutes giving the state a reimbursement claim for
incarceration expenses. Care should be taken to determine the nature of the state's claim
in those statutes. If the reimbursement claim is against the beneficiary personally, then
the necessaries exception should apply to the claim if (i) the state's courts have adopted
this exception, or (ii) the state's reimbursement act grants relief in spite of a spendthrift or
support trust. On the other hand, if the state claim is against a beneficiary's property,
then the necessaries exception may not apply because it pertains only to government
claims against the beneficiary. Accordingly, reimbursement claims against a
beneficiary's property might have to be treated as a new public policy exception to
override a spendthrift or support trust. 216

212

Restatement (Second) of Trusts, supra note 15, §157, at 328.

213

Restatement (Second) of Trusts, supra note 15, §157, Comment b, at 328-29.

214

See cases cited in the Reporters Notes to Restatement (Second) of Trusts, supra note 15, §157, Comment b as
well as Mason v. Mason, 798 So.2d 895 (Fla. App. 2001), the dissent in which advocated a different result if the
debtor is also trustee.
See, e.g, In re Estate of Mclnerny: Winkleman v. First Nat. Bank, 289 III App. 3d 589, 682 N.E.2d 284 (1997),
where the court determined that the beneficiary's guardian volunteered to serve and was only required to represent
the beneficiary's interests, not to provide services on which she is seeking payment, such as grocery shopping,
taking the beneficiary to lunch, or taking the beneficiary on vacation.

215

216

For example, Michigan's prisoner reimbursement act is based on a prior statute with respect to which the
Michigan Supreme Court stated the following in Auditor General v. Dale, 300 Mich. 215, 221, 1 N.W.2d 516
(1942):
"We regard the statutory obligation of a prisoner to pay for his keep and maintenance, if he has
sufficient estate, as civil rather than criminal in character. The law does not impose a personal
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c. Governmental claims. Comment e to this Restatement states that this exception pertains
not only to claims arising out of the administration of the trust (e.g., income tax claims
regarding the beneficiary's interest under the trust), but also to claims independent of the
trust (e.g., tax claims with respect to other property owned by the beneficiary). The
courts have used this exception primarily for claims regarding unpaid taxes and claims
where the beneficiary is an alien enemy to the United States, but they have refused to
apply it to claims such as fines or breach of contract claims. 217
d. Services or materials preserving the beneficiary's interest. The Restatement appears to
limit this exception to claims for services rendered and materials furnished that preserve
or benefit the interest of the beneficiary in the trust. 218 The creditor must show how
services or materials actually preserved or benefited the beneficiary's interest.
Recent attacks against spendthrift trusts. Recent attempts to erode the protection of
spendthrift trusts in matters involving tort claims and marital dissolution claims are receiving
attention from commentators. 219
a. Tort claims. An exception to the spendthrift trust doctrine for tort creditors has been
established legislatively and judicially in a small number of states. Louisiana has adopted
a statute allowing a beneficiary's interest in a spendthrift trust to be reached to satisfy an
offense or an act for which the beneficiary is individually responsible. 22° California has
enacted statutory exceptions to spendthrift trusts, one of which pertains to restitution to
crime victims and for damages incurred as a result of conduct for which the beneficiary
was convicted of a crime. 221 On the other hand, the Mississippi Supreme Court, in Sligh
v. First Nat. Bank of Holmes County, 222 became the first court in the United States to
create a common-law exception to spendthrift trusts for tort creditors:
"We find, as a matter of public policy, that a beneficiary's interest in
spendthrift trust assets is not immune from attachment to satisfy the claims of
the beneficiary's intentional or gross negligence tort creditors, and that such
claims take priority over any remainder interests in such assets."

judgment or liability against the prisoner, but provides for establishing a lien upon his estate by an
ancillary proceeding in rem.
217

See cases cited in the Reporter's Notes to Restatement (Second) of Trusts, supra note 15, §157, Comment e.

218

Restatement (Second) of Trusts, supra note 15, §157, Comment d, at 330, as construed by Schreiber v. Kellogg,
50 F.3d 264 (3rd Cir. 1995) (applying Pennsylvania law) and Evans & Luptak v. Obolensky, 194 Mich. App. 708,
487 N.W.2d 521, cert. den, 496 N.W.2d 289 (1992).
219 See the Sandoval Article, supra note 134, and Fox and Huft, Asset Protection And Dynasty Trusts, 37 REAL
PROP., PROB. AND TRUST J. 287, 350-60 (2002) (hereinafter the "Fox Article").

220

La. Rev. Stat. Ann §9:2005.

Section 15305.5 of the California Probate Code, which was cited in Ammco Ornamental Iron, Inc. v. Wing, 26
Cal. App 4th 409, 31 Cal. Rptr. 2d. 564 (1994).

221

222

704 So.2d 1020, 1029 (Miss. 1997).
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Although that holding has gained notoriety, few have noticed that the Sligh decision was
also aimed at the computation of punitive damages in tort actions. On this point the
Mississippi Supreme Court stated the following:
"Furthermore, we state the natural corollary that, when assessing punitive
damages against a tortfeasor found to have committed gross negligence or an
intentional tort who is a spendthrift trust beneficiary, the beneficiary's
interest should be taken into account as a factor in determining his monetary
worth.' 223
The Sligh decision was short-lived in Mississippi. Only five months after it was issued,
the Mississippi Legislature passed the Family Trust Preservation Act of 1998, which
provides that a beneficiary's interest in a spendthrift trust is not subject to the
224 However, the Sligh
enforcement of a money judgment until paid to the beneficiary.
decision has caused litigation in other states.
In Scheffel v. Krueger, 225 the Supreme Court of New Hampshire refused to follow Sligh
and create a tort creditor exception to spendthrift trusts because the state legislature had
already addressed the matter under a statute providing that "a creditor of a beneficiary
shall not be able to subject the beneficiary's interest to the payment of its claim." On
June 16, 2003, the Maryland Court of Appeals in Duvall v. McGee 226 also refused to
follow Sligh. The decision notes that Maryland courts previously adopted the alimony,
support and government claims exceptions to spendthrift and support trusts because those
obligations involved a duty and not a debt. However, the Maryland Court of Appeals
refused to establish a public policy exception for tort creditors because it considered a tort
judgment as nothing other than a debt. 22 `
The Sligh decision is not dead, however. On January 15, 2003, the California Court of
Appeals, in an unpublished opinion entitled Loren T. v. Walter T. 228 followed Sligh's
position that punitive damage calculations against a tortfeasor who is a beneficiary of a
spendthrift trust should take into account the tortfeasor's interest in that trust.
Specifically, the court stated:
"We believe Sligh states the rule correctly, and that trust assets ... are
includable in defendant's net worth, whether or not they reside in spendthrift
trusts. Indeed, the fact that these interests may not be easily reached by
creditors does not impact upon their character as assets. In addition, to the
223

704 So.2d 1020 at 1028.

224

Miss. Code Ann. §91 9 503.
-

-

225

146 N.H. 669, 672-73, 782 A.2d 410 (2001).

226

2003 Md. LEXIS 329 (2003).

227

The Duvall decision also emphasizes that Section 503 of the Unif. Trust Code, supra note 3, does not contain an
exception for tort claims, and the Comment to that section states that "The drafters also declined to create an
exception for tort claimants." Id.
228

2003 Cal. App. Unpub. LEXIS 468 (2003).
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extent that such assets are based upon discretionary distributions of principal
at the instance of the trustees, we believe they likewise are includable in
defendant's 'net worth' calculation. The trial court, in assessing punitive
damages, is not in the same position as a bank extending credit or any other
contract debtor who would enter into an arm's length transaction with the
defendant. Instead, the trial court must evaluate defendant's wealth for
purposes of assessing damages that will punish and deter conduct. Hence,
such assets are properly includable."
The Loren T. decision adopts only the Sligh decision's view on the computation of
punitive damages against a tortfeasor-beneficiary of a spendthrift trust. The California
Court of Appeals did not adopt Sligh's holding that a spendthrift trust could be reached
by the tortfeasor's creditors because it acknowledged in the quote above "that these
interests [in spendthrift trusts] may not be easily reached by creditors." The Loren T.
decision, then, is an indirect attack on spendthrift trusts. Nevertheless, use of that
decision as precedence is diminished because it is unpublished, and California Rules of
Court prohibit California courts and parties from citing this decision. Other courts,
though, may be less reluctant to follow Sligh on punitive damage calculations as a result
of this decision.
b. Marital dissolution. Cases on marital dissolution represent an indirect attack on
spendthrift trusts. For example, in In re Marriage of Balanson,229 the Colorado Supreme
Court held that "a beneficiary's remainder interest in a trust from which a trustee may, in
his discretion, distribute income and principal, constitutes property, for purposes of
property division in a dissolution case."'" The beneficiary's remainder interest in a trust
was a gift to the wife during her marriage and constituted separate property under
Colorado law, and the Colorado Supreme Court determined that any appreciation on that
interest constituted marital property for property division purposes. 23I
The Balanson decision was expanded to interests in a revocable inter vivos trust in In re
Marriage of Gorman 232 Such expansion, however, was superseded legislatively in
Colorado.2"
It is possible that other restraints or restrictions placed in a spendthrift trust may diminish
the value of a spouse's interest in that trust for property division purposes. 234

229

25 P.3d 28 (Colo. 2001) (en banc).

230

25 P.3d 28 at 32-33.

231

25 P.3d 28 at 40-43.

232

36 P.3d 211 (2001).

233

See C.R.S. §14-10-133(7).

