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Sponsor Statement

HB 197

“An Act relating to trusts, to the issuance of shares of professional corporations to a
trustee, to a trustee’s power to appoint property to another trust, to a trustee’s
selection of the percentage of trust property to be considered principal, to the
determination of the value of a trust, and to a settlor’s intent when transferring

property in trust.”

It is important that Alaska’s trust statutes be updated so that Alaska’s investment
laws stay competitive with other states. This bill proposes amendments to statutes
relating to trusts registered in the state and governing the actions of trustees and
co-trustees, which will accomplish this end.

I1B 197 bill provides for the following:

1 That shares in a professional corporation may be held by the trustees ofthe
professional’s revocable trust.

2. Expands the coverage of AS 13.36.157, which allows the trustee of a trust
to transfer trust assets to a similar trust. This expansion will only occur if the trust
has an Alaskan trustee and the trust has its primary administration in Alaska.

3. Allows the Alaska trustee of a charitable trust to change the percentage of
the value of the trust that will be considered income whenever the trustee
determines that the new percentage is necessary and prudent.



4, Clarifies that a settlor’s express intention to protect trust assets from
beneficiary’s potential future creditors is not evidence of an intent to defraud.

5. States needed provisions relating to trustees: compensation, accepting or
declining trusteeship, co-trustees, vacancy, resignation, removal, delivery of
property by former trustee, reimbursement of expenses, and certification of trust.
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Sectional HB197

Section 1.  Amends AS 10.45.050 to expand who can be issued shares of capital
stock in a professional corporation.

Section 2. Amends AS 13.36.020 - Effects of failure to register to include
removal of the trustee under new section AS 13.36.076

Section 3.  Amends AS 13.36.035(a) regarding exclusive jurisdiction of the
court to include trusts where the trustee has been appointed or removed under new

section AS 13.36.076.

Section 4. Amends AS 13.36.035(d) to include appointment and removal ofa
trustee under new section AS 13.36.076 under laws of the state

Section 5.  Adds a new subsection (b) to AS 13.36.055 to deal with
compensation of the trustee or his agent and the burden of proof being on the
person who seeks review of that compensation, if the compensation is made within
the terms of the trust or is reasonable.

Section 6. AS 13.36 is amended by adding new sections

Sec. 13.36.071. Accepting or rejecting trusteeship. Determines when a
person designated as a trustee may accept or reject the position and the actions
they may take prior to accepting or rejecting the trusteeship.

Sec. 13.36.072 Co-trustees. Defines co-trustees, their roles, and how their
duties should be carried out.

Sec. 13.36.073 Vacancy in trusteeship; appointment of successor.
Defines a vacancy in a trusteeship and how a successor K a vacancy shall be

appointed.
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Sec. 13.36.074. Resignation of trustee. Defines how a trustee may resign.

Section 7. AS 13.36 isamended by adding new sections

Sec. 13.36.076. Removal of trustee. States under what conditions a trustee
may be removed from office and how a successor trustee shall be appointed.

Sec. 13.36.077. Delivery of property by former trustee. Defines how
trust property shall be protected and provides for expeditious delivery of trust
property by a trustee who has resigned or removed.

Sec. 13.36.078. Reimbursement of expenses. Defines how a trustee is to
be reimbursed for incurred or advanced expenses paid for the benefit of the trust.

Sec. 13.36.079. Certification of trust; penalty Creates a “certification of
trust” document, sets forth what must be included in the document, for what
purposes it may be used, and the civil penalties that may be imposed for
demanding the entire trust instrument in addition to certification of trust.

Section s.  AS 13.36.090 is amended to include a removal of a trustee under
new section AS 13.36.076. Also removes language that gives weight to adult
beneficiaries determining suitability of the trustee and nlace of administration.

Section 9. AS 13.36.157(b) is amended to further define a trustees power to
appoint to another trust under the laws of the State of Alaska.
Section 10. AS 13.36.198. Liability for violations is amended to include new

section AS 13.36.076 - Removal of a trustee.

Section 11. AS 13.36.390 is amended by adding a definition for ‘qualified
beneficiary”

Section 12. AS 13.38.460(a) amends the selection of percentage after charitable
trust election so that the trustee may elect to change the percentage whenever the
trustee determines that the new percentage is necessary and prudent.

Section 13. AS 13.38.480 - Value determination. This will amend this section to
clarify how the average value of a trust will be determined if the trust has been in

existence for less than three years.

Section 14. AS 34.40.110 Restricting transfers of trust interests. Sub-section (b)
is amended to include that a settlor’s expressed intention to protect trust assets
from a beneficiary’s potential future creditors is not evidence of an intent to

defraud.

Section 15. Repeals 13.36.360(d) that defines “qualified beneficiary”, which is
now defined under AS 13.36.390.
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Section 16. Deals with indirect court rule changes to Alaska Rules of Civil
Procedures 54 (Costs) and 82 (Attorney’s fees).

Section 17. Applicability section.

Section 18. Conditional Effect. AS 13.36.079(i), enacted by sec.7 of this Act,
takes effect only if sec. 16 of this Act receives a two-thirds majority vote by each

house.

Section 19. Immediate effective date under AS 01.10.070(c).
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FISCAL NOTE

STATE OF ALASKA Fiscal Note Number: HB197-LAW-CFS-3-31-0

2007 LEGISLATIVE SESSION Bill Version: HB 197
0 Publish Date:

Revision Date/Time (Note if correction): 'F?I%%t Affected: Law

Title An Act relating to trusts Cvil o
Component  Commercial & Fair Business
Sponsor JUDICIARY

Requester ~ SENATE JUDICIARY Component No.

Expenditures/Revenues = ) (Thousands of Dollars)

Note: Amounts do not include inflation unless otherwise noted below.

OPERATING EXPENDITURES FY 2008 FY 2009 FY 2010  FY2011  FY2012  FY 2013
Personal Services

Travel

Contractual

Supplies

Equipment

Land & Structures

Grants & Claims

Miscellaneous
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES

CHANGE IN REVENUES ( )

FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts

1003 GF Match

1004 GF _

1005 GF/Program Receipts

1037 GF/Mental Health

Other (Specify Type-Do not abbreviate
Specl y#‘)OTAL ) 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY2007) cost: 00
Mark this box (X) if funding for this bill is included in the Governor's FY 2008 budget proposal.

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS:  (Attacha separate page ifnecessary)
This bill proposes amendments to statutes relating to trusts registered in this state and governing the
actions of trustees and co-trustees including provisions that will allow a professional corporation to issue
stock to a trust, that establish certain rt ~uirements for accepting or rejecting a trusteeship, acting as co—
trustees, establishing and fill vacancies in trusteeships, removing ofr' resigning as a trustee, and that
provide requirements for certification of trusts to persons other than the trust beneficiaries. Enactment of

the bill is not anticipated to fiscally impact the Department of Law

Prepared by.  Robert Meiners, Admin. Services Manager Phone 465-5427
Division Administrative Services Division Date/Time 3/31/07 11:52 AM
Approved by:  Robert Meiners for Talis Colberg, Attorney General Date 3/31/2007
Agency Department of Law
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Legislation Passed
Into Law .. ..

HB 101 - ETffective April 2, 1997
Perpetual Trusts
Self-Settled Spendthrift Trusts

HB 266 - ETffective July 1, 1997
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Limited Partnership & LLC Im provements
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Legislation .. ..

SB 354 - ETffective April 12, 1998
. G eneral M odernization of Trust and E state
HB 199 - ETffective May 23, 1998
. Alaska Community Property Trust
HB 321 - ETffective M ay 23, 1998
. Alaska Uniform Prudent Investor Act
HB 490 - ETffective June 26, 1998

. Life Insurance Prem ium T a x
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LEGISLATION ...,

HB 222 - Effective M arch 8, 2000

e Improvements & Technical C hanges to Limited

Partnerships LLC statute

SB 166 - Effective M arch 8, 2000

e Technical Changes to Alaska Com munity Property

Trust

SB 162 - Effective April 22, 2000

e Modification to Perpetual Trust Statute

HB 275 - Effective August 9, 2000

. “Safety Net” Estate Planning Legislation

SB 163 - Effective August 30, 2000

. M odification and Improvement to General Trust Statutes



<A

V<.

-c ¢ ¢c t c i. C

| c C <.<.<.<'t. ¢ i t.

