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I. Traditional Trusts as Asset Protection Tools
A. Non-Self Settled Trusts
1. Discretionary vs. Ascertainable Standard Distribution Provisions

a. Discretionary trust — allows the trustee complete and
uncontrolled discretion to make allocations of trust funds if
and when it deems appropriate. It does not create an
enforceable property interest with the beneficiary, and
provides the highest level of asset protection planning.
Three components:

1. Discretionary statement that the trustee “may”
make distributions.

il. “Sole and absolute discretion’ over when and
how distributions may be made.

iii. The ability to exclude distributions to other
beneficiaries.

b. Support or ascertainable standard trust — directs the trustee
to apply the trust income and/or principal as necessary for
the health, education, maintenance and support (HEMS) of
a beneficiary. Two components:

1. A command the trustee “shall” make
distributions.

il. A standard or set of circumstances for
distribution (HEMS).

2. Spendthrift clauses

a. It is rare to see a trust instrument that does not include a
spendthrift clause. Spendthrift trusts are a cornerstone of .
estate planning and a key component to asset protection
plans. A spendthrift clause generally prohibits a trust
beneficiary form alienating his interest in the trust for the
benefit of his or her creditors.

b. Spendthrift clauses are often broad, but it may be advisable
to add specific provisions in an appropriate situation. For
example, adding language to qualify a trust as a “special
needs trust” whereby the trust principal is protected from a
claim of reimbursement for government assistance received
by a trust beneficiary. See Lang v. Com., Department of
Public Welfare, 528 A.2d 1335 (Pa. 1987). In order to
“qualify” as a “special needs trust,” the trust must be



discretionary. 42 U.S.C. 1396p(d)(4)(A), as amended by
the Omnibus Budget Reconciliation Act of 1993.

. Most states have long recognized that an individual is free
to establish a trust for the support and maintenance of a
beneficiary that prevents the beneficiary from voluntarily
or involuntarily assigning or alienating the beneficiary’s
interest in the trust. See, Scott v. BankOne Trust Co., N.A.,
577 N.E.2d 1077 (Ohio 1991); Domo v. McCarthy, 612
N.E.2d 706 (Ohio 1993). However, there are two groups of
exceptions to consider.

i. Exceptions under the Restatement (Second) of
Trusts Section 157 (followed in the majority of
states):

Alimony or child support. See, In re
Threewitt, 20 B.R. 434 (Bankr. D.Kan.
1982). However, many states would reach
a different result with a purely
discretionary trust. See Martin v. Martin,
374 N.E.2d. 1384 (Ohio, 1978); Bogert &
Bogert, The Law of Trusts and Trustees,
Section 228 (2d rev. ed., 1992); But see, In
re Estate of Chusid, 301 N.Y.S.2d 766
(1969); Lucas v. Lucas, 365 S.W.2d 372
(Tex. Civ. App. 1963).

Necessary services or supplies rendered to
the beneficiary (usually arises where a
federal or state institution is attempting to
attach a beneficiaries interest for medical
services rendered). See, Lang v. Com.
Department of Public Welfare, 528 A.2d
1335 (Pa. 1987); Sisters of Mercy Health
Corp. v. First Bank of Whiting, 624 N.E.
2d 520 (Ind. App. 3 Dist. 1993). This may
also be the case with a purely discretionary
trust. See, Restatement of the Law
(Second), Trusts 2d Section 187(j).
Services rendered and materials furnished
that preserve or benefit the beneficial
interest in the trust. (The author has been
unable to locate a case where this was
applied.

A claim by the United States or State to
satisfy a claim against a beneficiary
(typically a tax lien). See, Bank One Ohio



ii.

iil.

Trust Co., N.A., v. US., 80 F.3d 173 (6™
Cir. 1996). But see, U.S. v. Riggs Nat.
Bank, 636 F. Supp. 172 (D.D.C. 1986).

The settlor must not have control and dominion
over the trust, which has been found in the
following circumstances:

The sole beneficiary is the sole trustee. In
re Bottom, 176 B.R. 950 (N.D. Fla. 1994).
The beneficiary (or co-trustee) has
absolute control over the distributions.
Make sure consent of other beneficiaries is
required. In re Hersloff, 147 B.R. 262
(M.D. Fla. 1992). Also watch whether the
beneficiary can elect to extend the term of
the trust. Hatsfield v. Lescher, 721 F.Supp.
1052 (D.C. Ark. 1989)(the court found
control over receipt of trust principal).
The sole trustee is also one of the
beneficiaries (The author is not aware of
any cases that discuss this issue).

The trustee is controlled by the settlor. In
re McCullough, 259 B.R. 509 (D.R.L
2001).

The trustee can be replaced by a
beneficiary. Two bankruptcy cases held
the mere ability to change trustees created
enough dominion and control over the
trust corpus so as to lose spendthrift
protection. In re Baldwin, 142 Bankr.
Rptr. 210 (Bankr. DC Ohio, 1992); In re
Herzig, 167 Bankr. Rptr. 707 (Bankr. DC
Mass., 1994). This is the exact opposite
trend taken by federal courts in tax cases.
Estate of Vak, 973 F.2d 1409 (8" Cir.,
1992); Estate of Wall, 101 T.C. 300
(1993).

Some states have tried to limit the protection of
spendthrift trusts, but courts have interpreted
these statutes very broadly to ensure that a
beneficiary’s interest in a spendthrift trust is
protected.