234

See the various drafting suggestions in the Fox Article, supra note 219, at 359. However, the Loren T. decision
above reveals that the California Court of Appeals did not have difficulty valuing the spendthrift trust interests there
for punitive damage calculation purposes, where the spendthrift provision protected not only the beneficial interest
from legal process, but also authorized the trustee to withhold distributions and make discretionary distributions
whenever a beneficiary's interest is threatened.
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Ultimately, the existing expectation that marital property can be divided without taking
into account spousal interests in spendthrift trusts may be overturned in time depending
on whether other states follow the Balanson decision. In the meantime, cases similar to
Balanson are appearing. For example, in Dwight v. Dwight, 235 the Appeals Court of
Massachusetts had to consider whether the husband under a separation agreement
incorporated into a 1990 divorce judgment had, for alimony modification purposes,
"increases" in income from a "substantial inheritance" when he inherited an interest in a
discretionary spendthrift trust in 1994. The court concluded that the husband's interest in
that trust resulted in "increases" in income from a "substantial inheritance. 236
If a spouse transfers marital assets to an irrevocable trust without the other spouse's
consent, at least one court has ruled that the value of assets in that trust are subject to
equitable distribution in marital dissolution proceedings. 237
c. Maintenance and child support. According to Alvares-Correa v. Alvares v. Correa, 238 a
party's interest in trusts can be taken into account when making maintenance and child
support awards. There, the defendant was a beneficiary under four British Virgin Islands
trusts and had a power of appointment over them of the trusts. The defendant claimed
that the trusts were "beyond his control," but the court determined that the defendant and
his brothers had control and management of the trusts and that the defendant "not only
effectively oversees the trust funds but, pursuant to trust documents, has complete and
unfettered access to those funds."
7. Impact of the Unif. Trust Code and Restatement (Third) of Trusts on third party trusts.
a. Spendthrift provisions. Section 502 of the Unif. Trust Code 239 and Restatement (Third)
of Trusts §58 240 both provide that a spendthrift provision must restrain voluntary and

235

52 Mass. App. Ct. 739, 756 N.E. 2d 17 (2001).

236

The husband in Dwight claimed that he should not be treated as having received a substantial inheritance
because the trust was a spendthrift trust and payment of income and principal was wholly within the trustee's
discretion. The court stated that the value of the trust assets were almost as much as each spouse's share in the
separation agreement, and also stated that the trust provided the husband "with a substantial insurance policy against
economic hardship." The husband also claimed that he did not have "increases" in income, but only one $7,000
distribution from the trust. On this point, the court noted that the husband did not want any trust income, and if he
needed income, the trustee would be under a duty to assist him, citing Marsman v. Nasca, 30 Mass. App. Ct. 789,
795-97, 573 N.E. 2d. 1025 (1991). The court also determined that the uncertainty of distributions because of the
trustee's discretion and the spendthrift provision was not dispositive, and that the husband's potential income rather
than actual income from voluntary action may be considered by the judge.
Reichers v. Reichers, 178 Misc.2d 170, 679 N.Y.S.2d 233 (1998), aff'd, 267 A.D.2d 445, 701 N.Y.S.2d 113
(1999). The husband in Reichers transferred marital property to a Cook Islands trust two years prior to the divorce
proceeding in New York.
237

238

285 A.D.2d 123, 726 N.Y.S.2d 668 (2001).

239

Unif. Trust Code, supra note 3, §502, at 175.

240

Restatement (Third) of Trusts, supra note 4, §58(1), Comment b(2), at 357-58.
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involuntary transfers. 241 Restatement (Third) of Trusts §58 also provides that a restraint
on involuntary alienation, but not voluntary alienation, is invalid. 242
If a trust is protected by a spendthrift provision, the beneficiary's creditors may not reach
the beneficiary's interest until distribution is made by the trustee 243 or the beneficiary
obtains a presently exercisable withdrawal right. 244 If a trust is not protected by a
spendthrift provision, the beneficiary's creditors can reach the beneficiary's interest
subject to the court's power to limit relief by considering, for example, the support needs
of the beneficiary and the beneficiary's family. 245 Regardless of whether a trust is
protected by a spendthrift provision, if the trust is a discretionary trust within the meaning
of Section 504 of the Unif. Trust Code, the beneficiary's creditors may not compel a
distribution unless the creditor is the beneficiary's child, spouse or former spouse with a
246
judgment for support or maintenance.
b. Reduction of public policy exceptions to spendthrift provisions. Section 503 of the Unif.
Trust Code 247 adopts three exceptions to a spendthrift provision: child/spouse support,
services rendered to protect a beneficiary's interest in a trust, and governmental claims
(but state claims must be made under a statute providing that such claims are exempted
from a spendthrift provision). 248 Section 503 does not adopt the necessary services or
supplies exception of Restatement (Second) §157 nor does it adopt an exception for tort
claimants. 249

Under Section 502 of the Unif. Trust Code, supra note 3, at 175, a trust instrument will be treated as restraining
voluntary and involuntary alienation by merely stating that the interest of each beneficiary is held subject to a
"spendthrift trust."
241

242

Restatement (Third) of Trusts, supra note 4, §58, Comment b(2), at 357-58.

243

Unif. Trust Code, supra note 3, §502(c), at 175 and Restatement (Third) of Trusts, supra note 4, §58(1),
Comment d(2), at 361.

244

245

Unif. Trust Code, supra note 3, §505(b), at 178.
Unif. Trust Code, supra note 3, §501, Comment, at 174 states:
"Because proceedings to satisfy a claim are equitable in nature, the second sentence of this section
ratifies the court's discretion to limit the award as appropriate under the circumstances. In exercising
its,discretion to limit relief, the court may appropriately consider the support needs of a beneficiary and
the beneficiary's family."

246

Unif Trust Code, supra note 3, §504, Comment, at 177 states:
"Only if the trust is not protected by a spendthrift provision, or if the creditor falls within one of the
exceptions to spendthrift enforcement created by Section 503, does this section [504] become
relevant."

247

Unif. Trust Code, supra note 3, §503, at 176.

248

Thus, if a state legislature adopts Section 503, it should also determine which state claims will be subject to or
exempted from a spendthrift provision. Unif. Trust Code, supra note 3, §503, Comment, at 176.

249

Unif. Trust Code, supra note 3, §503, Comment, at 176-77.
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When a spendthrift provision is ineffective because of any public policy exception in
Section 503, the beneficiary's creditors can reach the beneficiary's interest subject to the
court's power to limit relief by considering, for example, the support needs of the
beneficiary and the beneficiary's family. 250 However, if the beneficiary's interest is in a
discretionary trust within the meaning of Section 504 of the Unif. Trust Code, then the
beneficiary's creditors may not compel a distribution unless the creditor is the
beneficiary's child, spouse or former spouse with a judgment for support or
maintenance. 25 '
c. Support and discretionary trusts treated alike. Section 504 of the Unif. Trust Code 252
eliminates the distinction between support and discretionary trusts by unifying the rules
for all trusts fitting within either category. This should significantly reduce litigation
over whether a trust should be treated as a support trust or a discretionary trust for
creditor's rights purposes. Section 504 accomplishes this by stating that whether or not a
trust contains a spendthrift provision, a creditor of a beneficiary cannot compel a
distribution within the trustee's discretion even if (i) the discretion involves a distribution
standard or (ii) the trustee abused the discretion. 253
When a support or maintenance distribution standard exists, Restatement (Third) of
Trusts §50254 provides that it is normally implied that distributions be made according to
the beneficiary's accustomed standard of living or station in life, which is ordinarily
determined at the time of settlor's death or when the irrevocable trust is created. 255
Furthermore, unless the trust states otherwise, the general presumption is that other

250

Unif. Trust Code, supra note 3, §501, at 174 states:
"Because proceedings to satisfy a claim are equitable in nature, the second sentence of this section
ratifies the court's discretion to limit the award as appropriate under the circumstances. In exercising
its discretion to limit relief, the court may appropriately consider the support needs of a beneficiary and
the beneficiary's family."

251

Unif. Trust Code, supra note 3, §504, Comment, at 177 states:
"Only if the trust is not protected by a spendthrift provision, or if the creditor falls within one of the
exceptions to spendthrift enforcement created by Section 503, does this section [504] become
relevant."

252

Unif. Trust Code, supra note 3, §504, at 177.

According to Unif. Trust Code, supra note 3, §504, Comment, at 177-78, "[T]he power to force a distribution
due to an abuse of discretion or failure to comply with a standard belongs solely to the beneficiary."

253

254

255

Restatement (Third) of Trusts, supra note 4, §50, Comment d(2), at 264-66.

Such support includes distributions for accustomed living expenses as regular mortgage payments, property
taxes, suitable health insurance or care, existing programs of life and property insurance, and accustomed vacation
and charitable giving. Restatement (Third) of Trusts, supra note 4, §50, Comment d(2), at 266.
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resources available to the beneficiary should be taken into account before distributions
are made.256
The counterpart to Section 504, namely Restatement (Third) of Trusts §60, provides the
same equitable relief as Section 501 of the Unif. Trust Code. Under Section 501, if a
beneficiary's interest is not protected by a spendthrift provision, then the beneficiary's
creditor can reach the beneficiary's interest subject to the court's power to limit relief by
considering, for example, the support needs of the beneficiary and the beneficiary's
family. Similarly, Comment c to Restatement (Third) of Trusts §60 provides:
"Furthermore, if an expressed or implied purpose of the discretionary interest
is to provide for the beneficiary's support, health care, or education, in
establishing the portion of each distribution allocated to the payment of
claims the court is to take account of the beneficiary's actual needs in
maintaining a reasonable level of support, care and education. (Compare the
court's equitable discretion in the spendthrift-trust exception in §59,
Comment b, and more generally in §56, Comment e....)" 257
In addition, the Reporter's Notes to Comment c of Restatement (Third) of Trusts §60 258
provide the following guidance:
"Insofar as the settlor's purpose, in whatever manner expressed or implied, is
to provide for the beneficiary's needs, and if it is an acceptable social policy
that a beneficiary not be left without essential means of support and care (and
education as appropriate), the rules of this Section accommodate that
objective (on a reasonable need, not a station-in-life basis) regardless of how
the discretionary trust might be worded and categorized (Comment c) and
under a policy of general application when creditors are allowed to attach
beneficial interests (see §56, Comment e, as well as §59, Comment b)."
In determining such need, the beneficiary's other available resources must be taken into
account. 259

Restatement (Third) of Trusts, supra note 4, §50, Comment e, at 269-70. One exception is when the beneficiary
is not expected to be self-supporting when distributions are intended to be made, in which event the beneficiary's
subsequent employment should not reduce future distributions. Id.

256

257

Restatement (Third) of Trusts, supra note 4, §60, Comment c, at 407.

258

Restatement (Third) of Trusts, supra note 4, §60, Reporter's Notes to Comment a, at 417.