LGnglatlon 2 0 0 3 T2 0 0 6

S B

SB

SB

87 - Effective September 1, 2003

Version of Uniform Principal & Income Act

212 - Effective O ctober 8, 2003

. 2003 Alaska Trust Act

344 - ETffective June 24, 2004

e Trust / Estate / Property Trarisfers

298 - Effective September 15, 2006

A mendments to Trust and E states Statutes
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Personal

Familiar with Alaska Statutes and Estate Planning

Professionals

Estate Planning Professionals W anted Institutions

That Would Specialize In Trust and Investment

Management Services

No State Income Tax On Trusts & Estates
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Has It Been

Successful?
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Positive Developments

Alaska Has Become Known
Throughout the Country for
Being Creative and Innovative
Regarding its Trust Laws.
Alaska I1s Considered the
Leading Jurisdiction for Trust
Administration.
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Alaska's .stIndependent
Trust Company

> Has 9 full time em ployees; 4 are born & raised A laskans

> Pays State Corporate Income Tax

> Annually puts hundreds of thousands of dollars into the

Alaska Economy

> Have on deposit with local banks (Northrim & A laska

First) tens of millions of dollars

> Over 1,000 clients have comw&e to Alaska from other

states

Vv



k v k k k VA kkkk,kak'V\kkakkkkkkkkkkk.kk.k/kkkkkvkk

Professionals In Alaska Have
Benefited

Attorneys have increased business both

from outside clients and Alaska clients

CPASs have increased business

Insurance agents

Stock brokers

Others



A laskans have benefited directly

from the legislation

M any A laskans are taking
advantage of the unique Trust &

E state Legislation
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State Of Alaska

The state of Alaska has received over $2 million in
direct revenue

Increase in Life Insurance Premium Taxes

Increase Corporate Income Tax

Increase revenue from LLC & LP filings



All This Has Happened W ith

No Financial Outlay From

the State
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Why the Need to Have
Additional Legislation

Since 1997, the Alaska State Legislature has consistently worked to
update and improve laws regarding the use and adm inistration of

trusts. As a result, Alaska is considered one of the premier trust

jurisdictions in the country.

But, itis a very com petitive environment. In fact, at least seven other
states - Delaware, Missouri, Nevada, Oklahoma, Rhode Island,

South Dakota and Utah - have enacted legislation similar to our own,

M uch of this Legislation is structured to meet IRS rules & guidelines.
W hen IRS makes a change, itmay require a change in Alaska

Statute to stay effective.

O ther states are trying to improve their Trust Laws. Ifthey come up

with a better approach, we need to adjust in Alaska to stay effective.

Fine-tune legislation to make sure itis the best.

V.



The Future Looks Very Bright for Alaska to
Continue to Attract Business to the State. The
Only Potential Problem Would Be the
Implementation of an Income Tax on Trusts
and Estates Set Up by Non-Residents.

The Implementation of Such a Tax Would
Cause Alaska to Lose 99% of the Business It
Has Attracted Within one Year. The Business

Would Go to a State That Does Not Tax Non-

Resident Trusts.



for your prior involvement and
hope for your continued support



TRUST PLANNING

A New Direction In Estate
Planning: North To Alaska

A 4 laska recently has enacted legislation similar to
laws in certain foreign asset protection jurisdictions.

As a consequence, an American in any state can cre-
ate a trust for his or her own benefit which is protect-
ed from creditors provided, among other things, it is
to defraud known creditors.
Perhaps of greater importance, Alaska trusts open a
new dimension in estate planning. One of this arti-
cle's co-authors, Jonathan Blattmachr, was the princi-
ple draftsman of this new Alaska legislation.

T wo goals that often
are sought to be
achieved in estate

planning are estate tax re-

duction and protection of
assets from claims of
creditors. Reducing taxes

significantly may be a

‘sum zero" game if the assets are

attached by creditors. Similarly, pro-

tecting assets from creditors’ claims
may not accomplish® all.goals
sought unless taxes also are re-
duced. Fortunately, these two goals
are not only compatible, they usu-
ally are complementary. That s, the
steps to protect assets from claims
of creditors may allow tax reduction
to occur, as well. On the other
hand, a transfer that fails to protect
properly from claims of the trans-
feror's creditors is likely to fail to
reduce taxes because, almost al-
ways, if a creditor of the transferor
can attach the asset the transfer is
regarded as incomplete for gift and
gstate tax purposes. The Alaska

Tmst Act (Chapter Wo. 6, SLA 1997,

effective April 2, 1997) offers a new

tool in the United States to accom-
plish the dual goals of asset protec-
tion and tax reduction. The Act also
effectively repeals the rule against
perpetuities for a trust created un-
der Alaska law. This article discuss-
es the dual goals of asset pro-

tection and estate tax reduc-

tion and how the Alaska Tiust

Act can he used in the context

of estate planning. It also

compares some aspects of

Alaska trusts with certain off-

shore trusts.

not a transfer intende

Steps To Reduce Estate
Taxation

It seems well accepted that an
effective, if not the most effective,
estate tax reduction planning step is
to make lifetime transfers. Lifetime
transrers can avoid gift tax (and, by
removing an asset from an estate,
can avoid estate tax, as well) in
ways diat cannot be used at death
to avoid estate taxation. However,
lifetime transfers are effective for
these purposes only if they are
“complete” under the federal estate
and gift tax rules. The law appears
well established that a transfer is
complete for such tax purposes
only if it is not (or when it no
longer is) subject to the claims of
the transferor's creditors.

Fraudulent Transfers, Etc.

In general, “fraudulent con-
veyances" with respect to creditors
whose claims arise either before or
after the transfer are transfers (a)

ByDouglasJ.Blattmachr
Alaska Trust Company
Anchorage, Alaska
andJonathan G.Blattmachr
MIllbank, Tweed, Hadley & McCloy
New York, NY

Reprinted courtesy of Intertec Publishing Corp.

that the debtor made with
actual intent to hinder,
delay or defraud his or
her creditors or (b) (i) for
wliich the debtor received
less than “a reasonahly
equivalent value" and (ii)
after which the debtor
had insufficient assets to meet fu-
ture business needs or to pay debts.
A transfer made by a debtor is
fraudulent as to a creditor whose
claim arose before the transfer if
the debtor made the transfer with-
out receiving ‘reasonably equiva-
lent value" and the debtor was in-
solvent at the time of or as a result
of the transfer. Proof of actual in-
tent to defraud is not required. Most
states have adopted these rules in
the form of the Uniform Fraudulent
Transfer Act. However, some states
(including New York) still have in
effect the Uniform Fraudulent Con-
veyance Act. (See N.Y. Debtor and
Creditor Law Secs. 273-281.) Alaska
has adopted neither the Uniform
Fraudulent Transfers Act nor the
Uniform Fraudulent Conveyance
Act. [See Summer*  Hasen, 852
P.2d 1165, 1169 n.5 (Alaska 1993;]
Its fraudulent transfer rules are con-
tained in Alaska Statutes (AS)
34/10.010 et seq.

Similar rules are contained under
the Bankruptcy Code, and in
the case of bankruptcy, fraud-
ulent conveyances may be de-
fined with reference to the
Bankruptcy Code or under
applicable state law. The
Bankruptcy Code permits
such transfers to be set aside

©TRUSTS & ESTATES, September 1997, Atlanta, GA. “All rights reserved.



only if made within one year before
filing of the petition, but many
states permit reference to a much
longer period, especially, in the
case of transfers to family members.
[See, e.g., FDIC v. Pappadio, <506 F.
Supp. 631, 632 (S.D.N.Y. 1985) (un-
der New York law a claim to set
aside a fraudulent conveyance is
governed by a six year statute of
limitations).) Avoided fraudulent
conveyances are "brought back”
into the debtor’s estate, usually for
distribution to the debtor's credi-
tors. In addition, some fraudulent
conveyances may deprive a debtor
of (1) homestead or other property
exemptions5and (2) a bankruptcy
discharge.

As a general rule, i transfer is
found to have been made with an
actual intent to hinder, delay or de-
fraud creditors only if it was intend-
ed to remove assets from claims of
Specifically known or anticipated
creditors. "If the debtor has particu-
lar creditdrS'in mind and is trying to
remove his assets from their reach,
this would be grounds to deny the
[bankruptcy) discharge [on the
ground of a fraudulent con-
veyance). If the debtor is merely
looking to his future well-being,
(the conveyance would not be
fraudulent and as such] the dis-
charge will be granted.”

An example will help illustrate
this principle. A property owner
makes a gift to a family member
(whether outright or in trust) which
does not result in the property
owner being insolvent or unable to
pay her debts as they mature. She
has no known or specifically identi-
fiable creditors. Nonetheless, she
realizes that a claim against her
could arise on account of unfore-
seen circumstances, such as being
involved in a car accident, occur-
ring in the future. This gift should
not be regarded as a fraudulent
conveyance, despite the fact that
she is making it with the general in-
tention to protect the property from
claims that could arise against her
in the future.

Although the fraudulent con-
veyance rules apply to creditors in
bankruptcy, obviously thcv also
have a broader application. For ex-
ample, in a number of states a tort
claimant is permitted to attack as

fraudulent a transfer made after the
time of the 'ort but prior to any
judgment.

Interests in Trusts

TWO SETS OF CONTRASTING [Ules
must be considered to determine
whether interests in trusts are sub-
ject to claims of creditors. First, as a
general rule, a beneficial inte: st in
trust that is subject to a restriction
on transfer (called a “spendthrift
provision") is not subject to the
claims of a beneficiary's creditors.
Thus, if the debtor is a beneficiary
of a trust established for his or her
henefit by another person (such as
hy a parent) which interest by its
terms and/or applicable state law is
not assignable, the trust assets
should be protected. However,
property transferred in trust for the
heneficiary may be attached by the
creditors of the grantor if the trans-
fer to thentrust was a fraudulent con-
veyance.

