nirrevocable trust set up by someone other than one
of the beneficiaries provides the ultimate in creditor
protection. With a divorce rate of over {i{ty percent,
as well as an increasing number of Iawsuits, creditor pro-
lection is often the most important objective of our clients.
Mistorically, the general rule has been that the creator of the
frast can dictate who may receive the beneficial enjoyinent

ol the property and the extent and cireumstances under
which this enjovment may be oblained. As a result, nnless
trust property s distributed ontright 1 a beneficiary, it will
generally be protecied [rom the beneficiary’s creditors.

‘the general rule 15 that through accepted legal rom-
edies, a creditor of a deblor stands in the shoes of the debtos
anduay exercise any property or other ighit that the debior
may exercise. So does this mean that a creditor muy aflach
a beneficiarys trust interest or force the trustee o make a
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and many,

distribution to the creditor in satisfaction of o iwnm’ie:i'u*\,f"
debt? 1 this 15 the general rule. does an esiranged spouse
have more rights (0 attach a beneficial interest under da-
mestic relations Taw than an ordinary creditor? Does a dig-
cretionary trust provide stronger credivor proteciion than a
supportrust? This article will answer these guestions.

For mature, competent family members who would re.
ceive the property autright, were i not for the benefits that
can be derived through the receipt of ;‘i‘opm' iy irs atrust, the
st should be designed o give the beneficiary of 2 trasd the
functional equivalent of outdght ownership, including une
disturted controd ever the property. Indeed, meany candidates
for this type of planning wonld be anwitling 1 create such o
strocture unless the erust benefits are coupled with the abifity
of the be m‘hutu'\ o obtain control over the trus property

that is virtually tantamonnt w outright ownershi iy

Asurprisingly favge numbers of wealthy estate own

ers and persons who are otherwise ustale in business and

faice nedther recognize the weaith planping and creditor

ze the
minuffon of fomsly assess that can be anneres
sarily and irretrievably

o opprortunities available o them, nar ren
protential d

BIN oo

fost through exposure to both the
wealth transfer sestem Jad the failure 1o use crediior protec-
ter strategios. A properdy stvactused irrevocable frust car

avold s exposar,

Staggered distribution trusts

Staeoered distribution trusts

T3>

s should never be nsed, A
s trust which makes mands
tory distributions to the beneliciarios at sl ag

Sstaggered distribution trust”

ered ages For ex

de one-thivd of the trust assets o
the benefici ey upon reaching age 25, one-l

ample, the trust may disuib

wlf of the balapee
upon reaching age 30 and the mlam,a. upon reaching age 35
This distribution philosophy does not consider that
many of our clients’ beneficiaries
i not most, will either be sued or go through at

wiil have tavable estates
least one diverce. Toreiy iy the asseis out of the trust because
of a deficteny trust-draliing ph losophy exposes the assels
to estaie i3 Perhaps the
pronary veason that these types of trusts are 50 wigtely tsesd
15 bevause the formbooks ave penerally insu

5, creditors and div GUTINRYG SPOLIBOE,
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Dynasty trusts

in order to achieve the maximum transfer fax savings,
the trust should be wholly exempt from the generation-skip-
ping transfer tax. This will avoid the imposition of transfer
taxes for successive generations. The trust should be drafted
as a dynasty trust which is an irrevocable trust that is pro-
tected from estate taxes for as long as applicable state law al-
lows. Effective October 1, 2005, Nevada law allows a dynasty
trust to continue for up 1o 3605 years. With proper drafting,
a Nevada dynasty trust can also be designed to protect the
(rust assets from the creditors and divorcing spouses of the
trust beneficiaries for up to 365 years.

Support trusts vs, discretionary trusts

Trusts are generally drafted as either: (1) mandatory dis-
tribution trusts, (2) support trusts, or (3) discretionary trasts.

A “mandatory distribution trust” is a trust which re-
quires the trustee to make distributions mandated by the
terms of the trust agreement. The trustee may not withhold
or accumulate a mandatory distribution. Unless there is a
tax reason to do so, this makes some or all of the trust assets
available to the beneficiary’s creditors and divorcing spouses
for no reason but that the trust scrivener was using a trust
“form” which was inadequate for planning purposes.