259

Both Comment c of Restatement (Third) of Trusts, supra note 4, §60, at 407, and the Reporter's Notes to that
Comment at 417 refer to the general policy in Comment e of Restatement (Third) of Trusts, supra note 4, §56, at
340, which provides in part as follows:
"The court, however, may order less than all of the payments to be made to the creditor, leaving some
distributions for the actual needs of the beneficiary and his or her family. (`Actual needs' are not
based on a 'station-in-life' of support and require that account also be taken of the beneficiary's other
available resources.)" [Emphasis added.]
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As noted in the Reporter's Notes to Comment c of Restatement (Third) of Trusts §60, the
equitable discretion to take into account the beneficiary's actual needs in maintaining a
reasonable level of support, care and education is "a policy of general application when
creditors are allowed to attach beneficial interests." That policy does not appear to apply
when a beneficiary's interest is protected by a spendthrift provision because creditors
cannot attach beneficial interests when they are protected by a spendthrift clause. That
conclusion is supported in various ways:
® Restatement (Third) of Trusts §60 acknowledges that it is subject to the rules on
spendthrift trusts, 26° and those rules provide that a creditor can reach the full
amount distributed to a beneficiary;
,

® Comment a to Restatement (Third) of Trusts §60 provides:
"The rule [of §60] does not apply if the beneficiary's interest is
subject to a valid spendthrift restraint under the rules of §58
unless the situation falls within an exception under §59.26l
® Similarly, the Comment to Section 504 of the Unif. Trust Code states:
"This section will have limited application. Pursuant to Section
502, the effect of a valid spendthrift provision, where
applicable, is to prohibit a creditor from collecting on a
distribution prior to its receipt by the beneficiary. Only if the
trust is not protected by a spendthrift provision, or if the creditor
falls within one of the exceptions to spendthrift enforcement
created by Section 503, does this section become relevant." 262
® Finally, the Reporter's Notes to Restatement (Third) of Trusts §58 provide:
"It has never been the object of the spendthrift trust to restrain
the beneficiary from spending income or principal after it has
been paid to him by the trustee, or to restrain his creditors from
taking trust income or principal from him after he has obtained
it from the trustee. The sole object of these trusts is to prevent
anticipation of trust income or principal by assignments of the
right to receive future income or principal or from attempts by
creditors of the beneficiary to reach such right." 263
d. Equitable discretion to limit creditor relief. Sections I.B.7.a through I.B.7.c above reveal
that a court has equitable discretion under the Unif. Trust Code and the Restatement
(Third) of Trusts to limit relief for a creditor with respect to (i) a trust not protected by a
260

Restatement (Third) of Trusts, supra note 4, §60, at 405 (in the first clause of that provision).

261

Restatement (Third) of Trusts, supra note 4, §60, Comment a, at 405.

262

Unif. Trust Code, supra note 3, §504, Comment, at 177.

263

Restatement (Third) of Trusts, supra note 4, §58, Reporter's Notes to Comments d-d(2), at 386-87, quoting G.
Bogert, Trusts §40, 149-50 (6th ed. 1987).
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spendthrift provision (including a discretionary trust without a spendthrift provision), and
(ii) a trust to which a spendthrift enforcement exception applies. Such discretion limits
the American common-law rule that all of the property distributed or allocated to a
beneficiary can be reached by the beneficiary's creditors. Such discretion provides relief
similar to that under the "surplus income statutes" discussed in Section 113.4.f above.
Under the surplus income statutes, a court must determine a reasonable amount for a
beneficiary's support and education, which the beneficiary's creditors cannot reach.
However, the Restatement (Third) of Trusts uses a "reasonable need" approach instead of
the "station-in-life" approach used by some states under their surplus income statutes.
The "reasonable need" standard is intended to protect a lesser amount than the "station in
life" standard. Nevertheless, beneficiaries have greater creditor protection because their
creditors cannot reach the beneficiary's entire interest in those trusts.
e. Beneficiary as sole trustee. The rule in Restatement (Third) of Trusts §60 264 also applies
when the beneficiary is acting as sole trustee or has the right to demand distributions
pursuant to a standard. When the beneficiary is acting as sole trustee, Restatement
(Third) of Trusts §60265 states that the trustee-beneficiary's creditors can reach from time
to time the "maximum amount" the trustee-beneficiary can properly take, but the court
may reserve a portion of that amount for the beneficiary's actual needs for reasonable
support, health care, and education. The "maximum amount" can be reached even
though the beneficiary's interest is subject to a spendthrift provision. There are no prior
Restatements pertaining to this topic. 26°
f. Beneficiary owning all beneficial interests. Section 411 of the Unif. Trust Code 267 and
Restatement (Third) of Trusts §65 268 follow the doctrine of Claflin v. Claflin (that an
"active" trust can continue even though all beneficial interests are vested) rather than the
doctrine of Saunders v. Vautier (that enjoyment can be accelerated upon vesting of all
interests). For example, if all beneficial interests in a trust are held by one person, the
trust can continue if it is "active" (i.e., the trustee has powers to perform) rather than
"passive" or "dry." If an "active" trust continues and has a spendthrift provision, then the
spendthrift provision will also continue.

g. Mandatory distributions reachable after reasonable time. Section 506 of the Unif. Trust
Code269 authorizes a creditor of a beneficiary to reach a mandatory distribution of income
264

Restatement (Third) of Trusts §60, Comment c, at 407-08.

265

Restatement (Third) of Trusts §60, Comment g, at 412.

266

Restatement (Third) of Trusts, supra note 4, §60, Reporter's Notes to Comment g, at 427-30 lists the cases on
this subject, one of which is In re McCoy: Johnson v. McCoy, 274 B.R. 751 (ND. Ill. 2002), where the beneficiarytrustee's power to distribute property to himself as "desirable" for "health, maintenance and support" could be
reached by his creditors because the term "desirable" meant unfettered discretion to distribute as the beneficiarytrustee found "pleasing" or "worth having." For additional thoughts on this subject, see Akers, Twenty-five Things
You Have to Know About Appointing Trustees, 17 PROB. & PROP. 36 (July/August 2003).
267

Unif. Trust Code, supra note 3, §411, at 165.

268

Restatement (Third) of Trusts, supra note 4, §65, Comment d, Illustration 5, at 477-78 and Reporter's Notes at
487-89.
269

Unif. Trust Code, supra note 3, §506, at 180.
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or principal if the trustee has not made the distribution within a reasonable time after the
required distribution date. According to the Comment to Section 506, this represents a
compromise between the view that a spendthrift provision should be effective until
property is distributed and the view that a trustee should not be able to avoid creditor's
claims against a beneficiary by refusing to make a distribution required under the trust
instrument.

II. ATTACKING OFFSHORE STRUCTURES 27°
A. Introduction.

1. Attacking offshore structures: who would want to?
a. Numerous persons may be interested to attack an offshore structure:
(1). Mr. A - is alive and owes a lot of money to creditors but all his assets are a trust
which he settled;
(2). Mr. B - is also alive and also owes a lot of money, he has none of his own but he
lives a high life out of distributions from a trust his father set up;
(3). Miss C was the former star employee of RiskyBank Ltd but took early retirement
recently, leaving a large hole in the bank's balance sheet. RiskyBank thinks it can
trace some of its assets to a series of trusts set up by Miss C and would very much
like it returned;
(4). Mr. D - has died - leaving all his assets in a trust which he settled; but his widow and
children are not happy;
(5). Mr. E is in a divorce proceeding - Mrs E is seeking financial provision but all of Mr.
D's assets are held in a trust;
b. From these simple situations several different types of claim can be discerned:
(1). personal claims against A, B and C from their respective creditors;
(2). a proprietary claim to specific assets by Risky Bank against the trustees of Miss C's
trust and/or any underlying entity such as a company or limited partnership;

270 These notes are concerned with trusts established outside the United States, principally in the common law
jurisdictions, most of which have historical connections with England and are either members of the Commonwealth
or remain UK dependencies or possessions. We all borrow from each other's law and it is commonplace in litigation
in, say, England, to cite decisions from, say, the Caribbean, Australia, Canada and New Zealand. In these notes, for
comparative purposes, reference is also made to the law in various US states. Together, this encompasses many
countries and jurisdictions with differing laws and to keep this discussion within sensible bounds it is necessary in
these notes to make compendious references to "Commonwealth countries" and "US law". I am qualified to practice
only English law and trust that practitioners in the various US States and countries will forgive my infant trespass
upon their domain.

Offshore/Onshore Trusts

31-56

(3). possible personal claims by Risky Bank in relation to Miss C's trust, against the
trustees, the underlying entities, the directors and officers of these entities and any
persons who advised Miss C in relation to her trust, for "knowing receipt" or for
dishonest assistance in a breach of fiduciary duty;
(4). Mr D's beneficiaries may have rights in his estate; these, in turn, may give rise to a
variety of claims either to the assets of Mr D's trust or against the trustees or other
entity holding assets;
(5). Mrs E has claims for financial provision under matrimonial law, either by way of a
community of property claim or for a judicial adjustment of the matrimonial estate.
These, also, may give rise to claims to the assets or against the trustees or other asset
holder;
(6). As well as being a possible creditor, the IRS may be interested to challenge a
structure to establish a liability to income, estate or gift tax.
2. How - what can the challengers do?
a. Personal claims against the settlor (or founder/instigator) or his estate.
(1). In relation to personal claims against the settlor/founder/instigator of the structure, or
against his estate, there are two broad approaches:
(2). The first of these is to get the assets back into the settlor's estate. Once this is done,
those assets will be directly available to the settlor's creditors, trustee in bankruptcy,
the heirs entitled to his estate either under a will, intestacy or forced heirship regime.
In the same way, the assets will be directly susceptible to judicial adjustment under
matrimonial property laws.
(3). The second approach is to attach the settlor's interest in the structure. If the settlor
can be shown to have a valuable (i.e. assignable) interest in the structure, that interest
will again be available to his creditors and heirs and will be exposed to Mrs E's
matrimonial claims.
b. Personal claims against non-settlor beneficiaries.
(1). Similar approaches may be adopted in relation to personal claims against non-settlor
beneficiaries.
(2). An ostensibly discretionary interest of a beneficiary may be shown to be a valuable
fixed interest or entitlement. If the settlor has died and the beneficiary is entitled to a
share of his estate, challenging the trust so as to return the assets to the estate may
again be an option.
c. Proprietary claims.
(1). Proprietary claims are, comparatively at least, the most straightforward and enduring
claims to make. Through the application of extensive tracing rules, in combination
with the ready attribution of knowledge to connected legal entities (thus defeating
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bona fide purchaser defenses by such entities), ownership, once established, is
difficult to disguise.
(2). Obvious instances where proprietary claims will arise involve cases of fraud,
embezzlement and other thefts. But a detailed examination of the facts can disclose a
much wider range of instances, such as marital property ownership claims
(community of property),271 joint proprietary interests (arising from contribution to
purchase or ownership and the imposition of a constructive trust).
d. Claims against trustees and other intermediaries.
(1). If assets held by trustees or others are found to belong to a third party so that the
settlor had no title to them, those assets will be trust property held for the benefit of
the third party. If the holder, with knowledge, deals with them inconsistently with
the interests of the true owner, the true owner will have personal claims against the
holder in the same way as any other beneficiary under a trust to call the trustee to
account and replenish the trust fund.
(2). Miss C's defalcations in relation to Risky Bank's assets constitute breaches by her of
her fiduciary duty as an officer of Risky Bank. Any person who dishonestly assists
her in this process or in her or others' dealings with the stolen funds thereafter may
also face personal claims for assistance in a breach of fiduciary duty.
(3). In most Commonwealth countries, the exact scope and requirements for claims for
both "knowing receipt" and assistance in a breach of fiduciary duty, are not settled.
The key elements of these claims remain contentious and, in keeping with other
aspects of the law of Restitution, this is a fluid and developing area of the laW. 272
(4). Personal claims against trustees and other intermediaries do not, as such, involve
attacks against the trust or other structure; that will already have happened given that
these claims are all predicated on the trust or other structure having been established
with stolen funds. There is, however, a clear warning here for all intermediaries and
professionals concerned in the establishment of trusts and other asset holding
structures, most especially in such contentious an environment as that of so calle d
"asset protection". Claims in this field cannot be avoided by turning a blind eye to
the obvious or by refusing to ask proper questions, whilst naivety and negligence
may well be sufficient to impose liability. 273
Rights to judicial adjustment orders give no proprietary or other rights until the order is made - see Sugden v
Sugden [1957] P 120.
271