In virtually all states, property
may be placed in trust for another
and thereby be protected from the
claims of most creditors of the ben-
eficiaries (and of the grantor). The
degree of “creditor proofing" usually
varies depending on whether the
trust gives the beneficiary the right
to receive all of the income, is for
the "support” of the beneficiary
and/or restricts alienation of the
beneficiary's interests.” It appears
the maximum protection of trust
property from the claims of the ben-
eficiary’s creditors may be achieved
by placing property in a trust that
gives the trustee complete discretion
as to whether and when to distrib-
ute income and/or principal to the
beneficiary or beneficiaries of the
trust, and which also imposes
spendthrift restrictions. Tire trustee,
having control over distributions,
probably should not he one of the
beneficiaries, both to secure the
creditor protection and to avoid in-
clusion of the property in the estate
of a beneficiary for tax purposes
(which may be viewed as an addi-
tional form of credit protection). The
beneficiary, however, may partici-
pate as a trustee in investment deci-
sions and may have a non-general
power of appointment over all or
part of the trust corpus.

Such a trust offers major advan-

tages to the beneficiaries. First, the
trust assets should he entirely pro-
tected from the claims of most cred-
itors of the beneficiaries, including
creditors in bankruptcy and spousal
property, and in some cases, even
support claims, in the event of di-
vorce or upon death of the benefi-
ciary. In order to maximize the
creditor protection, the trustee may
be given broad authority rot only
to distribute or accumulate income
and principal, but also to purchase
assets for the use of trust beneficia-
ries. For example, the trustee may
be authorized to purchase a home
for the use of the beneficiary, there-
by preserving that asset in the trust
protected from the claims of the
oeneficiary's creditors. (It seems
that this use by a beneficiary should
not cause any “ncome to be imput-
ed to the beneficiary.) The pur-
chase of assets “inside" the trust as
opposed to distributions also pre-
serves the wealth transfer tax sav-
ings that may be achieved through
the use of such a trust. Thus, the
property owner can confer a sub-
stantial benefit on the chosen ob-
jects of his or her bounty by trans-
ferring during lifetime or bequeath-
ing at death assets to such a “dis-
cretionary” tnist.

As noted above, howeves, a
transfer for less than fair value , in-
clu ng a gratuitous transfer in trust
for the benefit of another, may he
set aside if it constitutes a fraudu-
lent conveyance. For example, a
person could not defeat an out-
standing liability by transferring
while insolvent all of his or her as-
sets into a trust for the benefit of
his 0. her spouse. Thus, in the case
of lifetime planning, it is best to
have created trusts and make the
transfers in advance of any financial
difficulties in order to successfully
avoid the challenge that such trans-
fers were fraudulent conveyances.

The second general rule relates
to whether and to the extent of
which the grantor of the trust has a
heneficial interest in it. As to a trust
created for one's own benefit, the
“black letter" law is that a transfer
in trust for the benefit of the trans-
feror is void as against his or her
creditors, whether their clajps arise
hefore or after the transfer.  In oth-
er words, the general rule that has



prevailed throughout the United
States, at least until the,enactment
of the Alaska Trust Act™, has been
that the assets in the trust may be
claimed by the creditors of the
grantor to the extent the grantor is
entitled or eligible to receive assets
from the trust, even if the transrer
to it was not in default of creditors
and even though the statute of limi-
tations for a person to make a claim
that the transfer to the trust was
fraudulent has expired. For exam-
ple, an individual creates a trust in
1970 from which the individual is
eligible, but not entitled, in the ex-
ercise of discretion of a third party
as trustee, to receive distributions.
A judgment is rendered against the
grantor in 1997 on accountof a car
accident that occurred in 1996, To
the extent tire trustee has the capac-
ity to make distributions of trust
property to the grantor, the judg-
ment against the grantor could be
enforced according to the Restate-
ment (2d) Trusts against the trust
assets even though the grantor had
no intention of defrauding that
creditor, or any other creditor,
when the trust was created in 1970.
On the other hand, a judgment
creditor of the grantor generally
may not attach the assets in a trust
of which the grantor is neither eli-
gible nor entitled to receive distrib-
utions unless the transfer was in de-
fraud of creditors.

The Tax Rule

The treatment of self-settled do-
mestic trusts has been explored in a
series of federal tax cases That fol-
low from the creditors’ rights analy-
sis. Specifically, if the grantor's
creditors can reach the entire cor-
pus of such a trust, the transfer to
the trust is regarded as wholly in-
complete and no gift tax is due
upon creation of the trust. As a
corollary, however, the entire trust
is included in the creator's estate
under Code Sec. 2036(a)(1).

Thus, in Paolozzi v. Commission-
er , the settlor transferred property
to a trust under which the trustees
had discretion to pay over the in-
come to her during her lifetime.
The Tax Court determined that un-
der Massachusetts law, the settlor’s
creditors could reach the maximum
amount that, under the trust terms,

could be paid to the setdor — that
is, the entire income interest. Ac-
cordingly, the gift was incomplete
to the extent of that interest. In
Outwin v. Commissioner , also con-
sidering Massachusetts law, the Tax
Court reached the same result
where the trustee could distribute
income and principal to the settlor
in the trustee's discretion but only
with the consent of the settlor’s
spouse. The spouse had an income
interest following the settlor's
death, could receive principal in the
discretion of the trustee at that time,
and had a limited testamentary
power of appointment. However,
the Tax Court concluded that the
spouse's veto power was not suffi-
cient to distinguish the situation
from Paolozzi, regardless of the fact
that the spouse might be an ad-
verse party for gift-tax purposes.

Maore recently, in Paxton v. Com-
missioner , the Tax Court held that
a trust was included in the settlor’s
estate where the trustee had discre-
tion to apply income and principal
among a class of persons including
the settlor; the trustee was the sett-
lor's son, who also had a beneficial
interest in the trust. The fax Court
looked to Washington state law, but
relied primarily on the Restatement
rule, discussed earlier, to support its
holding.”

0 ffshore Trusts

In the past few years, there has
been considerable use of trusts cre-
ated in those foreign jurisdictions
that provide greater protection
against claims of creditors than is
available under American law. A
so-called "asset protection trust” al-
lows a grantor to protect assets
from his or her creditors without re-
quiring the settlor to relinquish all
interest in the assets in the trust. In
general, asset protection trusts are
trusts established in foreign jurisdic-
tions that have limited the recourse
of creditors to trust assets.

The selection of the foreign juris-
diction in which the asset protec-
tion trust will be established re-
quires great care because of the ex-
istence of the English “Statute of
Elizabeth” (precursor to U.S. fraud-
ulent conveyance law, discussed
above), which makes it possible to
set aside a transfer that is intended

to defeat future, but currently un-
known, creditors. Some offshore
sites have enacted "Statute of Eliza-
beth override” statutes to circum-
vent any questions concerning the
applicability of the Statute of Eliza-
bc h. Some of the offshore sites that
have passed such legislation are the
Bahamas, Bermuda, the Cayman Is-
lands, the Cook Islands (which ap-
pears to offer particularly strong
protection against creditors) and
Gibraltar . Other concerns are politi-
cal stability and the availability of ad-
equate banking and other financial
services in the chosen jurisdiction,
Asset protection trusts usually are
designed so that the settlor, upon
creation of the trust, will experience
no tax consequences. In almost all
cases, an asset protection trust will
he a so-called “grantor trust” for
federal income tax purposes, with
the result that the creator will con-
tinue to be taxed on all the trust in-
come in the same manner as if he
or she continued to own the trust
property outright. In addition, the
settlor typically retains certain pow-
ers or interests sufficient to render
the transfer to the trust an incom-
plete gift, thereby avoiding gift tax
and keeping the trust property
within the settlor's gross estate for
estate tax purposes. For example, in
Private Letter Ruling 9536002 (May
12, 1995) (not precedent), the IRS
ruled that a transfer to an offshore
trust was incomplete because the
grantors retained a limited power of
appointment over the trust property.

The New Alaska TrustlLaw

Elimination of the Rule
Against Perpetuities. Under the
Alaska Trust Law, an interest in a
trust will not fail to be valid be-
cause it is non-vested if all or part
of the income or principal of the
trust may be distributed, in the dis-
cretion of the trustee, to a person
who is living when a trust is creat-
ed. As a practical matter, this
means a trust can be of perpetual
duration provided the Trustee has
discretion to distribute trust income
and principal to the beneficiaries, at
least one of whom s living when
the trust is created. (This might be
contrasted with South Dakota law,
which provides that a trust may be
perpetual if the trustee is authorized



to sell the trust assets and with
Delaware law which has abolished
the rule against perpetuities in its
entirety, except with respect to real
estate ) Thus, a perpetual trust now
cau be created under the law of
Alaska which imposes no income
tax. And if the trust is not a grantor
trust (causing the income to be at-
tributed directly to the grantor),
state (and local) income tax can be
avoided to the extent trust income
is not currently distributed to bene-
ficiaries who are tax residents of
states (or localities) that impose in-
come tax.