A “support trust” is created by the grantor to support
one or more beneficiaries. A support trust directs the trustee
to apply the trust’s income and/or principal as is necessary
for the support of a benefliciary. "The beneficiary of a sup-
port trust can compel the trustee to make a distribution of
trust income or principal merely by demonstrating that the
money is necessary for the benefciary’s support, mainte-
nance, educalion, or welfare, or whatever other standard is
contained in the trust. The standard for distributions often
conlains words such as “health, education, maintenance and
support” since that language keeps the trust assets outside
of the trustee/beneficiary’s estate even though that person is
both a beneficiary and is the sole trustee.

A “discretionary trust” allows the trustee complete
and uncontrolled discretion to make allocations of income
or principal if and when the trustee deems appropriate. Be-
cause the trustee is given such broad powers, the beneficiary
can only compel the trustee to distribute funds if it can be
shown that the trustee is abusing ils discretion by failing
to act, acting dishonestly, or acting with an improper par-
pose in regard to the motive in denying the beneficiary the
funds sought. A discretionary trust generally uses permis-
sive language such as the word “may” instead of the word

Maximum continued on page 20
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Maximum continued from page 19

“shall.” The permissive word “may” is still generally further
qualified by granting the trustee unfettered discretion using
words such as “sole and absolute discretion,” “absolute and
uncontrolled discretion” or “unfettered discretion.”

Beneficiary controlled discretionary trusts

Since the terms of a discretionary trust exceed the as-
certainable standard permitted by Section 2041 of the Inter-
nal Revenue Code, a beneficiary cannot serve as distribution
trustee without causing the trust assets to be included in
that beneficiary’s estate for estate tax purposes. Therefore, in
order to draft the trust as a Beneficiary Controlled Discre-
tionary Trust, the trusteeship should be bifurcated into two
separate roles. Upon reaching a selected age, the beneficiary
becomes the investment trustee and has the power to fire
and hire trustees. The other trustee, often the beneficiary’s
closest friend, acts as the distribution trustee since the ben-
eficiary cannot have that power.

Spendthrift provisions

A spendthrift provision is a provision in a trust agree-
ment that provides that the beneficiary cannot sell, pledge or
encumber his beneficial interest, and provides that a credi-
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tor cannot attach a beneficiary’s interest. At common law,
the purpose of a spendthrift trust was to protect a benefl-
ciary from his own spending habits. The idea was to provide
for someone who could not provide for himself, and to keep
such beneficiary from becoming dependent on public assis-
tance. Therefore, if a spendthrift clause was added to a trust,
the common law developed a legal principle that a creditor
could not recover from the beneficiary’s interest.

A beneficiary of a discretionary trust does not need to
rely on a spendthrift provision because neither the current
distribution interest nor any subsequent interest is a proper-
ty interest under state law. 'Therefore, neither the beneficiary
nor the creditors of the beneficiary have any right to force a
distribution from the trust. Flowever, as a matter of course,
trust scriveners should neatly always include spendthrift
provisions even when using a discretionary trust.

The rule is different for support trusts. The Restate-
ment Second of the Book of Trusts, Section 157, carves oul
four key exceptions Lo spendthrift protection, where a credi-
tor may attach the assets of a support trust. Those exception
creditors are: (1) alimony or child support, (2) creditors for
necessary services or supplies rendered to the beneficiary,
such as medical services, {3) services rendered and materi-
als farnished that preserve or benefit the beneficial interest
in the trust and (4) a claim by the U.S. or a state to satisfy a
claim against a beneficiary, such as a tax lien.

Applicable state law will determine which exceptions,
if any, apply. Nevada law is very protective for supporttrusts.
However, our clients’ descendants often live in other states,
so unless the trust is drafted to continue with at least one
Nevada trustee at all times in order to maintain Nevada ju-
risdiction, it is generally prudent to draft trusts for Nevada
residents as discretionary trusts.

Conclusion

It is generally insufficient to draft a trust with man-
datory staggered distributions for the beneficiaries upon
reaching cerlain ages. Rather, the trust should be drafied to
continue in trust for the beneficiary. For those beneficiaries
who are financially astute, the 1rust should be drafied to
give the beneficiary control as trustee. For maximum credi-
tor and divorce protection, the trust should be designed as a
discretionary trust rather than a mandatory distribution or
support trust. &

Steven J. Qshins and Catherine M, Colombo are attor-
neys at the Law Offices of Oshins & Associates, LLC in Las
Vegas, Nevada. Their practice is focused on estate planning
and asset protection for high net worth individuals. Steve is
the nuthor of Nevada’s 365-year dynasty trust law.
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