For recent authorities addressing knowing receipt and knowing assistance see Twinsectra v Yardley [2002] 2 AC
164; El Ajou v Dollar Land [1994] 2 All ER 685.
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As to which, consider the comments of Millet J (now Lord Millett) in:
(1) Agip (Africa) Ltd v Jackson and Others [1989] 3 WLR 1367 at 1390:
"...The true distinction is between honesty and dishonesty. It is essentially a Jury question. If a man does
not draw the obvious inferences or make the obvious inquiries, the question is: why not? If it is because,
however foolishly, he did not suspect wrongdoing or, having suspected it, had his suspicions allayed,
however unreasonably, that is one thing. But if he did suspect wrongdoing yet failed to make inquiries
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(5). In addition to these, creditors and other claimants have numerous other tactics
available to them, such as the onshore liquidation of offshore companies or
partnerships (which can be a very effective information gathering exercise) and
pursuing negligence and other claims against directors and officers of such entities.
(6). The message to creditors and other claimants is that there are many ways to skin the
cat and one should cast the net as wide as possible. A fundamental point will be
whether an effective order can be secured through a US court - where the sympathies
will, for the most, part be with the creditor and there will be an inevitable favouring
of the adoption of US law. Even where foreign law is found to govern the matter it
will, inevitably, be seen through US eyes.
(7). In the following notes I concentrate on the options open to creditors and others with
personal claims against settlors and beneficiaries, seeking to challenge trusts and
other offshore structures.

B. Attacking structures — bringing the assets home.
I. Introduction.
a. Returning assets back to the estate. It will be clear from what has been said above that
the most effective weapon of a claimant and the greatest threat to any settlor/beneficiary
is the possibility of challenging the trust or other structure so as to show that the assets, or
part of them, are held as part of the estate of the settlor and therefore available either to
his creditors and others with claims against him or to creditors of the estate beneficiaries.
b. There are several routes by which the assets might be brought back into the estate.
(1). The first and by far the most important, is to establish the invalidity of the structure
or of some element in the structure, or of the dispositions to it.

because "he did not want to know" (category (ii)) or because he regarded it as "none of his business"
(category (iii)), that is quite another. Such conduct is dishonest, and those who are guilty of it cannot
complain if, for the purpose of civil liability, they are treated as if they had actual knowledge...."
and (2) in El Ajou v Dollar Land [1993] 3 All ER 717, 740:
"... The service which he gave his clients was to provide them with the means of concealment. He was
prepared to lie to the authorities rather than risk divulging a clients identity. He told me that he was
careful that SAFI should not charge substantial fees for its services because he was afraid that, if it did so, it
might be regarded as a participant in its clients transaction. That was a highly revealing observation. He
obviously realised that his clients§ transactions might be questionable. He preferred not to know why his
clients needed to keep their activities hidden from the light of day. As he admitted to me, he could not
function at all if he had to inquire what his clients were up to. Wilful blindness was part of his job
description..." (emphasis supplied)
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(2). A second option is to seek to set aside the dispositions of property made to or upon
the structure under fraudulent disposition or action Pauline laws.
(3). A third route is have the dispositions of property made to or upon the structure set
aside under statutory bankruptcy clawback (or matrimonial law) clawback rules.
c. Foreign fraudulent disposition laws. This paper is primarily concerned with the first of
these. It is assumed that the trust assets have been settled under a non-US trust law in
circumstances when there is no scope for the application of the fraudulent disposition law
of the trust state. Of course, this will be relevant only so far as the law of the trust state
governs these questions. The fact of the matter is that conflicts of law issues loom large
here.
d. Conflict of law issues. Consider a voluntary disposition made by Mr A whilst resident,
say, State X, of assets held through a bank in Country Y, to trustees situated in offshore
Country Z. Whose bankruptcy law/fraudulent disposition rules will be applied?
(1). This question does not appear to have been raised in any of the modern cases. the
very nature of fraudulent disposition laws is that they empower courts in the
jurisdiction whose law is in issue, to set make orders setting aside particular transfers.
Plainly, a court in one country cannot be given jurisdiction by the law of another
country, so there seems to be an assumption that if an order against (in this example)
the trustee in Country Z, then the law of Country Z must be applied.
(2). It is questionable whether this is the whole story. If (again in this example) the target
assets are still held with the bank in Country Y, the courts of that country have an
interest in the matter: the transfer to the trustee was made under its law and the assets
are within its jurisdiction. If Country Y's internal jurisdiction rules will permit, an
application might well be made to the courts in Country Y to set aside the transfer to
the trustee, applying Country Y's law (which, inevitably, will be less attractive to the
debtor/settlor than those of offshore Country Z).
(3). A possibly critical factor in this process is that the relevant asset holder may not be
the offshore trustee; most often the assets will be held by a company or partnership
established for the purposes of the structure. Just as often, the holding company or
partnership will be established in a different jurisdiction, often one with less
aggressive anti-creditor laws than the trust jurisdiction.
e. The choice of issue in US cases. In cases where the target assets are within the
jurisdiction of a' US court (in the sense that they can be reached by means of an in rem
order or an in personam order against persons within the jurisdiction) the choice of law
question takes on a fundamentally greater importance. If questions of validity of the trust
or access to the trust assets are found to be governed by US law, it is likely that the
perceived advantages of the offshore structure will be neutralized. There have been
several cases in the United States under which ostensibly foreign trusts have been
successfully challenged in US courts on the basis that they are, one way or another,
governed by US federal or state law, under which they can be challenged by creditors.
Duttle v Bandler Kass, 274 concerned a Liechtenstein trust; Re Portnoy275, concemed a
274

No. 82 Civ. 5084, 1992 U.S. Dist LEXIS 8894 (1992).
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Jersey trust. More recently in Re Brooks 276, the validity of trusts in Jersey and Bermuda
was found to be governed by Connecticut law, and in Re Lawrence, 277 the debtor/settlor's
rights under a trust in Mauritius were found to be governed by Florida and US federal
bankruptcy laws.
2. Challenging the validity of a trust or dispositions to it.
The approach here is to go back to the essentials for the creation of a valid trust and test each
step in the process. The starting point will be the law of the offshore jurisdiction in which the
trust or other structure has been established. The law in each of these jurisdictions is
different and would need to be considered carefully at an early stage. Almost all of the
Commonwealth jurisdictions and the United Kingdom dependencies and possessions have
common law, or quasi common law, legal systems and, generally, follow common legal
principles.
a. The essentials for a valid and effective trust.
To create a trust requires:
(1). specific assets278
(2). beneficially owned by a person
(3). who has the capacity to transfer them into trust
(4). who makes a complete disposition of those assets to a trustee
(5). with the intent to create a trust on the terms set out in the trust deed
(6). which terms are legally certain
(7). but not illegal
(8). and which are effective to take the trust assets, or some interest in them, out of the
settlor's estate.
b. Ownership of the assets: Nemo dat quod non habet
A person cannot give what he does not own. This raises a fundamental question: did the
apparent settlor own, beneficially, the assets he purports to have settled? If not, a
claimant may well be looking not merely to strike down the structure and return the

275

201 Bankr 685 (1996).
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1998 WL 35018; 217 B.R. 98 (Bankr. D. Conn. 1998).
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Bankr. S.D. Fla. Sept. 22, 1998.