SpendthHJI Provisions. Alaska
law also was amended expressly to
provide that a person who transfers
properly in trust may direct that the
interest of a beneficiary of the trust
may not be either voluntarily or in-
voluntarily transferred before pay-
ment or delivery of the property to
the beneficiary by the trustee. It fur-
ther provides that if the trust con-
ta' w such a transfer restriction, the
restriction prevents a creditor exist-
ing when the trustis created, a sub-
sequent creditor or any other per-
son from seeking to satisfy a claim
out of the beneficiary's interest in
the trust, subject to four exceptions

First, if the settlor retains the
power to revoke or terminate the
trust, his or her creditors may attach
the trust property to the extent cf
the power of revocation or termina-
tion. However, a power to revoke
or terminate does not include a
power to veto distributions from
the trust to another beneficiary, the
retention of a special testamentary
power of appointment, or the right
to receive a distri! ion of income,
corpus or both in the discretion of
another person, including a trustee,
other than the settlor of the trust.
The veto power and power of ap-
pointment may be retained by the
grantor to prevent the transfer to
the trust from heing complete for
federal gift-tax purposes. By the
same token, retention of such pow-
ers will cause the assets to be in-
cludable in the ~ross estate of the
grantor at death.

Second, creditors of the settlor
may also attach property in the trust
to the extent that the trust income
and principal must be distributed to
the grantor.

Third, the transfer is void with re-
spect to creditors if at the time of
the transfer to the trust the settlor
was in default by 30 or more days
in making a payment due under a
child support judgment or order.”

Fourth, the transfer is subject <
attachment by the settlor's creditors
if the transfer was intended, in
whole orin part, to hinder, delay or
defraud creditors under die Alaska
fraudulent transfer Jlaw. (AS
34.40.010.) However, an action to
claim the transfer was fraudulent
may not be commenced unless (1)
if the claimant was a creditor when
the trust was created, the action is
brought within the later of four
years after the transfer to the trust
was made or one year after the
trust is or could have been reason-
ably discovered, or (2) if the
claimant becomes a creditor after
the transfer, the action is com-
menced within four years after the
transfer to the trust,

The foregoing means that if the
settlor is not in default by 30 or
more days of making a child sup-
port payment, the transfer was not
intended to defraud creditors and
the grantor retains no power to re-
voke or terminate the trust or the
mandatory right to receive income
or principal but only retains the
right to receive a distribution in the
discretion of a trustee, creditors of
the grantor cannot reach the assets
contained in the Alaska trust. If the
grantor retains the power to veto a
distribution to other heneficiaries
and a special testamentary power
of appointment or similar right, the
transfer to the trust will not be com-
plete for gift and estate tax purpos-
es even though it is not subject to
the claims of the grantor's creditors.
On the other hand, if the grantor
retains no such power to veto or
power of appointment or similar
right, the transfer to the trus' wiil be
complete for estate and gift tax pur-
poses. Thus, the Act offers flexibili-
ty to integrate creditor protection
with the grantor's tax and other es-
tate planning objectives.

The Rule for Making the
TrustAlaskan
Although four other jurisdic-
tions (Delaware, South Dakota, Ida-
ho and Wisconsin) allow trusts to

last perpetually in their jurisdic-
tions, no statutory guidance is pro-
vided by their laws as to what con-
nection or nexus is sufficient to
cause their state's law to apply to
the trust. The Alaska statute, how-
ever, provides an explicit rule as to
what makes a trust an Alaskan trust
for both the purpose of avoiding
the rule against perpetuities and the
purpose of creating a tmst that will
not be subject to claims of the sett-
lor's creditors. First, some of the
trust assets must be deposited in
the state and be administered by a
"qualified person." Deposited in
Alaska means held in a checking
account, time deposit, certificate of
deposit, brokerage account, trust
company fiduciary account or other
similar account located in Alaska. A
‘qualified person” is an Alaskan
domiciliary or an Alaskan trust
company or bank. Second, the
Alaskan trustee's duties must at
least include an obligation to main-
tain records for the trust (on an ex-
clusive or nonexclusive basis with
other trustees) and the obligation to
prepare or arrange for the prepara-
tion of income tax returns that must
be filed by the trust (again on an
exclusive basis or on a nonexclu-
sive basis with other trustees).
Third, part of the administration
must occur in the state.

Some Contrasts to Foreign
AssetProtection Trusts
Although an American now is

able to create an Alaskan trust of

which he or she is a discretionary
beneficiary which will be protected
from the claims of his or her credi-
tors, an Alaska trust will not pro-
vide the same level of practical pro-
tection from claims of creditors
which may be afforded to a trust
created in one of the offshare juris-
dictions, such as the Cook Islands
or the Bahamas. The laws of such
offshore jurisdictions typically have
extremely short statutes of limita-
tions before the period to com-
mence an action claiming the trans-
fer to the tmst was fraudulent runs
which, as a practical matter, cannot
he met by a creditor especially if
the trust is created and funded suf-
ficiently in advance of the entry of

a final judgment against the debtor

in an American court. Second, the



jurisdiction may prohibit the en-
forcement of American judgments.
That means the action must be re-
tried in die offshore jurisdiction. As
a practical matter, that may well be
impossible. Because Alaska is one
of the American states, its courts
will be required to give full faith
and credit to any judgment of a sis-
ter state although, as indicated, a
judgment against the debtor will
not be enforceahle against the Alas-
ka trust unless there is a finding
that the transfer to the trust was a
fraudulent transfer or some other
reason for voiding the trust, such as
the grantor having been in default
by 30 or more days in child support
payments at the time the trust was
created. Third, at least some of
these offshore jurisdictions explicit-
ly exclude some claimants from
contending a transfer was fraudu-
lent. For instance, in some cases, a
claim founded on a domestic right
(such as an equitable distribution
claim to property in the event of a
divorce) cannot be brought against
a trust situated in that jurisdiction.

In some ways, however, a for-
gign asset protection trust may be
less desirable than an Alaska trust.
Obviously, there is greater political
risk in these offshore jurisdictions
than there is in the United States. In
addition, new “anti-foreign trust"
provisions added to the Internal
Revenue Code (see, e.g., Code Sec.
6048) will not apply to an Alaska
trust. Aiso, it may be that a court
would be more prone to view the
creation of a foreign asset protec-
tion trust as an attempt to remove
or secrete assets than it would the
creation of an Alaska trust. In a re-
cent bankruptcy court case, the
court expressed considerable hostil-
ity to the creation of an offshore
trust and ultimately applied New
York law to determine whether the
debtor had retained a property in-
terest in the trust (which was estab-
lished underJersey law) for purpos-
es of determining whether he
should be denied a discharge in
bankruptcy. It appears, however,
that this case may have turned on
the rather extraordinary facts, which
the court apparently perceived as
involving a course of deception and
concealment of assets by the
debtor.

Options Underthe Alaska
Trust Act

A significant obstacle to the mak-
ing of lifetime transfers is that the
property owner is then cut off from
the property. For example, some
persons are willing to make a gift,
and anticipate that they will be
comfortable without the gifted asset
and/or the income therefrom under
the most likely scenarios, but are
concerned about a "disaster" situa-
tion in which they might need ac-
cess to the funds. They may not be
at all concerned about protecting
assets from creditors. In such a
case, an offshore trust may be ap-
propriate to consider. Precisely be-
cause the normal U.S. rule permit-
ting creditors to reach the trust does
not apply, the fact that the grantor
is a permissible beneficiary of trust
income and/or principal in the dis-
cretion of an independent trustee
should not render the gift incom-
plete and includable in the estate
under Code Sec. 2036 or 2038.
Thus, the trust can be structured so
that the transfer is a completed gift
upon creation. Gift tax would be
paid (or unified credit applied). In
that way, the "normal” estate plan-
ning benefits of removing gifted as-
sets and the appreciation thereon
from the estate are achieved. How-
ever, the Trustee can give the sett-
lor access to the trust assets.

These same opportunities are
now available to Americans using
Alaska trusts. For example, an indi-
vidual could create a so-called
“Crummey trust” in Alaska for the
benefit of himselfor herself as well
as members of his or her family and
protect transfers to the trust from
gift tax using annual exclusions
with resoect to the other family
members. For instance, a woman
who is married and has two chil-
dren could transfer up to $50,000
under the protection of the annual
exclusion under Code Sec. 2503(c)
granting her husband and each
child the right, respectively, to with-
draw $10,000 and $20,000 from the
trust. The transfers to such a trust
created under Alaska law would be
complete and should be excludable
from the grantor's estate at death
even though the grantor is eligible,
although not entitled, to receive

distributions from the tmst in the
discretion of a trustee other than
himself or herself. Of course, the
beneficiaries may exercise the pow -
ersof withdrawal so that there is no
property left in the trust from which
the grantor could benefit. In addi-
tion, to the extent that the powers
of withdrawal have not lapsed tax-
free pursuant to Code Sec. 2514(e)
and 2041(b)(2), the property subject
to the poweis of withdrawal will be
includable under Code Sec. 2041(a)
in the gross estates of the power-
holders.

An individual also could create
an Alaska trust and transfer the
amount of his or her remaining gift
tax exemption equivalent (which
can be as great as $600,000) and re-
main a beneficiary eligible to re-
ceive distributions in the discretion
of a trustee other than himself or
herself and avoid having the prop-
erly includable in his or her estate.
This provides an opportunity to re-
move the income and appreciation
earned on the property during the
balance of his or her lifetime from
his or her gross estate even though
the grantor has retained the possi-
bility of receiving assets back in the
discretion of the trustee if appropri-
ate circumstances arise. Similarly,
an individual could make a transfer,
which is complete for estate and
gift tax purposes, to an Alaska tmst,
of which he or she is eligible to re-
ceive distributions, equal to his or
her remaining GST exemption un-
der Code Sec. 2631(a) which can be
as great $1 million. This would al-
low the amount protected from
generation-skipping transfer tax to
increase by post-transfer income
and appreciation during the bal-
ance of the transferor's lifetime
even though the grantor is an eligi-
ble beneficiary of the trust.

The entitlement to payments
from a grantor retained annuity
tmst (GRAT) described in Code Sec.
2702(b)(1) or grantor retained uni-
trust (GRUT) described in Code
Sec. 2702(h)(2) must terminate prior
to the death of the grantor or the
tmst assets will be includable, in
whole or in part, in the grantor's es-
tate.” However, if the GRAT or
GRUT is created under Alaska law,
the property may continue in tmst
after the grantor's annuity or uni-



trust term ends, and the grantor
thereafter could be eligible to re-
ceive distributions from the trust
without causing the trust to be in-
cludable in his or her estate, pro-
vided the grantor survives the an-
nuity or unitrust term.

Conclusions

The dual goals of aSS€t prOteC-
tion and reduction in taxation are
often compatible and complemen-
tary. The new Alaska Trust Actpro-
vides an opportunity for Americans
in all states to create tnists in Alaska
which may help achieve both goals.
Although not providing all of the
practical protection that may be
available through similar trusts cre-
ated in offshore jurisdictions, many
Americans will prefer for their as-
sets to remain in the United States.
For them, Alaska trusts may he con-
sidered. Although not discussed in
detail in this article, making the
trust perpetual may offer additional
financial, tax and estate planning
benefits. *
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Self-Settled Estate Planning Trusts

The Alaska Act opens a new dimension in estate

planning for Americans. They can now make lifetime
transfers, which are complete for federal gift and
estate tax purposes, to an Alaska trust of which the
grantor is eligible; but not entitled, to receive distribu-
tions in the discretion of a trustee (other than himself
or herself).” Such self-settled Alaska trusts could be
used for virtually all lifetime estate planning transfers.
For instance, an individual may make transfers
under the protection of the Internal Revenue Code
8§2503(b) gift tax annual exclusion by transferring
property to an annual exclusion or so-called “Crum-
mey” trust, which provides that certain individuals
(such as a transferor's spouse, descendants, and per-
haps others, but not the grantor) can withdraw proper-
ty transferred to the trust up to the amount of annual
exclusions not used elsewhere. With an Alaska trust,
the grantor may remain eligible to receive distribu-
tions of trust property in the discretion of a trustee
other than the grantor without causing the trust assets
to be includable in his or her estate. From an estate
planning perspective, the grantor will want distribu-
tions to him or her to be minimised, because such dis-
tributions diminish the estate tax planning benefits of
having made completed transfers to the trust that oth-
erwise would be excludable from his or her estate.
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may be inferred from the circumstances, the assets
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ner v. US.. 197 F. Supp. 726 (E.D. Pa. 1961), aff'd,
316 F. 2d 517 (3rd Cir. 1963). On the other hand, only
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e.g., Estate of Wells v. Commissioner, supra. Actual
retention of the property or the income (that is, the
failure actually to transfer the property or the income
to another) may also result in estate tax inclusion. See,
e.g.. Lee v. United States, 86-1 U.S.T.C. 1 13,649

(CCH)(W.D. Ky. 1986).

Annual Exclusion Trusts

Not infrequently, a Crummey trust will acquire
one or more life insurance contracts on the life of the
grantor or on the lives of the grantor and the grantor’s
spouse. Ownership of the policies by the trust is an
attempt to keep the proceeds paid at death from inclu-
sion in the estate(s) of the insured(s). If the insured
holds no incident of ownership” in the policy at or
within three years of death, and if the proceeds are not
paid to the estate of the insured, the proceeds should

not be included in the insured’s gross estate. Code
§2035,2042.

If the terms of an annual exclusion (or another
type) Alaska trust that acquires a cash value life insur-
ance contract provide merely that the trustee may, in
the exercise of its discretion, distribute trust assets to
the grantor, the incidents of ownership in the contract
should not be attributed to the insured grantor so as to
cause the proceeds to be includable in his or her estate.
See, e.g., PLR 9434028 (incidents of.ownership held
by a trust are not automatically attributed to the bene-
ficiary whose life is insured if the beneficiary is not a
trustee). :

This provides an opportunity for the grantor,
through the exercise of discretion of a trustee other
than himself or herself, to be eligible to receive cash
value in the policy without causing the proceeds paid

t\* at death to be inciudable in his or her estate..

Unified Credit, GST Exemption, and Other I\Vusts

One of the most effective lifetime planning tech-
niques is to transfer as early as possible in life the
amount protected from gift tax by reason of the unified
credit allowable under Code Sec. 2010 or by reason of
the amount of GST exemption under Code Sec. 2631.
Use of the unified credit (which under the Taxpayer
ReliefAc’ of 1997 will increase commencing in 1998
and continuing through 2006) early in life can resultin
a very large amount being excludable from the trans-
feror's estate. The early use of the $1 million GST
exemption (which under the Taxpayer Relief Act of
1997 is indexed for inflation) can be even more effec-
tive from an estate planning perspective. In the long
run, because the GST exemption can be used to avoid
wealth transfer tax on property as it passes .from one
generation to the next without limit, the use of the
GST exemption to avoid tax may be even more impor-
tant than use of the unified credit. (As noted earlier, an
Alaska trust can be structured so it can last perpetual-
ly. Also, Alaska has no income tax.)

The remainder following the grantor’s retained
interest term in a grantor retained annuity trust
(GRAT), grantor retained unitrust (GRUT), or grantor
retained income trust (GRIT), including a qualified
personal residence trust, can pass outright to others or
remain in trust. In most jurisdictions in the United
States, the property will continue to be includable in
the grantor’s estate if the grantor is eligible to receive
continuing distributions in the discretion of a trustee
after the grantor’s entitlement to payments ceases,
because the grantor’s creditors will be able to attach
the trust assets. See Rev. Rul. 77-378, supra. Howev-
er. if the GRAT, GRUT, or GRIT is an Alaska trust, the
property should not be includable in the grantor's
estate after the annuity, unitrust, income, or use term

23 ACTEC Notes 241 (1997)



IRC § 754. Moreover, entities treated as partnerships for
income tax purposes can be much more flexible in for-
mation, operation and ownership thanso-called S corpo-
rations. Subject to certain exceptions (such as for
domestic (U.S.) corporations), an entity may elect on its
first tax retum filed after 1997 to be treated as a partner-
ship (or, alternatively, as a corporation) for federal
income tax purposes.

Entities treated as partnerships, in certain circum-
stances, can be used to enhance the protection of assets
from claims of creditors. First, “buy-out" provisions
contained in a partnership agreement (or other docu-
ment) sometimes provide other owners or the entity
itself the right to buy partnership interests (or compara-
ble interests in a LLC) from a partner who becomes
bankrupt. Although these "triggered by bankruptcy
provisions sometimes are not enforceable, they may be
enforceable in certain other cases. In any event, their
mere .existence may chill a creditor from attempting to
attach a partnership interest. Second, as ageneral mat-
ter, any creditor who does succeed to the economic
interest of the bankrupt partner but does not become a
partner (because, for example, state law or the partner-
ship agreerment so provides) nonetheless may be taxed
apparently on a pro rata portion of the income, even if
no distributions are made. Sec Rev. Rul. 77-137,1977-
1C.B. 178. This may make the attached interest in the
partnership a liability in the hands of the creditor
(because it may generate an income tax liability with-
out a concomitant distribution of cash or other assets,)
which may cause the creditor to agree to disgorge the
asset at a lower price or possibly to abandon it. Under
the law of virtually all jurisdictions, however, a court
having jurisdiction over the partnership may order its
liquidation for any “equitable™ reason. See, eg., 8A
N.Y. Cons. Law §121-802. In addition, under those
state laws that otherwise permit a partner to demand to
be bought out upon six month's notice (which is the
default rule contained in the Revised Uniform Limited
Partnership Act), a creditor might convince a court that
a creditor should be able to exercise that power to be
liquidated out.

Under the now Alaska law, a court will be able to
order the dissolution of a partnership Or limited liabil-
ity company only if it determines that it is impossible
for the enterprise to continue to operate. Therefore,
the court will be unable to order a liquidation merely
for an "equitable” reason. In addition, unlike the
default rules under most state laws, an Alaska limited
partnership or limited liability company does not go
out of existence upon the death of a general partner of
a limited partnership or of a member of an LLC.