278

Subject to Hunter v Moss [1994] 1 WLR 452 (CA).
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assets to the estate but to bringing a proprietary claim for the recovery of the claimant's
own assets. Consider:
(1). the rights of spouses, partners and other family members:
(a) community property;
(b) jointly owned property;
(c) resulting trusts: purchase provided by another; purchase in the name of another;
(d) recognition of property interests derived from spousal contributions;
(e) imposition of remedial constructive trusts.
(2). invalid corporate transactions:
(a) invalid dividends: it is often the case with offshore companies that a very casual
approach to corporate formalities is adopted. Scant attention to the rules for
declaring dividends and other distributions. If the legal requirements are not met,
the dividend will be illegal and the funds paid out will be still belong to the
company. 279
(b) invalid share issues: the same causal approach is often also adopted in relation to
the issue of shares, with the same result. The shares purportedly issued will not
exist and the would be shareholder will not have any right to the shares.'"
(c) illegal profits or commissions received by a company director or profits diverted
by a director from one company to another. The profits will belong to the
company and be held by the director on constructive trust for the company. 281
(3). The common offshore trust structure will comprise a trust holding the shares or other
interests in an underlying offshore holding company or other entity, through which
the active assets held:
(a) Although the settlor may have been the true owner of the shares of his company,
is the company the owner of the assets held in its name? Consider:
(i) the company as nominee: where assets have been transferred to a company
by the would-be settlor, it does not necessarily follow that the company has
become the beneficial owner of the assets. A simple transfer will produce
nothing more than a resulting trust and this will be the case unless there is
evidence to show that the assets were received by the company for value,
279 See Precision Dippings Ltd v Precision Marketing Ltd [1986] Ch 447; Bairstow and others v Queens Moat
Houses plc [2001] 2 BCLC 531.
280
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Re Cleveland Trust PLC [1991] BCLC 424.
Regal Hastings v Gulliver [1942] 1 All ER 378; Boardman v Phipps 1967 2 AC 46.
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such as in consideration for shares or as a loan, or there is evidence of an
outright gift by the settlor to the company (i.e. contributed surplus or capital).
(ii) the non-existent company; the company which has been struck off the
register.
(b) Both situations are common in the offshore field.
(i) All too often, few, if any, corporate formalities will have been followed
resulting in e.g.: directors being improperly appointed, shares never being
issued and decisions of directors being taken without exercising any genuine
discretion. All of these breaches will provide ammunition for arguing that
the assets never became beneficially owned, that the corporate veil should be
lifted (see Atlas Maritime Co S.A v Avalon (Nos. 1 & 3)282) or that the
company should be treated purely as a conduit or fiction.
(ii) Offshore corporate systems are quick to remove companies from the register
of companies whenever there is delay in paying annual fees or complying
with other statutory requirements. A company which has been "struck off'
the register does not exist; it cannot enter into legal transactions and anything
purported to have been done whilst it was struck off will be a nullity. Most
corporate laws provide for reinstatement of such companies but few provide
for ex post facto recognition of action taken in during the interregnum. 283
c. Constitution of trusts.
(1). The fundamental rule found in most Commonwealth trust laws is that for a valid trust
to be fully constituted there must either be a declaration of trust by the settlor or a
completed transfer to the trustee (Milroy v Lord 284). A formal beneficia1285
declaration of trust will be rare in the present context and declaration of trust will not
be read into a failed conveyance.
(2). The position may be different where the would-be settlor is intended to be one of the
trustees but this would be rare in the present and most offshore contexts. This is one
of several ways in which the courts have alleviated the strictness of the rule in Milroy
v Lord. Equity favours gifts and courts should not strive to defeat them so that,
where possible; the court will adopt a benevolent construction of the acts of the
intending donor and may be prepared to construe them as amounting to a declaration
of trust if this is the only way in which the donor's intent can be carried out; see T
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[1991] 4 All ER 769 and 783.

283

Compare sections 100 and 101 of the British Virgin Islands International Business Companies Ordinance and
sections 652 and 653 of the United Kingdom Companies Act 1985.

284
285

(1862) 4 De GF & J 264.
Noting the difference between a beneficial and an evidential declaration.
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Choithram International SA and others v Pagarani and others 286 and Pennington
and another v Waine and others.287
(3). Careful consideration must be given to the requirements for transferring particular
assets to ensure that there has been a completed transfer: In the present context one
may be concerned with assets situated in the US, so that the requirements for a valid
transfer will be governed by the relevant state law. Alternatively, the trust may be
created by the disposition to the trustee of shares of an offshore company or of an
interest in an offshore partnership, in which case the disposition will, typically, be
governed by the law applicable to the company or partnership in question.
(4). In the offshore context, some common examples include:
(a) Registered shares:
(i) A transfer of the legal title to registered shares is not complete until the name
of the transferee is registered as the new holder. However, the equitable
interest in shares may be transferred by way of gift without registration. for
this it may be sufficient.
(ii) What is required for such a transfer is not yet settled but the delivery of a
completed share transfer form to the named transferee may be sufficient and
it may even be sufficient without such delivery where the donor can be said
to have made herself the agent of the donee to complete the transfer:
Pennington and another v Waine and others.288
(iii) Generally, were the intending donor has done all in his power to effect the
transfer, this may be sufficient even if further steps are required to be done
by others before the transfer is complete: Re Rose, Midland Bank Executor
and Trustee Co Ltd v Rose; 289 Re Rose, Rose v IRC; 290 Re Fry. 29 '
(iv) Under most Commonwealth legal systems, handing over a share transfer
form, or a stock power, executed in blank will not effect a transfer of title and
is unlikely to assign the beneficial interest in the shares.
(b) Bearer shares: there are fewer and fewer jurisdictions which provide for bearer
shares and it is generally unwise to use them but where they do exist, an effective
transfer is completed only upon delivery to the intended transferee. Their
286

[2001] 2 All ER 492 (PC).
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[2002] 4 All ER 215 (CA).
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[2002] 4 All ER 215 (CA).
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[1948] 2 All ER 971.
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[1952] 1 All ER 1217.
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[1946] 2 All ER 106.
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retention by the would-be settlor "on behalf of" the trustee will not be effective,
although there may be scope for a declaration of trust by the settlor. Bearer
shares are chattels, or tangible personal property and under conflict of laws
principles, their disposition will be governed by the law of the place in which
they are situated.

(c) Equitable interests (such as the interest of a beneficiary under a bare trust, or of
the principal under a nomineeship): s. 53(1)(c) of the English Law of Property
Act 1925 and s. 9 Statute of Frauds 1677 (applicable in many of the common law
jurisdictions), impose the primary requirement that the assignment (as distinct
from the creation) of an equitable interest must be in writing. An oral instruction
to transfer such interests upon trust will not suffice. Query the precise scope of
s.9 of the 1677 Act (see Grey v Inland Revenue Commissioners) 292 and note
several differences between s. 9 and s. 53(1)(c). In particular, under s. 9, there is
no provision for agents and no exception for constructive, resulting or implied
trusts.
(5) Validity of the transfer: scope for the application of US law:
(a) where there has been a transfer of US situated assets and the transfer is subject to
US law (say, the shares of a US corporation), the validity of that transfer is likely
to be governed by US law. If the transfer is contrary to US law, it is difficult to
see how any rights in the purported transferee can be derived from it.
(b) This must apply to transfers to companies, partnerships and other entities, as
much as to transfers to trustees. If done as apart of a scheme to avoid creditors in
breach of US law, then the validity of these transfers must be open to question.
d. Certainty of intention.
(1). Fraud or undue influence against a settlor or mistake on the part of the settlor may
provide grounds enabling the settlor' (or those claiming through him) to apply to have
the trust set aside or rectified, provided the settlor has not adopted the trust with full
knowledge of the situation.
(2). In the context of offshore trusts, the question often arises whether the settlor, even
though of full mental/legal capacity, had any real idea or understanding of what he
was doing. A non-English speaking would-be settlor from, say, the Middle East may
have no general knowledge of the trust concept and in a particular case may be
responding entirely to the overtures from an institutional salesman. There must be a
real risk in such cases that the settlor cannot be said to have intended to create a trust
on the terms of the formal trust instrument. In this type of case close attention ought
to be paid to any letter or memorandum of wishes given by the settlor as this may
well more accurately reflect his intentions.
(3). In a United States' context this lack of understanding would seem unlikely to arise,
although it may be interesting to consider just how much many purchasers of APT
"packages" fully understand what is that they are buying into. The notorious Thyssen
292 [1960] AC 1.
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litigation in Bermuda shows that even the most well informed and advised settlors
might lack the necessary understanding to create a trust.
(4). The discussion so far is concerned with innocent misunderstandings on the part of the
would-be settlor. What happens if there is a more cynical intention: the settlor wants
to give the impression that he has created a trust on particular terms (e.g. a
discretionary trust) but his real intent is to establish something very different? This
is the "sham trust" and is dealt with separately, below.
e. Legal certainty.
(1). A trust is no different to any other legal relationship. As with, say, a contract, for a
trust to be legally enforceable its terms must be legally certain. Through a series of
cases, mostly heard in England and Australia during the 1960s and 1970s, the test for
certainty of objects of a trust was determined.
(2) Distinctions were drawn between fixed trusts, discretionary trusts and powers. 293
(a) Fixed trusts must be such that one could say exactly who was to benefit, to what
extent, and when. A class gift on terms which did not enable every member of
the class to be identified 294 from the outset is invalid.
(b) The rule for a class gift on discretionary trusts and powers exercisable in favour
of a class was not so strict: it was sufficient if it could be said of any given
postulant whether they were within or out of the class; there is no need to be able
to establish a complete list of all possible objects.
(c) As between discretionary trusts and mere powers, because the former involved a
trust, the court had to be able to enforce it and, in essence, to be able to exercise
the discretion of the trustees. This was held to be impossible in the case of
exceptionally wide classes, such as all the persons in the world. This
requirement of what became known as "administrative workability" was thought
not to apply to powers, even fiduciary powers, so that powers to add any person
in the world to a class or powers to distribute among any persons in the world
were considered valid. 295
(d) Such powers have become commonplace in the classic offshore discretionary
trust. However, following a recent Privy Council decision: Schmidt v
Rosewood, 296 the possible exercise of fiduciary powers by the court (in place of
the trustee or other power holder) was underlined and the justiciability of the
exercise of such powers by trustees now appears to be somewhat greater than
was previously thought, leading to the clear possibility of a challenge to the
validity of exceptionally wide powers.
293

See Re Gulbenkian's Settlements [1970] AC 508 and McPhail v Doulton [1971] AC 424.
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(3) On the question of drafting generally, it is probably fair to say that a stricter, perhaps
more literal, approach to the construction of the terms of express trusts than that seen
in US courts is likely to be adopted in the Commonwealth jurisdictions. The risks of
legal uncertainty, especially of complex fixed trusts, should not be underestimated.
f. The terms of the trust must be lawful.
(1). There are few instances where modem trusts can be said to be unlawful and therefore
void, most of the old technical rules having been modified or have ceased to apply.
For example, in none of the well known offshore jurisdictions do perpetuities rules
operate so as to defeat a trust completely upon breach. 297
(2). Three areas remain relevant, however, and these concern provisions ousting the
jurisdiction of the court, restrictions on alienation, and provisions which interfere
with the bankruptcy rules.
(a) Where the terms of a trust are such as to oust the jurisdiction of the court, they
will be invalid:
(i) See Re Wynne's Will Trusts, where a provision enabling a trustee to
determine conclusively what was capital and what was income was held to be
invalid. The meaning of words is for the court to determine and not for a
trustee or third party.
(ii) This applies to all aspects of the construction of the trust instrument and the
administration of the trust. Thus, a term of a trust such as:
"if any doubt shall arise in any case to the identity of the institution intended
to benefit the question shall be decided by my trustees whose decision shall
be final and binding on all parties."
will be invalid. 298
(iii) The rule does not apply to questions of fact; a trustee or other party can be
made the arbiter of fact, although even here the court may still intervene (and
therefore cannot be prevented from doing so) if the arbiter's decision is
perverse or tainted with fraud. 299
(b) In the absence of specific statutory provision, the common law rule outlawing
restrictions on alienation prevails in most Commonwealth countries. 300 The
297 Although problems remain in those places which has adopted the "wait and see" approach found in the English
Perpetuities and Accumulations Act 1964.
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terms of a trust cannot at the same time create an absolute interest in a person and
at the same time prevent that person from disposing or otherwise alienating that
interest. 301

(c) Similarly, it is against public policy to create interests, whether in favour of
settlors or others, subject to a condition that the interest will terminate upon
bankruptcy or otherwise not be available to the beneficiaries' creditors. Vested,
interests in capital or income cannot be prevented from passing to a trustee in
bankruptcy on the beneficiary's insolvency. Thus, in the absence of statutory
intervention, the classic US spendthrift trust cannot be created in most
Commonwealth jurisdictions.
(d) Two protective arrangements are possible:
(i) A "protective trust" can be created in favour of a beneficiary (but not a
settlor). Under the protective trust (the terms of which can be implied by
statute),302 a fixed income interest is granted to a beneficiary and, upon
301

See e.g. Re Brown [1954] Ch 39 where the headnote reads:
"A testator bequeathed his business to his wife for life with remainder to his four sons in equal shares. He
devised the freehold properties on which his business was carried on to his trustees in trust for his wife for
life, and after her death, on his youngest son attaining twenty-one, for all the sons then living in equal
shares as tenants in common.
By clause 6 of the will the testator declared that if any of his sons "shall execute any assurance ... whereby
... the share of my business properties ... hereinbefore devised or bequeathed to him would or might become
vested in ... any person or persons other than a brother or brothers of such son then I direct that the share of
such son in my business properties ... shall be held by my trustees ..." on certain discretionary trusts for the
son and his wife and children:Held: that the class of permitted alienees being a small and diminishing class, the clause constituted in
substance a general prohibition on alienation, and was accordingly void and not binding on the devisees."

302

See section 33 Trustee Act 1925 (England) provides:
33

Protective trusts

(1) Where any income, including any annuity or other periodical income payment, is directed to be held on
protective trusts for the benefit of any person (in this section called "the principal beneficiary") for the
period of his life or for any less period, then, during that period (in this section called the dtrust period") the
said income shall, without prejudice to any prior interest, be held on the following trusts, namely:(i) Upon trust for the principal beneficiary during the trust period or until he, whether before or
after the termination of any prior interest, does or attempts to do or suffers any act or thing, or
until any event happens, other than an advance under any statutory or express power, whereby, if
the said income were payable during the trust period to the principal beneficiary absolutely during
that period, he would be deprived of the right to receive the same or any part thereof, in any of
which cases, as well as on the termination of the trust period, whichever first happens, this trust of
the said income shall fail or determine;
(ii) If the trust aforesaid fails or determines during the subsistence of the trust period, then, during
the residue of that period, the said income shall be held upon trust for the application thereof for
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the beneficiary alienating or attempting to alienate the interest, the
interest automatically terminates and a discretionary trust for the
beneficiary and members of his family arises. The difference here is that
the interest is determinable; it exists only until bankruptcy, as distinct
from an interest which is conditional, terminating upon bankruptcy.
(ii) A true discretionary trust can be created in favour of a settlor and other
beneficiaries which, by its discretionary nature, gives no valuable rights
to the objects of the trust and, therefore, nothing for a creditor to seize.
(e) This is not to say that the subsequent insolvency of a beneficiary under a
discretionary trust is to be ignored. The statutory assignment of all the bankrupt's
assets to the trustee in bankruptcy applies to future property. A trustee who pays
funds to a bankrupt following notice of the trustee in bankruptcy's appointment
will be accountable to the trustee in bankruptcy for those funds. Accordingly,
following the onset of insolvency, funds cannot be distributed to a bankrupt and
may only be applied, in some non-assignable form, for his benefit.

(g Absent fraudulent intent, a settlor can create a discretionary trust under which he
is a member of the beneficial class. No rule similar to that at ??? 152 ever
developed in England or any of the other Commonwealth jurisdictions, so that
the "self settled" discretionary trust can be created. Some caution, however, may
be appropriate here: whilst a similar rule has not developed in the common law
jurisdictions, there seems nothing to prevent a modem court from developing,
along similar lines, a public policy requirement of exhaustive exercise of
beneficial powers in favour of settlors. Given the judicial discomfort with
discretionary trusts - in their modem form - it is not impossible that a modem
court, in suitable case, would give serious consideration to this.
)

(3). Further, it remains the case that a trust established for purposes which can be said to
be illegal or contrary to public policy, will be invalid. Many of the old examples of
this rule will rarely apply today (such as trusts for illegitimate children, trusts to
encouraging immorality, in general restraint of marriage or the separate of spouses).
others remain (e.g. trusts promoting fraud or dishonesty) and there may still be scope
to apply this principle to trusts established for the purpose of avoiding creditors, in a
way that goes beyond the fraudulent disposition laws.
the maintenance or support, or otherwise for the benefit, of all or any one or more exclusively of
the other or others of the following persons (that is to say)(a) the principal beneficiary and his or her wife or husband, if any, and his or her
children or more remote issue, if any; or
(b) if there is no wife or husband or issue of the principal beneficiary in existence, the
principal beneficiary and the persons who would, if he were actually dead, be entitled to
the trust property or the income thereof or to the annuity fund, if any, or arrears of the
annuity, as the case may be;
as the trustees in their absolute discretion, without being liable to account for the exercise of such
discretion, think fit.
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(4). This would seem to be the case under US trust law: see Scott on Trusts '63, stating
that a trust created with the intent to defraud creditors is illegal and void. This is
discussed in detail by Ken Kingma above. m

g. The terms of the trust must take the trust assets or some interest in them out of the settlor's estate.
(1). The terms of the trust must be such as take the trust assets, or some interest in them,
out of the settlor's estate. If the entire beneficial interest remains with the settlor, the
trust will be a mere bare trust or nomineeship and will be an irrelevancy as against a
creditor or other claimant.
(2). If the terms of such a trust (i.e. one under which the entire beneficial interest remains
in the settlor) purport to dispose of the trust assets after settlor's death, in countries
following Commonwealth rules, it will constitute a testamentary disposition and be
void unless satisfying the relevant Wills Act provisions. The US style "living trust"
would not be effective in such countries.
(3). For the trust to have any substantive effect, the settlor must retain no more than a
limited interest and (given that in most jurisdictions the rule against restrictions on
alienation continues to apply and, in any case, are not effective in relation to settlor's
interests) to be fully effective against a claimant, his interest must be of no value and,
thus, must be either defeasible (i.e. upon the exercise of a power by the trustee) or
wholly discretionary.
(4). Whatever the written terms of the trust provide, the true terms upon which the assets
are held may be different. The possibility that the settlor with an apparently valueless
interest in fact enjoys a much greater interest is discussed further below.
3. Sham trusts.
a. Defining the "sham trust" concept.
Ever since the decision of the Jersey court in Rahman and others v Chase Bank (CI) Trust
Company Limited,304 there has been considerable discussion in the offshore world of
the "sham" concept in relation to trusts. There are three situations which are commonly,
if not wholly accurately, referred to as "sham" trusts:
(1). The first is where there is no trust due to failure of constitution. This might be due to
a "sham" conveyance (in the true sense of a sham) to the trustees (as in Midland
Bank PLC v Wyatt). 305
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At paragraph 1.A.8.c.
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1991 JLR 103.
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(2). The second involves the only true sham "trust" in that, in this case, a trust has been
created: assets have been transferred to the trustee 306 and the trustee plainly does not
hold the assets beneficially. Here, the trust purports to have been established on the
terms of a particular trust instrument (those terms being such as to create a valid trust
in all respects) but these terms do not reflect the parties' true intentions, the trust
document being proffered with a view to misleading third parties as to the true terms
of the trusts. The trust instrument (not the trust) is, therefore, a sham. In such cases
it does not follow immediately that the trust is wholly invalid; the true terms intended
by the parties must be ascertained and tested accordingly.
(3). The third is where by the express terms of the trust it does not constitute a present
gift of a future interest to some person (whether or not presently ascertained), with
the result that the whole beneficial interest in the trust property remains in the settlor.
In most cases of this type, the terms of the trust will be such as to effect a disposition
of some interest in the trust assets to a third person but only upon the death of the
settlor. Such a disposition will be of a testamentary nature and, in almost all common
law jurisdictions, will be invalid (and, therefore, wholly ineffectual) unless the
instrument in question satisfies the terms of the Wills Act or similar legislation in that
jurisdiction.
b. No disposition of beneficial interest - settlor control and involvement.
(1). There is much confusion in relation to the third category. It will be appreciated that
this does not in fact have anything to do with the sham concept. The confusion arises
because facts which will support a claim under this third category may also assist in a
sham claim.
(2). As indicated above, the position throughout the Commonwealth is broadly the same:
if the settlor retains the whole beneficial interest in the trust assets, there will have
been no inter vivos disposition by the settlor with the result that the trust can take
effect only by means of a valid testamentary disposition, which, in almost all cases,
the typical trust will not be.
(3). It is rare to find offshore trusts drafted in such a way that the settlor retains the entire
beneficial interest in income and capita1. 307
(4). However, this problem can arise in relation to what are now often referred to as
"settlor directed trusts" ("SDTs") i.e. trusts under which the settlor has retained
substantial powers over the trust assets and/or the trustee: Views on settlor directed
trusts differ substantially but it must be the case that if sufficiently extensive powers
are reserved the cumulative effect of these could be to produce a bare trust or
nomineeship. 308

Unlike in the Midland Bank v Wyatt [1997] 1 BCLC 242. situation, noted above, where the purported
conveyance document was a sham, so no title ever passed.
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The position in the United States with the "living trust" arrangement is, therefore, quite the opposite.