Limited partnerships and LLCs are widely used
fcr estate planning. They can accomplish many goals,
including providing a family unit with an opportunity

to shift income more efficiently, share in lower broker-
age and investrment advisory fees, and centralize and
harmonize the management of assets and investment
decisions. Use of these entities changes the nature of
what is owned. In other words, family members no
longer own an interest in the assets owned by the part-
nership or LLC, but rather own interests in the partner-
ship or LLC. Because the nature of the family's inter-
est changes, so does it value. Often, the value is
reduced. Lower value may mean lower gift, estate, or
generation-skipping transfer tax when an interest is
transferred. It can also mean a smaller "step-up” in
income tax basis at death. See IRC §1014.

The Internal Revenue Service has shown a strong
and growing inclination to disregard the existence of
the partnership (or LLC) when disregarding its exis-
tence would result in a larger value for estate, gift, or
generation-skipping, transfer tax purposes, and thus,u
higher taxes. The Service’s attack, to date, has
revolved around four primary arguments. See, gener-
ally, Aucutt, "More on Deathbed FLPs,” 9 Probate
Practice Report 1 (August 1997), for a discussion of
some of these arguments. . N

First, the IRS has contended that tire taxpayer may
be making a gift upon formation of the entity to other
equity owners (e.g., partners) if the taxpayer receives
back an interest worth less than what he or she con- "
tributed. The argument may not be sound. For exam-
pie, upon termination any such “gift" to the other part-
ners may be offset by a "gift" back from the others. If
s0, any transfer upon formation must be for full consid-*»
eration and cannot be a gift. At least in some cases, ther-
courts have not completely dismissed the argument that -
a gift can be made upon formation, thus this argument
should not be disregarded in forming a limited partner-
shipor LLC. Cf. Estate ofTrenchard v. Commissioner,
T.C. Memo 1995-232. See, also, Hom, “Limited Part-
nerships: Some Thoughts and Theories about Key
Issues.” 23 ACTEC Notes 37 (Summer 1997).

Second, the IRS has contended that the existence
of the partnership should not be respected in those
cases where the partnership was fonned only for tax
reduction reasons, at least if its existence has no other
substantial economic impact. It appears more likely
that there will have been a smaller non-tax impact if a
transfer of partnership units occurs immediately after
the formation of the entity. See, e.g., National Office
Technical Advice Memorandum (NOTAM) 9719006
(formation of partnership by individual who was ter-
minally ill and died two days after partnership was
formed). See. also, NOTAM 9723009 (formation 54
days before death), and NOTAM 9725002 (formation
two months before death).

Third, the Internal Revenue Service also has
recently contended that the existence of the partner-



limited liability companies last indefinitely (just as
:orporations do). In addition, as a matter of default
Alaska law, the terms of a partnership agreement (or
governing documents of a limited liability company)
can only be changed with the unanimous of all part-
ners (or members of an LLC). Hence, if there is any
partner who is not a family member (such as a niece or
nephew), the family will not be able to remove the
restriction and, accordingly, it should not constitute an
applicable restriction the existence of which may be
disregarded under IRC §2704(b).

Alaska has also eliminated any right of a limited
partner or LLC member to demand to be bought out on
six months’ notice. In fact, under default state law, a
partner or member is entitled to distributions only as
provided in the governing documents. Moreover,
unlike the default rules rnder the law of virtually all
the other states, neither a limited partnership nor a lim-
ited liability company is dissolved under Alaska law
upon the death of any general partner or member.
Rather, a limited liability company continues for as
long as there-is one member. A limited partnership
continues in existence as long as there is another gen-
eral partner, or if there is none, it dissolves only if a
majority-in-interest of the remaining partners fail to
elect a new general partner within 90 days.

New Delaware Asset Protection TVust Legislation
Effective July 1,1997, Delaware enacted a new law
similar to and intended to produce the same estate plan-
ning and asset protection benefits that the Alaska Trust
Act provides. The official synopsis of the new Delaware
law states that the purpose of the Act is to facilitate the
establishment of trusts in Delaware and is intended to be
like the Alaska TVust Act.  Infact, much of the language
in the Delaware law is identical to the Alaska law*
Unfortunately, it appears that the Delaware law
will provide less asset protection than the Alaska law
will. Perhaps of much greater significance, it may not
be possible for a gift to a self-settled trust formed
under Delaware law; as enacted, to be complete for

' The extent of asset protection is discussed in more detail in
Hompesch, Rothschild and Blattmachr. "Does the New Alaska
Trusts Act Provide an Alternative to the Foreign Trust?" The Jour-
nal 0 fAsset Protection. 9 (July-August. 1997).

. Forexample, Rev. Rul. 77-378 states, in part:

There would be no doubt of his nonliability for gift

tax upon the value of the income if he had reserved to

himself the absolute right to the income for his life. But

he made no such reservation. He transferred the entire

properry. Whether he would enjoy any of its income

depended entirely on the trustee, who. in his uncon-
trolled discretion, could deprive him ofit completely. 1t

\

Notes

federal tax purpose:. See Dcla. Stat. Ann. §3573.
Subsection §3573(a) appears to provide that the trust
is permanently available to discharge the grantor’s
obligau'on to pay alimony, child support, and property
settlement awards even if the obligation arises after the
transfer to the trust occurs. As indicated above, a
transfer is incomplete for Federal estate and qift tax
purposes to the extent the grantor can relegate the
grantor’s creditors to the trust. Here, because the
potential use of trust assets is limited and probably
ascertainable, it seems the transfer might be only part-
ly incomplete (i.e., to the extent potential use of trust
assets for child support, etc. is ascertainable). See
Treas. Reg. §20.2036-I(a)(ii).

Probably most troublesome is §3573(b), under
which the grantor can certify inwriting to any creditor
(including apparently someone who becomes a credi-

. tor after the trust has been created) that the trust assets

are available to satisfy the creditor’s claim. That certi-
fication seems to make ’he trust assets available to that
creditor. This virtually assures that the gift to the trust
is incomplete, because the grantor can relegate his,or -
her future creditors to the trust assets. This power-.of
relegation is sufficient to render the gift incomplete..-::
Rev. Rul. 77-378, supra. :
Third, under §3573(c) the trust assets are perma-
nently available to claimants who have suffered per- -
sonal injury, death, or property damage that occurs: :
prior to the transfer to the trust. It appears quite cer-, ¢
tain that these claimants continue for all time to have” .
access to the property in the Delaware trust to satisfy-
their claims, even if the tnnsfer to the trust was not a
fraudulent conveyance, | seens that transfers to the
Delaware trust are incomplete to the extent of any such
pre-transfer claims, under Dela. Stat. Ann. §3573(c).
Nonetheless, supporters of the new Delaware trust
act are likely to seek to have these potential problerms
with the legislation cured early in that state’s 1998 leg-
islative session. With certain changes, Delaware law
will provide the same estate planning benefits current-
ly available under Alaska law.

was only by virtue of the trusve's direction, which on
this record must be regarded as entirely voluntary, that
the donor received any of the income: and this direction
might be terminated whenever the trustee deemed it
ﬁroper that the wife should receive the income. Sucha
ope ofpasswe expectancY IS not a rlght. [t IS not
enou%h to lessen the value o thepropert¥ transferred....
"Whether the grantor enjoy any of the trust's assets is
dependent entlreIK on the uncontrolled discretion of the
trustee. Such a hope or passive expectancy does not
lessen the value ofthe property transferred..." Rev.
Rul. 62-13 is h-.reby clarified to remove any implication
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President’s
Message

first President’s Message, appear-
ing In the Summer, 1997, issue of
ACTEC Notes, signalled my long-held
belief that the most important issue that
confronts trusts and estates lawyers,
and the most significant issue that I can
address and can induce the College to
address, is an economic and profes-
sional malaise that befalls the legal spe-
cialty in which we practice. "L devote
this President’s Message to revisiting
the theme.

As | view the essentials and state
them directly, the issue is nothing less
than whether our work is sufficiently
valuable to generate the fees that will
enable us to continue to perform our
work in the manner in which we are
prepared and inclined and in which our
professional standards require. The
economic and professional standards
that | see at the margins of the market
are not cause for encouragement.