Comparison might be made with the notion of an "illusory trust" in US law; see Newman v Dore 275 N.Y. 371, 9
N.E. 2d 966 (1937) and Burns v Turnbull 294 N.Y. 889, 62 N.E. 2d 785.
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(5). The question today is how Commonwealth courts will react to such arrangements:
will the issue be tested solely by reference to whether, in the result, there is a present
gift of a future interest or will it be tested in a more general way to see whether, in
substance, the settlor has given anything up?
(6). Specific legislation has been passed, inter alia, in the Cayman Islands, 309 the
Bahamas,3I° and the Cook Islands, 311 which specifically permits a settlor to retain
certain powers and interests under a trust. Whether this will prevent courts in those
countries from adopting this second approach is unclear. Plainly, it will depend
initially upon the scope of the powers which these laws encompass. But whether
they offer an answer to the invalid testamentary instrument problem is unclear and
there seems nothing to prevent a court from accepting the retention of such powers as
evidence supporting a sham or lack of intent claim.
c. "Sham" in the true sense.
The essential elements of a sham trust instrument (as against other sham documents) are
far from settled.
(1). The classic definition of a sham document is found in English Court of Appeal
decision in Snook v London and West Riding Investments Ltd ("Snook'). 312 per
Diplock LJ at 802C-F:
"...it is, I think, necessary to consider what, if any, legal concept is involved in
the use of this popular and pejorative word. I apprehend that, if it has any
meaning in law, it means acts done or documents executed by the parties to the
"sham" which are intended by them to give to third parties or to the court the
appearance of creating between the parties legal rights and obligations different
from the actual legal rights and obligations (if any) which the parties intend to
create. But one thing, I think, is clear in legal principle, morality and the
authorities (see Yorkshire. Railway Wagon Co. v. Maclure and Stoneleigh
Finance Ltd. v. Phillips), that for acts or documents to be a "sham," with
whatever legal consequences follow from this, all the parties thereto must have a
common intention that the acts or documents are not to create the legal rights and
obligations which they give the appearance of creating. No unexpressed
intentions of a "shammer" affect the rights of a party whom he deceived."
(2). The Snook test has been followed numerous times in England and some of the recent
decisions include: Hitch v Stone [2001] STC 214 (CA); BCCI (Overseas) Ltd v
Akindele (CA) [2001] Ch 437; R v Dimsey, R v Allen [2000] QB 774 (CA) [1999]
STC 846 (a case involving discretionary trusts in Jersey and Gibraltar, the sham point
309

Sections 13 - 15 Trusts Law (2001 Revision), extracted in the Appendix.
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Section 3, Trustee Act 1998, extracted in the Appendix.
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Section 13C of the International Trusts Act 1984 as amended, extracted in the Appendix.
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[1967] All ER 518.
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not being considered on appeal to the HL [2002] 1 AC 509); Midland Bank v Wyatt
[1995] 1 FLR 696; Chase Manhattan Equities Ltd v Goodman [1991] BCLC 897;
Asian v Murphy (Nos 1 and 2) [1990] 1 WLR 766 (CA); Hilton v Plustitle [1989] 1
WLR 149(CA); Antoniades v. Villiers [1988] 3 WLR 139 (also reported as A. G.
Securities v. Vaughan [1990] 1 AC 417; W. T. Ramsay v. Inland Revenue Comrs.
[1982] AC 300; Macniven v Westmoreland Investments Ltd [2001] 2 WLR 377;
Hadjiloucas v. Crean [1988] 1 WLR 1006.
(3). The test has also been adopted in New Zealand in Marac Finance Ltd v Virtue [1981]
1 NZLR586, 593, and in Australia, in Sharrment Pty Ltd v Official Trustee in Bkrpcy
(1988) 18 FCR 449, where the head note summarizes the decision of the Federal
Court of Australia in the following terms:"In determining whether the transactions were "shams" it was necessary to
ascertain what were the genuine intentions of the parties to the transactions. For
acts or documents to be a "sham" the parties must intend that the acts or
documents are not to create the legal rights and obligations which they give the
appearance of creating."
(4). In the English Court of Appeal in the case of Hitch v Stone (2001) STC 214 it was
stated (at 229):
"63. The particular type of sham transaction with which we are concerned is that
described by Diplock, LJ in Snook -v- London and West Riding Investments Ltd
(1967) 2 QB 786. It is of the essence of this type of sham transaction that the
parties to a transaction intend to create one set of rights and obligations but do
acts or enter into documents which they intend should give third parties, in this
case the Revenue, or the court, the appearance of creating different rights and
obligations. The passage from Diplock LJr's judgment set out above has been
applied in many subsequent decisions and treated as encapsulating the legal
concept of this type of sham. Mr Price referred us to Sharrment Pty Ltd -vOfficial Trustee in Bankruptcy (1988) 82 ALR 530 in which the Federal Court of
Australia drew on Diplock, LJ's formulation of sham in Snook.
64. An inquiry as to whether an act or document is a sham requires careful
analysis of the facts and the following points emerge from the authorities.
65. First, in the case of a document, the court is not restricted to examining the
four corners of the document. It may examine external evidence. This will
include the parties' explanations and circumstantial evidence, such as evidence of
the subsequent conduct of the parties.
66. Second, as the passage from Snook makes clear, the test of intention is
subjective. The parties must have intended to create different rights and
obligations from those appearing from (say) the relevant document, and in
addition they must have intended to give a false impression of those rights and
obligations to third parties.
67. Third, the fact that the act or document is uncommercial, or even artificial,
does not mean that it is a sham. A distinction is to be drawn between the
situation where parties make an agreement which is unfavourable to one of them,
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or artificial, and a situation where they intend some other arrangement to bind
them. In the former situation, they intend the agreement to take effect according
to its tenor. In the latter situation, the agreement is not to bind their relationship.
68. Fourth, the fact that parties subsequently depart from an agreement does not
necessarily mean that they never intended the agreement to be effective and
binding. The proper conclusion to draw may be that they agreed to vary their
agreement and that they have become bound by the agreement as varied (see for
example Garnac Grain Co Inc -v- HMF Faure & Fairclough Ltd (1966) 1 QB 650
at 683-684 per Diplock LJ, which was cited by Mr Price).
69. Fifth, the intention must be a common intention (see Snook)YYY."

(5). If the principles set out in Snook 3I3 apply in the case of a trust then it would seem that
both parties (trustee and settlor) must intend from the outset:
(a) that the trustee should hold the trust property on trusts different to those set out in
the trust instrument; and
(b) do so with a view to deceiving the court or others that the trust instrument does
represent their true intentions.
(6). The contrary argument to this requirement of mutuality is that a trust is merely a form
of gift and is largely a unilateral act by the settlor. A prerequisite to a trust is that
there must be certainty of intention on the part of the settlor; all that is required of the
trustee is that he accept his office. Is it not enough, therefore, if the settlor alone
intends something different to that which is contained in the trust deed? Why must
the trustee also be involved?
(7). This is the view expressed in Lewin on Trusts. 314 See paragraphs 4-23 and 12-19
"This form of words (the statement by Piplock LI in Snook) carefully fashioned
in the multi-lateral context of a refinancing operation, does not transplant easily
into the trust context. Where a trust is unilaterally declared, then there is no
difficulty, as only the settlor's intention can conceivably be relevant. Where, on
the other hand, trustees are made parties to a trust deed, there would still seem no
good reason for their intention to be a relevant factor to be taken into account,
given that the trust is complete without any element of acceptance by the
trustees."

"... a finding will be necessary that, whilst an apparent settlor did not in fact
intend to part with the beneficial interest in the trust property, nevertheless he
executed documentation with the apparent effect of so parting."
"If all the trustees nominated by a settlement inter vivos disclaim, the trust fund
re-vests in the settlor, but the provisional vesting in the trustees until disclaimer is
313

The decision was concerned with a contract which, by its nature, is inter partes and consensual.
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17th Edition 2000, one of the leading English works on trusts.
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enough to constitute the trusts and the settlor therefore holds upon the trusts of
the settlement." 315
(8). This question has now been answered, at least at first instance, in two very recent
decisions in Jersey and England. In Re Esteem Settlement; Abacus (CI) Limited and
Others v Sheikh Fahad Mohammad al Sabah and Others316 a claim based on a
unilateral sham was rejected. The Court held:
"In our judgment, in order for a trust deed to be a sham, both the settlor and the
trustee must intend that the true arrangement is otherwise than as set out in the
trust deed
in order to succeed, the plaintiffs will need to establish that, as well as [the
settlor], [the trustee] intended that the assets would be held upon terms otherwise
than as set out in the trust deed or alternatively went along with [the settlor's]
intention to that effect without knowing or caring what it had signed and that
both parties intended to give a false impression of the position to third parties or
to the court."
(9). The Jersey decision has since been approved in the English High Court, in Shalson &
Ors v Russo & Ors 3I7 where Rimer J stated:
"I respectfully regard the approach adopted by the Royal Court in the Abacus
case as correct. It is not only squarely in line with the guidance given by the
Court of Appeal in Snook and Hitch, it also appears to me to be correct in
principle. When a settlor creates a settlement he purports to divest himself of
assets in favour of the trustee, and the trustee accepts them on the basis of the
trusts of the settlement. The settlor may have an unspoken intention that the
assets are in fact to be treated as his own and that the trustee will accede to his
every request on demand. But unless that intention is from the outset shared by
the trustee (or later becomes so shared), I fail to see how the settlement can be
regarded as a sham. Once the, assets are vested in the trustee, they will be held on
the declared trusts, and he is entitled to regard them as so held and to ignore any
demands from the settlor as to how to deal with them. I cannot understand on
what basis a third party could claim, merely by reference to the unilateral
intentions -of the settlor, that the settlement was a -sham and that the assets in
fact remained the settlor's property. One might as well say that an apparently
outright gift made by a donor can subsequently be held to be a sham on the basis
of some unspoken intention by the donor not to part with the property in it. But if
the donee accepted the gift on the footing that it was a genuine gift, the donor's
undeclared intentions cannot turn an ostensibly valid disposition of his property
into no disposition at all. To set that sort of case up the donee must also be shown
to be ‘a party to the alleged sham. In my judgment, in the case of a settlement
executed by a settlor and a trustee, it is insufficient in considering whether or not
315

Citing Mallott v Wilson [1903] 2 Ch 494.
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Royal Court of Jersey, unreported, 13th June 2003.
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it is a sham to look merely at the intentions of the settlor. It is essential also to
look at those of the trustee."