The recent and vast increase in the
number of lawyers arguably is having

the greatest impact upon those types of
(continued on page 183)
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trust and by providing in the trust
agreement that the p'operty is
community property.13 The Act
requires for a valid Alaska Com-
munity Property Trust that:

1. One or both spouses transfer
property to a trust;

2. The trust expressly declares
that some or all the property
transferred is community property
under Chapter 75 of Title 34 of the
Laws of the State of Alaska;

3. At least one trustee of the
trust is a “qualified person" whose
powers include or are limited to a.
maintaining records of the trust
and b. preparing or arranging for
the preparation of any income tax
returns that muse be Hied by ihe
trust. A "qualified person” is an in-
dividual Alaska domiciliary, Alaska
trust company or Alaska bank as
described in AS 34.75.100(a)
(Michie 1998). The powers to
maintain tmst records and prepare
or arrange for the preparation of
trust income tax returns may be
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given either to the Alaska trustee
alone or to the Alaska trustee and
one or more other trustees;

4. The Trust must contain the
following language (in capital let-
ters) at the beginning of the tmst
agreement:

THE CONSEQUENCES OF THIS
TRUST MAY BE VERY EXTENSIVE,
INCLUDING, BUT NOT LIMITED
TO, YOUR RIGHTS WITH RESPECT
TO CREDITORS AND OTHER
THIRD PARTIES. AND YOUR
RIGHTS WITH YOUR SPOUSE
BOTH DokING THE COURSE OF
YOUR MARRIAGE AND AT THE
TIME OF A DIVORCE. ACCORD-
INGLY, THIS AGREEMENT
SHOULD ONLY BE SIGNED AFTER
CAREFUL CONSIDERATION. IF
YOU HAVE ANY QUESTIONS
AHOUT THIS AGREEMENT, YOU
SHOULD SEEK COMPETENT AD-
VICE.14

5. Both spouses must sign the

trust, even if only one transfers
property to the tmst;
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[Ef Results Gtaranteed, or No Charge
0 Court Autnnrized Search, Recommended
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6. The trustees must maintain
records that identify which prop-
erty held by the tmstis communi-
ty property and which property
held by the tmst is not community

property.

An Alaska Community Property
Trust that meets these require-
ments will allow the conversion of
the tmst assets from separate or
joint property into community
property. Furthermore, it allows
the spouses to enter into enforce-
able agreements regarding:

1. Their rights and obligations
in the property transferred to the
tmst;

2. The management and control
of the property transferred to the
tmst;

3. The disposition of the prop-
erty transferred to the tmst in the
event of the dissolution of the
marriage or of the tmst, death of
gither or both spouses or the oc-
currence or nonoccurrence of an-
other event

4. The choice of law governing

the interpretation of the tmst; and
I

5. Any other matter that affects
the property transferred to the
tmst and does not violate public
policy or a statute imposing a
criminal penalty.

An Alaska Community Property
Tmst may not be amended or re-
voked unless the agreement itself
provides for revocation on a par-
ticular date or on the occurrence
of a particular event or unless the
agreement is amended or revoked
by a later community property
trust To amend or revoke the
tmst, the later community proper-
ty tmst is not required to declare
any pioperty held by the trustee
as community property. This
means that the spouses may
amend the trust to transmute
property back from community
property to separate property.
Both an Alaska Community Prop-
erty Tmst and a latef (amending)
Community Property Tmst are en-
forceable without consideration,
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has a substantial relation to a trust
if the settlor designates that the
trust is to be administered there, if
any trustee has its principal place
of business or domicile in that
state when the tmst is created, if
the trust is administered in that
state or if it is the domicile of the
beneficiaries.

As to trusts of interests in land,
however, the law of the situs of
the land becomes more important.
The administration and validity of
a trust in land is determined ac-
cording to the law of the state in
which the land is situated, even if
the trustees are situated else-
where.19 A court of a state other
than that in which the property is
situated may still exercise jurisdic-
tion over the administration of the
tmst, if this does not unduly inter-
fere with the control by the courts
ofthe situs.20 *

Issues of construction of the
trust instrument, however, have
not always been construed ac-
cording to the situs. Some courts
apply the law of the situs,2l but a
few others have applied the law
designated by the settlor in con-
struing a tmst on real estate.22 The
law of the situs almost certainly
controls issues of construction
only in the ahsence of a designa-
tion in the instrument of the gov-
erning law.

Therefore, itappears very likely
that an Alaska Community Prop-
erty Tmst holding personal prop-
erty will be respected in matters
of administration, construction
and trust validity, as long as it
meets the basic mles set forth by
Alaska law. On the other hand, it
iS quite possible that a court
would view an Alaska Community
Property Trust as not creating
community property interests in
real estate, the title to which is
held by the tmst but the location
of which is in another state that
has no community property mles,
or that has significantly different
mles from those adopted in Alas-
ka. A practitioner who wishes to
create an Alaska Community
Property Tmst to hold out-of-state
real estate should, therefore,
arrange for the transfer of the real
estate to an Alaska corporation or
partnership or limited liability

TIOSTS & ESTATES / trustsandeitates.com / NOVEMBER 1998

T he administration
and validity of a
trust in land is

determined according

to the law of the state in
land is

if the

which the
situated, even

trustees are situated

elsewhere.

company if that is otherwise com-
patible with the client's wishes,
since stock, partnership interests
and LLC interests are themselves
personal property, even if the un-
derlying assets are real property.
The stock or partnership or LLC
interests may then be transferred
to an Alaska Community Property
Trust, the terms of which would
be governed more clearly by Alas-
ka law.

Gift Tax Consequences Of
Creating An Alaska
Community Property
Trust
Although an Alaska Community
Property Tmst could be irrevoca-
ble, the grantor' or grantors
should ensure that neither spouse
will be deemed to make a com-
pleted gift for Federal gift tax pur-
poses to any third party upon the
transfer of property to the tmstor
thereafter unless that is what he,
she or they wish. Because both
spouses must sign the tmst, even
if only one of them transfers as-
sets to it, one spouse cannot cre-
ate the trust, make the assets
community property and unilater-
ally control what the disposition
of those assets will be. If the oth-
er spouse does not agree to the
proposed disposition, he or she
presumably will not sign the tmst.
The gift tax marital deduction
would appear to he a simple pro-
tection against adverse gift tax
consequences on the creation of
an Alaska Community Property
Tmst, but the law does not clenr-

ly establish that granting one’s

spouse the immediate, unilateral
and continuing right until death
to withdraw one-halfof any prop-
erty transferred to and which be-
comes a community property as-
3t should qualify such one-half
interest for the gift marital deduc-
tion. In other words, the fact that
the donee-spouse’s interest in the
community property under the
Alaska Community Property Tmst
will terminate at his or her death
(if the right to withdraw that in-
terest from the trust is not exer-
cised) may mean it is a ter-
minable interest.23

With reasonable planning and
drafting, a transfer to an Alaska
Community Property Tmst should
be capable of qualifying for the-
marital deduction.24 One way is
to create an interest which consti-
tutes an "estate tmst,” that termi-
nates in favor of the donee-
spouse's own probate estate,
making it thereby disposable by
that spouse’s Will.25 Alternatively,
the transfer may be made to qual-
ify by falling under the life estate
general power of appointment
exception.26 The donee-spouse
must be entitled to all of the in-
come for life payable at least an-
nually and be granted a lifetime
and/or testamentary general pow -
er of appointment exercisable by
the donee-spouse alone and in all
events in favor of that spouse
and/or his or her estate. These
are kne./n as general powers of
appointment marital deduction
tmsts.

Although the statute relating to
such general power of appoint-
ment marital deduction trusts
states that the income must be
payable to the spouse at least an-
nually, the regulations promulgat-
ed under the gift tax regulations
relating to such tmsts clarify that
the income does not, in fact, have
to be paid to the donee-spouse
but merely be subject to with-
draw by that spouse.27 .

The interest created for the
donee-spouse in the Alaska Com-
munity Property Trust could be
made to qualify alternatively for
QTIP treatment under Code Sec.
2523(0 by stmcturing the donee-
spouse’s Interest that way and by
election on a timely filed United
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al right to withdraw none, some
(e.g., half) or all of property so
contributed if the income from the

.property contributed or the prop-

erty itself may be distributed,
without the consent of an adverse
party, to either or hoth spouse.32
As a result, during the spouses’
joint lifetimes, each spouse will be
treated as owning for income tax
purposes the assets he or she con-
tributed. That probably will be the
case even if the spouses are treat-
ed as exchanging interests in as-
sets contributed. For example, the
wife contributes Asset X worth $2
million to the trust which became
community property (and, there-
fore, treated as owned under Alas-
ka law as one-half by the hus-
band) and the husband con-
tributes Asset Y worth $1 million
which became community proper-
ty (and, therefore, treated as
owned under Alaska law as one-
half by the wife). Even if the wife
is treated as exchanging a 25 per-
cent interest of Asset X for a 50
percent interest in Asset Y and the

Tkusts & Estates / trustsandejtat

hushand is treated as exchanging
a 50 percent interest irt Asset,Y for
a 25 percent interest in Asset X,
the wife probably will be treated
as ov ning all of Asset X and the
husband probably will be treated
asowning all of AssetY for Feder-
al income tax purposes. The rea-
son is that for income tax purpos-
es (ofwhich the grantor trust rules
are a part), that exchange normal-
ly would be treated as a gift rather
than as an exchange.33 Hence, the
spouse who contributed the prop-
erty presumably will be treated as
the sole grantor of that asset for
income tax purposes.

To the extent of the property
contributed by him or her, the sur-
viving spouse will continue to be
treated as the property owner for
income tax purposes under the
grantor trust rules to the extent
the property orits income may be
distributed to that spouse, without
the consent of any adverse par-
ty,34 after (as well as before) the
other spouse dies. In addition, the
surviving spouse may hecome to
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com/ NOVEMBER 1998

be treated as the owner under
Code Sec. 678 of property con-
tributed by the first spouse to die
upon that spouse's death to the
extent the survivor has a unilateral
right to withdraw the property af-
ter the death of the first spouse to
die.