(10).Whether this is the end of this story is unclear. The facts in Re Esteem Settlement
did not support any type of sham. However, in a more egregious case, it is at least
possible that the courts will look more closely at the degree of involvement required
on the part of the trustee. Must the trustee have the same intent the settlor? To what
extent must the parties intend to deceive? Is it enough that such a deception is the
natural consequence of the arrangement (i.e. that persons looking at the deed will be
deceived) or must the settlor and/or the trustee have an active desire to deceive
certain persons or classes. Is there a difference between the stupid or unwitting
"shammer" and the knowing, cynical shammer? 318
d. Shams and evidence:
Proving a person's subjective intent is extremely difficult. If a sham claim does require
an active element of deception, it is a most serious charge and will be exceptionally
difficult to establish. There is unlikely to be direct evidence of such an intent. Evidence
will, therefore, need to be adduced of the steps leading up to the creation of the trust and
of the parties' conduct thereafter. Such evidence is admissible for this purpose but will
require detailed exposition at trial.
e. Shams and reserved powers trusts.
In this context, the retention by settlors of substantial powers in relation to a trust does
carry certain risks:
(1). first, there is the possibility that this fact alone may indicate a lack of any true
intention to create any trust at all, apart from a bare trust. Certainly, reserved powers
were seized upon in Rahman as indicative of sham intent.
(2). secondly, as a practical matter, the possession of such powers by a settlor all too
often leads to a situation where the trustee fails to administer the trust in a sensible
fashion and, in effect, gives the settlor the run of the farm. A course of conduct by
the trustee showing a completely "hands off', supine or disinterested attitude to the
trusteeship will offer powerful support to a sham claim.
C.

Attaching the Settlor's/beneficiaries' true rights under the trust.
1. The settlor's rights whilst alive:
a. Instead of attacking the structure, it may be possible to seize the rights and entitlements
of the defendant settlor or beneficiary under the structure. Thus, creditors will seek to
attach or cause to be exercised in their favour or to be assigned to them, powers of
revocation, general powers of appointment and indefeasible income or capital
entitlements.

The element of the settlor's intent and the various possibilities are discussed in Brownbill: "When is a sham not a
sham?" in the Journal of International Trust and Corporate Planning, at [1993] JTCP 13.
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b. In practice the first task will be to establish exactly what rights the defendant does
possess. Reducing assets into the settlor's estate is itself a means of establishing the true
rights of the settlor but under this heading the approach is not to attack the trust structure
or seek to set it aside but to take advantage of any benefits arising under it.
c. Typically, on the face of things, the settlor will have retained no valuable rights so the
battle may shift to proving that under the true arrangement the settlor did in fact enjoy
valuable rights.
d. A first step is to make a detailed review of the structure. As with the constitution of a
trust, the validity and effect of steps taken in the course of administration can often be
called into question, resulting in a very different picture to that which is initially
presented.
e. A second approach may to pursue the partial sham concept:
(1). This a variation on the complete sham trust theme: instead of challenging the whole
structure, only parts of it are attacked. Thus, whilst accepting that there is a trust, the
attacker calls into question certain elements of the written trust deed. for example,
whilst purporting to be a fully discretionary arrangement, the true arrangement
between the parties is that the trustee does not have any discretion and the beneficiary
enjoys what is in effect a general power of appointment over the assets.
(2). The same questions will arise in relation to a partial sham a for a full sham, i.e. as to
the need mutuality of intent, what that intent may involved and whether there must be
an intent to deceive. Nonetheless, challenging a limited part of structure whilst
leaving the main edifice intact is an altogether simpler task than claiming a full sham.
(3). If there is evidence of a course of conduct over a number of years in which the settlor
has been the sole person benefited, where the trustee has shown little interest other
than to respond to his requests (all the more so if in the form of "instructions"),
coupled with evidence of the `;assurances" frequently provided by discretionary
trustees, this may at least offer a base from which to mount such a challenge.
2. The Browne v Browne approach: judicial encouragement or blackmail? Closely related to the
partial sham, in terms of fact, is a further approach epitomized in the English case of Browne
v Browne 319 and, whilst different in analysis, is similar in result to that in FTC v Affordable
Media Inc (The Anderson case).
a. Browne v Browne 32° was concerned with a matrimonial claim by a husband against a
former wife whose main assets were held in offshore trusts. The Court of Appeal, having
looked at the manner in which the trusts had been administered and seeing that every
request from the, wife for funds was acceded to without hesitation by the trustee, decided
that there was no reason why such access should not continue and that, if the wife
genuinely wanted a distribution, she could prevail upon the trustee and secure one. She
was ordered to do seek a distribution (so as to be able to fund an award in favour of her
former husband) and was held in contempt of court when she failed.
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b. In some ways, this is a more aggressive stance than that adopted by the US court in the
Anderson case.
c. This approach is not restricted to the English courts: a very recent example from Jersey (J
v M, unreported; Royal Court of Jersey, 22.5.02) also shows the alacrity with which
courts will adopt this approach. This was not an international case; it concerned an
application for financial provision in matrimonial proceedings. Both parties were
wealthy but very substantial assets were held under a Jersey discretionary settlement,
created by the husband's father and under which the wife was not a beneficiary. The court
decided to adopt the principles in Browne v Browne and stated:
"We do not wish to intrude upon the discretion of the trustee. Nonetheless,
having regard to the terms of the letter of wishes, and to the way in which the
trust has been administered between 1996 and 2000 when the marriage broke
down, we think that it would not be an unreasonable expectation on the part of
the Court that the trustee should respond favourably to any request from the
husband to enable him to meet his obligations under the award which we
pronounce below and we give this judicious encouragement to the trustee."
d. It will be noted that these cases involve the court imposing what has been called in some
of the cases "judicial encouragement"; others would see it as wholly improper pressure,
closer to judicial blackmail. The cases adopting this approach in fact highlight the
frustration felt by the courts as they continue to struggle with discretionary trusts. It is a
simple fact that modem Commonwealth courts are uncomfortable with the all too
frequent situation where the bankrupt or spouse appears to have ready access, virtually on
demand, to funds and benefits from a trust in which, ostensibly, bankrupt or spouse holds
no valuable interest. These defendants seem able to call for a distribution of any amount
and as often as they wish, with the trustee responding in robotic fashion.
e. The court is forced to question just how "discretionary" are the trustee's so called
discretionary powers. It seems only a short step from this approach to analyzing the
realities of the situation and deciding that, in truth, no real discretion was ever intended to
be exercised by the trustee and the settlor or beneficiary was intended to have what is in
effect a general power of appointment over the assets.
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APPENDIX

BAHAMAS
Trustee Act 1998 section 3.

Retention, possession or acquisition of powers by settlor.
3. (1). The retention, possession or acquisition by the settlor of any one or more of the
matters referred to in subsection (2) shall not invalidate a trust or the trust instrument or
cause a trust created inter vivos to be a testamentary trust or disposition or the trust
instrument creating it to be a testamentary document.
(2). The matters referred to in subsection (1) are(a) any powers to revoke the trust or the trust instrument or any trusts or powers
granted thereby, or to withdraw property from the trust;
(b) any powers of appointment or disposition over any of the trust property;
(c) any powers to amend the trust or the trust instrument;
(d) any powers to appoint, add or remove any trustees, protectors or beneficiaries;
(e) any powers to give directions to trustees in connection with the exercise of any of
their powers or discretions;
(f) any provisions requiring the consent of the settlor to any act or abstention of
trustees;
(g) any such other powers as are referred to in subsection (2)(a) to (h) of section
(h) the appointment of the settlor as a protector of the trust;
(i) any beneficial interests of the settlor (including absolute beneficial interests) in
the capital or income of the trust property or in both such capital and income; and
(j) any interests of the settlor in any companies or assets underlying the trust
property and any control of the settlor over such companies or assets.
(3). Subject to any contrary intention expressed in the trust instrument and subject to its
other terms, a power in a trust instrument to amend, alter or vary a trust shall include
(without limitation) a power to add as beneficiaries any persons whatever (including
the settlor and any private or charitable trusts or foundations) and to remove any
beneficiaries.

Offshore/Onshore Trusts

31-79

CAYMAN ISLANDS
s. 13 - 15 Trusts Law (2001 Revision)
PART III - Presumption of Lifetime Effect and Reserved Powers
13. (1) In construing the terms of any instrument stipulating the trusts and powers in and over
the property, if the instrument is not expressed to be a will, testament or codicil and is not
expressed to take effect only upon the death of the settlor, it shall be presumed that all
such trusts (and in particular the duty of the trustees to the beneficiaries to administer the
trust in accordance with its terms) and powers were intended by the settlor to take
immediate effect upon the property being identified and vested in the trustee, save as
otherwise expressly, or by necessary implication, provided in the instrument.
(2) Subsection (1) shall apply notwithstanding(a) that the trust may have been created in order to avoid the application upon the
settlor's death of laws relating to wills, probate or succession;
(b) that during the lifetime of the settlor, beneficiaries of the trust may not be
ascertainable;
(c) that beneficial interests may only vest in remainder or may remain contingent or
subject to defeasance by the exercise of reserved powers or otherwise; or
(d) that the settlor may be one of the trustees.
(3) Subsection (1) does not apply in the case of a declaration by a person constituting
himself the sole trustee of a property to which he was beneficially entitled.
Reserved powers
14. (1) The reservation or grant by a settlor of a trust of(a) power to revoke, vary or amend the trust instrument or any trusts or powers
arising thereunder in whole or in part;
(b) a general or special power to appoint either income or capital of the trust
property;
(c) any limited beneficial interest in the trust property;
(d) a power to act as a director or officer of any company wholly or partly owned by
the trust;
(e) a power to give binding directions to the trustee in connection with the purchase,
holding or sale of the trust property;
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(0 a power to appoint, add or remove any trustee, protector or beneficiary;
(g) a power to change the governing law and the forum for administration of the
trust; or
(h) a power to restrict the exercise of any powers or discretions of the trustee by
requiring that they shall only be exercisable with the consent of the settlor or any
other person specified in the trust instrument,
shall not invalidate the trust or affect the presumption under section 13(1).
(2) In this Part"settlor" has the meaning ascribed to that term in section 87.
Indemnity of trustees
15. A trustee who has acted in compliance with, or as a result of an otherwise valid exercise of,
any of the powers referred to in section 14(1) shall not be acting in breach of trust.
COOK ISLANDS
Section 13C International Trusts Act 1984

13C. Retention of control and benefits by settlor An international trust and a registered instrument shall not be declared invalid or a disposition
declared void or be affected in any way by reason of the fact that the settlor, and if more than one,
any of them, either (a) Retains possesses or acquires a power to revoke the trust or instrument;
(b) Retains possesses or acquires a power of disposition over property of the trust or
the subject of the instrument;
(c) Retains possesses or acquires a power to amend the trust or instrument;
(d) Retains possesses or acquires any benefit interest or property from the trust or
any disposition or pursuant to the instrument;
(e) Retains possesses or acquires the power to remove or appoint a trustee or
protector;
(0 Retains possesses or acquires the power to direct a trustee or protector on any
matter;
(g) Is a beneficiary [trustee or protector] of the trust or instrument either solely or
together with others.
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