Basis AdjustmentAtDeath

One major tax advantage of cre-
ating an Alaska Community Prop-
erty Trust is that it enables resi-
dents of non-community property
states to take advantage of Sec,
1014(b)(6), which states that,
upon the death of either spouse,
the basis of the entire community
pr lerty asset (and not just one-
half jf the asset) becomes equal
to the value of the asset at the
death of that spouse (or, if applic-
able, on the alternate valuation
date determined under Code Sec.
2032). Sec. 1014(b)(6) does not
distinguish between property that
is held as community property un-
der automatic (opt out) state laws
or under elective (opt in) state
laws. Furthermore, significant au-
thority strongly suggests that com-
munity property under an opt in
law, such as that adopted in Alas-

HOME ASSOCIATION INC.
A NOT-FOR-PROFIT HUMANE

ORGANIZATION PROVIDING SHELTER,
CARE AND COMPASSION SINCE 1903.

ka, would be eligible for the hasis
adjustment at death under Sec.
1014(b)(6).35

However, it is appropriate to
note that Code Sec. 1014(b)(6)
only requires that the property is
community property under the
laws of any State (or possession or
foreign country). If a non-Alaska
married person or persons trans-
fers property to an Alaska Com-
munity Property Trust, the proper-
ty will be community property un-
der the law of Alaska. Therefore,
it seems literally to fall under the
section.

Although it seems the asset
which is community property un-
der Alaska law is "community
property ... under the community
property laws of [a] State,” it is
possible the courts will hold oth-
erwise.36 Accordingly, married
couples should elect into the Alas-
ka community property system
only if "at form of ownership re-
flects tneir wishes regardless of
whether the basis of the surviving
spouse’s interest in the property
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4. Alaska Stat. 34.75.030 (Michle 1998).

5. See, €.0. Alaska Stat. 34.75.1101(c)
(Michle 1998).

6. 968, €(., Alaska Stat. 34.75.30(c) (Michle

.+ 1998).

7. See, €.0., Alaska Stat. 34.75.040 and
34.75.909(d) (Michie 1998).

8. Alaska Stat. 34.75.010 (Michle 1998)

9. Alaska Stat. 34.75.050 (Michle 1998).

10. Alaska Stat. 25.24.160(d) (Michle 1998).

11. Alaska Stat. 13.12.208(d) (Michle 1998).

12. Alaska Stat. 34.75.090(g) an (h)
(Michle 1998).

13. Alaska Stat.'34.75.060(b) (Michie 1998).

14. A similar requirement exists. . an Alas-
ka Community Property Agreement. S,
Alaska Stat. 34.75.090(b) (Michie 1998).

15 see Mullane v. Central Hanover Bank
& Tmst Co., 339 u.S. 306 (1950).

16. Restatement (2d) Conflicts of Law, Sec.
268.

17. Hughes v. Commissioner of Internal
Revenue, 104 F.2d 144 (9th Clr. 1939);
Noble v. Rogan, 49 F.supp. 370
(s.D.Cal.1943); Application of§ re, 133
N.Y.S.2d 511 (1954); Mattel- of Grant-
Suttie, 205 Misc. 940, 129 N.Y.S.2d 572
(1954); Matter of Carter, 13 misc.2d
1040, 178 N.Y.S.2d 5*9(1958).

18. Restatement (2d) Conflicts of Law, Sec.
270.

19. Restatement (2d' Conflicts of Law, Sec.

276. . hi
20. Fuller v. McKim, 187 mich. 667, 154

N.W. 55 (1915): Knox v.Jones, 47 n.v.
389 (1872); Matter of Osborn, 151 misc.
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52,270 N.Y.S. 616 (1934); In re Sand-
ford's mil, 81 N.v,s.2d 377 (1948); In re
Ragan's Estate, 84 N.v.S.2d 558 (1948);
In te Piazza's Estate, 130 N.Y.S.2d 244
(1954); In re Master's Wl 136 N.v.S.2d
907 (1954); In re Warburg's Estate, 237
N.Y.S.2d 557 (1963).

21. Bowen v. Frank, 179 Ark. 1004, 18
s.w.2d 1037 (1929); Veach v. Veach, 20s
Ga, 185, 53 S.E.2d 98 (1949): Peel v.P_eet
229 11, 341, 82 N.E. 376 (1907); Scofield
v. Hadden, 206 1owa 597, 220 N.w. 1
(1928); Thompson u. Penn, 149 ky. 158,
148 SW. 33 (1912); In re Estate of
Hencke, 220 minn, 414, 19 N.W.2d 718
(1945); Minot v. Minot", 17 App.DIv. 521,
45 N.Y.S. 554 (1st Dep't 1897); Matterof
Good, 304 N.Y. 110, 106 N.E.2d 36
(1952), affg 278 App.DIv. 806, >27. 104
N.Y.S.2d 804 (1st Dept 1951), aff( 278
App.Div. 806, 927, 104 N.Y.S.2d 804 (Lst
Dep’t 1951), affg 96 N.v.s.2d 798
(1950).

22. Greenwood v. Page, 138 F.2d 921
(D.c.clr.1943); Guerard v. Guerard, 73
Ga. 506 (1884); BIown v. Ramsey, 74 Ga.
210 (1884) (Inter vivos trust)-, Keith v.
Eaton, ss kan. 732, 51 P. 271 (1897);
Houghton v. Hughes, 108 me. 233, 79 A
909 (,'M1); Martin v. Estick, 229 miss.
234, 90 So.2d 635 (1956); ZOMDIO V.
Moffett, 320 Mo. 137. 44 S.w.2d 149
(1931); Applegate V. Brotm, 344 s.w.2d
13 (Mo. 1961); Cary v. Carman, 116
Misc. 463, 190 N.Y.S. 193 (1921).

23. As a general rule, a terminable interest
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does not qualify for the marital deduc-
tion. Code Sec. 2523(bX1). Certain ter-
minable Interests may so qualify. S8, eg.,
Code Sec. 2523(e), 2523(0.

24. As a general rule, no marital deduction
is allowed if the transferor's spouse is not
a citizen of the United States. Code Sec.
25230).

25. 588, €(., Reg. Sec. 20.2056(c>2(b)(I)(1).
Cf. Rev. Rul. 72-33,1972-2 C.B. 530.

26. Code Sec. 2523(e).

27. Reg. Sec. 25.2523(c)-i(f)(8). Sec, also,
Reg. Sec. 25.2523(0-1(0, EXaMpIe 2 and
Example 3.

28. See, generally, Reg, sec. 25.2511-2.

29. Code Secs. 672(e), 673, 676 and 677.
The trust may be a grantor trust for In-
come tax purposes for other reasons as
well. See, Code Sec. 674 (control of bene-
ficial Interest In the trust) and 675 (ad-
ministrative powers).

30. See, generally, lattmachr & Sembter,
‘Crummey Powers and Income Taxa-
tion", The Chase Review (uty 1995).

31. SEE PLR 9321050, essentially reversing
PLR 9026036.

32. As mentioned above, the trust may be a
grantor trust for other or additional rea-
sons.

33. Code Sec. 1041.

34. As mentioned above, it may be a grantor
tn.'t for other or additional reasons.

35. On the validity of a consensual commu-
nity property law for this purpose, sec
comm'r v. Harmon, 323 us 44 (1944);
and McCollum v. United States, ss-2
USTC 5 9957 (USDC ND Ok. 1958); and
also see Rev. Rul. 77319, 1977-2 C.B. 24.

36. The IRS seems to accept that separate
property converted to community prop-
erty by agreement Is community property
for Federal Income tax purposes, at least
under an opt-out system. S€€ Rev. Rul. 77-
359. SUpra.

37. If, as suggested by Rev. Rul. 77-359,
SUPra, the transmutation of separate to
community property Is a gift, Code. Sec.
1014(e) may control notwithstanding
Code Sec. 1014(b)(6).

38. 586, Code Sec. 2523(0(2).

39. Caution should be exercised In convert-
ing certain assets to community property ,
for instance, if one spouse owns a policy
of Insurance on the life of the other, the
conversion presumably will cause the In-
sured spouse to hold an Incident of own-
ership in the policy potentially causing
proceeds paid at death to be included in
his or her estate. Cf. Estate of Cervon v.
Commissioner, 111 F.3d 1252 (5th Clt.
1997). It may be Inappropri-»e also for
one spouse to convert quailled plan and
similar interests into communitv proper-
ty. Generally, such Interests represent In-
come In respect of a decedent under
Code See. 691(a) which, under Code Sec.
1014(c), do not receive the income tax-
free step-up'in basis under Code Sec.
1014(a), but complications of such own-
ership can arise in the non-participant
spouse dies first.

40. SEE, Alaska Stat. 34.75.110(e) (Michle
1998). .

41. See, eg., Harvey v. United States, 185
F.2d 463 (7th Clr. 1950),

.



